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Lecture 21: The Collapse of LTCM

I. The housing market

a. There’s been a lot of talk about sub-prime mortgage rates. 
i. Did the banks make loans they knew people couldn’t pay off so they can claim collateral (the house)? 
ii. Should the government institute a bailout for people on the verge of losing their home? 
iii. Is there a place for a law baring such unfair deals?
b. A sub-prime mortgage rate is a high interest applied to less desirable loan candidates (hence sub-prime). The chance for moral hazard or adverse selection is high.
c. Banks started issuing them on the premise that while some will fail, the chance of a systematic failure was negligible. With assets so diversified across the country, they thought they were shouldered against problems.
d. However, this theory is based on the assumption that housing markets are not correlated. Prices and condition in San Francisco shouldn’t move with prices in conditions in San Antonio, Chicago, or Miami.
e. But as it turns out, they are correlated enough to cause a big loss to the banks and a lot more people defaulting than anyone thought.
II. LTCM—discussion points.
a. The current story of sub-prime mortgage rates is a nice parallel to the story of LTCM.
b. In each case, poor assumptions led to mass error and major losses for banks, threatening economic slowdown for the whole economy.
c. In each case, legal action could mitigate such a slowdown.

d. However, such action is subject moral hazard—people would be more willing to take a risk knowing full well someone else will help them out if the worst happens.

e. Did you agree with the Fed’s actions in the book? When is interference in the economy justified? 
i. Recall the key goal of a central bank is to ensure stability.
ii. Recall moral hazard and adverse selection problems are the key issues financial intermediaries must deal with.

iii. Recall they are under constant pressure to put money to work and are inventive about getting around regulation.
