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THE PARTY IS OVER: ORIGIN AND CAUSES OF THE HOUSING CRISIS 

 

By Arturo Guillén∗∗ 

 

1. Introduction 

This paper’s aim is to analyze the origins and causes of the housing crisis that began 

emerging in the U.S. economy in early 2007, becoming a grave financial crisis by August. 

In the second part, I will examine the background to the crisis: the long 1990s boom, the 

2000 NASDAQ crisis and the policies adopted to extricate the system from it. Section 3 

presents a brief chronology of the housing crisis; in part 4, I will suggest some hypotheses 

for understanding it theoretically; and in section 5, some conclusions. 

 

2. Background 

During the 1990s, the U.S. economy went through the longest cyclical expansion in 

its modern history, longer even than the one in the 1960s. The rise of the “new economy” 

with the explosion of computer sciences, the Internet and telecommunications, hand in hand 

with globalization and a bubble in financial markets, led some to argue, as always happens 

during long periods of expansion, that this was the end of economic cycles and crises 

(Guillén, 2007). The housing bubble was part of the party. Between 1997 and 2006 alone, 

real estate prices shot up 93 percent, while in the previous 100 years, they had oscillated up 

or down between 10 or 20 percent, depending on the conditions of capital accumulation 

(Roubini, 2007). 

The 1990s expansion came to an end with a new financial crisis in 2000, which 

pulled the bottom out of the stock markets in most countries and led to a recession in the 

U.S. economy from 2001 to 2002. Things worsened with the terrorist attacks of September 

11, 2001. However, despite the severity of the stock market dive, particularly in the value 

of technological stocks ⎯and contrary to what many analysts expected, including myself— 

the recession was quite benign. The real threats of deflation, based on the high levels of 

debt accumulated during the boom, dissipated. The United States did not follow the path 
                                                 
∗∗ Full professor and researcher at the Economics Department of  the Autonomous Metropolitan University, 
Iztapalapa campus.  Head of same university’s Political Economy Area.  General coordinator of the Celso 
Furtado Studies Network. 



 2

Japan had gone down in the 1990s, and in the first quarter of 2002, GDP growth recovered, 

though at lower rates than during the boom. 

Recovery was possible because of the continued housing boom. The “wealth effect” 

continued to weigh in despite the stock market plunge. The “housing bubble” replaced the 

“new economy bubble.” As Robert Samuelson put it, “The housing boom saved the 

economy… Fed up with the stock market, Americans went on a real-estate orgy” (quoted in 

Greenspan 2007: 230). 

In his memoirs, the former president of the Federal Reserve (Fed), Alan Greenspan, 

recognizes the role the housing boom played in extricating the country from the recession 

and its link to the drop in interest rates: 

The shallowness of the recession looked to be a consequence of global economic 

forces that had driven long-term interest rates lower and ignited a sharp rise in home 

prices in many parts of the world. In the United States homes have increased in 

value so much that households, feeling flush, seemed more willing to spend. (2007: 

225) 

 And elsewhere, he returns to the same point: 

Consumer spending carried the economy through the post-9/11 malaise, and what 

carried consumer spending was housing. (Ibid: 229) 

Real property value soared from around US$10 trillion in 2000 to nearly US$20 

trillion in 2005, amounting to one of the largest asset bubbles in history. From 2000 to 

2002, home prices rose 7.5 percent a year, more than twice the increase in previous years. 

In 2006, around 69 percent of families owned their own homes, compared to 64 percent in 

1994 and 44 percent in 1940 (Ibid: 229-230). 

The housing bubble was fed by the Fed’s lax monetary policy that sought to avert 

the panic following the collapse of the Twin Towers and by the fear that the U.S. economy 

would fall into a dynamic of generalized deflation. This inordinately encouraged both 

indebtedness and the carousel of new financial instruments, bonds, securities and 

derivatives.  

 Financialization was shored up by government deregulation implemented since the 

1980s, which implied leaving the Roosevelt New-Deal-era Glass-Steagall Act in the dust. 

This law had established sectoral and regional limits on large banks’ activities in the 
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different financial markets. Deregulation was punched up in 1999 with the passage of the 

Financial Services Modernization Act of 1999 (also known as the Gramm-Leach Bliley 

Act), which legalized the creation of bank holding companies authorizing them to carry out 

all kinds of financial operations. At the same time the minimum levels of capitalization 

demanded by the Basel Bank for International Settlements forced banks to move their 

business to non-bank intermediaries and off-the-book operations (Kregel, 2008). 

