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Introduction

The Great Credit Bubble

Where did the money come from? Where did it go? How was this allowed to happen? Who is to blame? These are the key questions surrounding the credit crunch that has engulfed the “global financial” system.

The answer, in part, is that there wasn’t anywhere near as much money as there seemed to be. And because it didn’t exist in the first place, the money hasn’t gone anywhere. It was all an illusion, although the economic consequences of its disappearance turned out to be very real indeed.

As to how it was allowed to happen and who is to blame, in a sense the honest reply is that we all allowed it to happen, and we’re all to blame, either as active accomplices or complicit bystanders. Society as a whole made a collective, unconscious decision to allow the banking system to grow unchecked because the tangible benefits that seemed to accrue from unbridled capitalism outweighed the intangible hazards that might accompany this dangerous test of capitalism’s limits.

Consider an analogous bit of history. In nineteenth-century Britain, physicians finally began to understand human physiology,  working out the body’s geography by mapping veins and arteries, dissecting eyes and hearts, and manipulating bones and joints. The new knowledge promised to usher in a period of unprecedented medical advancement.

Religious beliefs and general distaste, however, meant that few people would send the corpses of deceased relatives to the gurneys of surgeons with eager scalpels. After all, how could a dismembered body pass through the gates of heaven? Surgeons instead dissected the bodies of executed criminals, who lost dominion over their body parts’ destination upon conviction.

But—even fueled by the era’s commonplace executions—supply was insufficient to meet demand. A shadowy secondary market in cadavers developed; those who died in a hospital and weren’t quickly claimed by their loved ones moved from mortuaries to teaching hospitals, sold by undertakers and bought by physicians. Even those claimed by family and properly buried could be dug up and sold to satiate the needs of the anatomists.

The authorities—both legal and medical—turned a blind eye to the practice of grave robbing, while the general public remained ignorant about how doctors were getting smarter. For society as a whole, it was a win-win situation—until a pair of entrepreneurs called William Burke and William Hare decided to circumvent the waiting time demanded by nature, started murdering for profit, and brought the whole grisly, underhanded process into the open.

A similar conspiracy of vested interests caused the credit crunch. Any banker, trader, investor, or economist asked to invent the perfect financial market environment for creating global wealth beyond the wildest dreams of avarice would have come up with a list of conditions similar to those that prevailed for a decade.

Like those of Burke and Hare, these good times have ended with an almighty bang, not a whimper, wiping out the nest eggs of millions of workers by destroying stock market values around the world, undermining ordinary savers’ confidence in the safety of the banking  system, and exposing deep fault lines in the philosophy of capitalism. The financial community, through a deadly combination of greed and hubris, fouled its own sandpit. The era of munificent money-making conditions—regulation and oversight so gentle as to be almost invisible, ever-faster data and information flows, freely available credit at super-low interest rates, unprecedented access to investors all around the world, and oil-enriched buyers of any investment yielding north of zero—is over.

The global financial authorities—the elected politicians who decree the legal framework within which finance operates; the unelected central banks charged with tending the economy; the regulators responsible for creating and enforcing safety rules; the money managers entrusted with nurturing the future incomes of widows, orphans, and hordes of other savers; and the people paying themselves millions of dollars to run the investment banks—all looked the other way. They operated under the belief that the monetary benefits accruing to society from incessant, unprecedented, and essentially unregulated growth in the securities industry more than outweighed any of the attendant risks.

In the United States the rising economic tide was seen to lift all boats, underlining the political triumph of capitalism over socialism and communism. In Europe, increased prosperity helped cement the decades-old dream of a common currency, binding nations closely enough to nullify the nagging conflicts that gave rise to two world wars, with the United Kingdom playing a supporting role as the unofficial treasurer to its continental, euro-embracing neighbors, even as it clung stubbornly to its own currency. And across swathes of Asia, globalization and growing international trade helped fund the transition from agrarian to manufacturing economies, with governments offering compensatory affluence to avert discussions about democracy and voting systems, thereby blunting the risk of social unrest.

The list of credit crunch perpetrators is long. Realtors appraised houses at fictitious levels. Lenders granted mortgages to people who  couldn’t pay. Aspiring homeowners bought properties that they couldn’t afford, taking on debt burdens they couldn’t support. Frankenstein bankers cobbled together nasty parts of different markets, creating instruments they couldn’t value or control. Credit-rating companies stamped their highest seals of approval on nearly anything and everything that crossed their desks. Traders invented prices they couldn’t justify. Investors bought securities they didn’t understand. And there are thousands and thousands of fleas on the financial dog; armies of lawyers and accountants earned their livings during the past decade by pretending to scrutinize deals while getting paid for rubber-stamping transactions.

The people in the world of high finance aren’t stupid. For at least a decade, the finest graduates of universities all over the globe have been drawn to Wall Street and its counterparts in the world’s biggest cities. Little wonder, then, that market regulators struggled to either find or retain talented staff, when the rewards for jumping the fence and becoming a poacher rather than a gamekeeper were so rich. Investment banks and hedge funds became employment black holes, sucking in talent to the detriment of arguably more productive, clearly less lucrative, disciplines such as engineering and science.

The credit crunch wasn’t caused so much by a confederacy of dunces as by a silent conspiracy of the well rewarded. And most of the participants aren’t fraudsters (albeit with some notable exceptions), nor are they evil or malicious. But everyone involved collectively suspended disbelief, a mass self-induced myopia to the possibility that anything could go wrong, because the financial rewards for playing along were so compelling.

One of the simplest tricks in finance involves borrowing money at a low rate of interest, reinvesting it at a higher rate, and pocketing the difference. The easiest way to achieve this is to take out a short-term loan which, because it will be repaid quickly, typically offers a low interest rate. Then invest the proceeds in some longer-term  investment, which offers a higher payout because it locks away the money for a longer period.

When the initial loan falls due, the investor simply takes out a second loan to repay the first, then a third loan to repay the second, and so on until the longer-term investment project pays off and all debts are covered, plus a nice profit. Banks have always done this, taking in deposits from customers who get a low interest rate and instant access to their money, then lending that cash at higher rates to governments building tarmac roads and erecting bridges, and to companies building factories and buying equipment. The difference between rates is called the spread, and it’s a fundamental bank profit driver.

The credit crunch revealed that the financial community had made similar spread bets billions of times over, relying on short-term loans to make wildly speculative purchases of an array of increasingly complicated derivatives securities. The system didn’t have an alternative source of financing when short-term loans started to dry up amid concerns about liquidity and solvency, leaving investors with no way to cover their bets when derivative market investments lost value.

