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2007 Liquidity Crisis

Why?
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Three Plausible Answers? Hﬂ‘ﬁﬁjﬁ—%%@ﬂ%%

1. Luck--the perfect storm
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3. Government set the
incentives--and people played
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Luck — the perfect storm

This has happened twice times
before:

1907--California Quake and
financial collapse

1929--The GREAT depression
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California Collapse of 1907

1. Earth Quake

2. Fire

3. Insurance Companies had
not guessed correctly about
potential damage--many go
bankrupt -- just an error in
unknowns

4. Loss of liquidity--Gold was
the currency standard

5. USA initially borrowed Gold
for England and it helped--then
England became risk-averse
and stopped lending

6. True crisis
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CRASH was lack of liquidity:

in 1907--GOLD standard
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We came close in: 7O££4J€ E‘JE?EH 77[%(:\@

Oil embargo days (70's)
Long-Term capital collapse

Dot com adjustment LTCM El@ :[:%Q IAIT

In each case, the FED liquefied
the economy and no crash

occurred. . COM ffl:)@ E@ﬁﬁﬁ
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THE CASE for LUCK

People thought that housing
would go up forever!

The new CMBS (and CDO)
were too complex and people
lost information.

Banks formed too many
securitized instruments (in
volume)

Basil rules didn't work
Auto-industry problems
accidentally occurred a the
same time
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NO 1--it does not look that
way for GM

GM has been in trouble
essentially since early 1960s--
its stock price in 2008 was
essentially that of 1962!
Market share has continually
declined. It had produced no
real brand winner in the USA
since the 1956 Chevy!

GM was already a DEAD
company just awaiting the
funeral--dinosaurs take a long
time to die.

You may not remember, but
SEARS overtook the then retail
giant Montgomery Ward in
about 1954...M-Ward did not
die until 1996! Dinosaurs take a
long time to die.
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No 2--Houses were not that
over-priced

Real House prices have not
risen that much for the country
and they had stopped growing
nation-wide by 2006.

Additionally, the damage was
caused by very few counties in
very few states--involving less
than 8o counties nation-wide.
Tennessee alone has 96
counties, so this was a small
number of markets.

o\

Cmcmnatl

%“MWHF

& SERR BT B IR AR R AT AR
3’Jﬁlgﬁxm, 1 HAE 2006 £ 4

=1L T £EBE K,

/'\%U i EI’J DRI

UL, Sk Rt

¥t éﬂ]ﬂ‘l‘lﬁ%/\ﬁfﬁ, A,

A1 8017,

/Lp

T — /M)

BSEN R 2T

29% Oct 2009,
Becting, (hina



P Y it 3 25 1 AR

(FEN) <

House went up as size (and
income) went up!

mw ey 1950

1999

<1200 36

12-1600 28
16-2000 16
20-2400 30
2400 + 12
Median a)

Cincinnati

1970 80
21 11
29 22
32 22
13 17
15 28
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26
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Hour Price per Sq Ft
by Median Family

Income

Year: 1970 1980 1990 2000
New 23,400 64,600 122,900 169,000
Median 1385 1595 1905 2030

PP-SQ ft 16.89 40.50 64.51 83.25
Median F 6,734 17,710 40,611 48,950

Income

PP-SQ ft 00265 (1028 =10 () Toew = @015
By median Y
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Price-to-Rent and

Price-to-Income Ratio

for the USA: 1970 to USA
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No 3--we’ve had Sub-prime
mortgage defaults before and
the Volume was not that bad

this time!

Overall sub-prime originations
did not escalate in 2004-05-6!
18.5% in 04
20% inog
and 20.1% in 06

sub-prime backed mortgages
didn't either!
401 billion in o4
507 in 05
and 483 in 06
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No 3--again, defaults not that
bad!

DEFAULTS

13.04% Iin 2003

declined into 2005

then 13.33% in 2006 4th QT
and then 17.31% 4thQT 2007

As Anderson, Capozza and Van
Order (2008) point out--
‘neither the volume nor the
delinquency rates by
themselves seem to explain the
crisis’
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NO 4--Basel was not tried!