3. How the Housing Crisis Developed 

Problems became visible in the real estate sector in early 2007. The boom had come 

to an end in 2005 (see graph 1). Home sales dropped considerably during the first quarter of 

2007, on top of already depressed figures for 2006. The first symptoms of financial fragility 

came to light among the so-called subprime mortgages, that had targeted low-income U.S. 

families for no-collateral, high-risk loans. The overdue portfolio for these loans began to 

overflow. Mortgage companies like New Century Financial, Nova Star, Countrywide 

Financial, Washington Mutual and others found their financial position seriously weakened. 

These problems coincided with drops in corporate profits in other sectors, notably the 

automotive industry, which had experienced severe losses for several quarters, 

overwhelmed by its Japanese competitors. 

Graph 1 
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In July the storm picked up. The market for mortgage-backed bonds and derivatives 

fell apart. The house of cards of “securitization” (a market based on securities) built during 

the long housing boom going back to the 1990s, collapsed.1 During the boom, the market 

for obligations and derivatives operated without a hitch. Mortgage-lending banks freed up 

resources by packaging instruments to trade on financial markets, transferring the risks 

there. They spread the risks along a chain of financial intermediaries (investment banks, 

institutional funds, insurance companies, etc.). Non-bank intermediaries profited from 

commissions and rising bond prices. 

In the first half of 2007, stock markets, having recovered from the NASDAQ crisis, 

accumulated profits, benefiting from the real estate boom and generalized growth of 

economies around the world. Real estate, securities and stocks fed off each other in a rising 

spiral.2 But in July 2007, stock markets began to feel the effects of the real estate crisis. In 

September they returned to relative calm, but since October, they have been continually 

shaken as the crisis deepens. To march 2007, they have gone through a macro-adjustment 

(see table 3). 

The stock market plunge started August 9 when the French bank BNP Paribas 

announced it was suspending operations of its three main investment funds. This meant that 

the weakness in the real estate and construction market had bled over into the bonds 

market, affecting the entire financial chain (banks, investment banks and institutional 

funds), and that the crisis was not limited to the United States, but also involved both the 

world’s largest economies and the emerging ones. 

The effect of the housing crisis was not limited to the United States for two reasons. 

The first is that the housing boom was not restricted to the U.S. economy. Real estate prices 

shot up in several countries during the 1990s. Between 1997 and 2007, home price doubled 

in several other countries besides the United States, and in some cases even tripled or 

quadrupled, like in Ireland, Great Britain, Spain and South Africa. The only places there 

was no boom in the 1990s were Japan and Hong Kong, which experienced real estate 

deflation (table 1). Real estate prices are already starting to decline in Ireland, Great Britain 

                                                 
1 The main mortgage-backed instruments are CDOs (collateralized debt obligations) and CLOs (collateralized 
loan obligations), which were then used to build more sophisticated instruments like the SIVs (structured 
investment vehicles) and conduits. 
2 Stock market recovery was uneven. While the European and Latin American stock markets rose from 2003 
on, the New York Stock Exchange moved sideways until 2005 and did not begin to rise again until 2006. 
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and elsewhere. The second reason is that exposure to mortgage-backed bonds, loans and 

instruments due to financial globalization was not limited to U.S. banks, but extended to 

banks and financial intermediaries in Europe and elsewhere. 

Table. 1 

 
The crisis is global both spatially ⎯because it affects many countries⎯ and because 

it involves the entire financial structure. What began as a subprime mortgage crisis rapidly 

became a crisis of credit markets, that is, of the entire financial pyramid built on the basis 

of deregulation and financial globalization, with severe repercussions in the real economy. 

Mortgage borrowers, consumers, mortgage lenders, construction companies, investment 

banks, commercial banks, hedge funds and other intermediaries are all confronting payment 

problems. In late 2007, 15 percent of subprime loans were in default. Mortgage lenders like 

American Home Mortgage have applied for bankruptcy under Chapter 11, or like 

Countrywide Financial, the United States’ largest, are on the verge of bankruptcy. Freddie 

Mac and Fannie Mae (otherwise known as the Federal Home Loan Mortgage Corporation 

and the Federal National Mortgage Association, respectively), the country’s largest 

mortgage buyers, have watched their profits tank. The United States’ main investment 
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banks (Bear Stearns, Merrill Lynch, Goldman Sachs, Morgan Stanley), who headed up the 

entire paraphernalia of bonds and collateralized debt instruments in capital markets, are 

facing severe financial restrictions. Morgan Stanley lost US$3.59 billion in the fourth 

quarter of 2007. The last episode in this saga was the bankruptcy of Bear Stearns, its 

remarkable bail-out by the Fed and its purchase by J.P. Morgan Chase. The commercial 

paper market, which soared to US$1.2 trillion ⎯versus US$650 billion three years ago⎯ 

has also been affected. 

