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To Murray N. Rothbard (1926–1995) and Ron Paul, who told the truth





FOREWORD BY CONGRESSMAN RON PAUL


Many Americans are looking to the new administration to solve our economic problems. Unfortunately, that is probably a vain hope. Although we were promised “change,” we are likely to get a continuation of the same superficial economic fixes that have damaged so many economies in the past, and that will only delay the return of prosperity.

These fixes are based on the false belief that the free-market economy has failed. But it is not the market that has failed. It is intervention into the market that has failed. The Federal Reserve and its manipulation of money and interest rates have failed. None of this can be blamed on the free market, but that isn’t stopping newspaper columnists from doing so anyway.

Keynesian so-called economists, led by Paul Krugman, are vainly reaching into their usual bag of tricks to try to solve the problems of intervention with more intervention, and nothing is working. But they are persistent. They’ll keep scrounging around in that bag all throughout the  Obama administration. The slump will continue, since none of these tricks has the slightest thing to do with the underlying problems in the economy. All we’ll have to show for them is an empty Keynesian bag and a lot more unpayable debt.

Meanwhile, who’s being ignored during this crisis? The free-market economists of the Austrian School of economic thought, the very people who predicted not only the Great Depression, but also the calamity we’re dealing with today. The good news is that Austrian School economists are gaining more acceptance every day, and have a greater chance of influencing our future than they’ve had for a long time. I’m told that Google searches for “Austrian economics” are off the charts.

We can probably expect an avalanche of books in the coming months that purport to tell us what happened to the economy and what we should do about it. They’ll be dead wrong, and most of the advice they provide will be dreadful. You can count on that.

That’s why Meltdown is so important. This book actually gets things right. It correctly identifies our problems, their causes, and what we should do about them. It treats the architects of this debacle not with the undeserved reverence they receive in Washington and on television, but with the critical eye that is so conspicuously missing from our supposedly independent thinkers in academia and the media. Tom Woods reserves his admiration for those few who, unlike the quacks who would instruct us now, actually saw the crisis coming, have a theory to explain it, and can show us the way out.

In a short span, Tom introduces the layman to a range of subjects that have been excluded from our national discussion for much too long. Topics our opinion leaders thought they’d buried forever, or never heard of in the first place, are suddenly back, and not a moment too soon. This book is an indispensable conduit of these critical ideas. Among many other things, Tom explains Austrian business cycle theory, which he correctly identifies as the single most important piece of economic knowledge for Americans to have right now. In so doing, Tom provides Americans with the most persuasive and rational account of how we got  here. Only if we correctly assess the causes of the debacle can we hope to propose a path to recovery that might actually work and not simply prolong the agony.

Our years of living beyond our means, of buying everything on credit and on money printed out of thin air, are over. Sure, our government will carry on with its nonsensical policy of curing indebtedness with more indebtedness, inflation with more inflation, but the game is up. It’s not going to work. What are they going to do when the entitlement crisis hits and the federal government is suddenly on the hook for tens of trillions of dollars? If they try to print their way out of that one, they’ll destroy the dollar for good, if they haven’t done so already with all these bailouts. The resources aren’t there. It’s time we recognized this like adults and adjusted our behavior accordingly. The more we intervene and the more we prop up economic zombies, the worse off we’ll be. But the sooner we understand what has happened, assess our economic situation honestly, and rebuild our economy on a sound foundation, the sooner our fortunes will be restored.

Ideas still matter, and sound economic education has rarely been as urgently necessary as it is today. There is no better book to read on the present crisis than this one, and that is why I am delighted to endorse and introduce it.

—The Honorable Ron Paul, member of Congress





CHAPTER 1

THE ELEPHANT IN THE LIVING ROOM


Since the fall of 2008, as the stock market plummeted, companies folded, and economic fear and uncertainty began to spread, Americans have been bombarded with a predictable and relentless refrain: the free-market economy has failed.

The remedy? According to Barack Obama, the late Bush Administration, Republicans and Democrats in Congress, and the mainstream media, it’s more regulation, more government intervention, more spending, more money creation, and more debt.

To add insult to injury, the very people who devised the policies that produced the mess are now posing as the wise public servants who will show us the way out. Following a familiar pattern, government failure has been blamed on anyone and everyone but the government itself. And of course, that same government failure is being used to justify further increases in government power.

