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“The Origins of the Financial Crisis’
By Martin Neil Baily, Robert E. Litan, and Matthew S. Johnson
The Brookings Institution, November 2008

(A full version of this report was previously distributed by the Chairman)
*SUMMARY*

The financial crisis that has been wreaking havoc in markets in the U.S. and across the world
since August 2007 had its origins in an asset price bubble that interacted with new kinds of
financial innovations that masked risk; with companies that failed to follow their own risk
management procedures; and with regulators and supervisors that failed to restrain excessive risk
taking.

A bubble formed in the housing markets as home prices across the country increased each year
from the mid 1990s to 2006, moving out of line with fundamentals like household income. Like
traditional asset price bubbles, expectations of future price increases developed and were a
significant factor in inflating house prices. As individuals witnessed rising prices in their
neighborhood and across the country, they began to expect those prices to continue to rise, even
in the late years of the bubble when it had nearly peaked.

The rapid rise of lending to subprime borrowers helped inflate the housing price bubble. Before
2000, subprime lending was virtually non-existent, but thereafter it took off exponentially. The
sustained rise in house prices, along with new financial innovations, suddenly made subprime
borrowers — previously shut out of the mortgage markets — attractive customers for mortgage
lenders. Lenders devised innovative Adjustable Rate Mortgages (ARMs) — with low "teaser
rates,” no down-payments, and some even allowing the borrower to postpone some of the
interest due each month and add it to the principal of the loan — which were predicated on the
expectation that home prices would continue to rise.

But innovation in mortgage design alone would not have enabled so many subprime borrowers to
access credit without other innovations in the so-called process of "securitizing” mortgages — or
the pooling of mortgages into packages and then selling securities backed by those packages to
investors who receive pro rata payments of principal and interest by the borrowers. The two main
government-sponsored enterprises devoted to mortgage lending, Fannie Mae and Freddie Mac,
developed this financing technique in the 1970s, adding their guarantees to these "mortgage-
backed securities” (MBS) to ensure their marketability. For roughly three decades, Fannie and
Freddie confined their guarantees to "prime" borrowers who took out "conforming™ loans, or
loans with a principal below a certain dollar threshold and to borrowers with a credit score above
a certain limit. Along the way, the private sector developed MBS backed by non-conforming
loans that had other means of "credit enhancement,” but this market stayed relatively small until
the late 1990s. In this fashion, Wall Street investors effectively financed homebuyers on Main
Street. Banks, thrifts, and a new industry of mortgage brokers originated the loans but did not
keep them, which was the "old" way of financing home ownership.



Over the past decade, private sector commercial and investment banks developed new ways of
securitizing subprime mortgages: by packaging them into "Collateralized Debt Obligations”
(sometimes with other asset-backed securities), and then dividing the cash flows into different
"tranches" to appeal to different classes of investors with different tolerances for risk. By
ordering the rights to the cash flows, the developers of CDOs (and subsequently other securities
built on this model), were able to convince the credit rating agencies to assign their highest
ratings to the securities in the highest tranche, or risk class. In some cases, so-called "monoline”
bond insurers (which had previously concentrated on insuring municipal bonds) sold protection
insurance to CDO investors that would pay off in the event that loans went into default. In other
cases, especially more recently, insurance companies, investment banks and other parties did the
near equivalent by selling "credit default swaps" (CDS), which were similar to monocline
insurance in principle but different in risk, as CDS sellers put up very little capital to back their
transactions.

These new innovations enabled Wall Street to do for subprime mortgages what it had already
done for conforming mortgages, and they facilitated the boom in subprime lending that occurred
after 2000. By channeling funds of institutional investors to support the origination of subprime
mortgages, many households previously unable to qualify for mortgage credit became eligible
for loans. This new group of eligible borrowers increased housing demand and helped inflate
home prices.