Since its inception, the derivatives market has echoed the fairground hawker’s call to “scream if you want to go faster.” Every time Microsoft Corporation upgrades its Excel spreadsheet software to accommodate more cells, rows, and columns, the structured finance world grafts yet more layers of complexity onto its inventions. Once investment banks found ways to decouple derivatives from underlying markets, constraints on how much product they could create and how big the bets could become disappeared, creating a new universe of virtual money.

Regulation failed to keep pace with those changes. None of the global economy’s health and safety inspectors showed up for work during the past decade. No one wanted to be responsible for slowing the output of the financial factory with pesky citations for violating the rules, let alone threaten parts of it with closure.

Central banks said it wasn’t their role to second guess when a bubble might be swelling and not their place to do anything except clean up the mess a puncture might cause. Regulators left some areas, such as the over-the-counter derivatives that aren’t listed on any exchange, to their own devices. Others became the province of credit-rating companies, which made money in defiance of the inherent conflict of interest.

All these market overseers convinced themselves that credit derivatives were a neat way to slice and dice markets into separate components with greater or lesser chances of losing money, which could then be distributed more evenly and safely through the financial system to those with the appropriate risk appetite. Market overseers, though, missed the trick: the derivatives desks at major banks invented bets that had never existed before, creating risk out of thin air rather than simply refining and redistributing existing exposures.

While the current crisis is unprecedented in its scale, it is untrue to say that nobody saw it coming. Plenty of market commentators screamed from the rooftops about the trouble ahead, warning that the clothing worn by the emperors of finance was threadbare at best and likely to unravel in a storm. Shouting that the king was in the nude was a thankless and futile exercise, though, while market liquidity was flowing freely; as billionaire investor Warren Buffett said, it is only when the tide goes out that the world learns who has been swimming naked. None of the participants had any incentive to check whether their Speedos were slipping during the boom times.

Capitalism will always overreach itself, which goes a long way toward explaining why it is such a successful economic motivator. It rewards those who put their reputations and money on the line. Typically, the bigger the gamble, the bigger the potential gain. But even laissez-faire capitalism should punish mistakes, and that essential constraint disappeared during the go-go years.

It is almost impossible for the average person to comprehend just how much money finance professionals paid themselves during  the boom times. In the investment banking world, a base salary of $100,000 is walking-around money, the loose change used to pay for incidentals. The real prize comes in the bonus. While mere mortals focus on the left-hand side of their pay slips, hoping to turn $35,000 into $37,000 or $64,000 into $69,000, the masters of the financial universe are much more interested in the right-hand side of the number, trying to add the zeroes that augment $100,000 with a bonus of $1,000,000 or $10,000,000.

No wonder investment bank brass spent zero time trying to understand how their employees were actually generating quarterly profit numbers. Asking questions about what kinds of risks employees were running might have produced unwelcome answers, imperiling those lovely bonus payments.

U.S. President Barack Obama was spot on when he called those payments “the height of irresponsibility. It is shameful.” In his subsequent request, though, for “the folks on Wall Street who are asking for help to show some restraint and show some discipline and show some sense of responsibility,” he may as well have been speaking in tongues. Restraint, discipline, and responsibility have not been part of the financial world’s lexicon for years.

A January 2009 report by the New York State comptroller estimated that, even in the eye of the credit-crunch hurricane in 2008, Wall Street firms paid themselves $18.4 billion in bonuses while passing their begging bowls among U.S. taxpayers. John Thain, in his final year as head of Merrill Lynch before Bank of America bought that firm and jettisoned Thain, signed off on a $1.2 million office refurbishment package that included $87,000 for rugs and more than $35,000 for a commode on legs. (Thain ultimately agreed to repay costs out of his own pocket.)

The bankers alone aren’t to blame, of course, any more than the grave robbers of the nineteenth century were solely responsible for the medical profession’s sourcing strategies. As a whole, the financial community “behaved as if untethered by any moral or social accountability,” according to Tim Price, the investment director at PFP Wealth  Management in London. “Just when capitalism seemed to have won the global battle for consumer hearts and minds, its venal banking sector had sown the seeds for its own destruction and replacement by a newly resurgent spirit of socialism and protectionism.”

In the latter part of the twentieth century, it was Milton Friedman, rather than John Maynard Keynes, who shaped the economic policies of Western governments. The twenty-first century will show that, while capitalism triumphed in the battle against socialism, it may not have won the war.




ONE

Bubbles Are for Bathtubs

The Real Estate Boom

 

 

 

Everything’s inflated, like a tire on a car. Well, the man came and took my Chevy back, I’m glad I hid my old guitar.

—BOB DYLAN, “MONEY BLUES”

 

 

 

IN 2005, JAMIE WESTENHISER, Playboy Enterprises’ Playmate of the Month for May of that year, announced that her disrobing days were over. With housing prices near her home in Fort Lauderdale, Florida, up 105 percent in the previous five years, the then-23-year-old model told the magazine she was quitting the skin game for a career in real estate. The Playboy Bunny swapped a profession specializing in artificially inflated assets for a career focused on, well, artificially inflated assets. Westenhiser made her move just as U.S. housing reached its least affordable level in the five years since the National Association of Realtors began tracking median home prices against incomes.

The seeds of the global credit crunch were sowed in the housing market. It was fertile ground, nourished by a booming economy and watered by a misguided belief that the good times would never end and housing prices would never fall. All of the credit crunch villains played a role in inflating the real estate bubble, including ordinary people borrowing beyond their means to buy their dream properties or simply gamble for profit, market regulators averting their eyes from the growing pile of unsafe mortgages, and investment bankers who were able to weave ordinary home loans into complex financial products to be bought and sold all around the world.

 FIGURE1.1 U.S Home Ownership (Percentage of population)

Source: Bloomberg, U.S Census Bureau data
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Suspending Disbelief 

Houses and apartments, typically slow to build, sometimes hard to sell, and easily the most expensive purchases most people ever make, were once considered a long-term commitment. Buyers needed verifiable incomes and good credit scores to get mortgages. In this market, however, it became akin to sacrilege to admit that some consumers couldn’t handle a mortgage. Banks loved the possibility of writing and packaging more mortgages—and earning the attendant fees. Investors were eager to buy those mortgages. Politicians loved the idea of poorer constituents getting a foothold in the housing market, making for more stable communities—and potentially more winnable votes.

The housing market became a Ponzi scheme, where the cash from the new entrants was passed up the pyramid to give the illusion of rising profits. That worked when prices were rising, but proved disastrous when values started to subside, a slide that triggered the credit crunch. Banks lent money against a backdrop of rising housing values, so people felt as if they were better off. In truth, though, the churning market created little real wealth. The foundations of the housing boom crumbled easily because they were made of borrowed money.