The talking heads have been about their usual business of giving the wrong answers to every important question, but this time most of them haven’t even been asking the right questions. Where did all the excess risk, leverage, and debt, not to mention the housing bubble itself, come from? When questions like this are raised, the answers are, to say the least, unhelpful. “Excessive risk-taking” simply begs the question. As several economists have noted, blaming the crisis on “greed” is like blaming plane crashes on gravity.

We’ve been looking in the wrong place. The current crisis was caused not by the free market but by the government’s intervention in the market. This is not special pleading on behalf of the market, but the clear verdict of both theory and experience. Fannie Mae and Freddie Mac, government-sponsored enterprises (GSEs) that enjoy various government privileges alongside their special tax and regulatory breaks, were able to draw far more resources into the housing sector than would have been possible on the free market. For years, congressional Democrats pretended all was well at Fannie and Freddie, and that all the warnings were coming from mean people who didn’t want the poor to have a chance to own their own homes. (Numerous Democrats really did say that, believe it or not.) Republicans have since used the Democrats’ sorry record as a bludgeon against them, but their own record on spending, debt, and government intervention is nothing to be proud of. Republicans by and large have also supported the endless march of government bailouts, which aren’t exactly examples of the free market in action.

But even many of those who describe themselves as supporters of the free market have failed to grasp the heart of the problem. To be sure, they have pinpointed legislation like the Community Reinvestment Act that certainly didn’t help matters. In pointing fingers at specific programs, however, Republicans have diverted attention to the patient’s runny nose and away from his cancer.

Almost nobody in Washington, and precious few elsewhere, has been willing to question the greatest single government intervention in the economy, and the institution whose fingerprints are all over our current  mess: America’s central bank, the Federal Reserve System. The Fed is hardly ever mentioned in connection with the crisis, except perhaps as our savior. Major newspapers, magazines, and websites purport to dissect the crisis and identify its causes without mentioning the Fed at all. That’s nothing new: there has been no serious discussion of the Federal Reserve in public life for the nearly one hundred years since its creation. The Fed is a wonderful thing, and that’s that.

When President George W. Bush addressed the nation on September 24, 2008, with the proposed bailout plan for the financial sector meeting stiff resistance from the American public, he devoted some time to addressing what were purportedly the downturn’s “root causes.” Apart from a fleeting and ambiguous reference to Fannie Mae and Freddie Mac, none of these implicated the government or its central bank. One of the rules of American political life is that inflationary monetary policy by the Fed is never to be mentioned as the source of any of the country’s problems, much less the cause of the boom-bust business cycle. The president stuck to the script: not a single word about the central bank.

Several weeks later, the President announced his intention to hold an international summit in Washington on the financial crisis. (As investment advisor Mike Shedlock put it, “In response to the credit crisis President Bush is gathering up all the people who did not see what was coming, denied what was happening, and then failed to see the implications of what was indeed happening.”1) He spoke of the need to “preserve the foundations of democratic capitalism,” the usual boilerplate whenever the federal government intends another round of burdens on the free market. Various presidents and prime ministers were invited.

The response was predictably inane. Upon hearing of the proposed summit, the French president and the European Commission president indicated their desire to see offshore tax havens targeted, the International Monetary Fund further empowered, and limitations imposed on executive pay, among other irrelevant suggestions. As usual, the possibility that artificially low interest rates of 1 percent might have set the world’s economies on unsustainable paths was not mentioned then or at  the November 15 summit itself, which wound up being a relatively toothless exchange of platitudes.2


In October 2008 the editor in chief of the Slate Group, which publishes  Slate, the popular website, proclaimed that the financial crisis was surely the end of libertarianism, since it supposedly proved what a mess “unregulated markets” could cause. Not once were central banking or the Federal Reserve mentioned, even though these are not creations of the free market and their destructive behavior is not the market’s fault.

