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The FCIC

Created by the Fraud Enforcement and Recovery Act, May 2009
I 22 topics to examine; 10 commissioners; nearly $10 million budget; subpoena powers.
Staff of about 80

i Max of roughly 65 at any one time, including economists, lawyers, financial analysts, accountants,
journalists.

i Detaileesdrom Fed, SEC, OCC, FDIC, and other federal agencies.
Research and investigation
i Investigation teams conducted deep dives on individual institutions.
i Research team wrote 10 public papers prior to hearings and led production of the final report.
i All told, staff conducted more than 700 interviews and reviewed millions of documents.
A total of six hearings:
i Overview hearing (January 2010).
i Subprime lending, securitization, and GSEs (April 2010).
i The shadow banking system (May 2010).
i Credit rating agencies (June 2010).
I The role of derivatives (Juriluly 2010).
i Too big to fail (September 2010).
Also three expert forums (November 2008nuary 2010) and four regional hearings (September 2010).
Final report issued January 2011.
Final homefcic.law.stanford.edu




Exante stories of the crisis

Agreed: There was a bubble in housing which burst.

Story 1. The mortgage shock was large and pervasive enough to be the primary
cause of the crisis.

I A. The common shock of the bursting of the housing bubble created a solvency crisis in the
financial sector.

I B. Real side effects from the bursting of the housing bubble are the main (and possibly sole)
sources of the economic and financial crises.

Story 2: The collapse of the housing and mortgage markets triggered initial losses
among financial institutions, followed by liquidity runs, propagation of losses
throughout the system and contagion far beyond housmg

I Housing shock was not enough

I Contagion hurts firms and markets with little or no mortgage exposure

Additional Issue: Do crises just happen or was the crisis avoidable?

I Panic was set off by unique events, but panic cannot be predicted and sufficient panic will
always cause a crisis

I It was caused by human actions and was in some ways avoidable



THE HOUSING/MORTGAGE CRISIS



Housing Crisis: Subprime Mortgages

Subprime Mortgage Originations

In 2006, $600 billion of subprime loans were originated, most of which were securi-
tized. That year, subprime lending accounted for 23.5% of all mortgage originations.
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NOTE: Percent securitized is defined as subprime securities issued divided by originations in a given year,
In 2007, securities issued exceeded criginations.

SCURCE: Inside Mortgage Finance
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What should we have asked in 20057

Ab2d GKSasS ljdzSatdArzyay S 1
I Asset prices were high.
I Underwriting standards were falling.

I Securitization/shadow banking system were taking business
from banks.

i ¢CKS YIN]JSGO 46Fa GaYAALINAOAY3IE |
A Instead we should have asked:

I 'Who held the credit and liquidity risk?

I Did they understand the risk?

I Were they prepared to take the losses?
A2S 0SfASOSRX

I Securitization/shadow banking disperses risks.

I Private markets can take care of themselves.



Housing Crisis: What went wron

Residential Mortgage-Backed Securities
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Financial institut

as the ho

1. Originate RMBS

Lenders extend mortgages. including TRANCHES

subprime and Alt-A loans.
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2. Pool

Securities firms AAA
purchase these loans
and pool them.
First claim to cash flow
from principal & interest

payments...
3. Tranche
Residential mortgage-backed
securities are sold to
investors, giving them the
right to the principal and C',’:;fj

interest from the mortgages.
These securities are sold in
tranches, or slices. The flow
of cash determines the
rating of the securities, with
AAA tranches getting the
first cut of principal and
interest payments, then AA,
then A, and so on.

next...
etc.

vaged subprime, Alt-A and other mortga,

SENIOR
TRANCHES

MEZZANINE
TRANCHES
These tranches
were often
purchased by
CDOs.
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Borrowers

Due Diligence Process
Rating Agencies
Investors

Regulation / Supervision
Risk Management



Securitization

A Sophisticated market participants understood

that the mortgage securitization market was full
of froth

I Deals were sold before mortgages were even
identified
A But, not all the froth was visible

I Only 2% to 3% of the deals were sampled in some
cases

I Even of the small samples many failing loans were
RA&GO2OSNBR o0dzi a6l AQOSR A

I These facts were not disclosed to investors



Due Diligence

Rejected Loans Waived in by Selected Banks

From January 2006 through June 2007, Clayton rejected 28% of the mortgages
it reviewed. Of these, 39% were waived in anyway.