These new financial innovations thrived in an environment of easy monetary policy by the
Federal Reserve and poor regulatory oversight. With interest rates so low and with regulators
turning a blind eye, financial institutions borrowed more and more money (i.e. increased their
leverage) to finance their purchases of mortgage-related securities. Banks created off-balance
sheet affiliated entities such as Structured Investment Vehicles (SIVs) to purchase mortgage-
related assets that were not subject to regulatory capital requirements Financial institutions also
turned to short-term "collateralized borrowing™ like repurchase agreements, so much so that by
2006 investment banks were on average rolling over a quarter of their balance sheet every night.
During the years of rising asset prices, this short-term debt could be rolled over like clockwork.
This tenuous situation shut down once panic hit in 2007, however, as sudden uncertainty over
asset prices caused lenders to abruptly refuse to rollover their debts, and over-leveraged banks
found themselves exposed to falling asset prices with very little capital.

While ex post we can certainly say that the system-wide increase in borrowed money was
irresponsible and bound for catastrophe, it is not shocking that consumers, would-be
homeowners, and profit-maximizing banks will borrow more money when asset prices are rising;
indeed, it is quite intuitive. What is especially shocking, though, is how institutions along each
link of the securitization chain failed so grossly to perform adequate risk assessment on the
mortgage-related assets they held and traded. From the mortgage originator, to the loan servicer,
to the mortgage-backed security issuer, to the CDO issuer, to the CDS protection seller, to the
credit rating agencies, and to the holders of all those securities, at no point did any institution
stop the party or question the little-understood computer risk models, or the blatantly
unsustainable deterioration of the loan terms of the underlying mortgages.



A key point in understanding this system-wide failure of risk assessment is that each link of the
securitization chain is plagued by asymmetric information — that is, one party has better
information than the other. In such cases, one side is usually careful in doing business with the
other and makes every effort to accurately assess the risk of the other side with the information it
is given. However, this sort of due diligence that is to be expected from markets with asymmetric
information was essentially absent in recent years of mortgage securitization. Computer models
took the place of human judgment, as originators did not adequately assess the risk of borrowers,
mortgage services did not adequately assess the risk of the terms of mortgage loans they
serviced, MBS issuers did not adequately assess the risk of the securities they sold, and so on.

The lack of due diligence on all fronts was partly due to the incentives in the securitization
model itself. With the ability to immediately pass off the risk of an asset to someone else,
institutions had little financial incentive to worry about the actual risk of the assets in question.
But what about the MBS, CDO, and CDS holders who did ultimately hold the risk? The buyers
of these instruments had every incentive to understand the risk of the underlying assets. What
explains their failure to do so?

One part of the reason is that these investors — like everyone else — were caught up in a bubble
mentality that enveloped the entire system. Others saw the large profits from subprime-mortgage
related assets and wanted to get in on the action. In addition, the sheer complexity and opacity of
the securitized financial system meant that many people simply did not have the information or
capacity to make their own judgment on the securities they held, instead relying on rating
agencies and complex but flawed computer models. In other words, poor incentives, the bubble
in home prices, and lack of transparency erased the frictions inherent in markets with asymmetric
information (and since the crisis hit in 2007, the extreme opposite has been the case, with
asymmetric information problems having effectively frozen credit markets).
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“The Global Financial Crisis: A Plan for Requlatory Reform”
Committee on Capital Markets Regulation
May 2009