Since the real estate boom was built on Ponzi-scheme-type debt, many of the 

world’s large commercial banks have become involved in the crisis. The list of banks in 

trouble is long: Citibank, practically in technical bankruptcy, J.P. Morgan Chase, Wachovia 

and Bank of America, all of the United States; Crédit Suisse and UBS (Switzerland); 

Paribas and Société Générale (France); HSBS (Great Britain); and Deutsche Bank 

(Germany). 

Commercial banks’ involvement in the housing crisis should come as no surprise 

given the role of debt in a financial structure based on capital markets. As I have argued 

elsewhere (Guillén 2007), the financially-dominated regime of accumulation constituted at 

the time of the 1982 debt crisis is a pyramid structure topped by the large commercial 

banks. 

Institutional funds ⎯particularly hedge funds and private equity funds⎯ were 

caught out since many of them were seriously committed to mortgage-backed financial 

instruments, in turn financed with credit. Goldman Sachs’ main fund lost 30 percent of its 

value in one month. Renaissance, founded by a Nobel laureate in mathematics, also lost 

out. Problems extend to European and Japanese funds. Given the plummeting bond market, 

hedge funds have not been able to get rid of their securities to increase liquidity, and they 

have resorted to restricting their frightened investors’ withdrawals. Blackstone cut back 

fourth-quarter earnings by 89 percent, going from US$525 million to US$57 million, due to 

growing difficulties to get financing for risk capital operations. Their stock price has 

dropped 55 percent since registering on the stock exchange in 2007. Carlyle, for its part, is 

trying to get bank refinancing for US$26 billion in mortgage-backed bonds in its portfolio. 

Carlyle stock prices have tumbled 70.3 percent. 
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As the crisis progressed, the Fed has gone from caution to panic; from concern 

about a resurgence of inflation to fears of a recession and a systemic collapse of capital 

markets. Downward adjustments in interest rates began in August when the bond market 

plummeted, with big injections of liquidity from the Fed, the European central bank and 

other European central banks, which have continued to date. On August 17, the Fed 

decided to relax monetary policy with a timid one-quarter-percentage-point reduction in the 

discount rate, which turned out to be completely insufficient. From September 2007 to 

February, 2008, the Fed lowered its federal funds rate six times, from 5.25 percent to 3 

percent, without the financial markets recovering. On one occasion, the decision made at an 

emergency session was to lower it three-quarters of a point, an unprecedented amount in 

recent years. This extreme measure was taken given the collapse of capital markets and 

growing reluctance of banks to lend each other money. 

Thus, the Fed and the Treasury Department have changed their doctrine with the 

crisis: from an orthodox, cautious policy to a break-neck attempt to save finance capital, 

taking its “lender-of-last-resort” function to the extreme. As a recent New York Times 

article stated, Bernanke has changed directions from a policy based on “consistent 

principles” to another based on “seat-of-the-pants judgment” given the pressures of a daily 

worsening crisis (2008). It is in this context that the Fed’s latest decision, made jointly with 

the Canadian and the European central banks in the second week of March, should be 

situated: injecting US$200 billion to purchase mortgage-backed loans, now valueless, 

unmarketable junk bonds from financial intermediaries in trouble. The purchase of Bear 

Stearns, the United States’ fifth largest bank, by J.P. Morgan Chase, is part of this bailout. 

All the liberal rhetoric about the “moral hazard” and the ill-advisedness of saving investors 

who take excessive risks has been forgotten given the severity of the global crisis. The 

bailout of the investment banks was accompanied by a new three-quarter-percent drop in 

interest rates, putting them at 2.25 percent. This new low rate makes for a negative real 

interest rate, which, besides threatening the dollar, could opens the door to a vicious cycle 

of deflation similar to Japan’s in the 1990s. 

