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Outline 
1. Origins 
2. The Investment Banks 
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1.  The Origins 

• In 1999, housing market looks attractive. 
• In 2001 after Internet bust, Fed eases money supply and 

mortgage rates go down…housing becomes attractive 
• Con-artist realtors sprout out everywhere 
• Sell, sell sell 
• Banks devise clever insurance packages that enable 

people to meet monthly payments (e.g. ARMS, GPMs, and 
nothing down) 

• Ignorant people get caught in frenzy and the buy mania is 
on [story of HR friend] 

• Fannie and Freddie never buy mortgages of low quality 
(e.g. with no down payment), but begin to do so, with the 
defaults covered by insurance companies 
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1.  The Origins 

• Investment banks become buyers of CDOs and MBOs 
which are notes backed by mortgages of all types, 
including sub-prime. 

• Banks buy because YIELDS are attractive and so can 
borrow at low rates and invest at higher rates 

• Fundamental Problem:  Housing Prices are too high and 
people buying the houses on the clever schemes really 
can’t afford them 

• Market continues to explode with prices going ever so 
high 

• Now, banks are involved, FRE and FNM involved, and 
investment banks and insurance companies are involved. 

• Why?  Show me the money! 
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1.  The Origins 
Greenspan Lifts us Out of Internet Doom into Housing Doom

0

1

2

3

4

5

6

7

8

9

Apr-
00

Aug
-00

Dec
-00

Apr-
01

Aug
-01

Dec
-01

Apr-
02

Aug
-02

Dec
-02

Apr-
03

Aug
-03

Dec
-03

Apr-
04

Aug
-04

Dec
-04

Apr-
05

Aug
-05

Dec
-05

Apr-
06

Aug
-06

Dec
-06

Apr-
07

Aug
-07

Dec
-07

Apr-
08

Aug
-08

Yi
el

d Fed Funds Rate
30-Year Fixed



6 

1.  The Origins 
National Home Price Index
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1.  The Origins 
• Worst for Individual Large Metro Areas 

Average Home Prices in Selected Cities
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1.  The Origins 
• Need to consider housing prices as a proportion of individual’s income 
• Thus, we look at the ratio of the annual cost of a 30-year fixed rate 

mortgage to median US income 

The Affordability of Median Housing in the USA
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1.  The Origins 
• In most large metropolitan areas, renting is almost half of what a 

reasonable mortgage would be. 
 

• Even though housing prices are OVERVALUED as early as 2003, con-
artist realtors join the bubble with mortgage issuers ready to offer 
ARMs and nothing down. 
 

• Realtors want to sell, sell sell and keep telling buyers, “Owning a 
house in the best investment you’ll ever make.” 
 

• Every home sold is 3% for buyer realtor and 3% for seller realtor. 
 

• Banks find clever ways to package these mortgages into tranches of 
all sorts, including sub-prime. 
 

• Investment banks and commercial banks begin buying up the sweet 
looking stuff with a good yield.   
 

• Insurance companies insure the stuff against default. 
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2.  Investment Banks 
• Investment banks buy all sorts of mortgages to increase returns.  

They also use derivatives to hedge some of these risks and/or transfer 
the risks. 
 

• Much of the investments and leverage by these banks is with 
collateralized financing.  That is, you borrow money to do things and 
post collateral, like a pool of MBS or CDS. 
 

• As the value of this pool falls, the investment banks need to find more 
money or collateral to maintain their credit lines. 
 

  
 
 
 

 Definition:  Collateralized debt obligations (CDOs) are an unregulated type of 
asset-backed security and structured credit product. CDOs are constructed 
from a portfolio of fixed-income assets. These assets are divided by the 
ratings firms that assess their value into different tranches: senior tranches 
(rated AAA), mezzanine tranches (AA to BB), and equity tranches (unrated). 
Losses are applied in reverse order of seniority and so junior tranches offer 
higher coupons (interest rates) to compensate for the added default risk. 
CDOs serve as an important funding vehicle for fixed-income assets. 

http://en.wikipedia.org/wiki/Regulation�
http://en.wikipedia.org/wiki/Asset-backed_security�
http://en.wikipedia.org/wiki/Asset-backed_security�
http://en.wikipedia.org/wiki/Asset-backed_security�
http://en.wikipedia.org/wiki/Structured_finance�
http://en.wikipedia.org/wiki/Credit_rating_agency�
http://en.wikipedia.org/wiki/Tranches�
http://en.wikipedia.org/wiki/Credit_rating�
http://en.wikipedia.org/wiki/Coupon_(bond)�
http://en.wikipedia.org/wiki/Default_risk�
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2.  Investment Banks 
• Bear Stearns collapsed – why? 
 
 1.  Customers were withdrawing money, closing lines of credit. 
 2.  Credit agencies downgraded them – causing them to need more collateral 

– more capital. 
 3.  Short sellers bashed their stock further causing capital raising problems. 
 4.  Weekend bailout and JPM buys for $2, eventually $10. 
 
• Fannie and Freddie – why? 
 
 1.  Rumors began spreading. 
 2.  Needed more capital to maintain capital standards imposed by OFHEO 

(Office of Federal Housing Enterprise Oversight). 
 3.  Most exposure to non sub-prime mortgages, but entire company exposed 

to real-estate market. 
 4.  Worry that central banks would lose or dump FRE and FNM paper.  
 5.  Internally, perhaps could make it, government determined not and took 

control of company by backing them with $200B for 80% of preferred shares. 
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2.  Investment Banks 
• Lehman Brothers – why? 
 
 1.  Rumors began spreading. 
 2.  Credit default swap yields rose dramatically. 
 3.  Short sellers began selling stock 
 4.  Everyone worried that Lehman had too much risk in mortgage and housing market and could not 

maintain solvency. 
 5.  Declared bankruptcy. 
 6.  Barclays buys asset management unit for $250.  A few days earlier they walked away…the big 

dog will eat you when you’re in trouble. 
 
 

• AIG – why? 
 
 1.  Rumors began spreading. 
 2.  Credit agencies downgraded their company.  This meant that they had to post enormous 

collateral to back their Credit Default Swaps (lots of losses on these as well). 
 3.  They need capital desperately, but no one could take it on – no one even wanted too. 
 4.  Paulson and government take over 80% of company in exchange for $85B lifeline. 
 

• Merrill Lynch – why? 
 
 1.  Very similar – trading at $17. 
 2.  Thain does deal with BAC at $29 to get out before it’s too late. 
 3.  Larger capital base and customer deposits. 
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2.  Investment Banks 
• MS?  GS?  C?  BAC? 
 
 1.  Stock prices began falling on Monday the 15th through Thursday 

the 18th of September.  
 2.  Short sellers killing stock on fears of similar problems. 
 3.  S&P 500 down 7.5% in less than one week – MS down at one point 

38%!!! 
 
 
• What was so ugly about these investment banks?  The Case of 

Lehman 
 

• Leverage of 24-to-1 (Balance Sheet) 
• Lots of exposure to housing market through mortgage portfolio and 

direct real estate. 
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2.  Investment Banks 
• A Primer on Leverage 

 
• Trader A has $10,000,000.  He then invests $240,000,000 by 

borrowing the extra at 2%. 
 

• He invests in MBS securities paying 6.5% (he may even hedge out 
interest rate risk and some of the default risk with derivatives). 
 

• If things stay calm, every year makes:  $15,600,000 pays interest of 
$4,600,000.  Wow, a profit of $11M and a return on equity of 110%!!! 
 

• But what happens if real estate prices fall?  And mortgage rates rise, 
causing a loss on the value of the assets?  And what if defaults rise 
and the 6.5% interest rate begins falling lower than 2%? 
 

• Then, you owe more to your borrowing that you’re making… 
 

• If the value of your assets fall, other people interacting with you may 
ask for extra collateral to support all of your leverage – where do you 
get it? 
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2.  Investment Banks 
• What business was Lehman Brothers in? 
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2.  Investment Banks 
• How was the business doing?  Income Statement 2008 Q2 

Oh no! 
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2.  Investment Banks 
• How much exposure did they have to real estate? 
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2.  Investment Banks 
• Where was the leverage? 
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2.  Investment Banks 
• What about AIG? 
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3.  Regulation 
• Where was Barney Frank, Chairman of Financial Services Committee? 

 
• Where was Christopher Cox, Chairman of SEC? 

 
• Why did they remove the uptick rule on shorting in 2006? 

 
• Where was Alan Greenspan and the Fed? 

 
• Where was OFHEO? 

 
• Why didn’t someone prohibit zero down mortgages and ARMS and 

other non-fixed rate mortgages? 
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3.  Regulation 
• On Thursday, September 17, 2008, Morgan Stanley went from $24 to 

12 and back up to $24. 
 

• No naked short selling and enforcement. 
 

• Certain banks do not lend their shares for shorting. 
 

• Central banks around world pump $180B into money market to keep 
rates low and liquidity available. 
 

• Paulson announces a vehicle to dump bad debt by banks so capital 
can be freed up. 
 

• UK prohibits short selling on financial stocks. 
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4.  The Future 
• Investors should not panic – this only makes things worse for the 

financial markets.  For example, Putnam had to close money market 
fund due to redemptions and $1 NAV issue. 
 

• The nature of financial markets are this way…we still have more to go, 
and the economy will feel the pain next as home owners lose real 
wealth through declining home values. 
 

• Some ideas for thought: 
 
 1.  How should we stop bubbles?  They cause uncertainty, 

redistribution of income and misuse of resources. 
  
 2.  What would you change about the financial system?  What would 

you worry about? 
 
 3.  How much more is still to come?  
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