(Compressed Version)
OVERVIEW

This Report offers a comprehensive and detailed plan for regulatory reform in light of the
global financial crisis. Some attribute the present crisis to a dearth of regulation. But that is
simplistic at best, entirely inaccurate at worst. The truth is that the financial crisis is the result
of—not so much a lack of regulation as—the lack of effective regulation. Indeed, those portions
of the financial system hit the hardest by the crisis—such as traditional banks and thrifts—have
historically been the most heavily regulated. We think that while more regulation is certainly
needed in some areas, our overriding goal must be to make the present regulatory regime far
more effective than it has been. That means that reforms should be based on solid principles—
chief among them being the reduction of systemic risk. A second theme of this Report is the
need for investor protection through greater transparency in the financial system. More
information enables the market to more accurately price assets, risk, and other relevant inputs.
Much of the present crisis can be attributed to a lack of critical information (and perhaps, in
some cases, misinformation). The necessity of building a U.S. financial regulatory structure able
to achieve these goals is a third theme of this Report. Simply put, our regulatory structure must
be entirely reorganized in order to become more integrated and efficient. A final theme is that a
global crisis demands a global solution. The U.S. financial system is best viewed as an integral
part of the overall global financial system. No longer can the United States regulate in a
vacuum. Coordination with other national regulators and cooperation with regional and
international authorities is required.

Principles-Based Regulation Focused on Effectiveness

We believe as much attention should be paid to regulatory effectiveness as to regulatory
coverage. Equally vital, we think meaningful reform must be based on fundamental principles
rather than political expediency. The most important of these principles—particularly in light of
the present crisis—is that regulation must reduce systemic risk. When a systemically important
institution is in danger of failure, and its failure could trigger a chain reaction of other failures—
the so-called interconnectedness problem—there may be no alternative other than to inject some
public money into the institution. But the requisite amount of these injections has been
significantly increased by several weaknesses in the current regulatory system. The Federal
Reserve (Fed) financed the acquisition of Bear Stearns through a $29 billion loan, and the Fed
and the Treasury have financed the survival of AIG with assistance amounting to more than $180
billion, largely because of the fear of what would have happened if such institutions had gone
into bankruptcy. Similar fears may lie behind some of the TARP injections. The Committee
believes there is ample room for improvement in the containment of systemic risk.

Revision of Capital Requirements
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Capital regulation performed poorly during the crisis. The failure of capital regulation was
not just a product of the “100 year flood” or of events that could not be anticipated. Rather, it
was a direct result of both the design and substance of the regulatory capital framework. The
elaborate and detailed structure currently in place to regulate bank capital, the international Basel
Accord, proved unable to live up to its basic job of preventing large and systemically important
financial institutions from failing. Indeed, the crude leverage ratio—that was the object of scorn
of many regulators—turned out to be a more reliable constraint on excessive risk taking than the
complex Basel rules, and arguably saved us from worse problems in the banking sector than
those we already have. The investment banking sector, which did not have a leverage ratio, was
not as fortunate. The disparity demonstrates that more detailed regulation does not necessarily
make for more effective regulation. Capital requirements are our principal bulwark against bank
failure, a key trigger of systemic risk. Better conceived regulation, combined with more intense
prudential supervision and market discipline, is the answer. Our Report accordingly sets out a
series of specific recommendations to improve bank capital regulation.

Resolution Procedures

Second, we need a better process than bankruptcy for resolving the insolvency of financial
institutions. In short, our framework for banks needs to be extended to other financial
institutions and their holding companies. This process, unlike bankruptcy, puts the resolution of
institutions in the hands of regulators rather than bankruptcy judges, and permits more flexible
approaches to keeping systemically important institutions afloat. It also ensures a more sensible
approach to handling the treatment of counterparty exposures to derivatives through the use of
safe harbors. At the same time, it permits, like bankruptcy, the restructuring of an insolvent
institution through the elimination of equity and the restructuring of debt, to prepare the
institution for sale to new investors.

Regulation of Non-Bank Financial Institutions

Third, we must recognize that the current substantive framework also suffers from important
gaps in the scope and coverage of regulation—gaps that can increase the risk of shocks to the
financial system. Hedge funds and private equity firms have not been supervised or regulated.
Government-sponsored enterprises (GSESs) like Fannie Mae and Freddie Mac were too lightly
regulated; until the Housing and Economic Recovery Act of 2008, they were not subject to either
meaningful capital or securities regulation. Investment bank regulation by the SEC proved
entirely ineffective—major investment banks have failed, been acquired, or become bank
holding companies. We need a comprehensive approach to regulating risk in the financial sector,
if we are to avoid similar threats to the financial system in the future. Casting a broader net does
not mean that different activities should be regulated in the same way, but it does mean that the
same activities conducted by different institutions should be regulated in the same way.