To maintain the charade, the market needed a strong supply of new prospective homeowners—ideally, ones who would suspend  any disbelief in forever-increasing home values. In the 1980s, about 64 percent of Americans owned their own homes, according to figures collected by the U.S. Census Bureau. As mortgages became more freely available, that percentage jumped to about 69 percent by the middle of 2004—a large jump, given how stable homeownership figures had been for decades, and one that probably incorporated the most marginally qualified buyers. It stuck there for the following three years, then slipped to 68 percent in 2007 and 2008 as the housing market collapsed.

Many of those latecomers would never have qualified for a mortgage under normal circumstances. But because the people at every link in the housing chain had a stake in keeping the music playing for as long as possible, the hindmost were welcomed into the homeowning fold, where membership qualifications grew more and more lax. These changing credit standards formed the “credit” side of the credit crunch.




Bubbles Are for Bathtubs 

The financial bubble that grew up around the U.S. housing market also needed experienced buyers to suspend their powers of reason and adopt the belief that housing prices would continue ever upward. “Bubbles are for bathtubs,” was the marketing message at http://www.condoflip.com, a Web site exhorting Americans to jump on the get-rich bandwagon by “flipping” properties. Some bought and sold existing homes; others went so far as buying developer-planned condominiums, then selling them to the next speculator, at a profit, before construction crews even broke ground.

Poor stock market returns also stoked increased appetite for American real estate. The Nasdaq Composite Index lost almost half its value from March to December of 2000. A wave of accounting scandals followed that slump, engulfing companies such as Enron  Corporation and WorldCom, and undermining investor confidence in the veracity of company earnings. From a peak of 5,132 points in March 2000, the Nasdaq index tumbled more than 70 percent in the next three years.

Many investors were disappointed by the stock market; to them, real estate looked like a better place to invest a nest egg. That helped explain why U.S. housing prices were climbing at an annual pace of 12.5 percent by the first quarter of 2005, according to the Office of Federal Housing Enterprise Oversight. The housing market had already seen an annualized gain of 11.9 percent in the previous three months and 13.4 percent in the third quarter of 2004.

For the housing pyramid to stay upright, every new owner had to believe that housing prices would continue to rise indefinitely. But the global housing market’s history shows very clearly that housing bubbles don’t deflate—they burst. There is plenty of evidence, too, to suggest that bursting real estate values can often wreak economic chaos.

Thomas Helbling, deputy chief of the world economic studies division at the International Monetary Fund in Washington, DC, scrutinized the housing market histories of fourteen industrialized nations for the period from 1970 to 2002, finding seventy-five home-price cycles. Bull housing markets typically lasted a bit less than three years, he found, with prices climbing by a cumulative, inflation-adjusted 11 percent. Bear housing markets were about one year long and decreased prices by about 6 percent, his study found.

In more extreme times, which Helbling felt defined 25 percent of the cycles, boom times lasted for about four years and brought an average increase in housing values of 32 percent. Housing market busts also persisted for about four years, with prices declining by an average of 27 percent. Helbling presented his findings at the IMF’s October 2003 conference on Real Estate Indicators and Financial Stability.

There was no question that what was happening in the U.S. counted as an extreme boom, according to Helbling’s measurements.  The average price of a U.S. single-family home more than doubled between the beginning of 1989 and June 2003, climbing to $229,000 from $113,000, according to figures compiled by the National Association of Realtors. Housing prices then gained an additional 20 percent, peaking at an average of $278,000 by June 2007. According to Helbling’s analysis, real estate professionals should by then have been braced for a four-year bust, one that would erase housing values by about a quarter.

The housing market, moreover, was deeply integrated with the wider economy, and historical evidence shows the power of slumping property values to wreck the economy. “Housing price busts in industrial countries were associated with substantial negative output gaps, as real gross domestic product growth decreases noticeably,” Helbling wrote in his study. “On average, the output level three years after the beginning of a housing price bust was about 8 percent below the level that would have prevailed with the average growth rate during the three years up to the bust.” In other words, allowing housing prices to climb unchecked is a risky route to a prosperity that typically proves short-lived and results in a ferocious hangover.

Some commentators began to get nervous about how the most recent bubble’s endgame might look. In 2005, Yale University economist Robert J. Shiller updated his prescient 2000 stock market book Irrational Exuberance, adding a new section on the housing market. He told the New York Times in August of that year that U.S. housing prices might decline by as much as 40 percent in the next generation. Shiller dug into price data back to the late 1800s to conclude that a period of declining prices followed every boom.

David Rosenberg, then chief economist for North America at Merrill Lynch in New York, concluded in an August 2005 research report that U.S. houses for first-time buyers were at their least affordable since the third quarter of 1989, when rising energy prices and higher Federal Reserve interest rates had last coincided with a bursting bubble. History, moreover, taught a hard lesson about what  might come next. In his report he wrote that, in 1989, “new home sales plunged 20 percent in the ensuing year as demand responded to the affordability erosion.”

But these comments had little effect on central bank attitudes toward asset bubbles. Central bank philosophy remained strictly agnostic. Policy makers would deal with the aftershocks, if any, caused by bursting bubbles, but they would not target asset prices. They hadn’t tried to talk investors out of driving equity prices to untenable levels earlier in the decade, after all; Federal Reserve then-chairman Alan Greenspan declined to repeat his December 1996 comment that “irrational exuberance” (the origin of Shiller’s book title) might be a shaky foundation on which to build such gains.

Central bankers were not about to risk a backlash by trying to restrain real estate values, and so the most recent boom drew few official warnings. The nearest was a milquetoast comment from Greenspan in July 2005, who said he saw “signs of froth in some local markets.” Housing prices continued to rise unchecked.




Houses as ATMs 

Rising prices let consumers use their homes as gigantic cash machines, buying Chevrolet behemoths, wall-dominating high-definition plasma television screens, and every shiny toy Apple waved under their gadgetguzzling snouts. Savings accounts became as unfashionable as mullet haircuts as homeowners piled on debt, assuming that real estate prices would keep rising, allowing home equity to support the lifestyles to which they were quickly growing accustomed.

U.S. homeowners extracted a record $223 billion from rising real estate values in the second quarter of 2005, up from $134 billion in the year-earlier period and from just $77 billion in the second three months of 2000, according to estimates of net equity release compiled by the Federal Reserve. Almost 75 percent of the  mortgage refinancing in April, May, and June of 2005 was driven by homeowners looking for extra cash, not better mortgage terms, according to the U.S. government-sponsored mortgage company Freddie Mac.