A B C D E
ACCEPTED REJECTED REJECTED REJECTED FINANCIAL
LOANS LOANS LOANS LOANS AFTER INSTITUTION
(Event 1 & 2)/  (Event 3)/ WAIVED IN BY WAIVERS  WAIVER RATE
Total pool of  Total pool of FINANCIAL (B-C) (C/B)
loans loans INSTITUTIONS
Financial Institution
Citigroup 58% 42% 13% 29% 31%
Credit Suisse 68 32 11 21 33
Deutsche 65 35 17 17 50
Goldman 74 23 7 16 29
JP Morgan 73 27 14 13 51
Lehman 74 26 10 16 37
Merrill J4TL 23 7 16 32
UBS 80 20 6 13 33
WaMu 73 27 8 19 29
Total Bank Sample 72% 28% 11% 17% 39%

NOTES: From Clayton Trending Reports. Numbers may not add due to rounding.
SOURCE: Clayton Holdings
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Selected Investors in CMLTI 2006-NC2

A wide variety of investors throughout the world purchased the securities in this
deal, including Fannie Mae, many international banks, SI'Vs and many CDOs.

Tranche  Original Balance  Original Selected Mnvestors
{MLLIONS) Rating'
Al $154.6 AAA 0.14%  Fanme Mae
A2-A $281.7 AAA 0.04%  Chase Security Lendings Asset

Management; 1 investment fund

- in China; 6 investment funds
= £ s $282.4 AAA 0.06%  Federal Home Loan Bank of Chi-
— cago: 3 banks in Germany, Italy
and France; 11 investment funds;
3 retail investors
A2-C $18.3 AAA 0.24% 2 banks in the U.S. and Germany
M-1 $39.3 AL+ 0.29% 1 investment fund and 2 banks in
Italy; Cheyne Finance Limited; 3
asset managers
M-2 $44 0 AA 0.31%  Parvest ABS Euribor: 4 asset
managers: 1 bank in China:
1CDO
- M3 $14.2 AA- 0.34% 2 CDOs: 1 asset manager
; . M4 $16.1 A+ 0.39%  1CDO:; 1 hedge fund
SIR ms $16.6 A 0.40% 2CDOs
= Y $10.9 A 0.46% 3CDOs
M-7 $9.9 BBB+ 0.70% 3CDOs
M-8 $8.5 BBeB 0.80% 2 CDOs: 1 bank
M-9 $11.8 BBB- 1.50% 5 CDOs; 2 asset managers
M-10 $13.7 BB+ 2.50% 3 CDOs: 1 asset manager
M-11 $10.9 BB 2.50% NA
CE $133 NR Citi and Capmark Fin Grp

F
™ P, R, Rx: Additional tranches entitled to specific payments

! Standard & Poor’s.

7 The yield is the rate on the one-manth London Interbank Offered Rate (LIBOR). an interbank lending
interest rate, plus the spread listed. For example. when the deal was issued, Fannie Mae would have
received the LIBOR rate of 5,32% plus 0.14% to gwo a total yield of 5.46%.

SOURCES: Citigroup: Standard & Poor's. FOIC calaulations
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Our sample deal as of September 201

A A total of 4,499 borrowers initially

A 1,917 had defaulted(mostiy Florida and
California)

A 729 had startedoan modifications

A Ofthe 1,715still activeloans, 579vere
seriously pastiue in their payments or
currently inforeclosure process.



Selected Investors in CMLTI 2006-NC2

A wide variety of investors throughout the world purchased the securities in this
deal, including Fannie Mae, many international banks, SI'Vs and many CDOs.

Tranche Spread’  Selected Mnvestors

0.14%  Fannie Mae

0.04%  Chase Security Lendings Asset

0.06%  Federal Home Loan Bank of Chi-
cago: 3 banks in Germany, Italy
and France; 11 investment funds;
3 retail investors

0.24% 2 banks in the U.S. and Germany

0.29% 1 investment fund and 2 banks in
Italy; Cheyne Finance Limited: 3
asset managers

0.31%  Parvest ABS Euribor: 4 asset
managers: 1 bank in China;

1000
M3 $14.2 AA: 0.34% 2 CDOs: 1 asset manager
s M4 $16.1 A+ 0.39% 1 CDO; 1 hedge fund
N M5 $16.6 A 0.40%  2CDOs
X $109 A 046% 3C0O0s
M-7 $9.9 BBB+  0.70% 3CDOs
M-8 $8.5 888 0.80% 2 CDOs: 1 bank
M-9 $11.8 BBB-  150% 5 CDOs; 2 asset managers
M-10 $13.7 B8+ 2.50% 3 CDOs: 1 asset manager
M-11 $10.9 L 250% NA
CE $13.3 NR Citi and Capmark Fin Grp

F
™ P, R, Rx: Additional tranches entitied to specific payments

! Standard & Poor’s.