Until a few weeks ago, while most establishment analysts and economists accepted 

that the financial market was facing important difficulties and recognized that the economy 

was slowing down, they still underlined its flexibility and rejected the possibility of a 
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recession. Now almost everyone accepts that a recession is inevitable. Debate is limited to 

pinpointing when it began and how profound it will be. Martin Feldstein (2008), of the 

United States’ National Bureau of Economic Research, the group that officially puts a date 

on recessions, stated unequivocally that the U.S. economy is already in recession, and that 

it could be “the worst since the Second World War.” Meanwhile, the signs of deceleration 

of the economy are piling up everywhere. In the last quarter of 2007, GDP grew only at an 

annualized rate of 0.6 percent, a slight increase attributable to exports, while domestic 

activity remained stagnant. Home construction is at a standstill, a condition that is 

spreading to commercial construction. New home start-ups in the United States dropped 

14.2 percent in January and are at their lowest level in 14 years. The auto industry is in no 

better shape: automobile sales dropped 4.3 percent in January compared to last year. 

The recession can also be seen in employment levels. In January 2008, 17,000 jobs 

were lost, the first decline in four years. In February, the number rose to 63,000. Actually, 

employment had been weakening throughout 2007, when 95,000 jobs were created a 

month, significantly fewer than the 175,000-a-month created in 2006, when the post-2001-

recession mini-boom continued. The activities hardest hit by unemployment have been 

construction, manufacturing and finance. 

4. Toward a theoretical interpretation of the crisis 

 At this point, almost no one doubts that the U.S. economy is facing a severe 

financial crisis that will lead to a recession; the only debate is how severe it will be. As has 

already been mentioned, Feldstein called the housing crisis the biggest one since World 

War II, while Nobel laureate Joseph Stiglitz considers it the “worst since the Great 

Depression” (La Jornada, 2008). For his part, super-speculator George Soros, who knows a 

little something about market functioning (1999), said at the last meeting of the World 

Economic Forum at Davos that the current crisis is the most serious in the last 60 years, and 

that it “marks the end of an era of credit expansion based on the dollar as the international 

reserve currency” (Soros, 2008). 

 While we agree with these diagnoses of the importance of the housing crisis, we 

have to look at the fundamental causes: 
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The Structural Context 

First of all, it is important to situate the historical context of this crisis. To do that, 

we have to look back to the structural crisis of the 1970s. As everyone knows, that crisis 

put an end to capitalism’s long period of structural stability that began after World War II. 

Different authors (Aglietta, 1976; Boyer, 1984; and De Bernis, 1988) defined it as a “crisis 

of the “mode of regulation” and of the Fordist regime of accumulation. Elsewhere, I have 

argued that historically speaking globalization and liberalization have always been the 

result of the “great crises of capitalism” (Guillén 2007, Ch. 8). In particular, four 

fundamental events marked the beginning of the “great crisis” of the 1970s:  

• The drop in the rate of profit in the world’s main productive systems. 

• The rise of Japan and Germany ⎯and of the European Union in a broader sense⎯ 

as powers rivaling the United States, plus sharpened competition in international 

markets and in each country’s domestic markets. 

• The beginning of the decline of U.S. hegemony. 

• The crisis of the Bretton Woods international financial monetary-system, which 

implied the end of the gold-dollar standard and the fixed-exchange-rate regime. 

The crisis of the 1970s sparked a series of processes of destruction and restructuring 

of productive systems and governmental institutions and economic policies. To deal 

with the problems of profitability that led to the crisis, the most powerful sectors of 

capital and government implemented a series of processes, among them the 

following: 

• A major offensive of capital against labor which continues to this day in order to 

stop the falling rate of profit. This included several expediencies: the use of 

inflationary methods in fixing prices; an increase in the intensity of labor; making 

labor norms “flexible”; dismantling social security and welfare systems; and using 

cost-cutting policies (cutting back jobs, outsourcing, downsizing, etc.) 

• A search for solutions in external markets given the contraction of investment in 

domestic markets. This translated into a speed-up of foreign trade, foreign direct 

investment and international movements of portfolio capital. 

• Liberalization, opening and de-regulation of commodities and financial markets. 
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• Establishing a “financially-driven regime of accumulation” (Chesnais 1994), that is, 

a process whereby the economy was “financialized” and finance imposed its 

operational logic on the entire system. 

In other words, all these processes (globalization, making labor markets “flexible”, 

liberalization, trade and financial deregulation and the establishment of a financially- driven 

regime of accumulation) were responses from the leading sectors of capital and their 

governments as they sought a way out of the crisis. The idea was to find new ways of 

reproducing capital and of changing capital/labor relations in favor of the former. 