Ninja Loans 

A brand of financial engineering known as securitization served as the crucial catalyst for new and refinanced mortgages. Mortgage companies were able to lend homebuyers money, then sell those mortgages to a third party—a big improvement over waiting 25 or 30 years for repayment, as banks do if they hold a mortgage. The third party, meanwhile, could buy loans from multiple mortgage companies, bundle them together, and sell them to investors, using monthly mortgage payments to fund regular interest payments to purchasers. The first bank then earned fees from originating and administrating the mortgage. This process was the kindling that made the credit crunch so incendiary.

Because mortgage companies could sell the loans they originated for cash, they stopped caring about what might happen to those loans in the future. They began to prioritize volume over quality, offering low teaser rates in the secure knowledge that eventual increases—and borrowers’ ability to pay them—would be someone else’s problem. The shift dismantled the historical relationship between lenders and borrowers, prompting the relaxation and then abandonment of mortgage lending standards.

No immediate, unsavory consequences resulted from imprudent lending, giving banks no incentive to guard against unwise policies. Reckless lenders earned more fee income than their competitors, making their businesses grow faster. Prudent lenders suffered in comparison and, in a rational response, followed their competitors in abandoning good practices.

Loans needing little or no proof of income from the borrower increased to $276 billion, or 46 percent, of all subprime mortgages  granted in 2006, up from just $30 billion in 2001, according to estimates made in 2007 by New York-based analysts at Credit Suisse Group. A 2006 study cited by the Mortgage Asset Research Institute showed that almost 60 percent of borrowers whose incomes weren’t checked overstated their earnings by at least 50 percent. No wonder they became known as “liar loans” or, more poetically, “Ninja loans,” to describe borrowers who had No Income, No Job or Assets. So-called negative amortization mortgages, where the monthly payments aren’t even enough to cover the interest on the loan and the accruing deficit is continuously added to the amount outstanding, are a particularly egregious example of how far some lenders were willing to bend over backwards to prevent an inability to pay from deterring potential customers.

Financial authorities did little to rein in housing prices or remind banks of basic lending standards, even as the bubble grew. Some market predictors did see the possibility of a collapse in U.S. housing prices. Merrill’s Rosenberg warned in August 2005 that he was “convinced that the housing market is ripe for a price correction.” As he predicted, “Bubbles usually end, not necessarily because of higher interest rates, but because you eventually reach a price point where the bids dry up. When you treat your rising home price as a bonus to be spent every year, and that source of so-called income dries up, so does your economic activity.” No one, however, who was in a position to puncture the housing bubble had anything to gain from seeing prices falter.

Central bankers, whose responsibility it was to snatch away the punchbowl whenever a party threatened to get too wild, had no interest in restraining the housing market. Higher housing prices helped restrain wage growth. Unearned capital increases on real estate replaced pay demands as the route many people took to participate in the booming U.S. and European economies. And while central banks professed a lack of faith in their ability to identify or deal with bubbles, they were united in their belief that higher wages  would unleash inflation. So the U.S. Federal Reserve, the European Central Bank, and the Bank of England occasionally commented on the risks of financial inebriation. Mostly, though, they just congratulated each other on hosting a swell economic party.

The Federal Reserve Board also contributed to the housing boom by keeping the cost of money too cheap for too long. Its official target rate, which sets the pace for consumer lending costs, was 6 percent at the beginning of 2001. By the end of that year, the U.S. central bank had slashed its policy rate to 1.75 percent, with further reductions driving it to 1 percent in the middle of 2003. In the decade preceding 2002, the Fed target rate had averaged 4.8 percent. From the beginning of 2002 until the end of 2004, however, it averaged just 1.4 percent, helping to fuel a borrowing binge.

And when the central bank did begin raising rates in the middle of 2004, mortgage lenders didn’t curtail their lending. Instead, they loosened their borrowing standards to maintain the deal flow.


Toxic Loans 

By then, the housing market was out of control and beginning to unravel. Problem loans, originated by lenders and passed on to investors through the securitization process, were starting to bear their toxic fruit, as borrowers defaulted or missed payments.

Mortgage companies were the first hit hard by the burgeoning crisis. The rapid demise of New Century Financial Corporation, based in Irvine, California, showed how unsafe the subprime mortgage business was, and how lenders depended on the oxygen of bank loans to stay alive.

New Century, which was founded in 1995, granted home loans worth $220 billion, becoming the second-biggest player in the subprime lending market. In February 2007, New Century told the authorities it was restating its financial results for the previous year, provoking the U.S. Justice Department to begin a criminal investigation of  New Century executives. In the following weeks, regulators in states including New York, New Jersey, and Massachusetts accused New Century of failing to deliver funds it had pledged to new customers.

New Century, of course, didn’t have the money to fulfill its promises. It had relied on selling its mortgages to investment banks and borrowing from its bank credit lines. As more and more of its existing subprime borrowers got into payment difficulties, investors were less interested in buying the mortgages, and bankers were unwilling to issue new loans. Together, they turned off the taps and shut New Century down.

The most astonishing aspect of New Century’s failing business model, revealed as part of its April 2007 bankruptcy petition, is how ferociously it treaded water in its final months, making a desperate effort to stay afloat. New Century granted loans worth $60 billion in 2006 alone—more than a quarter of all the business it ever undertook during its twelve-year lifespan—as it pumped out more and more loans it hoped to sell for repackaging, trying to keep the credit flowing.

Subprime lenders, who typically made loans to borrowers with sketchy credit, weren’t the only part of the mortgage market spinning out of control. A company called American Home Mortgage Investment Corporation specialized in alternative A mortgages. Alt-A, as it was called, was a catch-all classification for loans made to borrowers, such as self-employed workers, who didn’t meet the standards for “prime” classification, but didn’t score low enough to drop into the “subprime” category.

American Home Mortgage also relied on bank loans to stay in business. As the subprime infection spread and alt-A borrowers began missing mortgage payments, the company tried to buy time by telling its customers, in May 2007, that they could make monthly home loan payments using American Express credit cards. Three months later, American Home Mortgage also filed for bankruptcy protection.

Being in the mortgage business was like riding a bicycle: keep the wheels turning or fall off. New Century and American Home Mortgage were typical of the new breed of housing financiers. They focused on originating loans and then selling them, using the cash to finance more business. When those loans started to sour, the mortgage companies crashed to the ground. By the middle of 2007, more than fifty subprime lenders had either gone bust or tried to sell themselves to peers and rivals.

Mortgage companies weren’t the only ones threatened by the decaying housing market. Those toxic mortgages had spread far and wide throughout the global financial system. About a month after New Century disintegrated, the holes in the subprime mortgage market captured a banking victim. UBS AG, which was then the world’s biggest manager of other people’s money, announced in May 2007 that it was winding down its Dillon Read Capital Management LLC hedge fund unit after wrong-way bets on the mortgage market cost it about 150 million Swiss francs. “The area that gave us some trouble was the subprime space,” said John Costas, who had run the fund since June 2005 for UBS after four years as head of the bank’s securities unit.

