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Motivation for our Study 
  Asset price crashes or busts have often been associated with declines in 

economic activity and financial instability 
  Sometimes they spillover to other asset markets 
  Received wisdom at the outset of housing/subprime mortgage crisis 

  Economic fundamentals in place seem relatively strong 
  Financial developments in recent years have become less related to 

real economic activity 
  Deterioration in housing and subprime markets and the MBS linked 

to them are less likely to spillover to the rest of the economy or to 
the financial system or other asset classes 

  The consensus was that these asset price crashes are 
different from previous ones  



How about this perspective  

  “All that said, given the fundamental factors in place that 
should support demand for housing, we believe the effect 
of the troubles in the subprime sector on the broader 
housing market will likely be limited and we do not expect 
significant spillovers from the subprime market to the rest 
of the economy or to the financial system”  

 ------- Federal Reserve Bank of Chicago, 43rd Annual 
Conference on Bank Structure and Competition, Chicago 
Illinois, May 17, 2007 



Focus of our study 
  We study the macroeconomic and financial effects of the 

recent bursting of house price bubbles 
  Provide perspectives on the current house price crash by 

comparing it with previous housing episode in terms 
  Behavior of macroeconomic and financial variables in the 

period leading up to the boom and peak in house prices 
and after the bursting of the price bubbles for both 
episodes 

  Shift in households behavior regarding inclination to 
default in current and previous housing market crashes 

  Analyze the wealth effects of the crash on banks 
  Effects on lending behavior before and after the house 

price bust 



Some Questions to think about 
  Are there fundamental differences between the current 

and previous housing episodes? 
  Do the two housing episodes share common patterns 
  Were there signs of the impending crisis in market 

fundamentals? 
  Could we have predicted the crisis? 
  Why was it difficult to identify a large shock to 

fundamentals as obvious trigger to the crisis? 
  These issues are important to policy makers and market 

participants 



Why the anchor on Housing Episodes? 

  Possible role of the bursting of house prices in 
economic fluctuations and financial instability 
  Housing asset is at the center of current financial crisis 
  Housing is a highly leverage asset which links it to 

subprime mortgages, MBS, CDS and global financial 
markets 

  Housing investment responds more strongly to changes 
in monetary policy 

  Housing investment is closely linked to business cycles 
and it is a volatile segment of GDP 

  Housing is a strategic asset with forward and backward 
linkages with the rest of the economy 



Methodologies 
Study changes in behavior around large and persistent 

increases (booms) and decreases (busts) in housing 
markets   

  Event Study Methodology around booms and bust: 
  Behavior of macroeconomic and financial variables 

  Event Study on Banks with High and Low Mortgage Lending 
  Study wealth effects around days when AAA tranche of the ABX 

index (measures performance of MBS) dropped at least 1% 
  Multivariate Regression: 

  Households proclivity to default in recent versus previous housing 
episodes 

  Banks lending behavior 
  Correlation Analysis 

  Spillover effects of house price bust   



Event Study Methodology 

  Dates for price peaks and busts for house price 
episodes are taken from S&P Case-Shiller Index 
  Boom1: 1988:1 – 1989:4, Bust1: 1990:1-1991:4 
  Boom2: 2004:3-2006:2; Bust2: 2006:3- 2008:2 

  To qualify as bust house prices had to decline by at 
least 10%, peak-to-trough 

  To qualify as boom house prices had to increase by 
at least 10%, trough-to-peak  



Methodology 
  We  examine five credit policy indicators 

  %CI tighten: Percent of domestic bank senior officers surveyed that 
respond they tighten standards for C&I loans 

  %Comm RE tighten: Percent of domestic bank senior loan officers 
surveyed that respond tightening standards for commercial real 
estate loans 

  %RE tighten: Percent of domestic bank senior loan officers surveyed 
that respond tightening standards for residential real estate loans 

  %consumer loan loosen: Percent of domestic bank senior loan 
officers surveyed that respond loosening standards for consumer   
loans 

  C&I loans Spread: Interest Rate charged on all C&I minus federal 
funds rate 

  We regress each of these indicators on macro control 
variables and period indicators of state of housing markets 



Dynamic Behavior of House Prices over the two Housing Episodes 



Macroeconomic Associations of Current and Previous House price Busts 



Macroeconomic Associations of Current and Previous House Price Busts 







Financial Associations of Current and Previous House Price Busts 



Financial Associations of Current and Previous  House Price Busts 



Have House Prices Become more Volatile over Time? 



Calendar Window Std Dev of S&P500 Returns over the window 

Whole sample 1/1987 – 7/2008 0.0419 
Boom1 1/1988 – 12/1989 0.0365 
Bust1 1/1990 – 12/1991 0.0473 
Boom2 7/2004 – 6/2006 0.0203 
Bust2 7/2006 – 7/2008 0.0341 



Is there  a Shift or increase  in Borrower Proclivity to default in current 
period? 



The Wealth Effects of Deterioration in Housing and Subprime Mortgages 
 Markets  and  MBS Linked to them. 



Effects of Current and Previous House Price Bust on Lending Behavior 



Some Evidence of Spillover Effects of Current House Price Bus 





Summary and Conclusion 

  The current and previous house price bust were 
associated with substantial output losses 

  There are important differences in the timing and 
behavior of macroeconomic variables which made 
it difficult to identify a shock to fundamental as an 
obvious trigger to the crisis 
  Personal consumption 
  Private Investments 
  Housing Investments 



Summary and Conclusions 

  The recent house price crash differs from 
the previous one that occurred in late 1980s 
and early 1990s, in at least three important 
respects 
  Size of loss in housing wealth 
  Magnitude of price correction  
  Duration of the house price bust 
  Amplitude in house price fluctuations 



Summary and Conclusions 

  House prices were much more volatile in 
the recent housing episode than the 
previous 

  The level of volatility exhibited by house 
price is consistent with the view that the 
dramatic rise in house prices were 
unsustainable in the 2-year period leading 
to run up in prices 



Summary and Conclusions 
  Households were significantly more inclined to 

default in the current housing than in the previous 
  Lenders with greater exposure to real estate 

lending appear to suffer the most wealth decline 
arising from housing debacle 

  The current housing episode is associated with 
more severe tightening of credit standards across 
all types loans than the previous housing episode 

  The correlation between housing returns and 
stock returns is significantly higher in the recent 
house price bust, suggesting spillover effects    