Our Report focuses specifically on regulatory coverage with respect to hedge funds and
private equity. In general, we believe hedge funds (and banks that engage in hedge fund activity)
should keep regulators informed on an ongoing basis of their activities and leverage. Private
equity, however, poses no more risk to the financial system than do other investors. But these
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firms, if large enough, should be subject to some regulatory oversight and periodically share
information with regulators to confirm they are engaged only in the private equity business.
Indeed, private equity is a part of the solution to the problem of inadequate private capital in the
banking system. We recommend that ill-conceived restrictions on the ability of private equity
firms to acquire banks should be removed, not just relaxed. This is an instance where regulation
is preventing a solution, not offering one.

In addition to hedge funds and private equity, our Report also addresses the need to improve
the regulation of money market mutual funds (MMMFs), which comprise approximately $3.8
trillion of the more than $9 trillion mutual fund industry. The MMMF plays an important role in
our financial system, serving as both an investment vehicle and a cash management device.
Triggered by the “breaking of the buck” of the Reserve Primary Fund, which was largely
attributable to the impact of the Lehman bankruptcy on MMMF holdings of that company’s
commercial paper, a run ensued on MMMFs. This run had to be halted by the Fed’s injection of
liquidity into the funds, e.g., by financing the purchase of MMMF sales of asset-backed
commercial paper to fund redemptions, and federal guarantees of existing investments. We
endorse further restrictions on the type of investments such funds can make and the adoption of
new procedures for halting redemptions and providing an orderly liquidation in the event of runs
in the future. If federal guarantees to certain shareholder accounts are likely to persist, either
explicitly or implicitly, a method needs to be devised for the government to charge for such
guarantees or for the MMMFs to protect themselves against such losses.

Clearinghouses and Exchanges for Derivatives

Finally, we need to reduce the interconnectedness problem of credit default swap (CDS)
contracts by the use of clearinghouses and exchanges. If clearinghouses were to clear CDS
contracts and other standardized derivatives, like foreign exchange and interest rate swaps,
systemic risk could be substantially reduced by more netting, centralized information on the
exposures of counterparties, and the collectivization of losses. To the extent certain CDSs could
be traded on exchanges, price discovery and liquidity would be enhanced. Increased liquidity
would not only be valuable to traders; it would better enable clearinghouses to control their own
risks through more informed margining and easier close-outs of defaulted positions.

Greater Transparency to Protect Investors

Many of the measures to reduce systemic risk advanced by this Report necessarily have the
added benefit of protecting investors. However, we also believe greater transparency in various
sectors of the financial system is necessary, if only to provide increased protection for investors.
This Report focuses in particular on the securitization process and accounting standards.

Reform of the Securitization Process

Securitization has played an important and constructive role in the evolution of our financial
system. It has brought new sources of finance to the consumer market, not only for mortgages,
but also for auto loans and credit card purchases. It has permitted banks to diversify their risks.
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Imagine how much more devastating the impact of the fall in home prices would have been on
the banking system if all mortgages had been held by banks rather than being mostly securitized
(even taking into account the exposure some banks had from investments in the securitized debt
itself). There is a great need to rebuild this market from the ground up now that the financial
crisis has exposed critical flaws in its operation.