The subprime contagion was metastasizing. It had moved from buyers using adjustable rate mortgages to purchase overpriced houses, to the brokers who provided subprime and alt-A mortgages, then moved on to investment bankers who packed multiple mortgages into virtual boxes, forming investments called credit derivatives. They persuaded Moody’s Investors Service and Standard & Poor’s to give the boxes AAA credit ratings, then sold those boxes to investors who didn’t care what their box contained, so long as the monthly statements looked healthy and returns to investors continued to rise.

When mortgage rates adjusted, homebuyers realized that they couldn’t afford their new payments. Worse, the value of their homes had dropped too far to allow them to negotiate new loans. They stopped making payments. Investors, no longer certain of getting  their money back, began to care very much what their boxes contained. By then however, it was too late. Companies that had invested in subprime mortgage-backed securities saw earnings and share prices drop, and heads began to roll.




A Crunch Heard ’Round the World 

Even during its inception, the credit boom that became a crunch was a global phenomenon. It wasn’t just American mortgages that were repackaged and sold around the world, nor was the United States the only nation caught in the grip of a mania for bricks and mortar. If anything, Americans were a bit behind the times, given what had happened elsewhere, and could have learned valuable lessons from the riches-to-rags experiences of other nations.

In Australia, for example, 2000 saw an 8.3 percent average annual increase in housing prices. A year later, that pace accelerated to more than 11 percent. In 2002 and 2003, Australians could count on their homes becoming at least 17 percent more valuable every quarter. The Australian central bank responded by raising interest rates, pushing its key overnight rate half a point higher to 4.75 percent in 2002, to 5.25 percent by the end of 2003, and to 5.5 percent in early 2005, a tacit recognition that policy had been too lax for too long.

As those higher borrowing costs drove up mortgage payments, Australia’s housing market rapidly cooled. Prices grew 12.6 percent in the second quarter of 2004, 8.2 percent in the third, and 2.7 percent in the final three months of the year. In the first quarter of 2005, they rose just 0.4 percent. The lesson was clear: housing prices did not have to climb inexorably.

The U.K. housing market provided the scariest horror story, illustrating one among the many bad things that can happen when a supercharged housing market comes off the rails. The average price of a London property almost doubled in the four years before the  second quarter of 1989, climbing to £97,667, according to figures compiled by the mortgage lender Nationwide Building Society. Londoners who bought property in mid-1979 nearly quadrupled their money in ten years, twice the return they could have gotten from U.K. stocks.

Across the United Kingdom housing prices enjoyed a similar though less dramatic surge, with the average value climbing to a bit more than £62,000 by the middle of 1989, up from £34,700 four years earlier and £19,075 in 1979. If bragging about home values at dinner parties had been an Olympic sport, Britons would have topped the medal tally.

As in the United States poor stock market returns helped fuel rising home prices. A stock market collapse in 1987 had helped inflate property prices. In October and November of that year, the Financial Times-Stock Exchange 100 Index of leading U.K. stocks plummeted, losing more than a third of its value in less than five weeks. British property started to look like a much safer place than the equity market to squirrel away retirement cash.

The downturn, when it arrived, was devastating. By the end of 1992, the average London property was worth less than £67,000, according to Nationwide’s figures, a drop of more than a third. Nationally, property prices slumped by about 24 percent from the middle of 1989 to the end of 1992, leaving many people underwater, owing more to their mortgage lenders than their houses were worth.

Surging interest rates and rising unemployment fueled price slumps. The United Kingdom doubled its benchmark lending rate to 15 percent in October 1989, from as low as 7.5 percent in May 1988. Even by the middle of 1992, the official policy rate was still as high as 10 percent. From 1986 to 1990, the U.K. unemployment rate had halved, reaching as low as 5.2 percent in April 1990. It took less than two years to climb back near double figures, reaching 9.9 percent by December 1992.

Ripple effects took a severe toll on the broader economy. U.K. monthly retail sales enjoyed average annual growth of 6.4 percent in 1988. Sales growth slumped to an average 2 percent in 1989. In 1991, purchases declined in every month except November, posting an average fall of 1.4 percent. Retailers eked out a rally of just 0.8 percent in 1992.




Bonfire Kindling 

All around the world, then, housing booms generated unprecedented demand for new loans. Lax oversight meant borrowers could have poorer credit and less proof of earnings than in the past. Securitization gave lenders a way to swiftly earn fees, sell loans, and move on to the next borrower. And central banks basked in the glow of a hot, vibrant economy without any sign that inflation might spoil the good times. Just as shoeshine boys who offered stock tips telegraphed the equity market peak before the Great Crash of 1929, a stripper signaled the top of the U.S. housing market in the middle of this decade by ditching photo shoots for real estate.

Wall Street had a growing pile of mortgages to use as kindling. It was time to build a financial bonfire.




TWO

Unsafe at Any Rating

CDOs and the Companies That Judged Them

 

 

 

The range of derivatives contracts is limited only by the imagination of man or sometimes, so it seems, madmen.

—BILLIONAIRE INVESTOR WARREN BUFFETT
 IN THE 2003 EDITION OF HIS ANNUAL LETTER TO
 SHAREHOLDERS OF BERKSHIRE HATHAWAY

IT IS NO COINCIDENCE THAT IN 2006, at the same time that the U.S. housing market rocketed, the global derivatives market grew at the fastest pace on record. The total amount outstanding climbed by an unprecedented 40 percent to an incredible $415 trillion, according to figures compiled by the Bank for International Settlements.



Derivatives created the conduit through which a flood of unsafe mortgages—created in the promiscuous housing boom—flowed out into every nook and cranny of the investment universe, like time-release poisons. The market for derivative securities boomed as investors, including typically conservative buyers such as pension funds, threw caution to the wind and purchased ever-more complex structures. The promise of benchmark-beating returns, they hoped, would head off the threat that hedge funds would steal clients by offering better profits.

 FIGURE 2.1 Grading the Derivates Boom

Source: Bloomberg

[image: 003]

Almost all the explosive derivatives growth was in investments called over-the-counter securities, to distinguish them from products listed on and regulated by exchanges. Investment banks resisted any effort to introduce common templates and shift the growing derivatives business onto the exchanges because they could charge more for tailor-made, individual contracts. Private deals also attracted less scrutiny than exchange-traded products, with their higher public visibility. If sunlight is the best antiseptic, derivatives were more akin to mushrooms, grown most profitably in the dark.

