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“A soothsayer bids you beware the Ides of March.”

—Brutus to Julius Caesar, Act I, Julius Caesar, William Shakespeare, circa 1600
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THE ULTIMATE ROACH MOTEL

[image: ]he first murmurings of impending doom for the financial world originated 2,500 miles from Wall Street in an unassuming office suite just north of Orlando, Florida. There, hard by the train tracks, Bennet Sedacca announced to the world at 10:15 on the morning of March 5, 2008, that venerable Bear Stearns & Co., the nation's fifth-largest investment bank, was in trouble, big trouble. “Yep,” Sedacca wrote on the Minyanville Web site, which is dedicated to helping investors comprehend the financial world. “The great credit unwind is upon us. Credit default swaps on all brokers, particularly Lehman and Bear Stearns, are blowing out, big time.”

Sedacca, the forty-eight-year-old president of Atlantic Advisors, a $3.5 billion investment management company and hedge fund, had been watching his Bloomberg screens on a daily basis as the cost of insuring the short-term obligations—known in Wall Street argot as “credit default swaps”—of both Lehman and Bear Stearns had increased steadily since the summer of 2007 and then more rapidly in February 2008. Now he was calling the end of the credit party that had been raging on Wall Street for six years. “I've been talking about it for years,” Sedacca said later. “But I started to notice it that fall. Because if you think about it, if you have all this nuclear waste on your balance sheet, what are you supposed to do? You're supposed to cut your dividends, you're supposed to raise equity, and you're supposed to shrink your balance sheet. And they did just the opposite. They took on more leverage. Lehman went from twenty-five to thirty-five times leveraged in one year. And then they announce a big stock buyback at $65 a share and they sell stock at $38 a share. I mean, they don't know what they're doing. And yet they get rewarded for doing that. It makes me sick.”

Sedacca had witnessed firsthand a few blowups in his day. He worked at the investment bank Drexel Burnham Lambert—the former home of junk-bond king Michael Milken—when it was liquidated in 1990 and lost virtually overnight the stock he had in the firm as it plunged from $110 per share to zero (Drexel was a private company but the stock had been valued for internal purposes). “It was enough that it stunned,” he explained. “It was more than a twenty-nine-year-old would want to lose.” Many of his Drexel colleagues had taken out loans from Citibank to buy the Drexel stock and were left with their bank loans and worthless stock. “I know people with millions and millions of dollars of debt and the stock was at zero,” he said. They either paid off the loans or declared personal bankruptcy. “That's what happens when everyone turns off your funding,” he added.

He then moved on to Kidder Peabody and watched that 130-year-old firm disintegrate, too. As a result of these experiences and those at other Wall Street firms, he had developed a healthy skepticism of both debt and the ways of Wall Street. Starting in the summer of 2007, he began to feel certain that the mountain of debt building across many sectors of the American economy would not come to a good end. He started betting against credit. “I've watched enough screens long enough to know something was wrong,” he said.

The problem at Bear Stearns and Lehman Brothers, Sedacca informed his clients and Minyanville readers, was that both firms had huge inventories on their balance sheets of securities backed by home mortgages. The rate of default on these mortgages, while still small, was growing at the same time that the value of the underlying collateral for the mortgage—people's homes—was falling rapidly. Sedacca could not help noticing that the effects of this double whammy were beginning to show up in other, smaller companies involved in the mortgage industry. He could watch the noose tighten in the credit markets. “Look at what is happening to Thornburg Mortgage,” he wrote, referring to the publicly traded home mortgage lender, which specialized in making what were known as “Alt-A” mortgages, those greater than $417,000, to wealthy borrowers. Thornburg had been “overwhelmed” by margin calls from its lenders. “It supposedly only has a 0.44% default rate on its [$24.7 billion] mortgage portfolio that it services but the bonds it owns are getting pounded. Result? Margin call. The worst part is that the company went to sell some bonds to settle the margin calls but couldn't. The ultimate Roach Motel.”

That Thornburg, based in Sante Fe, New Mexico, appeared to be hitting the wall was somewhat surprising considering its customers' low default rate and high credit quality. The problem at Thornburg was not that its customers could no longer pay the interest and principal on their mortgages; the problem was that the company could no longer fund its business on a day-to-day basis. Thornburg had a liquidity problem because its lenders no longer liked the collateral—those jumbo mortgages—Thornburg used to obtain financing.

Unlike a bank, which is able to use the cash from its depositors to fund most of its operations, financial institutions such as Thornburg as well as pure investment banks such as Lehman Brothers and Bear Stearns had no depositors' money to use. Instead they funded their operations in a few ways: either by occasionally issuing long-term securities, such as debt or preferred stock, or most often by obtaining short-term, often overnight, borrowings in the unsecured commercial paper market or in the overnight “repo” market, where the borrowings are secured by the various securities and other assets on their balance sheets. These fairly routine borrowings have been repeated day after day for some thirty years and worked splendidly—until there was perceived to be a problem with either the securities or the institutions backing them up, and then the funding evaporated like rain in the Sahara. The dirty little secret of what used to be known as Wall Street securities firms—Goldman Sachs, Morgan Stanley, Merrill Lynch, Lehman Brothers, and Bear Stearns—was that every one of them funded their business in this way to varying degress, and every one of them was always just twenty-four hours away from a funding crisis. The key to day-to-day survival was the skill with which Wall Street executives managed their firms' ongoing reputation in the marketplace.

Thornburg financed its operations very similarly to the way investment banks did. But in mid-February 2008, Thornburg was having a very difficult time managing its perception in the marketplace because its short-term borrowings were backed by the mortgages it held on its balance sheet. Some of these mortgages were prime mortgages, money lent to the lowest-risk borrowers, and some were those Alt-A mortgages, which were marginally riskier than prime mortgages and offered investors higher yields. At Thornburg, 99.56 percent of these mortgages were performing just fine.

But that did not matter. What mattered was that the perception of these mortgage-related assets in the market was deteriorating rapidly. That perception spelled potential doom for firms such as Thornburg, Bear Stearns, and Lehman Brothers, which financed their businesses in the overnight repo market using mortgage-related assets as collateral.

For Thornburg the trouble began on February 14, halfway around the world, when UBS, the largest Swiss bank, reported a fourth-quarter 2007 loss of $11.3 billion after writing off $13.7 billion of investments in U.S. mortgages. Amid this huge write-off, UBS said it had lost $2 billion on Alt-A mortgages and, worse, that it had an additional exposure of $26.6 billion to them. In a letter to shareholders before he lost his job on April 1, Marcel Ospel, UBS's longtime chairman, wrote that the year 2007 had been “one of the most difficult in our history” because of “the sudden and serious deterioration in the U.S. housing market.”

UBS's sneeze meant that Thornburg, among others, caught a major cold. By writing down the value of its Alt-A mortgages, UBS forced other players in the market to begin to revalue the Alt-A mortgages on their books. Since these were the very assets that Thornburg (and Bear Stearns) used as collateral for its short-term borrowings, soon after February 14 the company's creditors made margin calls “in excess of $300 million” on its short-term borrowings. At first, Thornburg used what cash it had to meet the margin calls. But that did not stop the worries of its creditors. “After meeting all of its margin calls as of February 27, 2008, Thornburg Mortgage saw further continued deterioration in the market prices of its high quality, primarily AAA-rated mortgage securities,” the company wrote in a March 3 filing with the SEC. This new deterioration of the value of its prime mortgages resulted in new margin calls of $270 million—among them $49 million from Morgan Stanley, $28 million from JPMorgan on February 28, and $54 million from Goldman Sachs.

This time, though, Thornburg was “left with limited available liquidity” to meet the new margin calls or any future margin calls. From December 31, 2007, to March 3, 2008, Thornburg received margin calls totaling $1.777 billion and was able to satisfy only $1.167 billion of them, or about 65 percent—a dismal performance. The balance of $610 million “significantly exceeded its available liquidity,” the company announced on March 7. “These events have raised substantial doubt about the Company's ability to continue as a going concern without significant restructuring and the addition of new capital.” The company's stock, which had traded for more than $28 per share in May 2007, closed at $4.32 on March 3, 2008, down 51 percent on the day. “The turmoil in the mortgage financing market that began last summer continues to be exacerbated by the mark-to-market accounting rules which are forcing companies to take unrealized write-downs on assets they have no intention of selling,” explained Larry Goldstone, Thornburg's CEO. By March 10, Thornburg's stock was trading at 69¢ per share.

