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Federal government 

helps consumers buy 

houses.        

 

Mortgage companies 

sell problem  

mortgages. 

 

Complex investments 

(CMOs) hide the 

problems with mort-

gages.  

 

Investors borrow 

money to buy the 

CMOs. 

 

Accounting  

practices compound 

the problem. 

 

Federal government 

helps companies 

from going 

bankrupt. 
 
The Investment Letter is mailed quarterly to 
our clients and friends. It is compiled pri-
marily from reports in the Wall Street Jour-
nal, Houston Chronicle, Morningstar, advi-
sors Littman Gregory, columnist Bob Veres, 
and the Patriot Post newsletter. 

What caused the 

2008 meltdown of 

the markets?   

As far as I can tell this mess started when the 
federal government (I think with good inten-
tions) through Fannie May and Freddie Mac in-
serted itself in the US economy through its dis-
astrous plan to ignore financial reality and 
strongly encourage financial institutions to 
make mortgage loans to non qualified buyers.   
 
Because Fannie and Freddie were willing to buy 
mortgages taken out by people who weren’t 
qualified to own houses, the mortgage compa-
nies started giving mortgages to anyone who 
could breathe.  These companies also saw an 
opportunity to make more money by issuing 
mortgages with terms very favorable to them 
(adjustable rates, interest only loans, balloon 
payments, etc, etc).   Then, the mortgage com-
panies sold the mortgages to Fannie and Freddie 
and anybody else who wanted to buy them.  But 
first, they sliced up hundreds or thousands or 
mortgages and put a piece of each mortgage 
(both problem mortgages and good mortgages) 
in packets called CMOs or Collateralized Mort-
gage Obligations.   
 
Now CMOs are very hard to understand.  The 
slicing and dicing of different mortgages and 
combining the different slices in different ways 
can be very complex.   

CEP FINANCIAL, LLC Investment Newsletter www.cepfinancial.com
 



CEP FINANCIAL, LLC Investment Newsletter www.cepfinancial.com
 

 
But despite their complexity, the CMOs were 
very popular with some investors because they 
were diversified (less risk of default, they 
thought), they had high rates of return and, if 
they wanted to, they could sell the CMOs to 
somebody else.  Lots of people wanted in on 
this new type of investment with low risk and 
high rates of return.   
 
Because they looked like such a good deal, some 
investors used not only their own money to buy 
these CMOs, but they went to large banks and 
borrowed money to buy more of these CMOs.   
 
This is where the Federal Reserve comes in.  
The Federal Reserve controls short term interest 
rates in our economy.  To keep economic activi-
ty high, the Federal Reserve kept short term in-
terest rates very low.  So the investors that were 
buying CMOs with borrowed money got short 
term loans because they had lower interest rates.  
They simply refinanced when the loans came 
due.   (This is called borrowing short and in-
vesting long – this is risky but profitable as long 
as things are going well)  
 
The banks were interested in lending the money 
because the loans were profitable and they had 
collateral (the CMOs) that they could sell in the 
open market if the investor defaulted on the 
loan.   
 
The banks could tell what the CMOs were 
worth because the CMOs were bought and sold 
every day in the market place.  Besides they 
didn’t even have to track the market values of 
the CMOs because the investors kept the value 
of the CMOs on their books at market value 
(this is called mark to market accounting)  
 
In fact the banks were so comfortable with lend-
ing this way some of the investors borrowed 
close to $40 for every dollar they invested.  

(This is called overleveraging. It is risky, but can 
increase your profits dramatically). 
  
Now some investors thought maybe they should 
be more conservative. So, they made a deal with 
insurance companies.   The investors paid a 
small fee to the insurance company and in re-
turn, the insurance company would pay the in-
vestors if people stopped paying the mortgage 
loans (remember them from paragraph 1) 
 
The insurance companies thought this would be 
easy money because in the past few people had 
defaulted on their mortgages.  These arrange-
ments were called credit default swaps.     
 
In fact, they thought it was such easy money, 
they would sell a credit default swap to any-
body.  It didn’t matter if you owned a CMO or 
not.  And they sold a lot of them, about $62 
trillion of them.  That four times the value of 
the entire US economy.   
 
Add to all of the above, the fact that some of the 
banks didn’t report their loans and CMO in-
vestments on their financial statements, but in-
stead kept some of this activity in accounts that 
investors and creditors couldn’t see.  This was 
called off balance sheet financing with struc-
tured investment vehicles or SIVs. 
 
Despite the complexity of all these arrangements 
things worked pretty good for a number of 
years, but after the Federal Reserve started rais-
ing short term interest rates the CMOs and the 
loans stated to look a little shaky.   
 
In 2008, the wheels came off.   The combi-
nation of the problems with Fannie and 
Freddie, the bad mortgage lending, the com-
plex CMOs, the high leverage, the short term 
loans, the credit swap defaults, and an in-
crease in short term loan interest rates, and 
an increase in mortgage defaults spooked the 
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banks.  And they stopped refinancing the 
short term loans.   
 
When the loans couldn’t be renewed, the inves-
tors who owned the CMOs had to sell the 
CMOs on the open market but now there were 
fewer buyers.  This might have been OK in the 
old days when you didn’t write down the value 
of the mortgage until the borrowers stop paying, 
but now the CMOs had to be written down to 
their  market value and since no one wanted to 
buy these investments, their market value came 
in pretty close to zero.  When this happened the 
investors who had borrowed money could not 
pay back the loans, the banks couldn’t collect 
the loans and it looked as if the insurance com-
pany had much more in liabilities than assets.   
 
What a mess, but now it gets even worse.  Be-
cause the investors who did this were a major 
part of the U.S. financial system, there was a 
real risk that if these companies went bankrupt 
(and they certainly should have because of all 
the bad business decisions they made) the whole 
US economy might shut down. 
 

So the Federal Government, again with the best 
of intentions, steps in and bails out most of 
these banks, investors and insurance companies 
and a couple of car companies to boot.    
Whether or not this turns out to be a smart idea 
is yet to be seen, but you have to be skeptical 
and the numbers are staggering.   
 
And nobody saw this coming, not Alan Green-
span or anybody else at the Federal Reserve, not 
Warren Buffet or anyone else in the investment 
community or anybody at all in Congress.   
 
Now we collectively have to figure out how to 
keep the economy going, and make sure we fix 
the system so that this doesn’t happen again.  
We may be in for a couple of very bumpy years. 
 
The good news in all this (yes honestly there 
is good news), is that if you have a decent fi-
nancial plan, you don’t have to sell your eq-
uity investments while the market recovers.  
In fact there are now great opportunities in 
both the equity and fixed income markets. 
We will discuss these opportunities in our 
next newsletter.   

 