Among the new derivatives, collateralized-debt obligations (C DOs) were particularly hot. To make a CDO, bankers bundle together a package of other kinds of securities, such as corporate bonds, asset-backed securities (ABSs), or credit-default swaps (CDSs), that are tied to company creditworthiness or mortgage performance. By carving the resulting collections into slices of differing quality, the creators can make the riskiest portions absorb any losses on the underlying assets first, thereby cushioning the higher-rated slices.

As with nearly every other investment vehicle, CDOs were designed to reward investors according to the amount of risk they took. Those who bought lower-risk securities typically earned a smaller rate of return from successful investments than did those who took bigger risks, who received either a larger payoff if the investment performed well, or nothing at all if the investment failed. Trouble was, no one had a clear idea of just how risky any given slice was, or any sense of how to quantify and value that risk.

In the same way that Liverpudlians disguise overripe meat and vegetables by cooking them to mush in a stew called scouse, investment banks, ratings companies, and plain old market peer pressure turned the investments inside most CDOs from inedible chunks of the financial markets into bite-size morsels palatable to pension fund  trustees. No pension fund—and only a few other investors—would buy a structured transaction whose worth depends on what happens to the stock market and company creditworthiness, which way commodity prices go, and whether the wind blows on a Sunday. They did, however, happily purchase CDOs that offered strong credit ratings and the promise of top-flight returns.

CDOs also allowed fund managers to circumvent investment rules as they chased higher yields. In September 2004, for example, Caisse des Depots et Consignations, which was then France’s biggest financial institution, created a four-part CDO worth €70 million. Though the CDO was marketed as a debt instrument, purchasers in essence made a complicated bet on the creditworthiness and stock prices of a basket of companies. Fund managers who were only allowed to buy bonds could use CDOs to make stock market bets without breaching fund rules.

Wall Street was finding ways to corral just about every kind of financial gamble into bond-like products, which found a much wider audience than would highly speculative investments sold directly, as stand-alone bets. Investors who would never have lent money to homebuyers with poor credit ended up owning bad mortgages.

CDO buyers didn’t know how many CDOs depended on subprime mortgages because they paid no attention to examining the ingredients that had been boiled together to brew the CDOs they acquired. Instead, they relied on a series of assessments known as credit ratings, designed to give an at-a-glance picture of a security’s relative risk. The best-rated securities are considered most likely to repay lenders; the worst typically offer the possibility of higher yields, but are less likely to repay investors.




Collusion and Conflict 

Three companies dominate the credit-rating business: Moody’s Investors Service, Standard and Poor’s, and Fitch Ratings. Provided one  of these three ratings companies described an investment as worthy of an AAA grade, the highest possible, most CDO investors could close their eyes and buy. They didn’t even have to understand how ratings companies had reached their conclusions, or worry whether the mathematical models used truly incorporated all possible risk.

Buying a top-rated CDO was, in theory, as safe as lending to the U.S. government by buying Treasury bonds. In theory. “For investors, a triple A rating became the stamp of approval that said this investment is safe,” said Henry Waxman, chairman of the U.S. House of Representatives Committee on Oversight and Government Reform, in his opening statement for the October 2008 hearing, Credit Rating Agencies and the Financial Crisis. “And for Wall Street’s investment banks, a triple A rating became the independent validation that turned a pool of risky home loans into a financial goldmine.”

By relying on ratings, both buyers and sellers relinquished responsibility for doing any due diligence on what was bought and sold in the credit boom. At the time, due diligence wasn’t a high priority for anyone in the food chain that produced and consumed CDOs. The banks, which wanted to make the new specials on the menu as toothsome as possible, paid ratings companies for their services. You wouldn’t trust a restaurant that paid for its Zagat Survey rating. Investors, however, didn’t view CDO ratings with similar distaste. Credit ratings allowed them to buy investments—and pursue potential returns—that would have otherwise been forbidden to them, either by rules that allowed a fund to buy only bonds, or by the strictures of a typical investment fund, which disallow the purchase of unrated securities no matter how juicy the promised returns.

Buyer, seller, and middleman all benefited when a CDO secured a rating. Sellers found a ready market for even their most esoteric products, buyers could offer their clients turbocharged returns, and the credit-rating companies received a fee for blessing the transactions.

The conflict of interest was obvious. Gretchen Morgenson, writing for the New York Times in December 2008, summarized the issue with a quote from a Moody’s vice president, published in the Christian Science Monitor in 1957. “We obviously cannot ask payment for rating a bond,” Edmund Vogelius told the newspaper half a century ago. “To do so would attach a price to the process and we could not escape the charge, which would undoubtedly come, that our ratings are for sale.”

The higher the grade an investment receives, the wider the potential buying audience, because some funds have rules that insist on investments of a particular quality. If a CDO’s sellers didn’t like the initial verdict from one ratings company, they could threaten to take their business next door. Ongoing conversations between seller and endorser ensured that a CDO got the tweaks necessary for a desirable bond rating—and ensured that everyone involved in the process got paid. There was a frightening amount of collusion involved in assembling a CDO and getting it to market with an investor-impressing, sale-ensuring seal of approval.

Ratings companies’ importance surged as regulators sought to enshrine credit ratings in accounting and investment rules. The authority of ratings became unquestionable, provided that no one questioned their veracity. Moody’s, S&P, and Fitch appeared to be independent, impartial arbiters of creditworthiness, when they were really nothing of the sort.

“People view them as important and act on the basis of that understanding—even if it proves impossible for analysts to actually isolate the specific benefits the agencies generate for these market actors,” writes Timothy J. Sinclair, who teaches international political economy at the University of Warwick in England, in The New Masters of Capital: American Bond Rating Agencies and the Politics of Creditworthiness, published by Cornell University Press in 2005. “What is central to the status and consequentiality of rating agencies is what people believe about them and act on collectively, even if those beliefs are demonstrably false.”

In his book, Sinclair argues that the ratings companies began to supplant banks as the “gatekeepers” of capital. Previously, banks stood in the middle by accepting deposits and lending that money to borrowers. Both borrower and lender had a contractual relationship with the bank, rather than with each other. The growth of the securities markets diluted that relationship, in a process called disintermediation. “Judgments about who receives credit and who does not are no longer centralized in banks, as was the case in the past,” Sinclair writes. “Over the past decade, the liberalization of financial markets has made rating increasingly important as a form of private regulation.”

Market participants increasingly viewed credit ratings as discover-able, objective, universal truths, rather than subjective assessments based on incomplete information about what the future might hold. The feedback loop between CDO sellers and assayers, with everyone employing and even sharing the same mathematical assumptions and spreadsheet models, left no room for dissent—but lots of opportunity for participants to conspire.




