
This Economic Letter is adapted from a speech de-
livered by Janet L.Yellen, president and CEO of the
Federal Reserve Bank of San Francisco, on October
30, 2008, to the UC Berkeley–UCLA Symposium
“The Mortgage Meltdown, the Economy, and Public
Policy,” at the University of California, Berkeley.

This conference on “The Mortgage Meltdown,
the Economy, and Public Policy” could not be
more timely.The mortgage meltdown is far from
over, the economy and financial markets are still
reeling from it, and policymakers have responded
by taking some of the most momentous steps in
decades.Today I’d like to consider these develop-
ments from my perspective at the Federal Reserve.

In brief, if anyone ever needed a demonstration
of the strength of the links between the function-
ing of the financial system and the functioning of
the economy, this is it.The downturn in housing
construction directly weakened economic activ-
ity, while the drop in house prices precipitated
a genuine crisis in financial markets, which has
generated a severe credit crunch.The credit crunch,
in turn, has left households and firms with fewer
resources to finance spending, and as a result, out-
put growth has weakened further and unemploy-
ment has risen.And, of course, weak output growth
and higher unemployment undermine households
and the housing sector, which worsens the credit
crunch, which saps spending, and the adverse feed-
back loop goes on.

The Fed has responded both by easing the stance
of monetary policy—including the 50-basis-point
cut on October 29—and by supporting financial
stability through enhancing market liquidity. I
believe that these actions have been helpful. But,
the enormity of this crisis required more. In par-
ticular, the passage of the Emergency Economic
Stabilization Act of 2008 in early October made

possible an infusion of capital into the financial
sector, a crucial step in breaking the momentum
of the adverse feedback loop.

Another approach to resolving the crisis involves
addressing the problems plaguing the housing
market directly, through increased aid to distressed
homeowners to mitigate foreclosures or through
broad-based incentives to boost the demand for
housing. Such policies deserve consideration be-
cause they go to the heart of the problem, the
fallout from the boom and bust in the housing
market, and that is what I will turn to next.

Housing
The bust in the housing markets has, of course,
been hitting the economy for some time.Although
residential investment accounts for only a small
share of overall economic activity, its decline over
the past three years has been a major drag on real
GDP growth. During this period, housing starts
have plummeted and are down by over 30% just in
the past year.Yet inventories of unsold new and
existing homes remain at very high levels, espe-
cially relative to sales, making it difficult to predict
with any confidence when starts will bottom out.

Indeed, the possibility of ongoing contraction
in this sector is intensified by the interplay of
the economic downturn and the credit crunch.
Understandably, financial institutions have tight-
ened lending terms, making it more difficult to
qualify for a mortgage by requiring higher down
payments, higher income-to-payment ratios, and
higher FICO scores. Moreover, private-label secu-
ritized markets for residential mortgages are es-
sentially closed for business.The only remaining
sources of mortgage securitization are the gov-
ernment-sponsored enterprises, especially Fannie
Mae and Freddie Mac, which provide backing
mainly for conventional conforming mortgages.
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For higher risk borrowers, the Federal Housing
Administration (FHA) is close to the only game
in town.

Along with the decline in construction, house
prices have fallen by around 15 to 20% from
their peak, depending on which measure you
use. Unfortunately, this is another case where the
bottom is not yet in sight. First, the ratio of house
prices to rents still remains high by historical stan-
dards, suggesting that further price declines are
needed to bring housing markets into long-run
balance. Second, the large inventories of unsold
homes I mentioned—a growing share of which
are foreclosures—also can be expected to continue
to put downward pressure on prices. In view of
these factors, it’s not surprising that futures contracts
for house prices developed by Case and Shiller
predict further declines.

The mortgage meltdown
The decline in house prices appears to be the
crucial “falling domino” that set off the chain of
distress that now plagues financial markets and the
economy. Problems first appeared with the grow-
ing delinquencies and foreclosures in the subprime
mortgage market. Currently, more than 20% of
them are seriously delinquent (60 days or more
past due) or in foreclosure. Real trouble spots in-
clude parts of Nevada, Florida, and Ohio, and here
in California, the highest delinquency rates are in
the Central Valley—with Merced and Stockton
as leading examples.

As many of you know, the Fed has embarked on
a number of studies relating to the subprime mort-
gage market. The research that two colleagues of
mine—Paul Willen of the Boston Fed and John
Krainer of the San Francisco Fed—and others
have done on the variation in subprime delin-
quency rates across regions and over time con-
firms that the riskiness of the borrower pools and
the quality of the underwriting standards help to
explain the incidence of subprime delinquencies.
However, the single best predictor of the level and
change in these delinquency rates is the pace of
house price increases or decreases. In fact, the re-
search suggests that differences in house-price
changes account for much of the regional differ-
ences in delinquency rates, whether borrowers are

prime or nonprime, or whether loans have fixed
or variable rates (Foote et al. forthcoming, Gerardi,
Shapiro, and Willen 2007).

It is not hard to see why falling house prices mat-
ter so much.The amount of equity in a home
affects the ability or willingness of homeowners
to keep current on their mortgage payments when
they face personal setbacks, such as illness, divorce,
or the loss of a job. In a market in which house
prices have been declining, a borrower with a re-
cent mortgage secured with little or no down pay-
ment does not have the flexibility to tap into the
equity in the house to weather these problems or
may be unable to refinance or sell the house for
enough to cover the outstanding mortgage bal-
ance. Moreover, in states like California, where a
primary residence represents no-recourse collat-
eral for many mortgages, some borrowers who
may be able to afford their loans may neverthe-
less be unwilling to make the payments if house
prices are expected to remain low or to decline.
I would note, however, that historically many
homeowners with under-water mortgages have
not ended up in foreclosure.

An additional factor that intensified the effect of
house price declines on subprime delinquencies
is that many of those loans were designed to be
bridge loans. For example, so-called 2-28 loans
were set up at fairly high initial mortgage rates
for borrowers with low FICO scores. If such a
borrower made the payments, and if the price of
the house rose as expected, the borrower would
be able to refinance, presumably at a lower rate,
in two years. However, once it became apparent
that house prices were falling and, therefore, that
the refinancing opportunity was lost, many of
these loans went into default even before the ini-
tial two-year period expired.

So far, I’ve focused on problems with subprime
mortgages. But more recently, the problems have
spread: the number of serious delinquencies on
alt-A loans and even adjustable-rate prime mort-
gages, is now on the rise. In addition, foreclosures
on the 2007 vintages of mortgages are rising at
about the same rate as those of earlier vintages.
This is sobering, because many of the loans in
these later vintages—especially those issued in the



second half of 2007—benefited from the tighter
underwriting standards put in place once the cri-
sis hit. Most likely, then, the rising foreclosures
are related not just to falling house prices, but
also to the weakened economy and, in particular,
to the nearly 1½-percentage-point increase in the
unemployment rate over the past year.

The erosion in credit quality that afflicts not only
subprime but also prime mortgage and home
equity loans has also now spread across the full
spectrum of consumer loans, including credit card,
closed-end consumer, and automobile loans.These
losses are compounding the pressures on finan-
cial institutions and exacerbating the resulting
credit crunch.

The financial system
Some have asked why policymakers and others
didn’t see all of this coming.A lot of people talked
about a bubble in home prices that could even-
tually collapse and lead to sizable credit losses
and significant negative wealth effects. I think
the answer is that a lot of people also did not fully
understand how these effects would be magnified
by several key features of the financial system—
features that have interacted with one another
to produce a deep wariness about counterparty
risk and a freezing up of credit flows. Each of
these features corresponds to one of the three
main elements of a balance sheet: assets, capital,
and liabilities.

I’ll start with assets. Here, a part of the problem is
with the new securities and related derivatives that
have been used extensively in this decade in mort-
gage finance and, in fact, throughout the finan-
cial system.They were once considered “state of
the art”—dazzlingly complex, capable of spread-
ing risk, and constructed using sophisticated math-
ematical models to price the risk. But it turns
out that their very complexity makes it incredi-
bly difficult now to know where the risk actually
resides or how to price it, giving rise to major
concerns about counterparty risk.

Turning to capital, the problem is that there is a
shortage—in other words, too much leverage—
among financial institutions as a whole. Capital in
many banking organizations has been adversely

affected because of write-downs of many of the
complex instruments I referred to and because of
credit losses primarily associated with delinquen-
cies and foreclosures on real estate loans. Moreover,
investment banks and other entities in the so-
called shadow banking sector were very highly
leveraged, with the ratio of assets to capital ex-
ceeding 30 to 1 in many cases. Such slim equity
cushions increase firms’ exposure to insolvency
in the face of credit losses or asset write-downs.

Finally, on the liability side, the problem is that
many leveraged financial institutions relied heav-
ily on very short-term debt—often overnight
loans—to fund their operations.This has made
them vulnerable to “runs,” especially in an envi-
ronment where everyone knows that the system
is exposed to impaired assets, where it is hard to
determine exactly where those risks reside, and
where some firms are known to have only slim
equity cushions.

As financial firms have struggled to fix their own
problems, the systemic consequences have become
painfully apparent. Firms have tightened lending
standards, trying to improve credit quality, and
reduced the volume of loans.They have also been
selling assets in an effort to deleverage their bal-
ance sheets. However, the simultaneous attempts
of so many firms to deleverage have depressed
asset prices to fire-sale levels, producing additional
losses and thereby creating selling pressures for
other firms holding similar positions.Write-downs
on such securities are reducing the already di-
minished equity cushions in some firms and rais-
ing their leverage at a time when they desire less
leverage, not more.

This vicious cycle has led to outright illiquidity in
markets for certain asset-backed securities, mak-
ing it almost impossible to determine appropriate
prices and largely eliminating them as a source of
new funding to borrowers. Moreover, financial
institutions, and even nonfinancial firms, have
become very reluctant to lend to each other, ex-
cept at the shortest maturities, since they are un-
certain about what demands they could face and
whether they will be able to borrow to meet them;
as a result, they are hoarding their liquidity.These
responses have led to a greatly reduced flow of
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credit in the economy, which is the major factor
responsible for the economic downturn that now
is under way. In other words, we are in the grip
of an adverse feedback loop in which a credit
crunch exacerbates economic weakness, which in
turn weakens financial institutions, intensifying
the credit crunch.

The economic outlook
Indeed, recent data on the economy have been
deeply worrisome. Data released on October 30
reveal that the economy contracted slightly in the
third quarter. For the fourth quarter, it appears
likely that the economy is contracting significantly.
Mainly for this reason, inflationary risks have di-
minished greatly.

Over the past year or so, the FOMC has cut its
federal funds rate target by 425 basis points to its
current level of 1%. Nonetheless, most private-
sector borrowing rates are higher now than at
the beginning of this crisis in August 2007. In
pointing this out, I don’t mean to imply that the
rate cuts did no good: borrowing rates in my view
would be substantially higher absent the reduc-
tion in our base lending rate. It’s just that the ef-
fects of the growing credit crunch have outpaced
the easing of policy, and, indeed, every major
sector of the economy has been adversely affected
by it.

For consumers, the credit crunch is one of several
negative factors accounting for the decline in
spending in recent months. Consumer credit is
costlier and harder to get: loan rates are up, loan
terms are tougher, and increasing numbers of bor-
rowers are being turned away entirely.This explains,
in part, the exceptional weakness we have seen in
auto sales. In addition, of course, employment
has now declined for nine months in a row, and
personal income, in inflation-adjusted terms, is
virtually unchanged since April. Furthermore,
household wealth is substantially lower as house
prices have continued to fall and the stock mar-
ket has declined sharply.

Business spending, too, is feeling the crunch in
the form of a higher cost of capital and restricted
access to credit. In particular, many companies
find that the financial markets have become un-

receptive to their commercial paper, an important
source of short-term funding. Some of our busi-
ness contacts report that bank lines of credit are
more difficult to negotiate, and many indicate that
they have become cautious in managing liquidity,
in committing to capital spending projects that
can be deferred, and even in extending credit to
customers and other counterparties. Nonresidential
construction also is headed lower largely because
of the financial crisis; the market for commercial
mortgage-backed securities, a mainstay for financ-
ing large projects, has all but dried up.

Many state and local governments are being
dragged deeper into the financial mess as well.The
downturn in the economy has bitten into their
tax revenues, and disruptions in financial markets
have made it harder for them to issue bonds.

Until recently, weakness in domestic final demand
was offset by a major boost from exporting goods
and services to our trading partners. Unfortunately,
economic growth in the rest of the world has
slowed noticeably.There are a number of reasons
for the slowdown abroad, including spillovers
from the U.S. downturn and, most importantly,
the financial meltdown that now has intensified
substantially in Europe and elsewhere. In addi-
tion, the dollar has appreciated recently against
the currencies of many of our trading partners,
offsetting a portion of the depreciation that was
boosting U.S. exports. As a result, exports will
not provide as much of an impetus to growth as
they did earlier in the year.

Policy approaches
Now that I’ve reviewed the current economic
situation, I’d like to turn to policy, with a discus-
sion of actions taken so far, and additional reme-
dies that bear serious consideration. I’ve already
mentioned the Federal Open Market Committee’s
substantial easing of monetary policy. In addi-
tion, the Fed has ramped up its use of an arsenal
of liquidity tools, devising new facilities to lend
directly to banks, primary dealers, money market
mutual funds, and nonfinancial firms that have
been frozen out of the credit markets.These fa-
cilities reduce the chance of runs on financial
institutions by providing the assurance of short-
term funding from the Fed based on an expanded
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range of collateral. Beyond these facilities, the
Fed has provided direct financing to prevent the
outright bankruptcy of Bear Stearns and AIG,
whose failure, in the judgment of the Fed and the
Treasury, would have significantly undermined
financial stability.

Even though the Fed has done much to attack
the financial crisis, more was obviously needed.
A comprehensive solution requires actions that
are “fiscal,” in the sense that they use taxpayer
funds or place them at risk, and thus extend be-
yond the Fed’s legislative mandate.The actions
that have now been announced or implemented
fall into three main categories, corresponding to
the three underlying problems in the financial
system that I identified earlier: impaired assets,
capital shortage, and uncertainty about short-
term funding.With respect to impaired assets,
the Treasury is formulating plans to purchase
mortgage-related assets from financial institu-
tions. This could reduce uncertainty about the
valuation of these instruments, restore some liquid-
ity in the secondary markets, and improve capital
positions if the actual purchase prices exceed the
fire-sale levels that now prevail for many asset-
backed securities.The second problem afflicting
the financial sector—capital shortage—is critical.
It is therefore extremely heartening that the gov-
ernments of all countries involved in the crisis
have announced immediate plans to inject capi-
tal into their financial systems.With respect to
short-term funding, direct government guaran-
tees against default have been extended on an
emergency basis to boost public confidence in
lending to financial institutions.The guarantees
cover most deposits as well as newly issued se-
nior debt.

I believe that these steps are extremely construc-
tive and will help over time to ease some of the
wariness about counterparty risk and thaw credit
flows. So far, we’ve seen very tentative signs of
an easing of stress in money markets. For exam-
ple, LIBOR-OIS and credit default swap spreads
are down somewhat. However these spreads re-
main at levels that are well above normal and
other measures of stress have risen even further.
Clearly, we have a long way to go before the credit
crunch shows significant healing. So it is worth

considering other types of policies to address the
crisis.

For example, several programs to mitigate the
problem of foreclosures and the credit losses pre-
cipitated by falling house prices are either in ef-
fect or have been proposed.They fall into two
broad categories: those aimed more or less directly
at reducing the number of foreclosures by focus-
ing mainly on helping homeowners who are at
risk of losing their homes, and those designed to
reduce borrowing costs for a much wider popu-
lation, thereby supporting the overall demand for
housing and, hence, house prices.

In the first category is the HOPE NOW Alliance,
a voluntary program that started in October 2007
which brings together counselors, servicers, in-
vestors, and other mortgage market participants.
It facilitates the reworking of mortgage loans by
marshalling the incentives of lenders and borrow-
ers to avoid the deadweight losses associated with
foreclosures. A second example is HOPE for
Homeowners, a federal program resulting from
legislation sponsored by U.S. Congressman Frank
and Senator Dodd.This program went into op-
eration at the beginning of October. It expands
the role of the FHA to improve loan “workout
options” by providing a government guarantee
of payment to lenders. In return, lenders must
forgive a portion of the principal to make the
new loan more affordable. In addition, the pro-
gram includes a shared-appreciation feature in
which the FHA and homeowner divide both the
equity created at the beginning of the new mort-
gage loan and any future house-price appreciation.

Moreover, expanded versions of such workout ap-
proaches have been proposed. In particular, FDIC
Chairwoman Sheila Bair has suggested guidelines
to target and streamline the loan modification
process. She also proposes using loan guarantees
authorized by the Emergency Economic Stabiliz-
ation Act as an incentive for servicers to lower
mortgage payments so as to make them afford-
able and sustainable (Bair 2008a, b). Other pro-
posals are modeled on the Homeowners’ Loan
Corporation instituted in the Great Depression
(Roubini 2008, Blinder 2008, McCain-Palin 2008).
The basic idea is that the government would
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offer to buy under-water loans—now about 15%
of total mortgages—from lenders and refinance a
new mortgage for qualifying homeowners at a
lower rate.

Programs like these are targeted at borrowers who
are already or are likely to end up in foreclosure.
They have the potential to keep qualifying home-
owners in their homes with sustainable mort-
gages, thus avoiding the deadweight losses and
negative community spillovers of foreclosure. By
mitigating foreclosure sales at fire-sale prices, these
programs may also support housing prices more
generally and serve to limit the credit losses that
have done so much damage to the financial sys-
tem. The broader the debt-relief that a plan pro-
vides to households, the more it is apt to spur
consumer spending and reduce credit losses; but
the cost to taxpayers is likely to increase as well.
Speed of implementation is another key consid-
eration, and loan modification plans that involve
dealing with and analyzing the individual situa-
tions of large numbers of borrowers tend to be
quite time-consuming.

A second category of proposals is aimed at a
much broader set of borrowers, and would boost
the overall demand for housing by reducing bor-
rowing costs through low-cost government loans
or tax credits (Hubbard and Mayer 2008a, b,
Feldstein 2008, Barack Obama and Joe Biden
2008).They hold the potential to reduce the
number of foreclosures and associated credit
losses both directly—by reducing after-tax house
payments—and indirectly—by providing support
to house prices. It is true that house prices do
need to adjust, and, until they do so, potential
buyers may stay out of the market (Glaeser and
Gyourko 2008). However, the concern is that
house prices may “overcorrect” for a number of
reasons, not the least of which could be today’s
extraordinarily tight credit conditions.This over-
correction could have devastating effects on the
financial system and the economy, and such pro-
grams seek to avoid that outcome.

My objective in discussing these ideas is not to
support one plan or the other. Rather, I want to
emphasize that such programs, which provide di-
rect assistance to homeowners and the housing

market, are worthy of serious consideration as ad-
ditional steps beyond the policies recently adopted
to address stress in financial markets. Needless to
say, the pros and cons of each that I’ve described
give just a glimpse of how difficult it will be to
design approaches that are both effective and timely.
Moreover, there is no doubt that, beyond these
short-term strategies designed to quell the crisis,
long-term, more fundamental reforms are needed
as well (for example, see papers prepared for this
symposium by Shiller 2008 and Hancock and
Passmore 2008).

Janet L.Yellen
President and CEO
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