Goldstone's explanation of what was happening at his company was merely a heavily lawyered version of what Sedacca referred to as the “ultimate Roach Motel.” A vicious cycle of downward pressure on the value of mortgage securities, which had begun at least a year earlier, was reaching a crescendo and affecting the entire asset class, not just the most junior and riskiest mortgages—so-called subprime mortgages—but also the more secure, performing mortgages. The very word “mortgage” was now a synonym for “toxic waste,” or, as one wag wrote, “Financial Ebola.”

To be sure, other firms were having serious mortgage-related problems, too. “I realized the market in general was far worse than I had imagined,” Goldstone told the Washington Post in December 2008. “If UBS had that much, what about Goldman? What about Citi? What about everyone else?” For instance, there was Peloton Partners, a highflying $1.8 billion hedge fund started in June 2005 by Ron Beller, a Goldman Sachs alumnus. Beller had become well known in financial circles a few years earlier when his secretary at Goldman Sachs stole £4.3 million from him and his partner, Scott Mead, without them realizing it. Before the secretary was convicted, Beller told the jury that he suspected something was amiss when he noticed his bank account was “one or two million light.” In 2007, Peloton's asset-backed securities fund returned 87 percent to investors and was named the best fixed-income fund of the year by EuroHedge magazine. But the fund closed in February 2008 after its investments in Alt-A mortgages fell precipitously in the wake of the UBS announcement about its write-downs on February 14—the same announcement that caused Thornburg's problems. Like Thornburg, Peloton faced repeated margin calls from its Wall Street lenders, but unlike Thornburg, Peloton ran out of cash to meet those calls before a rescue plan could be implemented. Beller lost $60 million personally.

Beller's problems had a viral effect on Wall Street. His fund's collapse had the misfortune of occurring on Leap Day, February 29. In another year, the fund would have collapsed on March 1, the beginning of the second quarter. Instead, the collapse came at the end of the first quarter. The new valuation in the market of the securities Peloton owned meant that Wall Street firms such as Bear Stearns had to take into consideration these new marks for their own like securities and reflect those marks in their first-quarter numbers. Since Bear was hoping to show the market that it would have a profit during the first quarter of 2008, the Peloton collapse caused the firm to reevaluate just how profitable it was.

“February 29 was the day Peloton blew up,” explained Paul Friedman, a Bear senior managing director and the chief operating officer of the fixed-income division, “and so you had a huge liquidation, us and others, of really high-quality stuff that went at really distressed prices. There were a lot of rumors of that being on dealers' balance sheets, that they couldn't sell it, and we were for once the first out and we got rid of all of it. So you've now got a really serious amount of high-quality paper, and reasonably high-quality counterparties—the whole Peloton thing. This was fund of the year in 2007. Ten weeks later, you're out of business. You've now got a data point. Everybody, at least at our firm and I think at the other firms, is looking on February 29, ‘Okay, where are we going to mark our stuff?’ because this is now a liquidation. You mark to where you blew out Peloton, which is going to be huge losses, where you couldn't even blow them out the following week. It was sort of the beginning of the end.”

Born in Schenectady, New York, Friedman graduated from Colgate University in 1977 with a degree in economics. He then headed off to one of the Big Eight accounting firms, as they were then known, and ended up auditing Drexel Burnham, the last major Wall Street firm to blow up before Bear Stearns. He figured he knew something about Wall Street as a result and applied for the wrong job—something to do with mortgage-backed securities, which he knew nothing about—at Bear Stearns in March 1981. By serendipity, as he was leaving his botched interview, he heard about another job in the operations department and accepted it on the spot. He did that for a while but disliked being in the back office. One day he told his boss that he hated his job. “About an hour later, I was interviewing for a job on the trading desk,” he said, “and then moved to being a trading assistant, and then ultimately to a trader on the mortgage desk in the very early days of mortgage-backed securities. Did that for a couple of years, and was a highly, highly mediocre trader.” Soon he was the assistant to the guy running the fixed-income department, a job he held for the next twenty years even as the person who ran the department changed often during that time period.

Another clear sign of trouble, along with the margin-call messes at Thornburg and at Peloton, were margin calls being made in Amsterdam against a seven-month-old publicly traded $22 billion hedge fund controlled by the Carlyle Group, the Washington-based investment firm with $81 billion under management run by David Rubinstein. Carlyle has been the home from time to time of many very well-connected politicos, including George H. W. Bush, James Baker, and Olivier Sarkozy, the half-brother of the French president. Rubinstein had very carefully managed the firm's reputation for years with considerable success. Despite its obvious political ties, Carlyle had become one of the most admired private equity firms on Wall Street. “Our mission is to be the premier global private equity firm, leveraging the insight of Carlyle's team of investment professionals to generate extraordinary returns across a range of investment choices, while maintaining our good name and the good name of our investors,” the firm proclaimed. On March 5, the global credit crisis began to consume a piece of Carlyle's “good name” when a fund known as the Carlyle Capital Corporation, listed on the Amsterdam exchange and 15 percent owned by the Carlyle Group, ran into serious trouble because it was heavily invested in residential mortgage-backed securities that were increasingly difficult to value.

In the week between February 28 and March 5, the hedge fund had received margin calls from lenders requiring the fund to post an additional $60 million of collateral. The fund met these margin calls. But on March 5, seven of its thirteen funding counterparties demanded another $37 million of collateral. Carlyle Capital met the demands of three of the seven counterparties but not those of the other four, which led one to send a default notice.

Also on March 6, Tim Geithner, the ninth president and CEO of the Federal Reserve Bank of New York, gave a speech at the Council on Foreign Relations, on Park Avenue, about the unfolding financial crisis. Geithner had served three presidents and five Treasury secretaries, culminating in his appointment as undersecretary for international affairs for Treasury secretaries Lawrence Summers and Robert Rubin. In front of this distinguished audience, Geithner expounded on the origins of the immediate financial crisis in particularly clear language. He explained how a number of unusual factors had come together to undermine the country's economic foundation: the irresponsible availability of credit to the less-than-creditworthy, allowing them to buy homes, cars, and other goods and services they could not afford but thought they needed; a historic and ongoing increase in real-estate values; a “rapid innovation” on Wall Street that made credit risk easier to manufacture, to trade, and, in theory, to hedge. He said these insurance policies—the dreaded credit default swaps—gave investors the appearance of having hedged their bets. “These instruments allowed investors to buy insurance or protection against a broader range of individual credit risks, such as the default by a homeowner or a company,” he said. But “as underwriting standards deteriorated over this period, this exposure grew.” Investors did not fully appreciate that their risks were not hedged because they continued to predict forward into the future a market awash in liquidity and relative stability. “That confidence in a more stable future led to greater leverage and a larger exposure to the risk of a less benign world,” Geithner said. “The interaction of these forces made the financial system as a whole more vulnerable to a range of different weaknesses.”

He said everyone became blinded to the risks being created. “As is often the case during periods of rapid change, more significant concentrations of risk were present than was apparent at the time,” he said. “Banks and investment banks sold insurance”—the credit default swaps—“against what seemed like low probability events, but did so at what even at the time seemed like low prices. And on the assets they retained, these same institutions purchased insurance from financial guarantors and other firms that were exposed to the same risks. The crisis exposed a range of weaknesses in risk management practices within financial institutions in the United States and throughout the world.” After he finished his talk, Geithner took a few mundane questions from the audience. Then he bolted. “I've got to go,” he told the guests, to an outbreak of laughter.

The next day, it became obvious why Geithner had had to leave. Before the market opened, he and his fellow Federal Reserve Board governors announced two unusual steps designed to pump additional capital into the markets “to address heightened liquidity pressures” in short-term funding. The effect of the Fed's actions was to inject $200 billion into the banking system by offering banks and securities firms (there were actually two separate loan programs of $100 million each, one for banks, one for securities firms) one-month loans at low rates and allowing them to pledge mortgage-backed securities and other, riskier loans as collateral. A few hours later, the Labor Department announced that some sixty-three thousand jobs had been lost in February, far more than had been expected. “Godot has arrived,” wrote Edward Yardeni, an economist and Pulitzer Prize—winning author who had been one of Wall Street's most relentlessly upbeat forecasters. “I've been rooting for the muddling through scenario. However, the credit crisis continues to worsen and has become a full-blown credit crunch, which is depressing the real economy.”