Bear Sterns did not use Basel
for its leveraged mortgage
portfolio

Northern Rock did not use
Basel for its portfolio of loans
and financing

Value at Risk had too many
holes--this was not a linear
event
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This was not the perfect storm- :[:i] ﬁ‘ *}_L 9:, EI = l_’ AR }_\‘2‘?%

-in fact most of the events such

as sub-prime were not the = | VI AN E”;ﬁ‘ j:)-[‘ EI/J J_‘ j
cause or even the 7&‘ {/\ ER P / ~ j< H
enhancement agent of the Hj] Tﬁ

crisis.
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Answer 2--Maybe it was
greedy businessmen

Clearly business individuals
were trying to make a buck--
even to make big bucks.

There are always greedy
people, the QUESTION is why
did they come out for this
event? Also why did they come
out in the S&L crisis?

Remember, (greedy) business
people did not and do not write
the rules!
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2. More on Greedy Business
People

It was not just large incentives,
but with supply of low cost
leverage...it took the
environment to pull off this
caper!

Something allowed the greedy
group to be able to operate--it
was all the easy capital at low
cost.
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ANSWER 3-- GOV'T is the
PRIZE

Government set the stage and
encouraged the game--without
government help, this game
could have not been played.

There was no earth quake.
Everybody did not go out and
buy a house--most already had
one!

Everybody did not go out and
buy CMBSs and drive up their
price.
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Causes of the liquidity crisis--
GOVERNMENT!

1. Congress lowered capital
requirements in 2004

2. Federal Reserve, world markets
and China created low interest
rate environment--the FED had
essentially never tightened up
after the DOT.COM crisis.

3. Congress/White House and
Parliament and Blair/Brown
encouraged liberal lending for
housing and to keep expansion

going.
4.Yield Seeking Behaviour by all.

5. Effectively non-recourse
lending to IB and funds.
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Congress and capital
requirements: 2004

old rule new rule
Congress 1 toy 1to g
Banks
SEC 1 toig 1to30
I-Banks

Over next several years: Banks
bought back over $500 billion
of bank stock--thus, banks
could not increase loans fast
enough, so they gave capital
back to stockholders! Capital
that during the crash would
have been useful--but
CONGRESS said you do not
have to keep that capital.
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Continued Low Interest rates

Nominal and Real rates were
historically low
China funded USA deficit and
consumer spending
This causes asset revaluation
and instant wealth
Real Estate was particularly
affected

Commercial real estate
leverage increased

Home ownership and
leverage increased--in many
cases unqualified people
bought ...worsening any
adjustment later
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Congress/Parliament/Bush &
Blair/Brown

Bush--everyone should own a
house!

Congress encouraged
Freddie/Fannie to lend in sub-
prime and help the needy
(lending standards were
ignored--or relaxed due to
credit scoring)

Brown suggests government
participation--shared equity
loans. Everyone should get on
the property latter! Brown runs
a large deficit...Encourages
interest only payments.
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GOV'T One more.time! 90£*/ft E‘ E:E LF&}’T?L /2%)[_; : 5!% LFEIJ
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More on Congress éI/JZ—A/fX =] “W;:I‘)i‘_' ”E’(J %% )
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It was not (only) greedy
executives at Freddie/Fannie,
but CONGRESS as well.
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GOV'T tries to do good

Congress, the Administration
and the FED all wanted the
recovery to continue--so they:
1. Keep money loose

2. Kept interest rates low

3. Encouraged debt

By Banks and investment by
changing the rules

By consumers by second
mortgages and more
mortgages
4. Forced Freddie/Fannie to
hold weaker mortgages--and
then took them over!

See: WSJ page A1g, 16-Oct-2009 Opinion
by Peter Wallison for more on this.
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Outcome--Investment
bankers liked Leverage
Bear-Sterns was financing 50%
plus of its operations with HOT
money! 70% of its mortgages
were financed by HOT money...

HOT money is funding that is
re-set in rate on a very short
basis and no promise of
continued funding

The REPO desk--this is where
banks borrow from each other
overnight

The COMMERCIAL Paper
market is a 30-120 day market
for big firms

The auction debt market is for
long-term commitment of the
funds but day-day or 7 day or 51
day setting of the interest rate
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Without UK tax regulatory
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174K/GDP 11 {3/GDP

Savings/GDP  Debt/GDP 1979

1979 20% 180% 20% 180%
household 47% )%[ % 47%
2007 (Aug)

14% 350%
household 100%

2007. 8
14% 350%
Ji& [ 1200%
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Sub-Prime--in the USA
Market was not big enough to
cause the problem

Sub-prime itself is not such a
BIG deal!