7 The yield s the rate on the one-manth London Interbank Offered Rate (LIBOR). an interbank lending
interest rate, plus the spread listed. For example. when the deal was issued, Fannie Mae would have
received the LIBOR rate of 5,32% plus 0.14% to give 2 total yield of 5.46%.

SOURCES: Citigroup: Standard & Poor's. FOIC calaulations



Selected Investors in CMLTI 2006-NC2 . tradd
Collateralized Debt Obligations
A wide variety of investors throughout the world purchased the securities in this
deal, including Fannie Mae, many international banks, SI'Vs and many CDOs. CO”G((‘F(I”Z(‘d dl’bf Ong'GN'OHS (CDUS) are 3 cDo mnches
* < ! .
structured financial instruments that purchase

j_.:* ““g'_'..,'!_,:'.;"' m‘ ":‘ S and pool financial assets such as the riskier ig:lt';;gt:-backed
Al $154.6 AAA 0.14%  Fannie Mae tranches of various mortgage-backed securities. securities, the CDO
DA $281.7 MM TOOPRE. e Seni fy Londoge denet issues securities in
in China: 6 investment funds tranches that vary
£ s $282.4 AAA 0.06% Federal Home Loan Bank of Chi- based on their place in
:'a:’oF:r m 1".' Gennw'- ::zs . 1. Purchase the cash flow waterfall,
3 retail mvestors ‘ 3 s Low risk, low yield
A2-C $18.3 AAA 0.24% 2 banks in the U.S. and Germany The CDO manager and securities N e
M-1 $39.3 A+ 0.29% 1 inwestment fund and 2 banks in firm select and purchase assets.
Italy; Cheyne Finance Limited: 3 such as some of the lower-rated
S Manages tranches of mortgage-backed il
M-2 $44 .0 AA 0.31% PIMA?S Euribor: dqss.et securities. S o Ros =0 JJ’ \
1000 LIKR O . ‘ " First cai to cash flow from | '%
o m3 $14.2 AA: 0.34% /2 CDON1 asset manager — | pincipl & T_terest paymenis.. ¥
5, M $16.1 As 0.39% 1 CDO; 1\pedge fund N . /
ST $16.6 A 0.40f 2 CDOs New pool ™. S Am
= T $10.9 A 0.4 3 CDOs of RMBS &) |
W7 $9.9 BBB+ d% 3coos and other
w8 $8.5 BE8 2 CO0s: 1 bhnk securities
X $11.8 _Bee- 5 C0O0s; 2 AMA c?:,::,_
M-10 $13.7 B8+ 3C00s: 1 ,I
M1l $10.9 88 : - 2.Pool
L. $13.3 NR Wcmn Fin Grp — The CDO manager -
™ P,R, Rx: Additional tranches entitied to specific payments Tl and securities firm t AA
— pool various next..
! Standard & Poor's. /A assets in an oo
7 The yield is the rate on the one-manth London Interbank Offered Rate (LIBOR), an interbank lending : Y
interest rate, plus the spread listed. For example. when the deal was issued. Fannie Mae would have M attempt to get ﬁ
received the LIBOR rate of 5.32% plus 0.14% to gwe 2 total yield of 5.46% i /,‘ diversification
SOURCES: Chigrou: Standard & Poor's: FOIC calculations benefits. High risk, high yield
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Mezzanine risk Is recycled: MBS

A By 2005, CDOs were the dominant buyers of the
mezzanine tranches of mortgadpacked securities
(MBS)andthe mezzanine tranches of other CDOs.

A Market participants and industry experts said that by
HAnpX /5h&a 6SNB 0dz2 Ay 3
tranches (p. 130).



Mezzanine risk Is recycled: CDOs

MMore than 80% of mezzanine Share of ABS CDO mezzanine tranches
CDO tranches were inside other purchased by other ABS CDOs, 2003-2007
CDOs by 2006.

