START WITH A VERY BRIEF REPRISE OF HIGHLIGHTS FROM PARTS 1 AND 2 OF THE MODULE.
THIS IS ALL A LEAD-IN TO TODAY'S CLASS, A LOOK INSIDE THE CRISIS THAT DID DEVELOP, AND NOT JUST FOR THE US ECONOMY. AGAIN, WE'VE MOVED AHEAD IN TIME. IT WAS NOW MARCH OF 2008. AND THE WHOLE WORLD FINANCIAL SYSTEM WAS UNDER SIEGE BECAUSE OF HOME LOAN DEFAULTS IN AMERICA. 
PLAY THE FIRST VIDEO SEGMENT OF THE THIRD STORY, AS THE VIDEO ASKS:
http://www.pbs.org/newshour/bb/business/jan-june08/domino_03-21.html
[PICK UP STANDUP]: How can $100 or $200 billion in bad housing debts at most seemingly turn into many hundreds of billions, trillions, it's said, that now threatens the entire world financial situation with something being called the domino effect, when it's just delinquencies on home mortgages in certain parts of the United States?

We've explained before, and many of you may know by now, that the money you borrow to buy your home no longer comes from the local bank. It comes from investors, from all over the world, private investment groups like hedge funds, institutions like pension funds, government or sovereign funds from countries like China.

It works like this: A Wall Street firm, say Bear Stearns, buys the mortgage on your house. It also buys the mortgages on lots of other houses and puts them all together in a pool.

It then issues and sells slices of the whole pool of mortgages to investors. So, in effect, the investors are lending you the money to buy your house, but instead of getting your monthly interest payment, they get an interest payment from the money coming in from all the mortgages in the pool.

Instead of your note, they get this slice, known as a mortgage-backed security, because it's backed by the mortgages.

This is a debt instrument, an IOU, but it's safer than just one mortgage, because one could default. The whole bunch aren't likely to.

Always looking for help in explaining such arcana, we invited the first President Bush's undersecretary of the treasury, former securities regulator, and finance professor Robert Glauber to the house. He says mortgage-backed securities can be very appealing financially.

ROBERT GLAUBER, Former Undersecretary of the Treasury: The purpose of them is to give investors a chance to buy securities that will pay somewhat higher yields than they can get in treasury bonds, but at a risk level only slightly higher than they would get in government securities. And, of course, the great benefit of this was it opened up whole new pools of investments to buy mortgages in a way there never was before.

END OF SEGMENT 1

REMIND STUDENTS THAT THIS LAST POINT WAS MADE IN THE PREVIOUS CLASS AND THAT IT WAS REPEATED FOR AN AUDIENCE OF SEVERAL MILLION SERIOUS VIEWERS BECAUSE PAUL SOLMAN AND COMPANY BELIEVE THAT REPETITION IS THE KEY TO UNDERSTANDING. AS SOLMAN OFTEN SAYS, YOU HAVE TO USE A WORD 7 TIMES BEFORE YOU REALLY LEARN WHAT IT MEANS. ECONOMIC IDEAS ARE EVEN MORE DIFFICULT. 

NOW EXPLAIN MAYBE THE MOST IMPORTANT CONCEPT IN FINANCE: THE ONE-TO-ONE RELATIONSHIP BETWEEN RISK AND REWARD. FOR EVERY BIT OF EXTRA RETURN YOU'RE GOING TO GET, YOU'RE ALMOST SURELY TAKING THAT MUCH EXTRA RISK. 

SHOWS GRAPH.

VERTICAL AXIS: 'RATES OF RETURN ON LOAN (PER YEAR)' FROM 0% TO 50%

HORIZ: NAMES OF BORROWERS – US (2%);  DENMARK (4%); CHILE (6%); INDONESIA (8%); RUSSIA (10%); BRAZIL (12%); CONSTANCE CONSUMER, PERSONAL LOAN, US (14%); TURKEY (16%); HARRY HARDUP, PAWNSHOP LOAN, NEW YORK (limited by law to 50%); DUSTY DESPERATE, GAMBLING DEBT  if the lenders were willing to wait that long before the leg-breaking)