Not-So-Crystal Balls 

For the game to work, everyone involved had to turn a blind eye to the less-than-stellar track record assembled by the ratings companies that assessed CDOs. And they did—until CDOs’ poor performance became impossible to ignore. Of the CDOs that started with AAA ratings in January 2002, 16 percent had lost that top grade by November 2004. Almost 14 percent of second-tier AA-rated securities were cut, and nearly 17 percent of CDOs with third-level, A-category ratings suffered a downgrade.

Those early CDOs, which typically contained vanilla corporate bonds, were hurt by a swift deterioration in average creditworthiness, combined with some hefty one-off defaults, including those of Enron  Corporation and WorldCom. Memories, though, proved short, and demand for CDOs soared as credit-rating cuts on corporate debt became rarer. (The economy was growing, and most companies had enough cash to cover their debts.) In 2004 and in Europe alone, Moody’s rated $56 billion in collateralized debt backed by default swaps. That was a 20 percent gain over the previous year, according to figures provided by the company at the start of 2005.

By 2006, the global derivatives printing presses were stamping out $503 billion of collateralized debt for the ratings companies to grade, up from $274 billion in the previous year and $144 billion in 2004. In April 2007, Moody’s announced a fourth-quarter profit increase of 20 percent, as revenue from rating structured finance transactions had leaped to $251.5 million, a 44 percent gain over the same period in 2006. Almost half of Moody’s total 2007 sales of $583 million came from its structured notes business, dwarfing the $115 million it made by analyzing company creditworthiness.

Risk appetites increased, and CDOs became even more exotic and complicated. Structured product specialists worked to broaden their appeal by tying CDO values to a broader range of underlying markets; some even created theoretical bets that were tied to abstract prices.

To grade these new financial instruments, ratings companies used methodology that was fatally flawed from the start. It was based on induction: the process of inferring a general law or principle from the observation of particular instances. But the particular instances the ratings companies chose did not incorporate the lessons of previous housing booms, nor the nonexistent histories of some new, theoretical bets. Instead, ratings companies used the brief price history of the derivatives market as a benchmark to assess its likely future price performance.

Consider just one example. In the final quarter of 2004, Barclays Capital sought buyers willing to invest for five years in $15 million worth of CDOs, all tied to the prices of fifteen commodities, including  precious metals such as gold, base metals such as copper, and energy commodities, including heating oil. Using derivatives called commodity trigger swaps, CDO buyers would make money—unless prices fell by 35 to 80 percent, depending on the commodity. S&P gave this transaction a “preliminary” AA assessment, placing the deal in the second-highest ratings band.

What kind of crystal ball let S&P judge the next 15 years of commodity prices with such certainty? The grading, the ratings company said in a November 2004 press release, was based on monthly price data since July 1973, used to run “the static portfolio through all the five-year periods covered by the data. For each five-year period, the number of triggers that would have been hit in the portfolio is determined. From this data, the historic probability distribution for the number of triggers is determined.”

In other words, CDO ratings for this and other transactions were reliable, as long as the future turned out to be identical to the past. A different future, however, could make these ratings wildly inaccurate. The meteoric rise in U.S. house prices, vastly lower mortgage lending requirements, and the ensuing effect on the U.S. and global economies proved a combination that the markets had not seen before—and thus could not accurately predict.

When investors began to understand that they had been misled by credit ratings, protests ensued. In February 2005, HSH Nordbank, a Hamburg-based lender, sued U.K. bank Barclays saying that $151 million of collateralized-debt obligations it bought in 2000 “if saleable at all, have become worth a very great deal less.” Pretrial documents included the allegation that Barclays had parked the money HSH put into its original purchase in a Barclays CDO issue called Taunton, which invested in a Barclays CDO named Flavius, which in turn took a stake in Barclays notes called Savannah II, which bought parts of two more CDO issues, Dorset and Tullas, created by (you guessed it) Barclays. (Investment bankers were getting better and better at recycling existing assets into new products.)

The collateralized debt that HSH purchased started life with ratings of AAA to BBB—all investment grade—from Fitch Ratings. By the time of the lawsuit, those ratings had deteriorated by at least nine levels, to between BBB- and CC. While an AAA security had an “exceptionally strong capacity for timely payment of financial commitments,” according to Fitch’s own definitions, the BBB- category was just one slip away from junk, while CC denoted “that default of some kind appears probable.”

In February 2005, Barclays and HSH issued a joint press statement saying they’d reached a settlement. The terms of the accord weren’t released; washing dirty CDO linen in public was a losing strategy for all concerned. The episode did make clear, though, that an AAA rating on a CDO was far from the seal of guaranteed quality it purported to be.

In May 2005, the derivatives market delivered a warning that anyone relying on mathematical models to predict the likely performance of structured credit investments during times of stress was asking for trouble. The warning, which most investors ignored, came from the auto industry.

Auto bonds were a useful source of collateral in the asset-backed debt market’s growth, because U.S. carmakers used public debt markets voraciously to finance their businesses. When General Motors Corporation and Ford Motor Company lost their investment-grade ratings in May 2005, the downgrades ignited aftershocks of dislocation in the structured credit market—though not in the way that the theory of collateralized debt had predicted. In the price convulsions that followed downgrades, junk-rated CDO slices that had been built in part from automaker debt gained in value, while top-rated portions declined. That was completely counterintuitive, and went against everything that mathematical modeling had suggested might happen.

That turmoil should have alerted investors to the risk that market stresses could trigger unpredicted behavior in the derivatives  arena. Nobody in finance, though, had any incentive to begin questioning the tools and techniques that were helping to make money for everybody in the CDO food chain. Most dismissed the episode as an aberration.




Risk—and Profits—from Thin Air 

The derivatives engineers were confident in their ability to build a product to cover every eventuality, and a model that purported to predict the likelihood of each occurrence. Worried about a change in interest rates? Derivatives could make those dangers disappear. Indifferent to interest rates, but concerned about the health of a particular company? No problem—we can tailor a derivative that lets you sleep at night. Want to bet that a bunch of companies are in better shape than the market thinks they are? Here’s an investment strategy customized to your particular paranoia and enthusiasm.

And derivative engineers weren’t the only true believers. Regulators also bought into the belief that derivatives models accurately reflected market possibilities. Both groups completely missed the derivatives market’s ability to fashion new risks out of nothing, allowing investors to send money on uncertain journeys purely for the fun of trying to make money—not to safeguard capital by alleviating a real, known hazard. The authorities convinced themselves that derivatives disseminated risk. Instead, buyers ran through a virtual fireworks factory, holding lighted blowtorches in each hand.

Credit-default swaps, for example, were created to let bondholders buy insurance against the possibility that a bond’s issuer—the company using a bond to borrow money—might fail to make its payments. It was a reasonable product, something like car insurance: in case of an accident, the insurer pays you the value of your wrecked auto, so you can buy new wheels and still drive to work.

