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Abstract: The 2008 financial collapse in the United States was not caused by a single factor, 

but rather by a combination of events that led to the financial collapse and was largely 

influenced by subprime mortgages. Therefore, this paper focuses on subprime CDOs 

(collateralized debt obligations) and credit default swaps (CDSs), which led to the severe 

economic crisis in the U.S., respectively, by way of theoretical analysis. Collateralized Debt 

Obligations (CDOs) bundle together loans that represent different loans and are sold by 

lenders in the market. Theoretically, holders of collateralized debt obligations (CDOs) can 

recover the loan from the original borrower at the end of the loan term. Credit default swaps 

(CDS), on the other hand, allow an investor to swap or offset its credit risk with that of 

another investor. In exchange for default risk, the lender purchases a CDS from another 

investor who agrees to repay the loan if the borrower defaults. The findings suggest that the 

problems in the CDO market were caused by a combination of poorly structured CDOs, 

irresponsible underwriting practices, flawed credit rating procedures, and corruption in 

financial institutions. 
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1. Introduction 

The global crisis had multiple causes, not the least of which was the rapid increase in overall debt 

levels (especially household debt) and the sharp rise in real estate prices in the U.S. The U.S. 

financial system underwent a profound transformation in the 1980s with the rise of securitization in 

the home mortgage market [1]. Banks and other financial institutions could obtain funds quickly 

through securitization after issuing home mortgages, thus effectively solving the problems of 

liquidity and capital turnover efficiency of financial institutions. However, in the process of 

securitization of home mortgages, credit risk was transferred from the original loan-issuing 

institutions to the securities investors. In order to pursue profits, some financial institutions will 

relax their credit screening standards for home mortgage applicants. In addition, regulators lacked 

adequate and effective regulatory tools to oversee the structure and process of traded financial 

products. In 2008, the subprime mortgage crisis triggered one of the worst economic crises in the 

history of the United States and the most serious financial crisis faced by mankind in recent times 

[2]. In order to address the economic problems created by the financial crisis, the United States 

passed a series of bills and policies, led by the American Dream Down Payment Act, to reduce the 

down payment ratio and loan interest rates for low-and middle-income families. It also requires 

government-affiliated financial agencies, such as Freddie MAC and Fannie Mae, to buy more low - 
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and middle-income mortgages [3]. Under this policy, financial institutions began to pay attention to 

low-income people, using some tricks to make them apply for loans with low initial interest rates 

but gradually higher interest rates for house purchases. The main objective of this article is to 

identify the main causes of the worst financial crisis and to analyse the impact of different policies 

and institutions on economic performance and finance, based on a comparative analysis of the 

performance of different countries or regions in the financial crisis. Analysing the evolution and 

root causes of the financial crises that have occurred is useful for learning lessons from them and 

reducing the likelihood of similar crises in the future. 

2. Definition of CDO and CDS 

2.1. A collateralized debt obligation (CDO) 

A collateralised debt obligation (CDO) is a structured financial product that consists of a group of 

debt assets, such as mortgages or bonds. Banks create CDOs in order to sell this debt to investors 

and thereby reduce their own risk.CDOs divide these assets into ‘tranches’ of different risk levels, 

with the higher priority tranche having a preferential claim on the defaulted collateral. Figure 1 

gives an example of how a typical CDO works. More specifically, a CDO packages debt, such as 

mortgages, into securities and sells them to investors in stages, transferring risk from the original 

loan holders to the investors [4]. However, because the risk is underestimated and diversified, many 

investors do not fully appreciate the actual risk of these securities. In addition, CDOs mix high-risk 

loans with low-risk loans, making it difficult to assess risk in the normal way. In the event of market 

turmoil, a large number of low-quality assets in CDOs began to default, which in turn led to 

mounting losses [5]. 

 

Figure 1: Mechanics of a CDO [4] 

2.2. The credit default swap (CDS)  

Credit default swaps (CDS) were originally insurance sold by insurance companies and financial 

institutions to investors or companies concerned about the risk of defaulting on their debt holdings. 

By purchasing insurance on a specific bond, financial institutions and insurance agencies promise a 

corresponding payout if the product defaults or is downgraded [6]. However, CDSs have the 

advantage of being able to purchase insurance on bonds that they do not own, and there is no limit 

to the amount of insurance that can be purchased. For example, $100,000 can be used to purchase 

$10 million worth of CDS for bonds that are not owned by a financial institution or insurance 
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company.When the bonds fail, the financial institution or insurance company must pay up to $10 

million in insurance. Second, many financial institutions can issue CDS that are not owned by the 

insurance company, opening the door to later abuse. Typically, one must own something to 

purchase insurance, but CDSs have no such restrictions. It is because of this feature that CDS have 

gradually become a high-risk bet [7]. 