By March 7, the Carlyle hedge fund was hitting the wall, as more margin calls were pouring in and the fund could not meet them despite having a $150 million line of credit from the Carlyle Group in Washington. The fund's publicly traded shares were suspended. “Although the Company believed last week that it had sufficient liquidity, it was informed by its lenders this week that additional margin calls and increased collateral requirements would be significant and well in excess of the margin calls it received Wednesday,” John Stomber, the CEO, said in a statement. “The Company believes these additional margin calls and increased collateral requirements could quickly deplete its liquidity and impair its capital. Management is closely monitoring the situation and considering all available options for the Company.” Nine days later the fund was forced into compulsory liquidation and eventually dissolved.
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FOR ANYONE WILLING to listen to Sedacca in early March, the price of the credit default swaps for both Bear Stearns and Lehman Brothers was broadcasting a potentially catastrophic liquidity problem similar to that faced by Thornburg, Peloton, and Carlyle: Both Bear and Lehman had, respectively, approximately $6 billion and $15 billion of unsalable Alt-A mortgages on their balance sheets. Others, such as John Sprow, a bond fund manager at Smith Breeden Associates in Boulder, Colorado, had noticed that the Bear Stearns swaps “were off in a world of their own,” and by January were twice the cost of similar protection that could be bought against the debt of Morgan Stanley, and four times that of insuring the debt of Deutsche Bank.

“Enter Lehman and Bear Stearns,” Sedacca continued in his March column. “Lehman reportedly has two times [its] capital in CMBS”— commercial mortgage-backed securities—“and nearly five times [its] capital in ‘hard-to-price' securities. Hard-to-price in my book equates to hard to sell…. Bear Stearns is actually in worse shape. It has irritated so many clients that its business model is broken. What would happen if you told it to sell its ‘hard-to-price bonds'? The company couldn't. No one has the balance sheet to absorb it. So you can see the vicious cycle developing.”

Sedacca explained how the cost of insuring the obligations of Lehman and Bear Stearns—the credit default swaps—had increased dramatically in a month. Insurance for the Bear Stearns obligations cost more than those for Lehman, meaning the market thought the risk of default for Bear was higher. The insurance premium for the Bear debt, which had been $50,000 per $10 million of debt for the first half of 2007 and then crept up slowly, had spiked up to $350,000 per $10 million of debt by March 5. “In my book, they are insolvent,” he concluded. “I feel bad for all my friends that work there, but I did the Drexel Burnham stint and I saw my stock go to zero. Yes, it can happen. Quickly.” Sedacca seemed unconvinced by Bear's announcement the day before, on March 4, that it would release its first-quarter 2008 financial results on March 20, which would show the firm had “available liquidity” of $17.3 billion and had made a profit for the quarter of $115 million, a turnaround of sorts from the first quarterly loss in its history, $857 million. (In the previous year's first quarter, the firm had earned $554 million.) Nothing seemed amiss at Bear. But some inside the firm were very scared indeed.


[image: ]

THE CONFIDENCE GAME

[image: ]hile Sedacca proselytized from a Florida strip mall, Tommy Marano, Bear Stearns's top mortgage trader, then forty-five years old, had a feeling of impending doom. Marano was at the center of the engine that had powered the firm's success during the previous twenty-five years, generating upward of $2 billion of the firm's $9 billion in revenue in recent years. He was sitting on the sixth-floor trading room at Bear Stearns's sleek new $1.5 billion corporate headquarters at 383 Madison Avenue, in Manhattan, in the left ventricle of metaphorical Wall Street, which had long before moved to various Manhattan locations—mostly in midtown—away from the real Wall Street.

Not wanting to telegraph his concern about Bear Stearns into the market but anxious to determine whether his concern was well founded, at eleven in the morning on March 6 Marano placed a phone call to Roddy Boyd, then a writer at Fortune. Marano had been a source of Boyd's for years, when the journalist was covering Wall Street at the New York Post, and had freely offered commentary about his competitors and the markets generally. Boyd had been a trader for eight years before switching careers to journalism, and the two men spoke the same language. “I know the mortgage product dead cold,” Boyd said. Their relationship was a well-defined pas de deux. “It was unusually well defined,” he explained. “We knew exactly what we were saying. I could have a very long conversation in two minutes. I protected him always. I never BS'd with him. I never got him in hot water. The corollary was he never BS'd with me, and he would give me good stuff.”

This time, Marano called Boyd to talk about Bear Stearns, and specifically about his concern that the firms he had traded with for years were suddenly asking him whether Bear had enough cash on hand to execute his trades. “He called me at 11:00 A.M. that day and we talked about one or two things,” Boyd continued. “It was weird. He knew it was weird. We did small talk in under ten seconds. I said to him, ‘What's up?' He said, ‘What are you hearing about Bear?' I said, ‘You know what I'm hearing and you know what I'm seeing.' He said, ‘I know what you're hearing and you're seeing. It's just baffling.' Now here I'm playing him a little because I'm hearing things and I'm seeing some things, but he's not saying much more than I am, so I let him walk and talk. He said to me, ‘Roddy, our guys, our senior guys here, are hearing a really strange thing from custies.' That's customers. He said, ‘We were not prepared to hear stuff like this. This is baffling. People are quite literally questioning our solvency, questioning our ability to go on. The shorts are having a lot of fun with us today.’”

Since Wall Street is a confidence game as much as anything, for counterparties on routine trades to start asking pointed questions about things as fundamental as cash and liquidity is not likely to be good for business. “What he meant,” Boyd continued, “is that the shorts are putting out rumors about Bear Stearns, and eventually their bigger customers are saying, ‘If I sell this big block of securities or derivatives to you, can you clear it or is this coming back at me in three days in distress?’” These kinds of questions are serious for traders and their firms, because if a firm you are trading with has financial problems and those financial problems cause it to need to raise cash quickly, the trader may have no choice but to sell into the market the securities just purchased at a lower price, forcing other firms holding a similar security to adjust the value of that security to the lower price. This is called “mark-to-market,” a source of great consternation on Wall Street throughout the financial crisis.

“Do you understand the reason that would be so horrific for a customer?” Boyd continued. “Because if you sell something at 95—say, half of your position—and you sell it to a guy who's in trouble economically and he has to puke it back out in five days at 81, the second half of your position, or securities like that, have to be legally marked starting around 81. That's your new value conversation. Traders who do that stuff just as a course of business are despised…. That's what customers are saying to Marano, and Marano said, ‘I cannot imagine.' This is like me questioning your mental health.

“He's thinking two things,” Boyd continued. “One, he's got to stop this whole line of inquiry right here, right now, because if you have to ask the question, oh my God. Second, he's thinking about the trajectory of rumor and supposition, and that thesis of smoke versus fire. He's thinking that people are going to have a lot more hesitancy to trade mortgage-backed securities. Volumes are already drying up. Trading flows are already slowing down sharply. It's already hard enough to get your average trade done. With a question of their ability to act as a counterparty on the table, that's unimaginable. I mean, this is Bear Stearns. This is a company that was regularly making $6.00, $7.50, $8.00 a share in profits, and then these guys are making $25 million to $30 million [annually in salary and bonuses]. Now they're being questioned from the standpoint of fundamental liquidity. He said that he believed that these short sellers had been speculating in the credit default swap market and telling counterparties at other firms that they had concerns about Bear Stearns's liquidity and solvency, and that was driving the cost of spreads wider. What that was doing was making their overnight funding more expensive. That was cutting into their profit margin, and in turn was also starting a sort of a cottage industry of rumors about Bear Stearns.”

Although the two men spoke for about fifteen minutes, the import of the call was clear immediately. “‘There's no need to explain anything between us,' he said. I said, ‘Are you sure you're seeing this?' He said, ‘Look at [the credit default] swaps.' So I looked them up and then I see the hockey sticks”—a sharp spike up in their cost, as Sedacca wrote. “He said, ‘It's unbelievable. It's all bullshit.' At that point—he's very much a corporate guy—but he had left me [with a clear message]. I'm not stupid. Hedge funds and prime brokerage accounts are unusually skittish about questions of financial health, financial solvency, and he said, ‘I'm hearing there's questions about our financial health.' At that point, Marano is telling me he knew he was done, because once that question of credibility goes out there, and serious people say it to you enough, you're done. It's all that there is to it. It's all that there is to it. Where do you go to get your reputation back?”