The banking community, however, exploited the product to the extreme. Banks began selling more insurance policies than there were cars, in essence, and investors who couldn’t even drive began buying the contracts.

Suppose a company sold investors $100 million in bonds. Nothing prevented traders from basing $500 million of newly created credit-default swaps (CDSs) on those bonds, conjuring up five times as much risk as there really was.

A universe of virtual money blossomed into being. Bankers could print as many default swaps as they wanted, package them together into a CDO, and persuade investors to gamble on the creditworthiness of companies to which they hadn’t lent any money. It’s analogous to buying an insurance policy on a car you don’t own, then selling that policy for more than you paid to someone else—someone who doesn’t own a car either.

In the process, banks manufactured financial menace, rather than attempting to mitigate existing dangers. That became the principal activity hallmark of the derivatives industry, storing up trouble for the future.

The most egregious example of derivative market excess came with the invention of the Constant Proportion Debt Obligation, known as a CPDO. The idea had been knocking around for a few years—a July 2004 research note from Société Générale described a “Dynamic Portfolio Insurance” strategy that employed a similar approach—but it was the Dutch bank ABN Amro Holdings that first succeeded in harnessing the technique in a structure that clients would buy. In June 2006, ABN Amro issued a thirty-eight-page marketing brochure describing a security called “Surf—the First CPDO; a Breakthrough in Credit Investments.”

CPDOs were the credit derivatives market’s hottest alchemical method for transforming plumbous yield premiums into the gold of market-beating returns. The marketing literature and associated research reports suggested the newfangled securities were the holy grail of investing—heads you win, tails you don’t lose.

CPDOs were an abstract bet on the likelihood of defaults in the corporate bond market. With their values tied to credit-default swap indexes, the securities promised to deliver as much as two percentage points more than money market rates during their ten-year life spans. That was worth about 5.6 percent at the three-month money market rates that prevailed when CPDOs began attracting attention in November 2006. At the time, German government debt, deemed the safest fixed-income investments in the European markets, yielded just 3.7 percent annually. No wonder CPDOs looked irresistible to investors.

Those remarkable rates of return were made possible by the magic of derivatives, which leveraged the initial bet by a multiplier of 15. CPDOs were like gamblers at a casino, doubling up when bets go awry by shifting chips from the safety of the pile to the danger of the baize. These gamblers, moreover, had to produce only one chip for the house to let them bet the equivalent of fifteen chips.

The leverage turned average punters into high rollers with the potential for fantastic gains—and losses. When times were good and a CPDO looked set to meet its payment obligations, sponsoring investment banks could reduce their market bets. When times got tougher, banks increased those wagers in an effort to boost the security’s net asset value. Credit-rating companies issued CPDOs top ratings for both interest and principal payments.

In a famous financial market truism, everyone agrees there’s no such thing as a free lunch—until, that is, they think that they alone have spotted a buffet of risk-free profit. CPDOs were too good to be true; they had the whiff of a Nigerian banking scam, in which the sales director of the Democratic Republic of Derivatives offers a crack at millions of dollars hidden in an unexplored corner of the Republic in the form of Constant Proportion Debt Obligations, or CPDOs, based on nothing more than anonymous assurances of “your honesty and integrity for an Urgent Business Proposal in Confidence of the Strictest Nature.”




Dislocation’s Aftershocks 

By November 2007, Moody’s was telling investors it might cut the Aaa ratings on two of ABN’s CPDOs, along with five CPDOs and one swap contract initiated by Swiss investment bank UBS and rated between Aaa and Aa3.

One of the ABN CPDOs, called Chess III, had gone on sale in July 2007, its golden Aaa rating supporting its price: 100 percent of face value. Just four months later, it was worth about 41.5 percent of face value, according to ABN’s own prices. Put another way, investors who bought the €100 million ($147 million) in notes lost €58.5 million in just sixteen weeks. They might have done better in a Nigerian e-mail fraud.

In July 2008, Moody’s fired the head of its structured finance unit after finding that a computer error produced overly generous Aaa ratings on at least $4 billion of CPDOs. The Financial Times  reported that the mistake had inflated grades by as many as four levels. The life of the CPDO market was nasty, brutish, and short: the product survived for just one year.

As it turned out, buyers who trusted CPDO and CDO creators—and even the most sophisticated derivatives purchasers had to place some reliance on what sellers’ stress-testing models suggested about future valuations—misplaced their faith. Let down once by sellers, buyers were also betrayed by ratings companies. “It could be structured by cows and we would rate it,” S&P analyst Shannon Mooney told a colleague in April 2007 in an e-mail uncovered by a U.S. Congress committee in an October 2008 investigation into ratings companies’ role in the unfolding credit crisis.

By the middle of 2007, investors were asking how many beans make four in the CDO market. The answer, to their dismay, was three if you’re lucky, and fewer if you’re not. They had paid little attention to CDOs’ buried contents and were ignorant of the role their uninformed choices had played in underwriting the subprime mortgage surge.

The consequences continued to play out. In the second week of July 2007, Moody’s cut ratings on $5.2 billion in bonds backed by subprime home loans and put a further $5 billion in CDOs on review. S&P lowered its assessment of $6.39 billion in debt. It was the start of the CDO market’s unraveling.

The freewheeling mortgage market of 2006, when home buyers could borrow from lenders who had no economic reason to care whether the loans would be repaid, destroyed any ability the ratings companies had to predict likely delinquency or default rates on CDOs that were tied to the subprime mortgage market. Mehernosh Engineer, a London-based credit strategist at the French bank BNP Paribas, called on ratings companies to abandon the pretense. “Their models are basically unable to predict any ‘normal’ behavior due to this overriding fraud factor,” Engineer wrote in a research report published in July 2007. “The right thing for the rating agencies to do for the 2006 vintage would be to withdraw all ratings.”

The alphabet soup cooked up by the derivatives chefs—boil some CDOs, toss in a dash of ABS and a soupçon of CDS, season with CPDOs, and serve with a garnish of overly optimistic ratings—was sufficiently toxic to poison the entire financial system. Capitalism itself ended up looking sickly and anemic. Belatedly, investors discovered the truth of one of billionaire investor Warren Buffett’s aphorisms: unraveling a derivatives trade, the so-called Oracle of Omaha had said, was like trying to carry “a cat home by its tail.”

Wall Street had invented a machine that could recycle just about anything that generated a cash flow. It had a growing, reliable source of supply from the housing market, sufficient to keep the merry-go-round spinning. And shifts in both the investment banking culture and the investing landscape created a willing coalition of buyers and sellers.
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