EXPLAIN THAT WHEN YOU LEND MONEY, THERE ARE THREE BASIC COMPONENTS TO THE INTEREST RATE YOU'LL GET. FIRST IS THE TIME VALUE OF MONEY: WHAT YOU GET PAID FOR WAITING INSTEAD OF BEING ABLE TO SPEND THE MONEY TODAY. THIS IS THE SO-CALLED "RISK-FREE" RATE OF RETURN. IN THE U.S. IN RECENT DECADES IT'S BEEN IN THE RANGE OF 2-3%. THE SECOND COMPONENT OF THE INTEREST RATE IS "INFLATION RISK": HOW MUCH VALUE IS YOUR MONEY LIKELY TO LOSE BEFORE IT'S PAID BACK TO YOU? THE INTEREST RATE AT ANY GIVEN TIME SHOULD INCLUDE THE RATE OF EXPECTED INFLATION OVER THE COURSE OF THE LOAN. THE TEACHER SHOULD POINT OUT THAT THE FUTURE RATE IS UNKNOWABLE: IT'S JUST A GUESS. 

THE TEACHER COULD GIVE AN EXAMPLE HERE, ASKING WHAT THE INFLATION RATE IS AT THE MOMENT, ON A YEARLY BASIS, AND WHAT IT WAS 30 YEARS AGO, BY THE END OF 1979). THE ANSWER: 13%. AND WHAT WAS THE INTEREST RATE ON MONEY LOANED TO THE U.S. GOVERNMENT FOR 30 YEARS, IN RETURN FOR WHICH YOU GET WHAT'S KNOWN AS A 30-YEAR TREASURY BOND? AND WHAT WAS THE INTEREST RATE ON SUCH BONDS AT THE END OF 1979? ALMOST 11%. MEANING THAT IF YOU DEDUCTED THE 2-3% YOU WERE GETTING EACH YEAR FOR WAITING, THE MARKET WAS EXPECTING INFLATION OF ABOUT 8-9% A YEAR FOR 30 YEARS! AS OF THE FALL OF 2008, THE 30-YEAR RATE OF INTEREST WAS ABOUT 4.5%, SUGGESTING THAT THE EXPECTED RATE OF INFLATION OVER THE NEXT THREE DECADES WAS ONLY 1.5% TO 2.5%. 

FINALLY, THERE'S A THIRD COMPONENT OF THE INTEREST RATE: THE RISK THAT YOU WON'T BE PAID BACK. WHEN YOU LEND TO UNCLE SAM, THE TEACHER WOULD POINT OUT, THAT RISK IS NEGLIGIBLE. BY CONTRAST, LEND TO A SHAKY PRIVATE BORROWER LIKE THE FORD MOTOR COMPANY FOR ONLY 90 DAYS AS OF THE SUMMER OF 2008) AND THEY'LL PAY YOU AN INTEREST RATE OF 9%. SINCE THERE'S HARDLY ANY WAITING, AND THE RISK-FREE RATE WAS AROUND 2% AT THE TIME, INVESTORS WERE GETTING 7% BECAUSE OF THE RISK THAT FORD WOULD RENEGE ON ITS DEBTS WITHIN THE 3-MONTH PERIOD.

SO, A TYPICAL INTEREST RATE IS MADE UP OF THE RISK-FREE RATE PLUS THE INFLATION RISK PLUS THE RISK OF DEFAULT.

TEACHER ASKS THE CLASS: WHICH FACTOR IS MAKING THE DIFFERENCE IN THE ABOVE RATES OF INTEREST?

THE ANSWER: RISK, SINCE THE TIME VALUE OF MONEY AND EXPECTED INFLATION ARE THE SAME FOR ALL LOANS THAT BEGIN AND END AT THE SAME TIME.  

BUT FOR REASONS THE CLASS HAS ALREADY HEARD, INVESTORS WEREN'T MUCH WORRIED ABOUT RISK. AND THE MORE INVESTORS THERE WERE IN THE WORLD, WILLING TO PUT MONEY INTO US MORTGAGES, THE EASIER IT BECAME TO GET A MORTGAGE. 

TEACHER PLAYS SEGMENT 2 OF THE VIDEO:

PAUL SOLMAN: No wonder housing boomed in the U.S. in the past few years. Investment capital from all over the world was itching for higher-than-normal, yet seemingly super-safe returns. That helped drive interest rates down and the housing market up, a housing market that had never, ever gone down nationwide since they began keeping official statistics.
AND, SAYS THE TEACHER, REMEMBER THIS CLIP FROM THE LAST CLASS:

PAUL SOLMAN: It was a virtuous circle, ever rising prices, ever more home buyers, ever more investors, from U.S. hedge funds and European banks, says Case, to...