To be sure, a few important exceptions to this general rule can be found, such as investment mavens Jim Rogers, Peter Schiff, and James Grant. Rogers, when asked on CNBC what two courses of action he would take if he were appointed Fed chairman, replied that he would abolish the Fed and then resign. Not by coincidence, these men were also among the very few who predicted the current crisis. So-called mainstream commentators, whose credibility should have completely evaporated by now, laughed at their pessimistic predictions and their criticisms of Fed policy. Thanks to YouTube, you can watch a parade of blockheads actually laughing at Peter Schiff in 2006 for predicting exactly what has happened since. As predictably as night follows day, the dopes who didn’t see the crisis coming and said everything was fine are the ones George W. Bush and Barack Obama alike have looked to for advice on how to reverse it.

We are in trouble.




More bailouts, more regulation, more government 

The government’s course of action in the face of the sinking economy has been just as predictable. First, government officials misdiagnosed the problem, exonerating themselves of any blame and pinpointing various bogeymen instead. For guidance, they turned to studying the causes and cures of the Great Depression—which they of course got all wrong. Then they drew an analogy between (their misinterpretation of) the current situation and (their misinterpretation of) the Great Depression.

Next, Americans were told that in order to prevent another Great Depression, the government had no choice but to implement the same policies that failed to lift the country out of the actual Great Depression. Finally, it was time for our wise rulers to set about making things worse, beginning with (but not confining themselves to) a massive and unprecedented string of bailouts. Depressed economic conditions will thereby persist longer than they would have if the market had been allowed to function.

When in September 2008 the House of Representatives entertained a $700 billion bailout package—soon to be renamed the “rescue plan” by the Bush administration and its media accomplices—for the financial sector, the public response was swift and clear. Democratic senator Barbara Boxer of California reported receiving nearly 17,000 e-mail messages on the subject, nearly all of them negative. Of more than 2,000 calls to her California office (on a single day), only 40 callers supported it—that’s 2 percent. Out of 918 calls to her Washington office, exactly one was in favor. Other members of Congress reported similar reactions. Ohio senator Sherrod Brown reported that 95 percent of constituent communications on the subject were from bailout opponents.3


What could make a representative disregard so intense an expression of outrage on the part of his constituents? Take a wild guess. The securities and investment industry, according to the Center for Responsive Politics, contributed $53 million to congressional and presidential candidates in the 2008 cycle, placing them second behind lawyers. Congressmen who voted in favor of the bailout when it appeared before the House on September 29 had received 54 percent more money in campaign contributions from banks and securities firms than had those who voted against it.4


Surprisingly, the House voted it down at first. That could not be allowed to stand. Instead of concluding that the population did not want the bailout, legislators got to work to figure out how the bill could still be rammed through. The Senate version included billions of dollars’ worth of the usual targeted enticements, and the bill was promptly  passed and signed into law. Sure, looting the American population to the tune of $700 billion in order to bail out the most reckless actors on Wall Street seemed like a bad idea, but now that we’ve added a $6 million tax break for makers of children’s wooden arrows, well, that’s another story.

After the bailout passed, Treasury secretary Henry Paulson did not exactly comport himself like a man in command of events. First we were told that the bailout money would buy up bad assets from banks (like nonperforming mortgages and “toxic” mortgage-backed securities), and thus revive interbank lending, which had dropped off because of the banks’ uncertainty surrounding other banks’ exposure to these assets. The administration, congressional leaders, and the media all hammered away against doubters and dissenters that this was the right plan, and it was needed now.

But after the bill passed they changed their minds. The strategy of buying up bad assets was first postponed in favor of handing government money to the banks in exchange for shares of bank stock, even if the banks weren’t willing to sell. Then bad-asset purchases were finally abandoned, expressly, by Secretary Paulson. The strategy that we had all been told was critical to the economy, and that we would suffer a collapse of historic proportions without, was simply and promptly forgotten. Paulson even admitted later on that he had known from the beginning that such a strategy—on the basis of which the bailout package was sold to the public—was the wrong solution.5


Now it was consumer credit that needed propping up. According to Paulson, “millions of Americans” were facing rising credit card rates or reduced access to credit, thus “making it more expensive for families to finance everyday purchases.” That made even less sense than the usual Paulson rationalization. Think about it: is it sustainable in the long run for families to make everyday purchases on credit? How can that go on? Yet we are being asked to prop up an obviously unsustainable system based on borrowing and consumption, instead of encouraging people to live within their means as the market is now trying to do. One doesn’t normally look to government officials for economic understanding, but  German chancellor Angela Merkel correctly warned in November 2008 that if Washington’s policy was to create more money and encourage more borrowing, it would simply sow “the seeds of a similar crisis in five years’ time.”6


The two major-party candidates for president in 2008 agreed on the congressional bailout package, of course—Americans can’t be permitted a real choice on a matter as important as that. Thanks to bailout mania, by the end of 2008 Washington had put itself (meaning the American population) on the hook for some $7.7 trillion. And all indications are that they’re just getting started.