Sub-Prime:

About 4-6% of the total USA
Mortgage market

Maybe 25-40% of sub-prime
has anissue

Say 30% default--work
out/price declines/ etc costs can
be about 25-35%

Overall portfolio then

earns: about 5% instead of 6!--
-that’s if all losses were in this
year
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Continued: sub-prime NOT
the issue

Thus, sub-prime cannot be the
cause of the fundamental
problem--if one held a
balanced mortgage portfolio,
their returns this year would
still be positive.

1. If we held ONLY sub-prime
with say an 20-30 equity
position, we'd still be solvent:
BUT illiquid

2. HOWEVER, if we highly
leveraged a sub-prime only
portfolio... TROUBLE! Bear had
one fund leverages about 300-
1!'WOW! That's leverage.
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The real problem was that Eln=E=2 ,ri EI/J

leveraged sub-prime portfolios rE B ‘

were toxic.
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The real ‘sub-prime’ issue--
leveraged bets!

A. Most bought the sub-primes
in a vehicle (SPV) that
leveraged the deal

The TWO Bear Sterns funds
that went bankrupt had 10-1

plus leverage in their sub-prime
fund!

B. Many played the interest-
rate market: buying long with
short debt {this was Northern
Rock’s strategy}

C. Investment Banks well
Geared

Bear Stearns 29-1
Lehman 30-1
Morgan Stanley 32-1
Goldman 24-1

Merril Lynch 23-1
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Continued: It is leverage and
HOT money

Let’'s remember:

LTCM ‘failed’ due to extra
leverage (about 28-1) and an
illiquid bond (Russian) market
where rates went against them
The S&L’s in USA failed due to
lend long--borrow short!
Northern Rock in UK *failed’
due to financing it's loan
portfolio with interbank short
term debt...
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Continued: It is leverage and > = Hih VR S
HOT money f’rl:)@ %2 . XE%EL /E\:B I%Eli?\ ﬁ ﬁéﬁ
HOT money...
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(Bear Sterns was financing over
10%)

50% of the firm’'s operations in
the overnight market--
Goldman only does 10% there!)
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mBE 1

Regulation 1 (not politics--itis
not salaries)

1. Require EQUITY for risky
investments

A. Go back to 7-1 for Banks
loans to capital
(note Canadian did not adopt
the ‘new’ rules and none failed)

B. Real Estate

Usually double that of a
potential severe price
adjustment. In sub-prime
values typically fall by about
10-25% for risky portfolios,
thus no more than 2-10r 4-1
debt for such.

Usually market wide-
mortgage portfolios fall by
about 3-8%, thus not more
than 12-1 debt.
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REMEMBER

Banks are not supposed to
make ‘big’ money

It is the conservative banks that
are left standing:

Standard Carter now ahead
of HSBC

PNCin the USA (who is PNC?
Anyway)

Who is king in Spain--not the
old big guys!

If we restrict leverage and
require EQUITY, salaries will
take care of themselves.
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Regulations2

Require REAL Equity for
leveraged portfolios

In Bear Sterns case, they had
already leveraged their own
money 30-1, then they put
some in an SPV that was
leveraged 10-1!

Don't double count.
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Regulation 4

As the market has sustained
prosperity,

increase capital requirements
for Banks

and raise down payment
requirement for real estate,
especially commercial
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We should encourage extra
building at the peak of a cycle--
reduce debt and require equity.

We should not encourage
home-ownership of people
who have not made it at the
top. We should help those that
have made it at the bottom,
still employed and have
modest down payment.
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Regulation 3—derivatives

All derivative instruments and
contracts must be sold on
regulated exchange--AlG credit
swaps were essentially a put
agreement and thus would
need to be sold on the
exchange.

Do not allow pensions or
insurance companies to
underwrite derivatives.
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Guiding Principle

Let the market work, but do
not allow business entities to
bet with citizen (Banks, pubic
pensions or insurance
company) money.
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Thank you!

Your view
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