KARL CASE: ... the Chinese, and the Russians, and people from all over the world.

PAUL SOLMAN: But why would the Chinese, say, invest in something as risky as a subprime American mortgage?

KARL CASE: Well, we didn't perceive it to be so risky a few years ago. Right?

END OF VIDEO SEGMENT 2

THE TEACHER STOPS THE VIDEO AND ASKS THE CLASS: HAVE THERE BEEN MORE LENDERS IN THE WORLD IN THE PAST FEW YEARS? FEWER? SAME NUMBER?

ANSWER: LOTS MORE, BECAUSE SO MANY PEOPLE IN SO MANY COUNTRIES HAVE ENTERED THE WORLD ECONOMY.

TEACHER ASKS: WHAT COUNTRIES HAVE BEEN GROWING FASTEST IN THE PAST FEW YEARS? [BRAZIL, RUSSIA, INDIA AND CHINA, NOW BEING CALLED THE 'BRIC' ECONOMIES BECAUSE OF THEIR FIRST INITIALS]. HOW MANY PEOPLE IN EACH? [BRAZIL: 190 MILLION; INDIA, 1.1 BILLION; RUSSIA, 140 MILLION CHINA: 1.3 BILLION AT LEAST.] 

ADD IN OTHER COUNTRIES THAT HAVE JOINED WORLD ECONOMIC GROWTH IN RECENT YEARS AND, AS ONE FAMOUS ECONOMICS COMMENTATOR PUTS IT IN THE TITLE OF A RECENT BOOK OF HIS, YOU HAVE 3 BILLION NEW CAPITALISTS.

TEACHER ASKS CLASS: WHAT IS ECONOMIC GROWTH?

MORE PEOPLE WORKING HARDER, AND THUS PRODUCING MORE THINGS (AND SERVICES) THAT OTHER PEOPLE WANT. TEACHER GIVES THE CLASS THE FOLLOWING THOUGHT EXPERIMENT:

SUPPOSE THE SCHOOL TOOK A FIELD TRIP TO HAWAII IN TWO PLANES AND EACH CRASH-LANDED ON AN ISLAND AS IN THE TV SERIES, 'LOST.' THINK 'LORD OF THE FLIES' [IF CLASS HAPPENS TO HAVE READ IT]. LEAVING ASIDE THE ISSUE OF GETTING ALONG WITH EACH OTHER,  IMAGINE THAT BOTH ISLANDS ARE EQUALLY ENDOWED WITH ENOUGH FRUIT, NUTS, FRESH WATER AND CAVES, AND THE WEATHER'S WARM ENOUGH, TO KEEP EVERYONE ALIVE.

TEACHERS ASKS STUDENTS: WHICH WOULD BE THE ISLAND WITH THE GREATER ECONOMIC GROWTH?

ANSWER: THE ONE WHERE PEOPLE STARTED MAKING THINGS LIKE FISH NETS, TOOLS, CLOTHING, WRITING IMPLEMENTS…THINGS, THAT IS, TO MAKE LIFE EASIER, RICHER, MORE COMPLEX. THE MORE THINGS, THE MORE WEALTH. 

AND EVENTUALLY, THE MORE WEALTH YOU ACCUMULATE, THE MORE YOU HAVE TO INVEST IN THE EFFORTS OF OTHERS – BY GIVING THEM SOME OF WHAT YOU HAVE IN RETURN FOR A PROMISE THEY'LL GIVE IT BACK TO YOU AND THEN SOME. WHICH IS ALL INVESTMENT AMOUNTS TO.

BRING THIS BACK TO TODAY'S WORLD IN RECENT YEARS, AND YOU CAN SEE THE CONNECTION TO THE HOUSING CRISIS: THE MORE WEALTH THE WORLD GENERATED, THE MORE IT LOOKED FOR INVESTMENT OPPORTUNITIES. LENDING TO AMERICANS TO BUY HOUSES LOOKED LIKE A GOOD AND SAFE ONE.

AND THAT BRINGS US TO THE NEXT VIDEO CLIP.

PAUL SOLMAN: William Poorvu, who's taught real estate at Harvard Business School for 35 years, says the more investors got into the act, the greater the pressure to lend.

WILLIAM POORVU, Professor Emeritus, Harvard Business School: There was a lot of money coming into the mortgage markets from all over the world. This led to a need to find homeowners to borrow this money.

And since there's so much money, the lenders competed with one another to offer better and better terms for the homeowners.

What used to happen is you would have to put 20 percent down to get your mortgage, 20 percent cash. And now, they would say, "All right, well, maybe 10 percent down." Then it became 5 percent down. And then it was 3 percent down. And pretty soon, it was then no-down-payment mortgages.

PAUL SOLMAN: And if you're putting down no money...

WILLIAM POORVU: You really don't focus too much on how much you're paying for the house. And if the lender is also willing to tell you that they're not going to chase you if you default, they're going to give you a non-recourse loan, who cares?

PAUL SOLMAN: In other words, lending had become so competitive and so unregulated some buyers were only liable for the loan's collateral, their home. That's what a non-recourse loan is. And so if housing prices suddenly begin to fall to less than the amount your home was mortgaged for...

WILLIAM POORVU: If it's non-recourse, you just give them the keys to the house and walk away.

PAUL SOLMAN: And that happened to be how a new term entered the English language: "jingle mail." If you'd bought a house as a speculation, hoping it would rise in value, or you were unrealistic about your ability to pay, or you were duped by unscrupulous brokers, in any case, one obvious answer was to walk away from home and loan and simply mail in the keys, because you had little or no money of your own in the property. It was almost all debt-financed.

PAUL SOLMAN: And the same hyper debt-financing, it turns out, was happening with many of the big lenders, like hedge funds. They were borrowing money to lend it to the likes of you.

END OF SEGMENT 3

LOOKING BACK WHAT'S SORT OF AMAZING, THE TEACHER NOW MIGHT SUGGEST, IS THAT MANY OF THESE LENDERS WERE VERY SOPHISTICATED PEOPLE WITH FANCY EDUCATIONS IN MATH AND FINANCE. BUT THEY SEEM TO HAVE FORGOTTEN THE CHART WE SHOWED EARLIER: THAT EVERY EXTRA BIT OF REWARD MEANS THAT YOU'RE TAKING MORE RISK.

IT ALSO SUGGESTS HOW IMPORTANT MARKETING AND INCENTIVES CAN BE IN GETTING INVESTORS TO LEND MONEY. TEACHER HAS THE CLASS READ NEW YORK TIMES STORY, AS ABRIDGED BY PAUL SOLMAN, ABOUT THE TOWN IN ICELAND THAT LOST MONEY IN MORTGAGE-BACKED SECURITIES. THEN SIX STUDENTS ARE CHOSEN FOR A NEGOTIATION. THREE REPRESENT THE TOWN'S FINANCIAL ADVISORS. THE OTHER THREE REPRESENT THE TOWN'S FINANCIAL REPRESENTATIVES.

THE TEACHER URGES THE ADVISORS TO SELL THE 'PRODUCT' (THE IOUS, BACKED BY MORTGAGES) TO THE INVESTORS, PROMISING A HIGHER-THAN-AVERAGE RETURN AND ABSOLUTE SECURITY BECAUSE:

-THE HOUSING MARKET IN AMERICA HAS NEVER GONE DOWN

-THIS IS A DIVERSIFIED POOL OF MORTGAGES, NOT JUST ONE OR SEVERAL FROM ONE NEIGHBORHOOD

-BOND RATING AGENCIES HAVE GIVING THESE IOUS THEIR HIGHEST RATINGS

-MANY OF THE MORTGAGES ARE INSURED

-THE MOST FAMOUS FINANCIAL FIRMS IN THE WORLD – AMERICA'S INVESTMENT BANKS – ARE THE ONES SELLING THE IOUS AND ARE ABSOLUTELY TRUSTWORTHY. ARE THE POLITICIANS OF A LITTLE TOWN IN NORWAY SO UNSOPHISTICATED THAT THEY'RE AFRAID TO BE PART OF THE GLOBAL FINANCIAL SYSTEM?

THE TEACHER URGES THE OTHER THREE STUDENTS TO PUT THEMSELVES IN THE SHOES OF SUCH TOWNSPEOPLE. THEY HAVEN'T WATCHED ANY OF THE VIDEOS. THEY WERE AT LEAST AS NAÏVE AND UNENLIGHTENED AS THE STUDENTS THEMSELVES ACTUALLY WERE AT THE BEGINNING OF THIS MODULE.