“Change you can believe in” 

A first glance at Barack Obama’s economic team confirms that all the talk of “change” really meant more of the same—more bailouts, more government intervention, more addressing symptoms rather than causes—along with huge deficits and massive increases in government spending, which our leaders superstitiously believe can restore economic health. As with any superstition, no amount of logical argument or historical evidence seems able to dislodge it. This one is particularly difficult to overturn, since it gives intellectual cover to additional spending, something government likes to engage in anyway.

All of these imagined masters of the universe—Henry Paulson, Ben Bernanke, Barack Obama, congressional chairmen like Barney Frank and Chris Dodd—should leave well enough alone. There is nothing the government or the Federal Reserve can do to improve the situation, and a great deal they can do to prolong it. As I suggest in this book, they already have.

We cannot expect the situation to improve until we understand how we got here.

No novel theories are necessary. In these pages I provide a layman’s overview of where the economy is and what should be done next, and call attention to a range of important ideas that have been ignored for far too long. A free-market perspective—specifically, the ideas of Ludwig  von Mises and F. A. Hayek—sheds important light on the crisis we currently face, a crisis even many economists and financial analysts do not fully understand, and which is accounted for adequately by none of the usual theories. The ideas in this book are, for the most part, old ones. They’ve simply been neglected.




The Fed 

Interviewed by the New York Times in early November 2008, economist James K. Galbraith claimed that perhaps 10 or 12 of the country’s 15,000 professional economists saw the economic crisis coming.7 Well, few of the economists Galbraith associates with may have seen it coming, but hundreds of economists who belong to Mises’ Austrian School of economic thought sure saw it. The Austrian School is a small but growing school of free-market economics whose distinguished lineage includes Mises (1881–1973) and Nobel Laureate Hayek (1899–1992). By and large the Austrians warned of the housing bubble before anyone else, and they predicted the crash the economy is enduring now. And the primary culprit, from their point of view, is the Federal Reserve.

Pretense aside, the Federal Reserve System is for all intents and purposes an arm of the federal government. Created by an act of Congress, its chairman chosen by government appointment, and endowed with monopoly privileges, the Fed rests on principles diametrically opposed to those of the free market. It is dedicated to central economic planning, the great discredited idea of the twentieth century. Except instead of planning the production of steel and concrete, as in the old Soviet Union, it plans money and interest rates, with consequences that necessarily reverberate throughout the economy.

The Fed’s policy of intervening in the economy to push interest rates lower than the market would have set them was the single greatest contributor to the crisis that continues to unfold before us. Making cheap credit available for the asking does encourage excessive leverage, speculation, and indebtedness. Manipulating interest rates and thereby misleading investors about real economic conditions does in fact misdirect  capital into unsustainable lines of production and discombobulate the market. Imagine that.

As we’ll see, the Fed’s intervention into the economy can give rise to the boom-bust cycle, making us feel prosperous until we suffer the inevitable crash. The free market is inevitably blamed for that crash. No one even thinks to point the finger at Washington and the Fed. And that is part of what makes it so insidious. These artificial booms, wrote economist Henry Hazlitt decades ago, must end “in a crisis and a slump, and ... worse than the slump itself may be the public delusion that the slump has been caused, not by the previous inflation, but by the inherent defects of ‘capitalism.’”8


The Fed is the elephant in the living room that everyone pretends not to notice. Even many of those who blame government for the current mess leave the Fed out of the picture altogether. The free market, meanwhile, takes the blame for the destructive consequences of what it does. This charade has gone on long enough. It’s time to consider the possibility that maybe the elephant, and not little Johnny, is the one breaking all the furniture.





CHAPTER 2

HOW GOVERNMENT CREATED THE HOUSING BUBBLE


Everyone remembers the hype. A house is the best investment you can make. Houses never lose value. Getting rid of down payments will help create an “ownership society.” Flipping houses is a great way to make lots of money.


So much for that.

How far will housing prices fall? More in some markets than in others, but the fall could be substantial. When Japan’s housing bubble burst, home prices declined by an average of 80 percent.

As we’ll see, the authorities assured us that such a thing could never happen. Rising house prices weren’t a bubble, and couldn’t be popped. Real estate is all local anyway, so prices could never decline across the country.

These are the same people we’re expected to listen to today.

What went wrong? The crisis began when mortgage defaults began a substantial and unexpected increase, triggering a chain reaction throughout  the entire financial sector. The standard account has explained the mechanics  of what happened more or less correctly, but has done a poor job of accounting for the ultimate causes of the housing crash.




What happened? 

From 1998 to 2006, home prices appreciated dramatically. In some markets, prices for even the most modest dwellings became astronomically high. This rise in prices spurred still more home building, and the resulting glut of houses finally began to put downward pressure on prices. Housing prices started to fall beginning in the third quarter of 2006. Until that time, people having trouble making their mortgage payments had been able to sell their homes, confident that they had appreciated, or even just to refinance them. These options were disappearing for borrowers experiencing difficulties.

The bursting of the housing bubble had repercussions far beyond the world of mortgage lenders and homeowners. The financial system had invested heavily in mortgage-backed securities. Traditionally, a homeowner took out a mortgage at his local bank and made his monthly mortgage payments to that institution. More recently, banks have been able to sell these mortgages on what is called the secondary mortgage market to institutions like Fannie Mae (more on them below), which then are entitled to receive the monthly mortgage payments associated with them. Fannie, in turn, bundles many of these mortgages together and markets them as mortgage-backed securities. When an investor buys one, he his buying a share of the pool of income that results from all the mortgage payments homeowners make on these mortgages every month. The advantage of these securities was thought to be their diversification of risk. In other words, because they consisted of mortgages drawn from housing markets all over the U.S., they were to that degree protected against unexpected downturns in the housing sector in one part of the country. These mortgage eggs were placed in many different geographic baskets, as it were.

But what if the housing market in the entire country should suffer an unexpected slump and mortgage foreclosures should increase? In that case, as we have seen since 2006, holders of mortgage-backed securities find themselves in trouble. As foreclosures have increased and more people have defaulted on their mortgages, the stream of mortgage payments associated with these securities has become lower than investors expected when they purchased them. These securities go down in value, as do the companies that own them.

One of the scandals associated with mortgage-backed securities is that the ratings agencies, whose task it is to assess the level of risk associated with various securities, assigned these assets a very high rating, often AAA. Owners of these assets, who thought they were investing their money safely and conservatively, had in fact exposed themselves to much more risk than the ratings agencies were letting on.

Blaming “greedy lenders” or even foolish borrowers for what happened merely begs the question. What institutional factors gave rise to all the foolish lending and borrowing in the first place? Why did the banks have so much money available to lend in the mortgage market—so much indeed that they could throw it even at applicants who lacked jobs, income, down payment money, and good credit? These phenomena, as well as the housing bubble and the economic crisis more generally, are consistently traceable to government intervention in the economy.




Culprit 1: Fannie Mae and Freddie Mac 

At the center of the collapse were the Federal National Mortgage Association and the Federal Home Loan Mortgage Corporation, better known as Fannie Mae and Freddie Mac. These leviathan corporations are creatures of Congress and are officially known as “government-sponsored enterprises” or GSEs. What do they do? Fannie and Freddie do not extend mortgage loans to home buyers. They buy loans from banks on what is called the secondary market. In other words, after a bank offers a home loan to a consumer, it can sell that loan to Fannie or  Freddie. From that moment on, the loan is no longer on the books of the originating bank and Fannie or Freddie becomes responsible for it, both receiving the stream of monthly payments it represents and bearing the risk associated with the possibility that the homeowner could default. Fannie and Freddie might hold these mortgages in their own portfolios, but they often would bundle them into mortgage-backed securities for sale to investors.

Meanwhile, the originating bank, having divested itself of this mortgage by selling to Fannie or Freddie, now has the funds to go back into the mortgage market and extend another loan to a new consumer. The whole process spurs more mortgage lending than would otherwise have taken place, making it easier for people to buy homes. This artificial diversion of resources into mortgage lending inflates home prices. It is artificial because this secondary mortgage market is fueled largely by the special privileges Fannie and Freddie have been granted by government.

Fannie Mae was originally created as a government agency during the New Deal of the 1930s, and was privatized in 1968. Freddie was created as a putatively private competitor in 1970. As GSEs, their exact status as public or private entities has always been ambiguous—they enjoy special tax and regulatory privileges that potential competitors do not, but their stock is traded on the New York Stock Exchange. Their securities are designated as “government securities” and can be held by banks as low-risk bonds. And for years, Fannie has had a special $2.25 billion line of credit with the U.S. Treasury.

Most important, investors and lenders took for granted that if Fannie needed it, this line of credit would be essentially unlimited. Everybody knew that if the GSEs ran into trouble, they would be bailed out at taxpayer expense. (Everybody was proven correct when the Treasury placed these companies into “conservatorship” in 2008—the federal government essentially took them over, as we’ll see in chapter 5.) For years, this implicit bailout guarantee made it possible for the companies to raise money from investors more readily, and make higher offers for mortgages  from banks than any competitor could. And although Fannie and Freddie had been minor players in the mortgage market until the 1990s, on the eve of the federal government takeover in 2008 they had a hand in about half the country’s mortgages, and nearly three-quarters of new mortgages.

Fannie was also deeply involved in the politically instigated move to lower lending requirements in the name of helping “disadvantaged” groups. In September 1999, the New York Times reported that Fannie Mae was easing credit requirements on the mortgages it bought from banks. The initiative, the Times said, would encourage banks “to extend home mortgages to individuals whose credit is generally not good enough to qualify for conventional loans.” Fannie Mae had been “under increasing pressure from the Clinton Administration to expand mortgage loans among low and moderate income people.”1 Although “the new mortgages [would] be extended to all potential borrowers who can qualify for a mortgage,” one of the program’s goals was to “increase the number of minority and low-income home owners who [tended] to have worse credit ratings than non-Hispanic whites.”2 Even the Times understood the risk involved: “In moving, even tentatively, into this new area of lending, Fannie Mae is taking on significantly more risk, which may not pose any difficulties during flush economic times. But the government-subsidized corporation may run into trouble in an economic downturn, prompting a government rescue similar to that of the savings and loan industry in the 1980s.”

Fannie and Freddie, meanwhile, continued to build up ever-riskier obligations. Congressional Republicans, in turn, called for greater regulation and oversight of Fannie and Freddie. Congressional Democrats balked, claiming that concerns about the mortgage giants were really just a concealed Republican attack on “affordable housing” itself. More cynical observers suspected a different reason for Democratic reluctance to scrutinize Fannie: run by prominent Democrats for years and increasingly a reliable source of Democratic campaign contributions, Fannie was better left alone. It was, critics alleged, a Democratic Party piggy bank, with former  Clinton budget director Franklin Raines walking away with the grand prize, pocketing $100 million in compensation in his brief stint there.

Short of simply abolishing Fannie and Freddie and allowing mortgage lending to take place on a rational, non-politicized basis, greater oversight was certainly desirable, since the public (as it turns out) was on the hook for the companies’ losses. This was no purely private corporation that would have to bear the full brunt of its losses should it take on unnecessary risk. But it wasn’t to be. According to the New York Times, congressional Democrats feared that “tighter regulation of the companies could sharply reduce their commitment to financing low-income and affordable housing.” Speaking in September 2003, Democratic congressman Barney Frank of Massachusetts declared that Fannie and Freddie were “not facing any kind of financial crisis.... The more people exaggerate these problems, the more pressure there is on these companies, the less we will see in terms of affordable housing.”3 Congressman Ron Paul of Texas, on the other hand, in testimony before the House Financial Services Committee on September 10, 2003, warned of the destructive consequences for the U.S. economy that Fannie and Freddie would have:


The special privileges granted to Fannie and Freddie have distorted the housing market by allowing them to attract capital they could not attract under pure market conditions. As a result, capital is diverted from its most productive use into housing. This reduces the efficacy of the entire market and thus reduces the standard of living of all Americans.

Despite the long-term damage to the economy inflicted by the government’s interference in the housing market, the government’s policy of diverting capital to other uses creates a short-term boom in housing. Like all artificially created bubbles, the boom in housing prices cannot last forever. When housing prices fall, homeowners will experience difficulty as their equity is wiped out. Furthermore, the holders of the mortgage debt will  also have a loss. These losses will be greater than they would have otherwise been had government policy not actively encouraged overinvestment in housing.



Amid repeated warnings like this, Democrats in Congress continued to shelter Fannie from oversight, and Republican leadership took no action.




Culprit 2: The Community Reinvestment Act and affirmative action in lending 

Fannie and Freddie weren’t the only entities in Washington pushing for looser lending requirements. Government agencies of various kinds were pressuring lenders into making riskier loans in the name of “racial equality.” Not wanting to be on the wrong end of lawsuits demanding hundreds of millions in damages, these lenders did as they were told.

Charges of racial discrimination in lending helped spur this rush. In 1992, a study by the Federal Reserve Bank of Boston claimed to find evidence that even allowing for differences in creditworthiness, minority applicants were still getting mortgage loans at lower rates than whites. That study was widely hailed as definitive by those who wanted to believe its conclusions, that American banks were guilty of discrimination against blacks and Hispanics (though not against Asians, who got mortgage loans at even higher rates than whites), and should be forced to make credit more widely available to people in inner-city neighborhoods. Evidence later surfaced exposing the sloppiness of the study, and showing that no evidence of discrimination was found when errors in the data were corrected, but it was too late. The pressure groups had their bludgeon and intended to use it.

The Community Reinvestment Act (CRA), a Jimmy Carter–era law that was given new life by the Clinton administration, has received a great deal of attention and criticism since the housing bust began. That law opened banks up to crushing discrimination suits if they did not lend to minorities in numbers high enough to satisfy the authorities. But it wasn’t just the CRA that was pushing lower lending standards. It was the entire  political establishment. And according to the University of Texas’s Stan Liebowitz, one thing a scan of the housing literature from 1990 until 2006 will not yield is any suggestion that “perhaps these weaker lending standards that every government agency involved with housing tried to advance, that Congress tried to advance, that the presidency tried to advance, that the GSEs tried to advance—and with which the penitent banks initially went along and eventually supported with enthusiasm—might lead to high defaults, particularly if housing prices should stop rising.”4


Shortly after its discrimination study was published, the Boston Fed also released a manual for banks on nondiscriminatory mortgage lending. It explained that banks would have trouble attracting business from minority customers if its lending criteria contained “arbitrary or unreasonable measures of creditworthiness.” We can safely assume that banks did not need to be told that “arbitrary or unreasonable measures of creditworthiness” were bad for the banking business. What the Boston Fed really meant, of course, was that the bank’s standards were clearly “arbitrary or unreasonable” if minority customers were not receiving a significant percentage of the bank’s loans. The rest of the manual was filled with the same kind of politically correct doublespeak—about credit history, down payments, and traditional sources of income, all of which were presented as dispensable obstacles in the way of increased homeownership among society’s least advantaged.5


Naturally, banks did what government regulators wanted them to do. “Banks began to loosen lending standards,” says Liebowitz. “And loosen and loosen, to the cheers of the politicians, regulators, and GSEs.”6 Bear Stearns, a major underwriter of mortgage-backed securities, argued for the soundness of these mortgages on the same Orwellian grounds as the Boston Fed. The credit rating of a borrower shouldn’t be so important, their literature explained. “CRA loans do not fit neatly into the standard credit score framework.”7 And so on through the whole roster of traditional lending standards.

OEBPS/thom_9781596981065_msr_cvi_r1.jpg
MELTDOWN

A Free-Market Look at Why the Stock Market Collapsed,
the Economy Tanked, and Government Bailouts
Will Make Things Worse

THOMAS E. WOODS JR.

Since 1947

REGNERY
PUBLISHING, INC.
gl Pusising Gompary  Wasbington, DG





OEBPS/thom_9781596981065_oeb_001_r1.jpg
MELTDOWN

A Free-Market Look at Why the Stock Market Collapsed,
the Economy Tanked, and Government Bailouts
Will Make Things Worse

THOMAS E. WOODS JR.

Stnce 1947

REGNERY

PUBLISHING, INC.
An Eagle Publishing Gompany « Wasbington, DC