Aot including purchases by *

CDO manageiistending to :

put tranches into CDOs. ,'; |
AOnly a small portion of CDOs =
6 SNE -gquakedd ¢ Y S| y A
that 80%100% of their collateral _ i
was bonds issued by other CDOs..

ABUth)St'AA‘B,SCDOShad a22R&0Qa /5h RIGFola$S LINBGARSR G2 CJ
Y A TR : secu DOs gha origi toPgr 1998 and February
agdzO‘[S_uaZg ot Qgt@kﬂl g?KSUa YJfSn@CN:%IﬁCZSyW‘FN\EY (KS L
ratlng agencies. Typlca”y 10% to Enhanced Monitoring Service database.
15% of their collateral would be

bonds issued by other CDOs.
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The CDO machine

Aa2S (2ftR &2dz 1KSaS 02yRa ¢S
30 SLIISR dzLJ® {2 6S ONBIFIOSR |
I Joe Donovan, ABS CDO innovator, 20@2industry conference, p. 130

AGCKSNE Aa |y FgFdAg 20 2F Y
i Scott SimonPimcqg explaining A Y @eéci€idn to stop managing ABS

CDOs, at 2005industry conference, p. 190
AaG¢cKS gK2tS O2yOSLII 2F ! . { |/
I Pat Parkinson, FCIC interview, 2010, page 129



Those buying the equity tranches were
also shorting (correlation trading)

A This fact was not entirely appreciated by market
participants

A The market relied on those buying the equity
tranchesc the first loss pieceg for proper due
diligence since they would be the first to lose

A These buyers often made more money if they
deal performed badly

A Now, no one was conducting serious due
diligence



The role of hedge funds: FCIC Hedge Fund S

Survey of 170 hedge funds with $1.7 trillion in assets.

HedgeC dzy” Rvér€ge AUM by Quartile

B Top Quartile m Second Quartile m Third Quartile m Fourth Quartile

20

17.2

$ Billions

16

12

Source:FCIC survey of hedge funds
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$ Billions

The role of hedge funds: RMBS

Topv dzI NIIAf S | SR 3 SonglSiryftRdsiions dS NI 3
in NonAgency RMBS Tranches

m Long Equity m Short Mezzanine

Note. Manyof the long/short positions described in this graph occurred within the same hieshgoften as part otrading strategiesuch as the correlation tradé¥ ¢ 2 LJ
jdzt NIAfSQ NBEFSNR (2 GKS ljdzZ NIAES 2F KSR3IS FdzyRa ¢ A i KtoliwerSateld kaAdKeS atill consivededzy G 2 T
investmentgrade.

Source: FCIC survey of hedge funds
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$ Millions

The role of hedge funds: CDOs
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Source FCIC survey of hedfymds

In the second half of 2006, more than half of CDO equity tranches

¢
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CDS, Synthetic CDOs and Amplificatic

Al'5{ I'tft26SR I RRAUAZ2YVI W
I SyntheticCDOs created by Goldman referen@&d08
mortgagesecurities, somef them multiple times. For

example 610securities were referenced twic@nesingle
MBS tranche waeferenced in ningimes.

A CDS form the underlying assets/structures for synthetic
CDOs.

I Source of many of accusations of fraud,-si&éling, bad
behavior.

A Many of the supessenior positions were retained at
places like Merrill anditi.



AAA risk Is retained

A aLl ¢2dz RYyQu KIF@S 0SSy dzaS¥FdzZ F2NJ :

have got $2 trillion on the balance sheet of assets. | want to point out to you
0KSNE A& | 2yS Ay | oAttt AZ2ZY OKIYyOS
would not have been useful information, There is nothing I can do with_that,
0SOlIdzaS GKSNB Aa 0KIF O chekrsitce, B0 atK |
Chairman of Citigroup

Chance of a AAA CDO becoming impaired in five yeaiwigre: 10%
baz22Reé Qav

Chance of a AAA CDO becoming impaired in five yearspsist more than
20%

aSNNAEtEt /9h hQbSIFt aFAR KS KIFER y2i
supersenior tranches of the CDOs until summer of 2007. He had been under
0KS AYLINBAAAZY (-BackadassesshididssE h@dibeeyi 2 NI :
driven by demand: he had assumed that if there were no new customers,
there would be no new offerings.



The Housing Crisis: What was toxic?