BUT IT WASN'T JUST SMALL TOWNS NORTH OF THE ARCTIC CIRCLE, THE TEACHER REMINDS THE CLASS. IT WAS SOPHISTICATED INVESTORS FROM AROUND THE WORLD, INCLUDING THE VERY BANKS THAT WERE SELLING THE MORTGAGE-BACKED SECURITIES. TIME FOR THE 4TH VIDEO SEGMENT.

But how could that be? For yet another answer, we invited yet another expert to the house, Boston University Finance Professor Zvi Bodie. He asked us to imagine a supposedly risk-free mortgage-backed security...

ZVI BODIE, Finance Professor, Boston University: ... and it's offering a rate of return of 6 percent and you can borrow money at 5 percent, OK? You think you have what we call an arbitrage opportunity, OK, because you're going to get that spread, and there's no risk. You think, well, how much money would you like to invest in that arbitrage opportunity? The sky's the limit, OK? The more you invest, the more you're going to be earning.

PAUL SOLMAN: So investors were borrowing as much money as they could to buy the mortgage-backed securities, many of them $30 borrowed dollars or more for every dollar of their own money.

They borrowed the money from the world's big banks, Citicorp, JPMorgan, foreign banks. And so the debt chain just kept growing and growing.
For example, I borrowed money to buy this house. The family I bought it from presumably put the money in the bank. The bank could then have loaned the money to hedge funds or investment banks or used the money itself to buy residential mortgage-backed securities or new commercial mortgage-backed securities -- these are monopoly hotels, you may remember -- or credit card-backed securities, auto loan-backed securities.

And this may be the scariest possibility of all: The money may have been loaned to big investors to make side bets, generically known as derivatives. These derivatives are too exotic to explain in this story, but they themselves appear to be in the trillions of dollars with no real assets backing them at all.

The basic point is the debts can proliferate, and they did. And the less money of their own that everyone put down, the more the debt multiplied. That's how you go from billions to trillions.

And a crisis can start from something as simple as homeowners failing to make their mortgage payments, the value of the initial collateral on which so much of this is built starting to vanish in thin air.

WILLIAM POORVU: I buy the house with borrowed money. You lend me the money. You borrow the money to lend it to me. The person who lent it to you borrows the money from somebody else to lend it to that person to lend to you to lend to me.

What happens is you get a chain of lenders, all of whom are in a position where they're dependent upon my ability to pay the loan on my house, because if I can't do it, the whole thing cascades, and everybody down the line gets hurt.

ZVI BODIE: If the value of the real estate goes down, then all hell breaks loose, because a lot of the homeowners or at least some fraction of the homeowners would deliberately default.

PAUL SOLMAN: But there's still a question to answer: How does this threaten the world financial system? Why don't investors and banks take their lumps, as homeowners have had to, and move on? IOUs, securities, sides bets, they're all just paper promises, right?

The problem is the world's financial system runs on credit -- on paper promises. If big borrowers and lenders don't make good on those promises, panic can set in, and the biggest financial institutions in the world can find themselves under siege.

ROBERT GLAUBER: If everybody wants their money back from Bear Stearns at the same time, it's like everybody wanting their money back from a bank at the same time. They can't do it.

People fail to understand that when they want to do something, a lot of other people are going to want do the same thing. And it's going to get very, very crowded trying to get out of the room at the same time.

PAUL SOLMAN: According to our professors, then, that's why Bear Stearns was unsustainable. Nobody would lend to them anymore. In which case, what would happen to all the huge institutions Bear Stearns owed money to?
Presumably, the Federal Reserve folded Bear Stearns into JPMorgan and guaranteed $30 billion of potential losses to prevent a system-wide seize-up, because if the housing plunge had led to Bear Stearns' bankruptcy, leading to the bankruptcy of its creditors, all operating on thin-to-no capital cushion, remember, well, then, that's why they call it the domino effect.
THE CLASS SHOULD DISCUSS THE VIDEO AND HOW THEIR UNDERSTANDING OF THE CRISIS HAS CHANGED.

Complete Lesson Plan at: http://www.pbs.org/newshour/indepth_coverage/business/moralhazard/