 To understand the current real estate crisis, it is necessary to clearly understand what 

the establishment of a “financially-driven regime of accumulation” meant. It implied a 

qualitative change in the logic of capital accumulation. The financial sphere predetermines 

the real economy and subjects it to its needs. Corporate management methods change, 

subjecting operations to the need for short-term profits. Firms become “financialized”. 

What is important now is a corporation’s shareholder value and increasing its revenues 

through their financial division’s active participation in financial markets. Companies’ 

profitability and their directors’ earnings (through stock options) depend increasingly on 

the value of their shares on the stock market. 

 The opinion of operators of institutional investors in financial markets becomes the 

main barometer of corporate performance. The weight of institutional investors in 

corporations’ shareholder structure increases. Their presence in the boardroom makes 

corporate decisions responsive to short-term financial interests more than to long-term 

productive perspectives. A “corporate governance” method is established where the 

representatives of institutional investors ⎯in other words, financial capital⎯ subjects firm 

management to a short-term financial logic. As Giraud says (2001: 313), through 

“corporate governance”, firms go from “a mechanism of a posteriori sanctions to a 

mechanism of a priori restrictions and norms that profoundly change companies’ objectives 

and management methods.” 

 The new regime of accumulation also brings with it a profound transformation of 

the functioning of financial systems, producing what is called “securitization” (a 

predominance of security markets) of the financial system, in which investment banks, 

usually linked to large commercial banks, and non-bank financial intermediaries play a 
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growing role. Commercial banks, pressured by growing competition and out-of-control 

inflation, lose ground to other financial intermediaries. In a context of rising interest rates 

and with the restrictive governmental regulations in place since the Great Depression of the 

1930s, commercial banks faced a process of disintermediation. Bank deposits lost ground 

vis-à-vis institutional funds, which offered depositors higher rates if they purchased on the 

securities market. On the credit side, corporations began to depend less on banks and to 

issue their own securities (commercial paper, bonds, etc.). The banks themselves became 

“securitized” and began packaging their own securities to trade on the market. 

 The financially-driven regime of accumulation subordinates the entire logic of 

accumulation of capital to the need to increase finance capital’s profitability. At the top of 

the financial pyramid are the multinational corporations, the large banks, the investment 

banks, insurance companies, investment and pension fund operators and the big funds: 

hedge funds and private equity funds. Without disregarding important differences among 

nations, today, complex financial structures prevail in most countries, where traditional 

activities to attract bank deposits and bank loans co-exist with financial intermediation and 

financing through the securities market, each exercising different functions. Each market 

expresses different levels of liquidity and risk. The increasing complexity of the financial 

structure is complemented by a process of constant diversification and innovation of 

financial instruments including derivatives (futures, options, forwards and swaps), created 

to decrease risk in underlying financial markets. 

 The now “securitized” commercial banks are at the top of the pyramid of financial 

power. Although they have lost some penetration in traditional deposit and loan markets, 

they participate in and control the main financial markets. It would therefore be a grave 

error to equate banking disintermediation with banks becoming less important in the new 

financial structure. Financial capital’s global speculative activities focus on three main 

markets: the foreign exchange market, stock markets and derivative markets. 

 In an interesting article about the housing crisis, The Economist (2008a) contributes 

a series of figures about the U.S. economy, showing its degree of financialization.   

• Financial earnings as a percentage of total corporate earnings went from 10 percent 

in 1980 to 40 percent in 2007. 
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• Financial stocks went from 6 percent of total shareholder value to 19 percent in the 

same period. 

• Before the crisis, a portfolio of stocks, bonds and other instruments yielded 14 

percent a year, almost four times more than under the previous financial regime. 

• The value of hedge fund-controlled assets has quintupled since 2000. 

• In 1980, financial sector debt was equivalent to only 10 percent of non-financial 

corporate debt; today it comes to half. 

The main question that the housing crisis raises is whether this “financially-backed 

regime of accumulation” contributed to the structural stability of capital accumulation or if, 

to the contrary, it increased the financial structure’s fragility and systemic risks. The latter 

seems to be the case, but we will come back to that later. 

 

It Is a Debt-Deflation Crisis 

The housing crisis is a Fisher-Minsky-type debt-deflation crisis, just like the Great 

Depression of the 1930s, the Japanese crisis of the 1990s or the 2001 NASDAQ crisis, and 

like all capitalism’s great financial crises. This one comes after a long period of expansion 

that began in the 1990s financed by debt (using Ponzi schemes). It is the deflation of a 

bubble ⎯the real estate bubble⎯ that took the place of the previous “new economy” 

bubble. 

 It is not just a temporary liquidity problem in financial markets, but a problem of 

insolvency. As Roubini says (2007): 

 Today we do not have only a liquidity crisis like in 1998; we also have an 

insolvency/debt crisis among a variety of borrowers that over-borrowed excessively 

during the boom phase of the latest Minsky credit bubble….This is rather a liquidity 

crisis that signals a more fundamental debt, credit and insolvency crisis among 

many economic agents in the US and global economy. 

 The list of defaulters is long; it includes not only subprime mortage holders, but also 

a broad spectrum of financial intermediaries and big corporations involved in the mortgage 

business. The crisis has hit the heart of the financial system. 

• Commercial banks (Citigroup, Credit Suisse, UBS, HSBC, Wachovia and, to a 

lesser extent, Bank of America and J.P. Morgan). 
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• Investment banks (Bear Stearns, Morgan Stanley, Merrill Lynch, Lehman Brothers). 

• Hedge funds and private equity funds (Carlyle, Blackstone).  

• Insurance companies. 

• Big corporations. 

The deflationary process is already underway. It can be seen in different markets 

and assets. Real estate prices have not stopped dropping. The average price of homes in the 

United States began dropping in April 2007. To date, they have slid down 17 percent, and 

the process is not over yet. An estimated additional adjustment of 25 to 30 percent is 

needed to reactivate this sector. New home construction is at the lowest level in 14 years. 

As mentioned above (see table 2), deflation in real estate assets is not limited to the United 

States, but has extended to other markets, notably Spain, Great Britain, Ireland and others. 

Table 2 

Metropolitan  Area Index one month earlier one year earlier

Atlanta 127.08 -1.80% -4.80%
Boston 162.59 -1.20% -3.40%
Charlotte 131.70 -0.20% 1.80%
Chicago 156.47 -2.20% -6.60%
Cleveland 108.49 -3.20% -8.50%
Dallas 118.56 -1.80% -3.30%
Denver 128.98 -1.50% -5.10%
Detroit 100.17 -3.00% -15.10%
Las Vegas 186.05 -5.10% -19.30%
Los Angeles 224.41 -3.70% -16.50%
Miami 225.40 -2.70% -19.30%
Minneapolis 151.16 -3.00% -10.00%
New York 200.49 -0.90% -5.80%
Phoenix 180.06 -4.10% -18.20%
Portland 178.81 -2.00% -0.50%
San Diego 197.45 -2.50% -16.70%
San Francisco 183.81 -2.90% -13.20%
Seattle 181.62 -1.80% -1.30%
Tampa 194.64 -2.70% -15.00%
Washington 212.83 -2.50% -10.90%
10 cities 196.06 -2.30% -11.40%
20 cities 180.65 -2.40% -10.70%

NEW HOUSE SALES PRICES
January  2008,  2000 = 100

 
Source: S&P/Case Shiller, FiServ 

Things don’t look any rosier for stock markets. Most of them have suffered 

important downward adjustments as the crisis has unfolded. Between June 2007 when 
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problems in the mortgage-backed bond markets sharpened and March 2008, the New York 

Stock Exchange has gone through a macro-adjustment of almost 10 percent. The European 

markets, a refuge for capital after the NASDAQ crisis, have suffered an even greater drop, 

between 15 and 25 percent, losing part of the earnings accumulated since 2003. The 

Japanese market has had the worst of it, plummeting 43.9 percent. Meanwhile, some 

emerging stock markets (Brazil, India, Hong Kong) have maintained themselves as a 

temporary refuge for capital, although others like Argentina and Mexico have already 

adjusted, although to a lesser extent than the central countries’ markets (see table 3). Bigger 

adjustments in stock market indices can be expected if the U.S. recession deepens and goes 

global.  

                                   Table 3 

                             STOCK MARKET INDEXES 
Country Jun-07 Mar-08 Percent change  %  
 ARGENTINE  2,190.87 2,083.66 -5.15 
 BRAZIL  54,392.00 61,415.00 11.44 
 CANADA  13,906.57 12,775.64 -8.85 
 USA, DOW J.  13,408.64 12,422.86 -7.94 
 MEXICO  31,151.05 30,057.26 -3.64 
 GERMANY  8,007.32 6,489.26 -23.39 
 FRANCE  6,054.93 4,719.53 -28.30 
 ENGLAND  6,607.90 5,717.50 -15.57 
 SPAIN  1,640.40 1,425.98 -15.04 
 AUSTRALIA  6,310.60 5,421.30 -16.40 
 KOREA  1,743.60 1,679.67 -3.81 
 CHINA  3,820.70 3,796.58 -0.64 
 HONG KONG  21,772.73 22,617.01 3.73 
 INDIA  14,650.51 16,086.83 8.93 
 JAPAN  18,138.36 12,604.58 -43.90 
 MALAYSIA  1,354.38 1,245.42 -8.75 
Source:http://finance.yahoo.com/m2?u 
            http://www.fibv.com 

 

The world economy’s panorama is complicated by the reactivation of inflation. 

Inflationary pressures are coming from the commodities market, particularly oil, gas, grains 

and basic food products. Price hikes in these markets are not only determined by a strong 

demand derived from recent global expansion, but from supply rigidities and structural 
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changes like the use of grains and basic products to make bio-fuels. Therefore, it is not a 

given that we can expect price reductions in the short term. In its recent report, the IMF 

predicts 2.6 percent inflation in the developed countries and 7.4 percent in the developing 

countries for 2008, four-tenths of a point and one percentage point more, respectively, than 

in 2007. The dangers of stagflation, while apparently lower than in the 1970s, do exist, 

complicating no end the maneuvering room central banks have for relaxing monetary 

policy more in case of a greater economic contraction. 

 

The Crisis Represents the Collapse of a Regime of Financing 

It is a debt-deflation crisis, yes, but with new characteristics. As Kregel says, the 

housing crisis “differs in important respects from the traditional analysis of a Minsky crisis. 

These differences have had a significant impact on the way the crisis has evolved” (2008: 

7). What are these differences? Fundamentally, the crises Minsky studied were based on a 

financial system dominated by banking credit, while, as mentioned above, the current crisis 

is based on a security-driven financial regime. When this regime was at its height, its 

spokespersons supposed that it was superior because it was more flexible and reduced risks. 

In 2005, Greenspan said: 

“Increasingly complex financial instruments have contributed to the development of 

a far more flexible, efficient, and hence resilient financial system than the one that 

existed just a quarter-century ago.” (Quoted by the Economist, 2008) 

Securitisation has really greatly enhanced the secondary loan market, giving issuers, 

mainly banks, more balance-sheet flexibility and investors of all sorts greater access to 

credit risk.  But securitization also fragmented risks, distributing them along a long chain, 

which increased the possibilities of systemic risk. As Roubini said (2007: 11), “This world 

of financial globalization and securitization has paradoxically reduced the amount of 

transparency in the financial system rather than increased it, so there is more opacity.”  

Systemic risk exists when financial agents’ measures to protect themselves from the 

risks they see in a certain market, far from leading to low risks, increase insecurity in the 

financial system as a whole. Systemic risk derives from the fact that the different financial 

markets, both nationally and internationally, are separate and not coordinated with each 

other. Aglietta defines systemic risk as a situation in which “the rational responses of 
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individual agents to risks they perceive, far from leading them to a better distribution of 

risks through diversification, lead to increasing general insecurity” (2001: 39). When risk is 

systemic, financial operators shift from riskier instruments to safer ones (a flight toward 

security) once the financial crisis breaks out. 

The housing crisis represents the collapse of securitization. Mortgage-backed 

security markets are paralyzed despite the enormous injections of liquidity from central 

banks. In the United States, CDO issues plummeted from US$180 billion in 2006 to US$30 

billion today. As the IMF recognized, the contagion is spreading to other markets like the 

municipal bond market, consumer credit and corporate debt (2008: 32). 

Even an ardent defender of globalization and financial deregulation like Martin 

Wolf recognizes that when the Fed bailed out Bear Stearns, both went to the limit (2008): 

“Remember Friday, March 14, 2008: it was the day the dream of global free- market 

capitalism died. For three decades we have moved towards market-driven financial 

systems. By its decision to rescue Bear Stearns, the Federal Reserve, the institution 

responsible for monetary policy in the US, chief protagonist of free-market 

capitalism, declared this era over. …Deregulation has reached its limits.” 

Financial losses in this crisis have been enormous: the IMF estimates total housing 

crisis losses at US$1 trillion. This has caused a severe credit crunch that will have strong 

repercussions in the real economy at the level of production, investment and employment. 

Estimates say that for every US$200 billion lost, there will be a 5-percent contraction in 

bank credit; if this estimate is borne out, it would make for an eventual 25 percent 

reduction.  

Continued deflationary tendencies are to be expected given that real estate prices 

will continue to drop, stock markets continue to be weak and employment will rise. Private 

consumption, the driving force behind the U.S. economy, began to slow in 2007. In 

February 2008, consumer spending increased only 0.1 percent, its worst performance since 

September 2006. Consumer confidence rates are at the lowest point since they began being 

calculated. 

The injection of liquidity by central banks has reestablished certain market stability, 

but will hardly resolve the crisis. We are facing a debt-deflation crisis and a financial 

http://www.ft.com/cms/s/0/43697fa6-f1cb-11dc-9b45-0000779fd2ac,dwp_uuid=8cd8eda0-f1d7-11dc-9b45-0000779fd2ac.html
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regime (securitization) that seems to have reached its limits. As Roach warns (2008), “This 

is not a standard cyclical downturn. It is a post-bubble recession.” 

The possibility that the United States might repeat the Japanese experience exists. 

The dangers of falling into what Keynes used to call the “liquidity trap” are real. A 

resurgence of inflation reduces the maneuvering room for monetary policy. Recovery from 

this crisis will be lengthy. 

 

5. Conclusions and Perspectives 

The housing boom accompanied the new economy boom of the 1990s. When the 

latter ended with the NASDAQ crash, the housing sector continued to expand. The 2000-

2001 recession was mild, in large part due to the continued dynamism of the real estate 

market. The new economy bubble was replaced by the housing bubble. Although the U.S. 

economy never recovered the great dynamism of the 1990s, the constant increase in real 

estate prices kept private consumption up through the wealth effect, which was the cause of 

the 2002-2006 economic recovery. 

 While real estate prices continued to rise, the merry-go-round of mortgage-backed 

bonds and derivatives continued unabated. The housing boom was financed with Ponzi-

type debt. Real estate, securities and stock markets benefited from a rising spiral. Lax Fed 

monetary policy after 9/11 helped the housing bubble to perpetuate itself. 

 The housing boom reached its zenith in 2006. In early 2007, the first problems of 

defaulting subprime mortgages began to appear, while the drop in home prices began in 

April 2007. In August, the crisis broke out in the mortgage-backed bond market, affecting 

stock indices. The securities market collapsed and banks and other financial intermediaries 

took out credit. The Fed and other central banks injected liquidity in unprecedented 

amounts. 

 Although the injection of liquidity by central banks and a three-percentage-point 

drop in the Fed’s federal funds rate over seven months have restored relative stability to 

financial markets and averted a greater drop in stock markets, the crisis is far from over. 

 The housing crisis is not a mere liquidity crisis; it is a crisis of insolvency. It is a 

debt-deflation crisis with serious repercussions in the real economy. The drop in real estate 

and financial asset prices still has a long way to go. 
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 It is a deflationary crisis with specificities. It seems to point to the limits of a 

securities-backed financial regime, which forces a review of the regulation of financial 

markets and a return to more conservative credit practices. Since the focus of the crisis is in 

the United States, it threatens the role of the dollar as the system’s key currency. 

 The crisis is global both in terms of its causes and its repercussions; with regard to 

causes, because the housing bubble is not limited to the United States. Great Britain, Spain 

and Ireland are beginning to feel the end of their bubbles. Also, because the orgy of 

speculation and over-indebtedness involves not only U.S. banks but also European and 

Asian ones. 

 The repercussions of the crisis will also be global. Decoupling does not exist. The 

United States continues to be the world economy’s buyer of last resort. While some 

countries, like the BRIC countries (Brazil, Russia, India and China), will continue to grow, 

although more slowly, others will sooner or later experience recessions. The IMF predicts a 

significant drop in growth rates for 2008 (IMF, 2008): 1.2 percentage points in world GDP, 

1.4 percentage points in the advanced economies and 1.2 points in the developing countries. 

 The depth of the recession ⎯already underway⎯ is up for debate. Like in all “great 

crises”, if anything defines the current situation, it is uncertainty. Even if the scenario were 

one of a mild recession, there seems to be consensus that it will be long (The Economist 

2008b).  Continued inflation of commodity prices will complicate the situation and 

overcoming the crisis. Correcting “financial excesses” and the credit crunch will take time. 

Central banks’ maneuvering room is very limited. A long period of stagnation seems to be 

the most probable scenario. 
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