Impaired Securities
Impairment of 2005-2007 vintage mortgage-backed securities (MBS) and CDOs as
of year-end 20089, by initial rating. A security is impaired when it is downgraded to
C or Ca, or when it suffers a principal loss.
IN BILLIONS OF DOLLARS
$1.000

[ Not impaired

800 - [ impaired i
600
400
200
o = —

Aaa Aa thru B Aaa Aa thru B Aaa Aa thru B
Alt-A MBS Subprime MBS CDOs

SOURCE: Moody's Investors Service, "Special Comment: Default & Loss Rates of Structured Finance
Securities: 1993-2009"; Mcody's SFDRS
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THE FINANCIAL CRISIS



The Financial Crisis:
Part IV of the Final Report

A Early 2007: Spreading subprime worries

A Summer 2007: Disruptions in funding

A Late 2007 to early 2008: $Billions in subprime losse:
A March 2008: The Fall of Bear Stearns

A March to August 2008: Systemic Risk Concerns

A September 2008

I Fannie and Freddie
I Lehman

T AlIG

I Crisis and Panic



Losses should not have been large
enough to threaten the system

A Losses from housing wealth similar in magnitude to losses
from dot-com bubble bursting.

A Of the $17 trillion lost from 2007 to the first quarter of
2009 in household net wealth, about $5.6 trillion was due
to declining house prices, with much of the remainder due
to the declining value of financial assets.

A The amount of wealth lost in the daiom crash was $6.5
trillion, with far fewer repercussions for the economy as a
whole.

A Need additional effects of leverage to make losses from
housing wealth matter to financial system

A Whose leverage?



ClI Oua uUKIO adza3as
enough

A Institutions with little mortgage exposure
(even short) nearly failed such as Goldman
Sachs

A Markets with little mortgage exposure
suffered such as Auction Rate Securities

A Runs occurred in investments that were
unrelated to mortgage market such as
Structured Investment Vehicles



The changing financial market

A Shadow banking, particularly repo and askatked commercial paper, had come to finance much
of the mortgage securitization markets.

These markets were characterized by light regulation and the lack of an official backstop, with
critical support instead provided by traditional banks, both transparent and otherwise.

Assumption that they could handle stress:

It NbOA2dza SLIAazZRSa tA1S [¢/aklaAl ONARaAa KIR LINEBY
i alNjJ] Sua KIYyRtSR FlFAftdzZNE 2F 5NBESTH . dZNY K YT Ay dSa
Asset-Backed Commercial Paper Outstanding Repo Borrowmg
At the onset of the crisis in summer 2007, asset-backed commercial paper Broker-dealers’ use of repo borrowing rose sharply before the crisis.
L Edr] Ped SLbIL IN BILLIONS OF DOLLARS
2007, the amount outstanding had drop
$1,500
IN BILLIONS OF DOLLARS
$1,250 1,200
1.000 900
750 600
500 300
250 0 e
0 -300
2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 1980 1985 1990 1995 2000 2005 2010
NOTE: Seasonally adjusted NOTE: Net borrowing by broker-dealers
SOURCE: Federal Reserve Board of Governors SOURCE: Federal Reserve Flow of Funds Report
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Changes In Financial Intermediation

Trad|t|onal and Shadow Bankmg Systems A L aws allowed traditional
banking sector to get into lines
| o of business to compete with
shadow banks

A Traditional
12 , Banking
9 s A Capital standards encourage
o securitization

1980 1985 1990 1995 2000 2005 2010 A Capltal Standardsencourage Oﬂ:
NOTE: Shadow barking fundi ngin ncludes commer || aper dth ?ot wing (bankers accep- balance Sheet actlvrt'es

tances), repo, net securities loaned, | bll set-backe d £5 ISSUers 1m ney market mi t al
fund assets

SOURCE F;-:ieral Reserve Flow of Funds Report .I. H id d e n I Iabi I Itl es
I Liquidity back stops



The Financial Crisis: The Shock

A Bank rung; first in SIVs, then ARS, then Bear,
UKSY [ SKYlIYy2Z 0KSY XOo
A Even those not affected worried they might be
affected in the futurec precautionary hoarding

A52y Qi asStf ghawloBmakSyour a
whole book

A Sell your Treasuries and other low risk assets
A Prices of low risk assets fall.
A No market for mortgage assets



The Financial Crisis: Interbank Worrie:



