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Abstract in original language:

Are we really facing “financial crisis” or is theugent economic downturn just a natural
healing process that is to help economy to rectreen unsuitable interference? The author of
this article acquaints reader especially with apreach of Professor Liebowitz, who claims
that the governmental affirmative policies were the roots of the “crisis”. Should
government set artificial requirements on mortgagderwriting standards? Further, the
author ponders over some of the consequences dhat similar “protective” regulations
might bring with them.
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“Perhaps the greatest scandal of the mortgage crisis is that it is a direct result of an intentional
loosening of underwriting standards — done in the name of ending discrimination, despite warnings
that it could lead to wide-scale defaults.”

Stan Liebowitz'

Introduction

There is no doubt economic downturns affect mogieafple. There are two general types of
root causes of such downturns: (1) natural; anch(@pan made. This article deals with the
latter. As Professor Liebowitz shows on the curex@mple, some of the economic “crises”
were caused by humans having enacted bad regudafitve goal of this article is to outline
Liebowitz’s approach pinpointing that some of thed protective” regulations might have
contributed to the ongoing “crisis”. Further, tainthe Liebowitz's statements into
consideration, it will be shown that the “crisisight be looked at as a natural market process
of recovering from such bad regulations. Next, Il imiefly ponder over the reason why there
have been too many risky mistakes done by invegiorshasing pools of mortgages with
new “flexible underwriting standards” and, finallywill show that there are many similar
laws, which, in spite of looking beneficial, sholdd reconsidered because of their possible
inefficiency.

Has the Community Reinvestment Act Done its Job?

Notwithstanding the immediateness of the curremnemic downturn, we should keep in
mind that this is not the first and largest “crigigople have faced. Next to many minor ones
such as the “dot-com” bubble (1995-2001), one ghaol forget especially times of the Great

! Liebowitz, S. J. New York Post web: The Real Sednfcited on 4. 5. 2009]. Available at:
http://www.nypost.com/seven/02052008/postopinioatmlumnists/the_real scandal _243911.htm?page=0
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Depression. Professor Liebowitz reminds us, theas @& profound decline on mortgage
markets during the Great Depression iddaving been aware of possible insolvency of
mortgagees and being “cash strapped”, the lendagd¢ial institutions were giving just short
duration loans in the United States in 1930s. Tgymjump up the slow activities on the real
estate markets, the government created the FeHerading Administration (FHA), which
was supposed to “guarantee mortgages against detadur years later in 1938, Fannie Mae
was formed to buy FHA mortgages. These two govemahesteps may be deemed for the
very first bigger intervention of government int@rigage markets. However, these initiatory
interventions were deepened in 1970s when the agetgelated anti-discrimination laws
were enacted.

In 1977, the Community Reinvestment Act (CRA) waasged. According to Federal

Financial Institutions Examination Council (FFIEGYs purpose has been to “encourage
depository institutions to help meet the creditdseef the communities in which they operate,
including low- and moderate-income neighborhodd”other words, this law forced banks

to give loans to low-income borrowers, especialant, by “requiring banks to conduct

business across the entirety of the geographicsarewhich they operated, thus preventing
them from doing business in suburb.”

The CRA supplemented the Home Mortgage Discloswe (NMDA) of 1975. This law,
having been amended in 1991, has required bankggose detailed information about the
mortgage applications they have been dealing Witlere were a couple of studies made by
news organizations that claimed that “minoritiegavdenied mortgages at a rate far higher
than that for whites®. These independent studies were later supportédeblederal Reserve
Bank of Boston (Boston Fed), which came up withaten analysis in 1992. Despite, as
Professor Liebowitz claims, having provided wrongl anaccurate datathis analysis was
often cited by politicians and media, which madscdmination of minorities a topic of
political talks.

Consequently, in 1998, Fannie Mae and Freddie Maviorced by Congress to increase
purchases of mortgages for low- and moderate-incooggagees. According to Schwartz:
“In 1996, HUD, the department of Housing and Urllaavelopment, gave Fannie and
Freddie and explicit target: 42 percent of theirtgage financing had to go to borrowers with
incomes below the median income in their area. fénget increased to 50 percent in 2000
and 52 percent in 2005. For 1996, HUD required i2apercent of all mortgage purchases by

2 Liebowitz, S. J. Anatomy of the Train Wreck. Casisé the Mortgage Meltdown. Oakland : The Indepande
Institute, 2008, p. 5.

3 Ibid.

* FFIEC, FFIEC web: Background and Purpose [cited &ty 3% 2009]. Available at:
http://www.ffiec.gov/CRA/history.htmhttp://mwww.ffegov/CRA/history.htm.

® Liebowitz, S. J. Op. Cit.
® Ibid.

’ Professors Liebowitz and Ted Day carefully studieel analysis and have found out there have beery ma
inaccuracies and false information. Op. Cit.



David R., Neck&J., Sehnalek D., (Editors). COFOLA 2009: the Cmiee Proceedings, 1. edition.
Brno : Masaryk University, 2009, ISBN 978-80-21248

Fannie and Freddie had to be “special affordalwahs, typically to borrowers with incomes
less than 60 percent of their area’s median incarhat number was increased to 20 percent
in 2000 and 22 percent in 2005. The 2008 goal wdet28 percent. Between 2000 and 2005
Freddie and Fannie met those goals every year fiarded hundreds of billions of dollars
worth of loans, many of them subprime and adjustafile loans made to borrowers who
bought houses with less than 10 percent ddiwrhis, the governmental interference into the
natural process of loan making, where lenders awayefully evaluated all the risks that
they might face in the future, was rather disturbed

The government’s idea of guaranteeing mortgagé&satancome borrowers was accompanied
by a goal to increase home ownership in the Unf&tes. Even though this target might
seem beneficial for all the ones who participatemortgages markets, i.e. mortgagors,
mortgagees - buyers, sellers of homes, builderseldpers, realtors, etc., this aim, as
Professor Liebowitz reminds us, had a huge sideceffintentional weakening of the
traditional mortgage-lending standard$he proven system of lending money only to those
who can give sufficient guarantees of having endugls to pay installments was destroyed.
Since there was this practice that forced bankwawide most of applicants with mortgages,
loans were often granted with no money down anchout proper credit check and
examination of employment history. Supposing thekis did not provide a sufficient number
of low-income applicants with mortgages, they cooédlabeled “discriminatory” and could
face law suits for failing to comply with the Equ@tedit Opportunity Act (ECOA). “Liability
for punitive damages can be as much as $10,00@dividual actions and the lesser of
$500,000 or 1 percent of the creditor’s net wontklass actions™®

In respect to the ECOA rules it is important to jkee mind that any form of unreasonable
deny to extend credit to particular applicants wlobke unproductive for the bank itself
because it would lose a potential client. It hagaghk been in the best interest of the bank to
make a reasonable screening while considering wieatend credit to.

Having the abovementioned facts in mind, let's mtwehe other problem, related to the
“mortgage crisis”. If there were a price drop, velue of a home got below the amount owed,
the owners of such properties might start consigewhether or not to keep on paying their
mortgage payments. The bigger the price drop ®s,bilgger the probability that they quit
making their payments is. Thus, especially theroftalled “100% financing” mortgages
might have been at the rise of homeowners defgutim their installments. The decision to
stop on making mortgage payments might have bepposied, in some cases, even by the
rising APR (annual percentage rate) of the ARMgu&dble rate mortgages).

Let's take a quick look at the situation couplergeago. Everything was looking well, the
number of low-income homeowners was on the risethadncrease of homeownership was
followed by growing price. However, the artificigbvernmental interference into the natural

8 Schwartz, A. J. Origins of the Financial Markeis&r of 2008. Cato Journal, Vol. 29, No. 1 (Wingg09).
Cato Institute, p. 20.

° Liebowitz, S. J. Op. Cit. p.4.

19 The Federal Reserve Bank of Boston (Rodburg, Sanl. Walker, R. C.) A Guide to Equal Opportunity
Lending, Available at: www.bos.frb.org/lcommdev/coafffclosingt.pdf In: Liebowitz. Op. Cit. p.9.
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market process of setting prices of homes createthibed “bubble”. In natural conditions,
price for and availability of mortgages can be oséf be the supply and demand relations.
Failing to follow the nature order has only one il consequence: the artificially made
bubbles sooner or later shrink. Therefore, one tréghk: Is the economic downturn with all
its consequences we facing now really a naturaketarisis or are the natural market forces
just getting back to normal?

Notwithstanding that there are many elements fogntive “bubbles”, the policies supporting
an increase of homeowners have contributed toulremt situation. Looking at Figure 1, we
can see that the dramatic price increase took pladke middle of 1990s when the new
policies occurred.

Figure 1: Yearly Home Ownership Rates (U.S. Cerius)
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Hence, although the idea of making sure that even low-income clients may obtain
mortgages at affordable price, which would not éeascording to the actual risk but rather
by guaranteeing their solvency by governmentalititgins and by forcing financial

institutions to provide such loans, might seem beia¢ and high-minded, the actual
consequences could be extremely risky for societithe entire economy.

There have been many laws that are very simildhéoones whose consequences were just
described. Especially, the laws “protecting” consmnand employees might have very
similar effects and, in the times of crises, suhid should be reconsidered. However, before

1 Federal Reserve Bank of San Francisco web: Ecanomiesearch Data. Available at:
http://www.frbsf.org/publications/economics/let@d06/el2006-30.html
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| try to outline the consequences of some of tless, there is one more question that should
be mentioned: Why did the investors buying the padlmortgages underestimate the risks?

Generally, anyone who is to make an investmentidersits profitability, i.e. they look at
the amount they are about to put in and compawghtthe anticipated earnings. By doing so,
they have to include in the price an “insurancéh(dy determined by asking whether or not
the investment will be still profitable if somethioes wrong and what is the possibility of
such failure) for possible risks that they mightdaWhy have not the investors consider
carefully the risks of the mortgages that had bgemnted with a lack of reasonable
underwriting standards?

What Caused the Incautiousness of Investors?

The investors simply were not aware of dangers eciea with such investments. We can
either blame them or the rating agencies that wereiding them with inaccurate date or both
of them. Schwartz explains that markets were naravof flaw in the design of the new
financial instruments, which have not been easgveduate: “The design of mortgage-backed
securities collateralized by a pool of mortgagesuaged that the pool would give the
securities value. The pool, however, was an asemttrof mortgages of varying quality?”
Thus, the value and risk determination was somgthaw that the rating agencies were not
really aware of. “They assigned ratings to comp$ecurities as if they were ordinary
corporate bonds and without examining the individmartgages in the pool:* Next to that if
the rating agencies had shown that the mortgages go low-income borrowers were much
more risky than the prime-mortgages, they couldeHaeen labeled “prejudiced” by the same
interest groups that had pushed the CRA in thepglese.

In respect to this problem, professor Liebowitz poimts the fact that the government
approved rating agencies “were protected from é@apetition ... it might be expected that
these agencies would not want to create politicales by rocking the mortgage boat,
endangering a potential loss of their protectedde’s However, not only the rating agencies
should be blamed. The system of granting mortgageish had been adjusted by laws
relaxing underwriting standards made the investbisk that if there is everything is in
compliance with these laws, nothing can go wrong.

Are the Minimum Wage Laws Really Protecting Emples/®

Let's take a quick look at some other “protectivefjulations that are very similar to those
having been talked about above. | will focus ormghg that some of the statutory provisions,
on the general level, whose purpose is to protegpl@ees, bring many negative and
unintended consequences and, next to that, thesenteght even hurt both the subjects that
are to be protected and the economy.

12 5chwartz, A. J. Op. Cit. p.29.
13 |bid. Bold print by author.

4 Liebowitz, S. J. Op. Cit. p. 12. Bold print by hat.
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“The bad economist sees only what immediately atrithe eye; the good economist also
looks beyond. The bad economist sees only thetdimtsequences of a proposed course; the
good economist looks also at the longer and intlitensequences. The bad economist sees
only what the effect of a given policy has beernwdl be on one particular group; the good
economist inquires also what the effect of thegyoliill be on all groups*®

Henry Hazlitt

An idea of setting a minimum wage via laws is ofyveimilar nature as the affirmative laws
described above. By looking at minimum wage lawsnfia theoretical point of view, one can
probably agree that, generally, these laws interfeith the principle of “autonomy of the
will”. Their goal is to protect a “weaker partyi its legal connection. Supposing we forget
the principle of “autonomy of the will”, we couldase that such protection of “weaker party”
really helps to such party and, thus, it shall lpgp®rted. | would definitely go along with this
approach if it were really helpful. However, sualw$ might be very inefficient in supporting
employees, which I try to show on a couple of exiasi|5

First of all, as Professor Murphy reminds us, theimum wage laws are often justified by
assertion that “had the government not steppedidthdeclared a “civilized” floor less than
which no decent person could pay another humargheapricious employers would outdo
each other in a race to the bottom ... the haplessskilled workers have no bargaining
power (they have to eat, after all) and hence wbeldorced to accept whatever crumbs they
were offered.*” However, on the markets where there is a relgtiiete chance for
everybody to join such markets as a new competitg abovementioned fear may not take
place, because were the workers paid less than thibat labor is worth, it would be an
impetus for new competitors seeing a possibility extremely high profits to join the
particular market area. Having started particigaim the relatively high-profit markets, the
new competitors would be in need of workers. Howuldothey get them? The new
competitors would have to offer the workers higbalaries (or benefits) than what the other
competitors (employers) do offer. “The process watdntinue until the workers were being
paid what they were generally wortt.”

Next to that, the minimum wage laws might even ¢diminate” on low-skilled workers. To
follow my point, just imagine yourself being an avrof a restaurant who is to hire a couple
of new employees. You need to hire a person whbbeiltaking care about accountings (job
A) and a new cook (job B). However, you cannot sberore than $100 a day on their
salaries. Now, imagine that there are three apuiscaeho came for an interview. First person
is willing to work as a cook just for $45 a dayl(jB), because he or she does not have a high

15 Hazlitt, H. Economics in One Lesson. New York cRet Books, Inc., 1952, p. 4.

% The following example gathers from: Murphy, R. Phe Politically Incorrect Guide to Capitalism,
Washington DC : Regnery Publishing, Inc, 2007, p.23

7 bid. p. 24.

% Ibid.
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experience. The second person would accept thaiatiog job for $40 (job A). It is a young
mom who just needs to make some money on side. tAin@ person that came is an
experienced cook who was running own business fehife. Hence, he or she has the basic
experience in accounting too. However, he or shetswilling to work for less than $90 a
day (job A and B).

If we do not take into consideration that havinghea one person than two might bring
special pros and cons, we can see that $85 fdirgtéwo applicants would cost $5 less that
$90 that the third applicant asks for. Thus, theiad would be probably made for the first
two (even thought the less experience cook wouttirsome time to learn the ropes). Now
imagine, in the light of the same conditions, thera minimum wage law that sets a limit of
$55 as daily minimum pay. Who would you choose Pow

From another point of view, if there is a compartyichk has been already giving jobs to 1000
employees that were each given $8 an hour, whatemeapif government decides to set a
minimum wage of $10 to punish anyone who hires wgkor less than that? In respect to
this, Professor Murphy comments: “Will the compaitgcide to kick in the difference and

lose $2 per hour on the worker in question? Of seuot. The company will lay off workers

until the remaining ones are more producti¥eThus, especially in the times of economic
downturns, the regulations that might hurt emplsybg causing unemployment should be
repealed.

Principally, there are a number of laws that redemthe abovementioned one.
Notwithstanding that their purpose might seem vbeeneficial, they may be failing on
achieving their goals and next to that they maybging a redundant burden on the entire
economy. In present days, we are facing a seriooscenic downturn, which was probably
caused by bad regulations, thus, we should recensificiency of such burdens. As it was
shown on the example of minimum wage laws, somi@fartificial regulations might even
hurt those who they were intended to protect.

In the first example above, the minimum wage lawlddorce the entrepreneur to hire one
person instead of two (if there were progressixatian, the government might even support
this option) and the second example has shownsilnet law might pressure employers to
dismiss some of their employees and to requesehigificiency from the remaining ones.

Conclusion

Generally, the ongoing economic downturn may bykéabat from many different points of
view. There may be all kinds of approaches to vdaatsed the “crisis” and, surely, there are
even more approaches to what should be done totlighconsequences of it. My purpose is
not to evaluate and rate all the different ideas,tb show that there are many approaches to
the roots and solutions of the current economigasitn. The idea of letting the natural
market forces run their course should be at lealsing into consideration. In Professor
Rothbard’s words: “If government wishes to allegiatather than aggravate, a depression, its
only valid course is laissez-faire — to leave tleon®my alone. Only if there is no
interference, direct or threatened, with pricesgevaates, and business liquidation will the

2 bid.
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necessary adjustment proceed with a smooth disp&dturther, it is important to keep in
mind the fact that prices of homes were booste@yuartificial (i.e. non-market) forces and,
hence, we should not blame the market for the copbeary price drop. My last point is that
there are many laws that might seem the same lb&alefs the ones that were at the roots of
this “crisis” and we should always be aware thasthlaws, especially those with are trying to
limit the fundamental principal of “autonomy of Wjlmight not be that great as they might
appear at the very first sight.
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