Concern was spreading beyond the granite walls of 383 Madison Avenue, too. On Bear Stearns's Yahoo message board, someone using the name “rutlando” wrote of these fears on the afternoon of March 6: “Funding costs surging. Way overleveraged—33 to 1. There was no shrinkage in the balance sheet between the last two quarters…. Bear has $320 billion in debt. BSC is insolvent!!!” By 2008, the Yahoo message boards related to individual publicly traded companies had become a popular venue for anonymous venting. Their wisdom is best taken with a healthy dose of skepticism, as biases or the depth of research upon which conclusions are reached is rarely disclosed. Still, the running commentary does provide a real-time oral history of sorts. “The mighty Bear Stearns is finished,” wrote “bwhal40er” after the market closed on March 6. “The SEC will be relieved.” That night on Mad Money, his manic CNBC show about investing, the hedge fund manager Jim Cramer said of Bear Stearns: “The brokers have been killing us. At $69 [a share], I'm not giving up. I think it's a good franchise, but it's going to be a rocky ride.”

[image: ]

FOR YEARS BEAR Stearns had been among the leading underwriters of mortgage-backed securities, even going so far as buying firms that originated mortgages to the less-than-creditworthy so that it would have a ready source of mortgages to package up and sell in bulk to the market. Bear also was a big holder of the Alt-A mortgages (theoretically of better credit quality than subprime mortgages) that UBS's February 14 decision had made less valuable for everyone. Bear Stearns had also been a lender to Carlyle's hedge fund, Peleton, and Thornburg. Bear's net exposure was minimal, although that may have been of little consequence. Then there were the rumors in the marketplace that Marano and Boyd had been discussing. “It really didn't impact us,” explained one Bear Stearns executive. “But people probably assume that between the lending we had to them and the fact that we owned other assets similar to what they owned and what the impact must be on their mark-to-market value, we were going to have another wave of issues, which may have been true. I don't know. [With] those three firms all going bust in a short period of time, the next week started to trigger the customer flight.”

The Fed's capital injections and the rapid and high-profile meltdown of the Carlyle hedge fund did little to stem the growing concern about Bear Stearns and may even have fueled additional liquidity issues. On Yahoo, “elrrambu” announced on the afternoon of March 7 that he had bought Bear Stearns “puts,” an option to sell the stock at a certain price before a certain time and a reflection of increasingly negative sentiment. “Even Fed action this morning could [not] stop this pig from dying,” he wrote. A few minutes later, another observer agreed. “Bear is ready to rip,” he wrote, “just watch. Yeah, just wait till March 20 earnings announcement day. Only it should be called losses announcement day. It will rip all right. Like in r.i.p.—rest in peace. Bear has no business happening these days. They might just as well close the shop.” Added another bear on Bear: “It is SO f#@king over for BSC!!” That same Friday night, a “major bank” denied the firm's request to provide $2 billion in short-term financing. “Being denied such a loan is the Wall Street equivalent of having your buddy refuse to front you $5 the day before payday,” Fortune's Boyd wrote later. “Bear executives scrambled and raised the money elsewhere. But the sign was unmistakable: Credit was drying up.”

Boyd worked hard that night and over the weekend trying to figure out which bank—said to be European—had decided it would no longer be a counterparty to Bear Stearns in the overnight financing markets. Obviously, this would be a huge negative development for the firm and sad confirmation of what Marano feared. It would also be a big story for Boyd. “At that point, I'm pulling my fucking hair out—pardon my language— calling everybody,” he said. “I'm calling Deutsche Bank, I'm calling UBS, and I'm very aggressive. ‘Get your senior guys on the phone. Get your financing desk on the phone.' I don't want to talk to some stupid flack. I spent eight years on a desk. I'm smarter than all those flacks. They're all Kool-Aid drinkers. They don't honestly know a derivative from a bond from a stock. None of them are going to be able to ask their financing desk. They don't even know enough to call the repo guys on the financing desk. I told them, ‘Get your financing guys or get your credit guys on the phone with me, or you're going in Fortune.' Here's the New York Post coming out of me. I said, ‘There's two ways this is going to work: bad or good. This hand is good; this hand is bad. I shake your hand or I punch you. Let me know.’”

He talked to the traders on the repo desks at both UBS and Deutsche Bank, with a special focus on Deutsche because it had displayed an increasing ability to act like an American firm in its willingness to trade for its own account. “I'm talking to the guys in New York, and they're saying, ‘We swear to Christ we are not the ones to have done that.' If Deutsche Bank had done it, I'm thinking, ‘Okay, that's the story right there.' The minute a repo line gets pulled, you die, okay? They die a terrible death.” But Boyd could never nail down which European bank had pulled Bear's line of credit.

A cover story in Barron's that appeared on Saturday, “Is Fannie Mae the Next Government Bailout?” served as a coda for all the growing speculation about just how bad things were looking in the housing market. “It's perhaps the cruelest of ironies that in the U.S. housing market's greatest hour of need, the major entity created during the Depression to bring liquidity to housing, Fannie Mae, may itself soon be in need of bailout,” Jonathan Laing wrote. He offered a cogent and prescient argument about the extent of Fannie's potential troubles given its increasing cost of borrowing, the rising cost of its credit default swaps, and the huge amount of subprime and Alt-A mortgages it had on its books. Nowhere did Laing mention the words “Bear Stearns,” but there was no question in the minds of many savvy readers—including some Bear Stearns senior executives—that if Fannie Mae was in trouble, Bear Stearns could be in trouble for the very same reasons. “I can't remember if [the Barron's article] contained a specific reference to Bear,” recalled one senior managing director, “but the ensuing belief that a Fannie Mae insolvency was coming and that it would be devastating to Bear was one of the things that started that horrible week of speculation.”

If any of this speculation about Bear Stearns's future—either real or perceived—bothered Alan D. Schwartz, the firm's fifty-seven-year-old CEO, he did not give even the slightest hint of it. After thirty-three years at Bear Stearns, Schwartz, a well-regarded media banker and Bear's longtime head of investment banking, had reluctantly taken the reins of the firm from the legendary Jimmy Cayne on January 8 after Bear's board accepted Cayne's resignation in the wake of the firm's first quarterly loss in its eighty-five-year history. When Schwartz announced Cayne's resignation at a breakfast meeting with the top leaders of the firm, he not only spoke about Cayne's contributions to the firm over the years—“Jimmy's legacy will be this wonderful building that we're all in,” Schwartz said finally, leaving some attendees scratching their heads—but also urged everyone to keep focused on doing business and not on the ongoing chatter about the firm. “‘You have to stop,’” Paul Friedman remembered Schwartz saying at that meeting. “‘You can't be influenced by stock price. You can't be influenced by our credit default spreads. Those are determined by people on the outside. They don't know what's really going on here. They don't know that we have a vibrant franchise. You can't have your mental state be governed by what they say. You need to put your head down and work and go about your day, and ignore the stock price as best you can.' Which is easy to say unless you have your entire net worth wrapped up in it. I mean, it's the right line for the CEO to say. It makes sense conceptually. What could he say—‘Hey, I know we're all going bankrupt here'? There was nothing more he could do other than that.”

On Thursday, March 6, Schwartz flew down to Palm Beach a few days in advance of the firm's twenty-first annual four-day media conference, which was to begin at the luxurious Breakers Hotel on March 9. The night he arrived, he spoke to the board of Verizon Communications, the giant telecommunications company, about the state of the telecommunications industry. He spent much of the next two days playing golf on the sumptuous Ocean Course that surrounds the hotel. Very few of Bear's rank-and-file had any idea Schwartz was in Florida.

The turnout at the media conference was always stellar, with the likes of Sumner Redstone, chairman of the board of both Viacom and CBS; Robert Iger, chairman and CEO of Disney; and Jeffrey Zucker, the president and CEO of NBC Universal. The year before, Schwartz had made a point of telling the audience that Bear's media conference was the only one he participated in, which made sense given the other demands on his time and the chance it afforded him to hobnob in a relaxed and luxurious setting with his media clients.

During the 2008 conference, Schwartz and Redstone got to talking about how Redstone had stayed so physically and professionally active at nearly eighty-five years old. Redstone mentioned how he exercises seventy minutes a day and eats and drinks “every antioxidant known to man.” Schwartz then asked Redstone what advice he could give about developing and maintaining a long and active professional career. “I don't think you begin by thinking about your career,” Redstone said. “You take each step at a time, recognizing that opportunity never knocks. You have to go look for it, and I've looked for it all my life. I enjoy my life because I love what I do. I have a passion to win, as you know. You don't always win, but you need to have that passion and, most important, you have to be able to look ahead.”

While Schwartz was roaming around the Breakers and waxing philosophical with his clients, back in New York the concerns about Bear Stearns's liquidity were intensifying. The firm's stock fell 11 percent on Monday morning, March 10, to its lowest level in five years, after Moody's, one of the three independent ratings agencies, downgraded portions of fifteen mortgage bonds underwritten by the firm, including the Alt-A securities, and suggested that further ratings cuts in these mortgage securities would be likely. Moody's said the downgrades were based on “higher-than-anticipated rates of delinquency” and “foreclosure … in the underlying collateral relative to credit enhancement levels.” The Rabobank Group, a Dutch bank, told the firm before noon that it would not roll over a $500 million loan coming due later in the week and it was unlikely to renew a $2 billion line of credit coming due the following week. “Though Bear Stearns's overall financing from other banks totaled $119 billion, the Rabobank decision signaled that lenders were getting antsy,” the Wall Street Journal reported.

With Schwartz down in Palm Beach and Cayne “retired”—though still chairman of the board of directors—and playing bridge at the North American championships in Detroit, it fell to Alan “Ace” Greenberg, the eighty-one-year-old former Bear chairman and CEO (and still chairman of the executive committee), to try to calm the roiling markets. He told CNBC at around lunchtime that the liquidity concerns about the company were absurd. “It's ridiculous, totally ridiculous,” he said in a brief telephone interview from his desk with Michelle Caruso-Cabrera at CNBC, who called him out of the blue. Greenberg prided himself on answering his own phone without screening and on saying what was on his mind. This time his partners cringed. “Just another Ace-ism,” one of the more sympathetic executives called it. The firm then put out a statement denying “market rumors regarding the firm's liquidity” and adding that “there is absolutely no truth to the rumors of liquidity problems that circulated today in the market.” The release included a quotation from Schwartz: “Bear Stearns' balance sheet, liquidity and capital remain strong.”

CNBC Wall Street reporter David Faber described these public statements of denial as wholly “atypical” for Wall Street executives. “No firm is going to say it's having trouble with liquidity, and in fact you've either got liquidity or you don't,” he said on air at around two o'clock in the afternoon. “So if you don't have it, you're done. But these are the kinds of concerns in this market—concerns of confidence that people need to be aware of, because we are in a very difficult market where credit continues to be the driving concern and you can have a crisis of confidence, causing a meltdown.”

Wall Street operates on trust, and in a world of instant communication that trust can be eroded instantly. The old saw “It takes a lifetime to build a reputation—and a moment to destroy it” is as true as ever in financial markets. Sometimes even the truth cannot act as a tourniquet to stanch the bleeding. “We are now pretending our entire economic system is sound,” wrote Michael Shedlock, a blogger and an investment advisor at Sitka Pacific Capital Management, in Edmonds, Washington, on March 10. “Clearly it's not.”

Next came the massive jolt the rumor mill received on Monday as word began seeping into the market that a federal regulator—believed to be the Office of the Comptroller of the Currency, a relatively obscure federal agency responsible for chartering and supervising all national banks—began making pointed calls to the banks it supervises asking them directly and specifically about their exposure to Bear Stearns. The calls were not about their exposure to a group of banks, Bear Stearns among them, but rather solely about Bear Stearns. There was no question that by the beginning of March, John C. Dugan, the comptroller of the currency, was plenty worried about the financial condition of the banks he regulated. “In general, due to a long period of strong economic growth, exceptionally low credit losses, and strong capital ratios, the national banking system has been healthy and vibrant,” he testified before the Senate Committee on Banking, Housing, and Urban Affairs on March 4. “Now, however, the system is being tested. Two powerful and related forces are exerting real stress on banks of all sizes and in many different parts of the country. One is the large and unprecedented series of credit market disruptions, still unfolding, that was precipitated by declining house prices and severe problems with subprime mortgages. The other is the slowdown in the economy, which has begun to generate a noticeable decline in credit quality in a number of asset classes. The combination of these forces has strained the resources of many of the national banks we regulate.” Whether Dugan's office made these calls or not—and a spokesman from the comptroller's office, Dean DeBuck, had “no comment” but did not expressly deny that the calls had been made— the tempest that raged as a result of the presumption that they were made was of historic proportions. There were indications on March 10 that Bear Stearns might no longer be able to control its own fate. The firm's public statements that day had the counterintuitive effect of fueling the market rumors rather than removing the oxygen from them.

The number of put options sold on Monday—short-term bets made by investors that Bear's stock would decline quickly—rose to 158,599, some seven times the twenty-day average, with the bets that the stock would fall outnumbering by 2.6 times those that it would rise.

More startling, though, was what bets investors were actually making. The most active contract sold on March 10 gave investors the right but not the obligation to sell Bear Stearns stock for $30 a share anytime before the options expired on March 21, in eight trading days. In other words, for the buyers of these puts to make money, Bear's stock, which closed at $62.30 on Monday, would have to fall a stunning 52 percent in eight sessions.

Equally as startling as these bets was the fact that some investors wanted to make even more of them. On and around March 10, requests poured into the Chicago Board of Options to open up additional put opportunities for Bear Stearns. The CBOE, where options are traded, has guidelines to determine when to open up a series of options and usually avoids doing so if the strike price is either way in or way out of the money. But in this case, investors demanded that the CBOE make available a new March series of puts with an exercise price of $25 per share—a bet that the price of Bear's stock would fall below $25 in seven trading sessions—and a new April series with strike prices of $20 and $22.50. The CBOE agreed to accommodate the demand and opened up the new options for trading the next day, but will not say who asked that the new series be opened. These were major negative bets on Bear's short-and immediate-term prospects. Where were these large and seemingly highly improbable bets coming from? Nobody seemed to know for sure.

Logic suggested that major hedge funds who used Bear Stearns as a prime broker, keeping billions of dollars of their investors' money with the firm and clearing their trades through it, could have been buying the puts, for the simple reason that a bet that Bear's stock would fall rapidly was perhaps the only way these funds could actually hedge their exposure to the firm aside from taking out their cash balances (as many were doing). If there really was a problem at Bear Stearns and the firm was vulnerable to the proverbial run on the bank, putting access to their accounts at risk, then the only logical way to protect against this terrible outcome would be to bet against the firm in a major way. So if the money in the accounts was blocked by a disaster at the firm, at least the hedge fund would make a ton of money in the interim by betting the firm would fail. This thinking was perfectly logical, and not without a recent precedent in the form of the 2005 failure and liquidation of Refco, a broker of commodities and futures contracts. When Refco filed for bankruptcy protection, hedge funds that were Refco customers could not get immediate access to their money. The memory of Refco was still fresh in the minds of many hedge funds, and they were in no mood to get caught in that situation again. Any inkling of trouble at Bear Stearns led them to consider seriously taking their money out of the firm first and asking questions later.

The calls from the Office of the Comptroller of the Currency provided the perfect cover to perform this delicate hedging operation. “On Monday, before the Thursday run, one of the heads of a small bank told me that he got a call, his CEO or president got a call, from the regulators, asking what their exposure was to Bear Stearns,” explained an incredulous Bear Stearns banker. “Not ‘What's your exposure to Bear, JPMorgan, Morgan Stanley, Lehman, UBS?' Just ‘What's your exposure to Bear?' He said his president walked into his office and said to him, ‘Hey, I just got this call. We've never gotten a call like this before.’”

The bank—Emigrant Savings—that received this call from the regulator was not a large bank. “They must have gone down the list,” this Bear Stearns banker recalled. “If they'd got to this guy, they'd called everybody else. The rumors were there, but now you're getting, ‘Well, look, the regulators called me.' What kind of a rumor is that? That's a self-fulfilling rumor. He said to me, ‘What did you think I was going to do? I got out of everything.’” Around this very moment, the Bear banker happened to be on the phone with a senior person at one of Bear Stearns's investment banking competitors and mentioned the conversation about the phone call from the regulator. During that second conversation, the Bear banker reported, the competitor said, “‘We got the same call, and they basically said to us, “Don't tell your traders and don't get out of any counterparty agreements that you have. But what's your exposure to Bear Stearns?’” He says, ‘What do you think I'm going to do? Of course I told my traders. I bought puts, sold short, and got out of everything I could possibly could get out of.' I was so blown away when the second guy told me about getting a call. This guy [is] just an incredibly well-respected risk manager on the Street, [so] I knew that this wasn't made up. Now the rumors were even there, okay. But imagine you're getting calls. I mean, what fucking institution with any sense in their head calls up and asks what's your exposure to one thing and then says ‘Oh, but don't do anything about it'?”

The outbreak of these significant rumors led to the huge increase in the purchase of the Bear puts—and also in their price. It also was not surprising that the cost of insuring Bear's obligations skyrocketed on March 10 to around $700,000 to protect against $10 million of debt for five years, an increase of fourteen times over the previous week and yet another sure sign that the vultures were circling with increased velocity. Rival firms were starting to prey on Bear Stearns with increasing intensity. “On Monday, we started hearing a lot of rumors,” explained one Bear senior managing director, “that Joe Lewis”—Bear's second-largest shareholder, who had invested more than $1 billion in the stock of the firm in the previous six months—“was starting to get margin calls, which were not true, to guys who aren't taking the other side of trades. And I think it was Monday when our credit default swaps spreads started to really, really spike. I think a lot of people attributed that to the rumors around Goldman. Goldman was not willing to stand on the other side of the trade. Goldman [was] saying that we had DK'd”—essentially failed to make good—“on a trade, which was—the rumor might have been a real rumor, but the fact that we DK'd on a trade was not true. And so that clearly started, at least in my mind, what happened so quickly that week. It became very apparent—not what was going to happen, but what was happening as our credit default swaps started to just gap out huge. We couldn't do anything anymore. We couldn't do business. It was too expensive. We were completely paralyzed.”

Some senior executives inside the firm were pushing Sam Molinaro, the CFO, to release Bear's first-quarter earnings early. Molinaro, from Binghamton, New York, joined Bear Stearns in 1986 after six years at Price Waterhouse in Syracuse. He was the first significant hire into the firm's accounting department after the company went public. He rose through the ranks, becoming CFO ten years later and adding the chief operating officer title in August 2007. The firm had been profitable in the first quarter of 2008, even after the new marks forced by the Peloton liquidation, and the argument went that this news could calm the jittery throngs. “There was a lot of begging: ‘Can we release earnings early? Can we do something?’” remembered Paul Friedman. “Those of us who were doing conference calls with lenders and with customers were totally hamstrung. You couldn't talk about earnings. Theoretically, you weren't even supposed to talk about balance sheet or liquidity or risk or anything else until the earnings call. You'd have lenders and customers wanting to know what's going on and you'd go, ‘It's okay. Trust me.' I got in the mode [where] I would say to them, ‘Listen, we're in a blackout period. I can't talk about earnings, but let me preface this by saying we're trying to move up the date at which we announce earnings. I'll let you draw your own conclusions as to why somebody would do that.' That was the best I could do. So we danced. We all did it differently, but there were a bunch of us doing it. We gave a general picture of how our liquidity worked, how our funding worked, why we had this $18 billion funding reserve, and nobody needed to worry about a run on the bank or running out of cash. We would describe it as, ‘Here's where we were at the last quarter. I don't expect this quarter to be materially different.' You'd have to sort of dance around it. They wanted to hear about liquidity and they wanted to hear about earnings, and you really couldn't talk about either one.”

Meanwhile, Schwartz remained in Palm Beach. He discovered quickly that the 2008 media conference would not be all fun and games. While he and Robert Iger, the Disney CEO, were preparing for Schwartz's late-afternoon interview of Iger, Schwartz was interrupted repeatedly by calls from the office in New York seeking guidance about how to respond to the growing list of rumors about the firm's liquidity. He felt he could not betray any concern in front of his powerful and important clients. Schwartz kept his cool and continued the preparation for the Iger interview.

That evening, Schwartz announced that the guests at the media conference could demo Rock Band—a full-blown band simulation game that combines guitar, bass, drum, and singing—“compliments of Viacom,” and enjoy cocktails and hors d'oeuvres “compliments of Martha Stewart.”
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THE NEXT MORNING, ING Group NV, another large Dutch bank, followed Rabobank's lead and pulled its $500 million in short-term financing for Bear Stearns. ING professionals told Bear that the bank's management “wanted to keep their distance until the dust settled.” Also, before the market opened Tuesday morning, the Federal Reserve did something that it had not done since the Great Depression. Through a new Term Securities Lending Facility, the Fed agreed to make $200 billion in Treasury securities available, starting March 27, to securities firms for a period of twenty-eight days, to be secured by pledges of other securities, including federal agency debt, residential mortgage-backed securities issued by federal agencies such as Fannie Mae or Freddie Mac, or highly rated non-federal-agency residential mortgage-backed securities. Previously, the Fed had made Treasury securities available to securities firms only on an overnight basis. Now the additional liquidity would be available through auctions for nearly a month and was designed to supplement the cash the Fed had made available the previous Friday. The new program was “intended to promote liquidity in the financing markets for Treasury and other collateral and thus to foster the functioning of financial markets more generally,” the Fed explained. In other words, the Fed was offering to swap Wall Street's toxic mortgage securities for easy-to-value Treasury securities that could be used as safe collateral.

While the import of the Fed's decision was substantial and Wall Street was initially elated, its near-term effect on the liquidity of Bear Stearns or Lehman Brothers was nearly meaningless, since the funds were not going to be made available until March 27 at the earliest. Indeed, the Fed had been discussing the creation of the new facility with Wall Street for months before it became a reality and very much would have liked to have made it available earlier than March 27. But it was such a radical departure for the central bank that the logistics required to implement the new system took time to coordinate. So while the intent was to permit securities firms to swap some of their illiquid mortgage securities for highly liquid Treasury securities, the real effect was to further spook the market into wondering why the Fed would take such a radical step.

Some observers saw the Fed's decision positively. Certainly the market took a liking to the Fed's decision, as the Dow rose 417 points on the news. This was “a Fed-induced rally,” CNBC's Jim Cramer explained that night. “It's a coiled-spring rally.” He believed the market would likely go higher for the rest of the week, and called the jump “a respite from the gloom.” Even Christopher Cox, the commissioner of the Securities and Exchange Commission—the regulator of securities firms such as Goldman Sachs, Morgan Stanley, Merrill Lynch, Lehman Brothers, and Bear Stearns—added his imprimatur to the adequacy of Bear Stearns's capital, which he said was monitored on a “constant” basis, especially during the credit crisis. Asked March 11 by reporters about the firm's financial condition, he said: “We have a good deal of comfort about the capital cushions at these firms at the moment.”

Others were far more pessimistic about the Fed's move. “I don't see how this helps,” commented “DK” on the Wall Street Journal's “Real Time Economics” blog. “It will temporarily allow these banks to use crappy [mortgage-backed securities] as temporary collateral, but eventually these will have to be written down. I think this is just an attempt to cause markets to go down gradually, versus a huge crash.” And then “Clear Skys Ahead” wrote with an acid pen, “Now that the Fed is lending to primary dealers and accepting unimpeachable items, such as mortgage debt, as collateral things can get back to normal. Now what exactly do we do when the collateral turns out to be worth less than the loan? Thank goodness everyone woke up and realized that unless the taxpayers were the ones ultimately stuck with the bill, Wall Street couldn't rally! Let the party resume at least until sanity takes hold.”

Richard X. Bove, a research analyst at Punk Ziegel (now part of Ladenburg Thalmann), told his clients that he thought the Fed's historic move “may have been strongly influenced by Bear Stearns' problem.” (The president of the New York Fed, Tim Geithner, denied that the Fed's move had been motivated by the problems at Bear Stearns. “This was designed to cool the fever a little bit, to give people a little more confidence that they could finance stuff with us,” he explained. “But it was more for the market as a whole than it was going to be about an individual institution.”) Bove also wrote that Bear's business model was “broken” because it had relied too heavily in recent years on the origination and sale of mortgage-backed securities. Now that the market for those products had closed, Bear Stearns had not figured out a way to replace the lost revenue. “Bear did not get out of the way fast enough,” he wrote. “Consequently, its balance sheet, its business operations, and its reputation were all hurt badly. One key result of this is that the firm's borrowing costs rose sharply according to reports.” The sale of the company was likely the only solution, Bove asserted.

The ever-provocative CNBC picked up on Bove's report on Tuesday around midday and stirred up a frenzy of negative implications. On-air Wall Street reporter Charlie Gasparino explained that “the market was saying” that Bove's claim about the Fed's action was correct, although he was quick to point out that he had not confirmed independently what the analyst had written. “This is trader talk we are engaging in here,” he said. Bob Pisani, the network's reporter in the Chicago trading pits, cautioned that he heard rumors all the time and discarded most of them. But not this time. “Here your radar is really high,” Pisani said, “because volume is titanic in the last couple of days and the trading range is titanic and more importantly the options trading is titanic. There is huge put volume in the $30 range for this stock, and that's telling you that people are making some bets here that something may be wrong.” He made no mention of the fact that buying the puts may have been a perfectly logical hedge against a run on the bank at Bear Stearns. Nor did he mention—he probably was not aware—that someone (who is still unknown to this day) had just made a $1.7 million bet that Bear Stearns stock would fall dramatically within nine days, first by buying 57,000 puts at $30 and then by buying 1,649 puts at $25. “Even if I were the most bearish man on earth, I can't imagine buying puts 50 percent below the price with just over a week to expiration,” Thomas Haugh, a general partner of Chicago-based options trading firm PTI Securities & Futures, told Bloomberg. “It's not even on the page of rational behavior, unless you know something.” Added Michael McCarty, chief options and equity strategist at New York—based brokerage Meridian Equity Partners: “That trade amounted to buying a lottery ticket. Would you buy $1.7 million worth of lottery tickets just because you could? No. Neither would a hedge fund manager.” Gasparino added to Pisani's comment, summing up the growing consensus: “Bear is the whipping boy right now because there is no confidence in that firm or its management…. The rumors might cause a run on the bank even though they deny it.”
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AT ABOUT THE moment when CNBC was reporting on the Bear Stearns rumors, Geithner and Ben Bernanke, chairman of the Federal Reserve Board of Governors, were hosting a long-scheduled luncheon in the win-dowless Washington Room on the thirteenth floor of the New York Federal Reserve Bank, at 33 Liberty Street in lower Manhattan, for the CEOs or senior executives of nearly every important Wall Street firm. It was an august gathering of Wall Street's most powerful men. In attendance were Lloyd Blankfein, CEO of Goldman Sachs, Richard Fuld, CEO of Lehman Brothers, Jamie Dimon, CEO of JPMorgan Chase, and Robert Rubin, the former Goldman CEO and U.S. Treasury secretary who was then chairman of the executive committee at Citigroup. Also in attendance were, among others, Steve Schwarzman, CEO of the Blackstone Group, Kenneth Griffin, CEO of Citadel Investment Group, and Stanley Druckenmiller, CEO of Duquesne Capital Management. Alan Schwartz, Bear Stearns's CEO, was not there. Nor was he invited. He remained in Palm Beach, at the Breakers, hosting the firm's annual media conference.

One would think such a meeting would be the perfect opportunity to share frank concerns about the credit crisis then engulfing the financial markets. Some of that did occur. But there were “no surprises,” according to one participant, even though there was a spirited discussion of the increasingly worrying events, including the causes of the crisis, what else could possibly go wrong, and who or what was to blame. But a room full of alpha males apparently was not the setting in which to bare one's soul. “These guys don't complain,” said one of the attendees. “They would never in that context express weakness or concern about themselves. You can imagine you're sitting around the table with a bunch of predators and you'd never do that. But I would say people were very, very nervous about the world. So there was a lot of talk about what the system was vulnerable to.” No notes are kept of such meetings, and the general rule is never to speak about what happens there or who said what to whom.

A few hours later the indefatigable Gasparino reported on his conversation with Sam Molinaro, the longtime chief financial officer of Bear Stearns who had recently been promoted to be the firm's chief operating officer. Molinaro was at a total loss to explain what was going on. “The rumors about Bear's inability to make margin calls and its illiquidity are completely false,” Gasparino said Molinaro told him. “Why is this happening? I don't know how to characterize it. If I knew why it was happening, I would do something to address it. I've spent all day trying to track down the source of these rumors, but they are false. There is no liquidity crisis. No margin calls. It's all nonsense.”

Once again, the denial of liquidity problems by a Bear Stearns senior executive did nothing to quell the concerns, especially since competitors knew full well that cash was draining out of the firm, as it had to make good on its hedge fund clients' legitimate request to get back their freecash balances. The cost of Bear's credit default swaps moved up again. And the option volume that Pisani alluded to was in fact skyrocketing. Starting March 11 there were 79,000 March $25 put contracts traded, 20,000 April $20 puts traded, 3,700 April $22.50 puts, and 8,000 April $25 puts. Not surprisingly, very few call options—the right to buy Bear stock—traded at these prices.

Steven Smith, a columnist for TheStreet.com, focused on the fact that on Tuesday, with Bear Stearns stock trading at around $65 per share, more than 55,000 put contracts betting that the stock would fall to $30 a share by March 20 were bought and sold. “So that left only ten days for some event to occur that would cause these puts to go into the money and have some value,” Smith wrote. “So it appears that as rumors began swirling early in the week that Bear was having liquidity problems and might possibly be bordering on insolvent, someone took that to heart and bought the puts as disaster insurance.”

Whether Molinaro knew it or not—and he certainly should have known—Bear Stearns's trading partners across Wall Street, the firm's counterparties on trades and overnight funding, began to seriously question the wisdom of continuing to trade with Bear or to accept its collateral as security for overnight funds. At 5:06 on the afternoon of March 11, Stuart Smith, a trader at Hayman Capital, a Dallas, Texas, hedge fund, sent an e-mail to Goldman Sachs's credit derivatives desk in New York asking Goldman to “please novate”—or take over Hayman's position on—a February 2007 $5 million derivatives trade between Hayman's Subprime Credit Strategies Fund and Bear Stearns. In other words, Hayman wanted out and asked Goldman to take its place on the trade with Bear Stearns as the counterparty. About forty minutes later, the Goldman desk wrote back, “GS does not consent to this trade.”

The message this left with Hayman Capital was a profound one. No less than the mighty Goldman Sachs had told one of its hedge fund clients that it would no longer act as a stand-in for it on trades with Bear Stearns. During the previous weeks, Goldman had been willing to provide this service—at a price—as its clients became increasingly nervous about Bear's ability to honor its obligations. Late in the afternoon of March 11, Goldman apparently no longer believed the risks equaled the reward. And the firm told that to at least two of its hedge fund clients. “I was astounded when I got the [Goldman] e-mail,” Kyle Bass, of Hayman Capital, told Boyd at Fortune. Bass, a former Bear Stearns salesman, checked with a friend at Goldman to see if the e-mail had been sent out in error. “It wasn't,” Bass said. “Goldman told Wall Street that they were done with Bear, that there was too much risk. That was the end for them.” As the manager or co-manager of hedge funds in Dallas with $4 billion that had bet—correctly—that residential mortgage-backed securities would lose value, he had testified before Congress in September 2007 about the growing credit crisis: “It is becoming increasingly clear as each month passes, subprime credit has become the mad cow disease of structured finance. Nobody knows who consumed the infected product.” Bass was a heavyweight in the market and made a killing when the mortgage market crashed. “When that got out, that's when the unbridled selling started,” Fortune's Boyd explained.

Maybe so, but Goldman's decision at that moment not to take over Hayman's position was only half the story. While certainly Goldman's decision not to immediately novate Hayman's trade sent a message that Hayman interpreted as concern—and, given the rest of the swirling rumors and bets being made against Bear Stearns, it is not hard to understand why he did—inside Goldman, Hayman's request was unusual enough and the rumors about Bear Stearns's liquidity position were credible enough that Goldman decided to “escalate” the decision, bringing it to the attention of Gary Cohn, the co-president of the firm, and his partner, David Viniar, the Goldman CFO. Cohn's concern was actually the opposite of Hayman's reaction, since he was worried that if Goldman took over the Hayman trade with Bear Stearns, the market would get the message that a large hedge fund did not want to wait around and see if Bear Stearns made good on the money it owed Hayman on this particular trade. “The reason we didn't take novations is because we had conversations with the senior leadership of Bear Stearns and said, ‘If we start taking novations, people pull their business, they pull their collateral, you're out of business,’” Cohn said. Indeed, Goldman's view was that the best way to keep these firms in business was to force clients to do business with them and force them to keep trading. For that reason, Cohn said, he had considered not novating the Hayman trade.

The argument may seem counterintuitive, but not to Cohn. “Look, I need these guys to survive,” he said of his competitors. “I just said to someone, ‘We all live in the same neighborhood. Right now, I'm the only guy that's got a nice house. My gutters are attached. My windows aren't broken. My shutters are on. But the house to the right and the house to the left, broken windows, shutters. So it doesn't matter how nice my house is. It's worth less than if those houses are nice. So I need to help them, and it's better for my industry to make sure their houses at least look good from the outside.' The last week of Bear Stearns's existence, we were working on it to try and help them and buy assets from their balance sheet. We were there to be helpful. We weren't looking to take advantage. We were looking to be helpful.”

Cohn asked Schwartz that night if Bear wanted Goldman to take over the Hayman trade. In other words, Goldman would assume the risk that Bear Stearns would pay the money owed. “Now, no one ever wants to tell you to novate a trade,” Cohn said, “because basically, when you novate a trade, the person that asks for the novation, when it's a credit novation, has basically said, ‘I don't want to do business with you anymore.' So if we don't novate the trade, the client's only other alternative is to go back to you and trade with you.” In this case, Schwartz told Cohn that Bear was actually looking to settle the trade and said it was fine to novate the trade.

The next morning, just after nine, Goldman sent Smith at Hayman a new e-mail: “GS would like to consent to the trade” with “details to follow.” And then Goldman sent Smith one more e-mail a few hours later. “GS consents to the novation. Please see trade details below.” Just like that, Goldman had taken Hayman's place in the trade with Bear.

But that seemed like a lifetime of waiting to Hayman, which had wanted immediate service and did not get it. “All he knew was we couldn't do it instantaneously,” Cohn said of Hayman. “All he knew is he picked up the phone to his sales guy, and his sales guy, every time he talks to him, says, ‘Anything I can do for you today? How can I help you?' He calls up and says, ‘Here's how you help me today. I want you to novate this trade.' The sales guy goes, ‘Okay, let me see if I can get that done.' Hangs up the phone. The sales guy goes running. ‘Hey, I need to novate this trade.' Everyone's like, ‘Whoa, hold on a minute. It's a Bear Stearns novation. Let's elevate.' And eventually it ends up in my office. It takes us twelve or fourteen hours to make a decision and have the conversations whether we want to do that or not. Meanwhile, Hayman Capital is going—every hour that goes by—he's going, ‘Oh, my God. Am I not going to get paid? Am I not getting paid? If they won't novate this, things must be worse than I even think. I want out quicker.' It's just an avalanche of brain waves that go off that allow people to panic.”

Cohn said Goldman was doing “nothing different than everyone else out there” but that whatever he did in that particular circumstance became “a double-edged sword.” “I've got my client franchise over here that I'm trying to protect and do what they want,” he explained. “I've got my equity shareholder base over here that I've got a fiduciary responsibility to protect at all costs. We are trying to do what's best for both sides of this equation all the time. Clearly, novating everything instantaneously was best for my client base, because they were going to love me. Right? They could call instantaneously and know they could get rid of 100 percent of their credit risk. My shareholders over here would have said, ‘You're fucking crazy. Why are you guys taking credit risk without making money?' See, when I take credit risk from a normal client, they're paying me a bid/offer spread. When you're novating, you're stepping into someone else's shoes. You get paid no money to do that. So that's why you usually do it when it just nets you down and offsets, because you've made your money on the other side of the trade. So my shareholders on this side and my employees would be going, ‘Why are we taking all this credit risk?' So you balance the client needs versus the firm's needs and the shareholders' needs. And that's never, never a simple equation.”

(Soon after Boyd's Fortune article appeared on March 28 with the news of Goldman's e-mail to Bass, a Goldman Sachs spokesman disputed the implication that Goldman had stopped acting as counterparty for Bear Stearns and therefore had helped fuel the firm's liquidity problems. “We received a request to novate the trade [from Bass] late in the day on Tuesday, March 11, escalated it for a decision consistent with our normal procedures when an increase in credit exposure is requested, and agreed to the novation the next morning,” Goldman said. The firm further criticized Boyd for telling only half the story—that Goldman had refused the trade—and not that Goldman had accepted it the next morning, albeit at a higher cost of execution.)

The rumor quickly spread in the hedge fund community that Goldman Sachs was finished with Bear Stearns. The damage to Bear in the marketplace was substantial. “That was just one of many e-mails,” said Paul Friedman. “There were internal memos at Goldman. There were internal memos at Credit Suisse. There were internal memos at JPMorgan. Various flavors of how to deal or not to deal with give-ups generally, assignments generally, or Bear generally. Everybody was trying to figure out, in fairness, what to do with the assignments that they were getting…. By Tuesday afternoon, they were starting to increase. In fairness, the credit default swaps assignment process is extremely manual. It's extremely cumbersome. Firms didn't really have a handle on what their risk was to us, let alone what to do with new assignments of trades coming in over the transom. For a firm to put the brakes on dealing with us—if I were the credit guys, was it done for the right reason? I don't know, but it doesn't surprise me. We were putting out fires every day, all day every day, for firms that wouldn't take assignments, or wouldn't take our name in the foreign exchange markets, or wherever, either localized within departments or at the corporate level. I'd have done the same thing.”

At least two major hedge funds began pulling their cash from the firm. “The prime brokerage withdrawals began in earnest that Tuesday night,” Boyd explained. “I think the two big funds that kicked it all off were Renaissance Technologies—Jim Simons's $30 billion fund. I had two or three people tell me that he pulled, and I think he had $20 billion [at Bear]—and I think Highbridge did, too.” (Since September 2004, JPMorgan Chase has controlled Highbridge Capital Management, a hedge fund with around $35 billion in capital.) To be sure, the cash was theirs and they were entitled to it at any moment, and this cash was not to be confused with Bear's own corporate cash, which was in a separate, segregated account.

“The thing about prime brokerage withdrawals,” Boyd explained, “is if I put in my withdrawal request at 9:00 A.M., that cash is back to me, wherever I want it, by 4:00 P.M. the latest. Wired, okay? It's not like there's a lot of room for negotiation. If a guy's got a $10 billion account with you, you've got to get him $10 billion in assets. Whether it's his five-year position, or his IBM stock, or his cash account, or whatever, it's got to get to him. Now, obviously, what Bear Stearns had done, and every Wall Street firm has done—they don't like you to know it too much—is the securities that were on account there that are held in margin accounts, the hedge fund accounts, they rehypothecated those, so they used those to borrow more money.” To meet the requests of its hedge fund clients for their money, Bear had the stark choice of liquidating some of the assets it had bought with their cash or using some of the firm's own cash. This was very troubling indeed. “I remember Tuesday morning, we were in management committee, and Bruce Lisman got a call, and when he finished he told the committee that Renaissance moved out all the rest of their remaining prime brokerage business,” recalled Steve Begleiter, the head of corporate strategy, a forty-six-year-old Haverford College graduate and, since 2002, a member of the firm's management and compensation committee. “That was a particularly chilling moment because they had been such a long-standing, loyal and significant client. For me, that really crystallized the seriousness of the client flight we were experiencing.”

On one side of the ledger, Bear clients were withdrawing cash as fast as they could. But something equally catastrophic was happening on the other side of the ledger.
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