2.3. CDO and CDS 

A CDS is a financial derivative used to hedge or speculate on the risk of a debt default. Investors 

can buy CDS to protect themselves against a debt default. And also, the highly leveraged and 

complex trading structure of the CDS market allows default risk to spread widely throughout the 

financial system. When a lot of debt defaults, the underlying CDS contracts also trigger a lot of 

payment demands, causing a ripple effect in financial markets. The relationship between the CDS 

and CDO were interconnect contributed to systemic risk. Furthermore, Investors in CDOs often use 

CDS to hedge against the risk of defaults within the underlying asset pool. This creates a layered 

risk management strategy [8]. 

3. Cause of the crisis 

The emergence of subprime lending caused the house prices in the United States to begin to rise, 

which caused both the middle class and the poor to begin to take out loans to buy houses. In turn, 

the increase in the number of people taking out loans to buy houses would further stimulate the rise 

in house prices [9]. But when problems arose, the extremely high default rate of subprime loans 

would be more than banks could afford, and the huge amount of subprime loans would eventually 

lead to the emergence of CDOs. Banks packaged these subprime loans and issued them to investors, 

while transferring and marrying the risk of subprime loans to investors and earning a brokerage fee. 

The subsequent repayment of the money by the lender is a direct return of the money to the investor. 

Investment banks only needed the ability to create deals out of thin air to earn fees and service 

charges on successive trades. Under these circumstances, banks began to use unethical and even 

illegal tactics to lure low- and moderate-income individuals into applying for subprime loans, while 

masking the default risk of subprime-based CDOs through a complex grading system. In addition, 

some subprime loans had favorable interest rates in the first few years. From 2004 to 2007, a total 

of $1.4 trillion in CDOs were issued, which planted a super time bomb for the subsequent financial 

crisis. By 2002, risky loans such as subprime loans had become the focus of CDS. In 2003, the GDP 

of the United States was about $11 trillion and CDS accounted for $3.5 trillion (According to the 

Bernanke) (Figure 2) [10]. 

 

Figure 2: 2002-2008 CDO issuance [10] 
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4. The trouble of financial market 

In the early years of subprime lending, interest incentives existed, but from 2007 onwards, as the 

interest incentives expired and the Federal Reserve began to raise interest rates, this led to an 

increasingly tight market in the United States. This was followed by the inability of low-income 

earners to repay their loans and a fall in house prices [7]. 

As shown in figure 3, house prices began to fall from the second quarter of 2007 onwards, and 

many people were unwilling to continue to pay for the depreciating prices. For example, a borrower 

who took out a $1 million loan from a bank to purchase a home now has a home worth only 

$700,000 as a result of depreciating home prices.And tracing the cause of the decline in home prices 

reveals that foreclosed homes are coming back into the market as most people are unable to pay 

their mortgages, resulting in an imbalance between the supply and demand of homes on the market. 

In addition, as home prices continued to fall, property holders chose to sell their homes, thus further 

exacerbating the increase in the number of homes on the market. All of this has led to a frenzied rise 

in subprime loan defaults [8]. 

In addition, erroneous ratings issued by the credit rating agencies (CRAs) have led CDS sellers 

to believe that they are insuring against credit events on financial products with a low probability of 

default. As CDO and CDS defaults worsened, trust between investors and financial institutions 

collapsed, exacerbating the market panic that led to the financial crisis. 

 

Figure 3: Trends in U.S. Home Prices [8] 

5. Conclusion 

This paper analyzes and discusses the global financial crisis triggered by the scope of subprime 

mortgages and concludes that the cause was mainly subprime loans sort of financial manipulation. 

Due to the introduction of the American Housing Act, investment banks found new opportunities 

in it and started inducing subprime loans to low-income people who could not afford to buy a house. 

Then, they transferred the capital risk by trading through various financial instruments, such as 

Cdos, CDS and even highly leveraged loans. And with other financial institutions, including savings 

banks, insurance companies and pension funds following suit, the risk level was increased 

indefinitely. It wasn't until low-income borrowers were unable to repay their loans that the whole 

system began to gradually collapse and eventually caused the financial crisis. In the wake of the 

financial crisis, low-income borrowers were left with huge debts and lost ownership of their homes. 

And investors were hit hard. As the financial crisis had a large negative impact on the society, the 

U.S. government had to bail out the financial market with the use of fiscal and tax revenues. 

However, the analysis of the subprime crisis in this paper is only based on the finished literature and 

data, and only through the perspective of CDO, so the comprehensiveness of the article is still to be 

improved. 
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