Originators, whether banks or brokers, need stronger incentives to originate loans that are in
conformity with what they have promised. While we support efforts to improve the alignment of
economic interests between originators and investors, we think a mandatory minimum retention
of risk in respect of securitized assets must address a number of important issues in order to be
practical and beneficial. Among other things, a minimum risk retention requirement would
increase the risk of the banking sector and be difficult to enforce given the possibility of hedging.
Furthermore, such a requirement would compel the originator to bear general economic risk, e.g.,
risk from interest rate changes, not just the risk of non-conforming assets. We believe the
incentive problem should be fixed by strengthening representations, warranties, and repurchase
obligations, and also by requiring increased disclosure of originators’ interests in securitized
offerings. Certain high-risk practices, such as “no doc” loans, should be prohibited outright.
Moreover, we believe the current disclosure regime and underwriting practices can be improved.
Specifically, we would increase loan-level disclosures, and encourage regulators to study ways
of improving the standardized public disclosure package.

Finally, we believe an array of reforms relating to credit rating agencies (CRAS) is vital to
reinvigorating the securitized debt markets. Until the crisis, CRAs had grossly underestimated
the risk of loss associated with several types of structured finance securities. In order to restore
confidence in the integrity of credit ratings and improve how the global fixed-income markets
function in the future, we propose developing globally consistent standards, ensuring unitary
systems of enforcement, avoiding governmental interference in the rating determination process,
reviewing references to credit ratings in regulatory frameworks, and increasing disclosure
pertaining to ratings of structured finance and other securities.

Improvements in Accounting for Fair Value and Consolidation

Two accounting issues have risen to the fore in this crisis: the use of fair value and
requirements for consolidating off-balance sheet exposures. We believe the current fair value
methodology, as a whole, needs serious review by FASB and IASB on a joint basis. The
problem has not been solved by FASB’s April 2009 guidance (to which IASB did not
subscribe). We have recommended substantial improvements in disclosures, which we believe
will greatly benefit investors. The Committee believes reporting institutions should separately
value Level 2 and Level 3 assets—where there is no liquid market in the assets being valued—Dby
using market prices and fundamental credit analysis, with complete disclosure of how each of
these values was determined. For market prices, this would require disclosing what market
prices were relied on; for credit values it would require disclosure of all the parameters used in
the credit model, including the discount rate. We also believe there should be separation of
regulatory and financial reporting accounting, subject to a check on regulators not using
accounting rules to avoid the recognition of clear losses, i.e., forbearance. Finally, we believe
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FASB is on the right track on revising its consolidation standards in Interpretation No. 46R, and
endorse that approach.

Regulatory Structure

The U.S. financial regulatory framework can be summed up in four words: highly
fragmented and ineffective. The fragmentation of regulators is not the product of careful
design—it has evolved by layers of accretion since the Civil War. It has survived largely
unchanged, despite repeated unsuccessful efforts at reform, not because it has been functional or
effective but because it has served the interests of industry, regulators, and politicians—even
though it has not served the interests of the overall economy or the American public. The current
crisis has demonstrated that this dysfunctional system comes with a very high cost. The
Committee’s statement of January 14, 2009 entitled, “Recommendations for Reorganizing the
U.S. Regulatory Structure,” proposes a new consolidated structure, comprising the Fed, a newly
created U.S. Financial Services Authority, the Treasury Department and possibly a consumer and
investor protection agency. We believe this structure can substantially reduce the risk of future
financial crises. We again call for regulatory structure reform in this Report.

International Coordination

The Committee believes that in all areas of reform dealt with in this Report, it is essential to
have a coordinated international approach. A global financial system demands globally
coordinated rules. We already have international capital rules requiring significant modification.
Institutions like hedge funds and private equity operate internationally. Failures of international
coordination can lead to the duplication of requirements and set the stage for regulatory
arbitrage. The framework for handling failed financial institutions needs to take into account
their multinational structure and clearinghouses and exchanges for derivatives need to handle
internationally traded derivatives, which may be subject to different requirements in different
countries. Securitized debt markets are global and thus standards for origination and disclosure,
as well as the regulation of CRAs, require global coordination. Additionally, there obviously
needs to be coordination and convergence between U.S. Generally Accepted Accounting
Principles (GAAP) and International Financial Reporting Standards (IFRS) as we contemplate a
single standard. While the world is not yet ready for a global regulator, the time has come to
ensure greater global coordination.

Click here for the Full Report
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Chairman Waxman, ranking minority Davis, members of the Committee,
thank you for inviting me.

The demise of Lehman Brothers is the result of its very aggressive leverage policy in the context
of a major financial crisis. The roots of this crisis have to be found in bad regulation, lack of
transparency, and market complacency brought about by several years of positive returns.

A prolonged period of real estate price increases and the boom of securitization relaxed lending
standards. The quality of these mortgages should have been checked by the capital market that
bought them, but

several problems made this monitoring less than perfect.

First, these mortgages were priced based on historical records, which did not factor in the
probability of a significant drop in real estate prices at the national level nor did they factor the
effect of the changes in the lending standards on the probability of default.

Second, the massive amount of issuance by a limited number of players (of which Lehman was
one) changed the fundamental nature of the relationship between credit rating agencies and the
investment banks issuing these securities. As a result, instead of submitting an issue to the rating
agency’s judgment, investment banks shopped around for the best ratings and even received
handbooks on how to produce the riskiest security that qualified for a AAA rating.

The market was not completely fooled by this process. AAA-rated asset backed securities had a
higher yield than corporate AAA, a clear indication of the higher risk. Unfortunately, regulatory
constraints created inflated demand for these products. Fannie Mae and Freddie Mac were
allowed, even induced, to invest their funds on these securities, creating an easy arbitrage: they
issued AAA rated debt and invested in higher-yield AAA debt. Another source of captive
demand were money market funds. Being required to hold only highly rated securities, money
market funds loved these instruments that satisfied the regulatory requirements and boosted their
yields. Most managers of these funds were aware of the gamble they were taking, but could not
resist taking it, under an intense competition for yield-hungry customers. These managers were
also hoping that if a shock occurred, all their competitors would face the same problem, thereby
reducing the reputational costs and possibly triggering a Government support. The September 19
decision to insure all money market funds validated this gamble, forever destroying money
market managers’ incentives to be careful in regard to the risks they take.
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The pooling of mortgages, while beneficial for diversification purposes, became a curse as the
downturn worsened. The lack of transparency in the issuing process made it difficult to
determine who owned what. Furthermore, the complexity of these repackaged mortgages is such
that small differences in the assumed rate of default can cause the value of some tranches to
fluctuate from 50 cents on the dollar to zero. Lacking information on the quality and hence the
value of banks’ assets, the market grew reluctant to lend to them, for fear of losing out in case of
default.

In the case of Lehman (and other investment banks), this problem was aggravated by two factors:
the extremely high level of leverage (asset-to equity ratio) and the strong reliance on short-term
debt financing. While commercial banks cannot leverage their equity more than 15 to 1, Lehman
had a leverage of more than 30 to 1. With this leverage, a mere 3.3% drop in the value of assets
wipes out the entire value of equity and makes the company insolvent.

In turn, the instability created by the leverage problem was exacerbated by Lehman’s large use of
short-term debt. Reliance on short term increases the risk of “runs” similar to the ones bank face
when they are

rumored to be insolvent.

The Lehman CEO will likely tell you that his company was solvent and that it was brought down
by a run. This is a distinct possibility. The problem is that nobody knows for sure. When Lehman
went down, it had 26 billion in book equity, but the doubts about the value of its assets combined
with its high degree of leverage created a huge uncertainty about the true value of this equity: it
could have been worth 40 billion or negative 20. It is important to note that Lehman did not find
itself in that situation by accident; it was the unlucky draw of a consciously-made gamble.

Lehman’s bankruptcy forced the market to reassess risk. As after a major flood people start to
buy flood insurance, after the demise of Lehman the market started to worry about several risks
previously overlooked. This risk-reassessment is crucial to support a market discipline. The
downside is that it can degenerate into a panic.
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