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ABSTRACT

The subprime crisis has been at the center of the global news cycle for two years. What
began with the exploitation of minority borrowers in marginalized neighborhoods has
evolved into a threat to global finance. But ironically, the households suffering from the
subprime crisis, a disproportionate number of whom are African American and Latino,
get little attention.

This paper tries to provide some needed balance by analyzing the economics of the subprime
crisis. We first review the history of this crisis — its institutional economic dynamics. We begin
with the shifts in banking strategy, in financial markets, and in economic conditions that
transformed financial exclusion, and that made subprime loans into viable credit instruments.
We then show how predatory lending, including subprime lending, emerged and spread from
the 1990s onward. We next analyze economists’ understandings of this unfolding situation.
We focus on how two contemporary approaches to credit markets, the efficient-market and
asymmetric-information views, understand financial exclusion in the US: that is, credit-market
redlining, discrimination, and subprime lending. We then analyze economists’ unfolding
understandings of the subprime crisis per se, paying special attention to the links between
economists’ views and policy responses to the subprime crisis.

* Please use my email address to contact me. The research reported here was supported by the Kirwan
Institute for the Study of Race and Ethnicity, Ohio State University.
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Understanding the Subprime Crisis:
Institutional Evolution and Theoretical Views

1. Introduction

The subprime crisis has been at the center of the US and global news cycle for two years. Its
emergence in 2007 triggered a parade of dramatic consequences: the collapse of two Bear Stearns
structured investment funds in May 2007; the freezing of US money markets in August and
September 2007; the run on, and collapse of, Northern Rock Trust in England in late September 2007;
the failure of Bear Stearns in May 2008; the failure of Lehman Brothers in September 2008, along
with the “receivership” of FNMA and FHLMC and the takeovers of Washington Mutual and of
Wachovia; the passage of the $700 billion Troubled Asset Relief Program in October 2008; and the
passage of the American Relief and Recovery Act in February 2009.

These months of dramatic action were so momentous that political commentary and debate focused
on how to use fiscal and financial-regulatory policies to fix the global and national economies. What
began with the exploitation of minority borrowers in marginalized neighborhoods has evolved into a
threat to the commanding heights of global finance. So by this time, every talking economic theorist,
political hopeful, and think-tank analyst with a closet global model has put forth her own diagnosis of
what is broken and what needs fixing.

In an ironic twist, it is as if the subprime crisis itself — the numerous households, a disproportionate
number of whom are African American and Latino, who have been issued mortgage loans with
exploitative and unsustainable terms - has disappeared while hiding in plain sight. Indeed, minority
borrowers’ profligacy and banks’ legal mandate (such as it is) to meet the credit needs of lower-
income (and hence heavily-minority) portions of their market areas have been mentioned frequently as
among the root causes of the subprime debacle. Meanwhile, in neighborhood after dusty
neighborhood, subprime loans turn into abandonments, foreclosures, and bank repossessions. New
clusters of speculative home-buyers scoop up heavily-discounted homes whose former owners are
thrown onto the kindness of their relatives, their neighbors, or the streets.

Our task in this paper is to provide some needed balance by undertaking an analysis of the economics
of the subprime crisis. Our first task is to review the institutional economic dynamics of the subprime
crisis. Section 2 analyzes the shifts in banking strategy, in financial markets, and in macroeconomic
and microeconomic conditions that transformed financial exclusion in the US and made subprime
loans into viable credit instruments. Next, Section 3 shows how subprime lending emerged as one
category of predatory lending. It describes the explosion of predatory lending of all kinds in the 1990s
and early 2000s, and the wildfire spread of subprime loans in the mid-2000s.

Sections 4 and 5 then analyze economists’ understandings of this unfolding situation. Section 4
examines economists’ views of subprime lending, in the context of their views of US financial
exclusion more broadly — credit-market redlining, discrimination, and predatory lending. Two
contemporary approaches to credit markets are featured: the efficient-market and asymmetric-
information views. Section 5 then reviews economists’ unfolding understandings of the subprime
Crisis per se, paying special attention to the links between economists’ views and policy responses to
the subprime crisis.



2. The Institutional Origins of the Subprime Crisis 1: Banking Tranformed

2.1. The End of US-Coordinated Macroeconomic Stability and the Crisis of US Banking and
Housing Finance

In the US, regulations and laws put into effect in the Depression created a segmented financial
system. This segmentation included geographic divisions among banks, a legacy of this nation’s
settlement by frontier expansion. Functional divisions were strengthened in response to the Great
Crash. Private commercial banks collected household savings and made loans to businesses;
mortgage companies and savings and loan associations emerged to collect savings and meet
mortgage demands.!

The banks and financial firms operating in these regulated markets deployed conservative rules about
lending and borrowing. For one thing, their hands were tied by extensive rules governing the markets
they could serve, the products they could sell, and the prices they could offer on those products; for
another, the stable macroeconomic milieu of the immediate post-War period assured stable cash-flows
from “following the rules.”

These arrangements began gradually breaking down in the 1960s. Money-center banks
developed more aggressive growth strategies and challenged regulatory restrictions on their
sources of funds. Financial markets grew in function and complexity, outside of the close
purview of government regulators. Larger firms increasingly obtained credit directly in these
markets. Banks were forced to seek out new borrowers. This led larger banks to engage in
extensive cross-border lending from the mid-1970s onward.

Macroeconomic instability, which plagued the US economy in the 1970s, worsened by 1979:
several years of high inflation, high interest rates, and recession afflicted the US (and for that
matter, much of the global) economy. The high interest rates led depositors to pull their money
out of the banks; these rates plus global recession led to first to systemic defaults on banks’
overseas loans, and then to the US savings-and-loan crisis.

Under this combined pressure, the US banking structure first cracked and then crumbled. The
extensive government regulations that segmented financial product markets, limited banks’
geographic expansion, and governed many financial-market prices were eliminated in the 1980s and
1990s. An extensive wave of bank mergers was launched within the US banking system. The
remarkably balkanized US banking system was gradually reconfigured as a system of hierarchically-
organized regional banks (Corestates, Wachovia, and First Union, Bay Bank and First Boston,
BancOne and Keybank, and so on). Over the course of time, this system of competing “super-regional
banks” eventually consolidated into a set of four nationally-dominant megabanks.

! The historical material presented in this section is drawn from the author’s writings over a number of
years, especially Dymski (1999) and Dymski (2009). The material on discrimination and redlining in
section 3 draws heavily on Dymski (2006). Those interested in further documentation or references are
urged go get in touch with the author.

% This evolution was significantly advanced during the subprime crisis: Wells Fargo used its purchase of
Wachovia to establish an East Coast branch network; JP Morgan-Chase’s purchase of Washington Mutual
gave it a West Coast market presence.
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