What is your assumption about housing prices?
What is your assumption about loan losses?

Repackaged and re-rated (BBB to AAA)

subprime mortgage bonds (80/20)
Some contained portions of other CDOs -
even in a circular relationship
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Two basic questions

Causes rush of new subprime bonds

Rating agencies rated ARM mortgages
higher than standard mortgages,
assuming borrowers would be able to pay
higher rates. Actually the opposite was

The S&P model for rating
mortgage-backed bonds did not allow for
falling real estate prices or negative
housing growth

Dichotomies

For Morgan Stanley's CDS to pay off, only
4% of the loans in the pool needed to
default, which was the rate of default in
"good markets”

Ratings agencies (Moodys & S&P) did
little research to determine what was

Key Points
really happening in the housing market

CDS conceived/created
2003

Home prices start to fall
Summer 2006

Option One announces loss in Subprime portiolio

June 2006

S&P announces plants to change model
to rate subprime mortgage bonds
effective 7/1/2006

May 2006

American Securitization Forum (ASF) - Las Vegas

Jan 2007

HSBC announces large losses in
subprime mortgage portfolio - in March it
announces that it is dumping the portfolio
Feb 2007

Cornwall Capital contacts SEC to express
concerns about the corrupt CDO market -
SEC takes no action Dates

March 2007

ABX index falls 30 points
Jan-Jun 2007

Bear Sterns announces losses in
subprime securities and dumps $3.88
worth of bets before closing fund

A pair of Bear Sterns subprime mortgage
hedge funds go belly up

Al big firms (BS, MS, ML, et al) start
buying CDS, effectively betting agains

June 2007
themselves

Teaser rate mortgages of 2005 begin to
flip from fixed to variable, and borrowers
begin defaulting

Bernanke says subprime market loss wil
be no more than $1008
July 2007

First shareholder lawsuit brought against Bear Sterns

August 2007

mortgage loans packaged and sold as
bonds - assumption is that won't all go
bad at same time

Subprime - high risk loans characterized
by "no documentation”, lax approval, high
default rate

Insurance policy on mortgage bonds
Solved the "timing" problem

CDS insured CDOs

Synthetic CDO

Typical Bond Tower

Mortgage Bonds

Instruments
Credit Default Swap

Collateralized Debt Obiigation (CDO)

CDO Tower

AAA
(80%)

“Re-Rated” BBB

Bonds

Players

The Big Short

Companies

Scion Capital (2001)

FrontPoint Partners (2004)

Cornwall Capital

Harding Advisory

Deutsche Bank

AGFP

firstinvestment manager
to recognize the potential
of "shorting” the mortgage
bond market via CDS

Dr. Michael Burry Focused on hard data

Credited with "standardizing” CDS so they

could be bought by investors (vs being
Sold under the cover by Morgan Stanley
(Mike Edman))

Eventually held $1.98 in CDS in a

portfolio of $555M

Sold his CDS holdings to BS, MS, ML, et

alfor a profit of $720M

=
Vinent Daniels

Dannt Moses - head trader
Steve Eisman

Believed that leveraging middle class
America was corrupt practice

Invested in New Century Noted for poor qualty portflio of loans

Eventually had $550M short position
Doubled size of fund from $700M to
$1.58 - mostly from CDS sells

Initally bought CDS on subprime
mortgage bonds

Charlie Lediey
Jamie Mai
Eisman starting shorting CDOs
Ben Hockett specifically from HA
David Burt

Eventually owned $205M in CDS

Wing Chay  CDO manager (buyer)
Became largest ‘manager” of CDOs
(mostly from Merril Lynch)

Took .01% off top and .01% off bottom as
investor received their money back

Michael Lamont managed CDO business

Greg Lippman
subprime mortgage trader

Joe Cassono

Gene Park Uncovered risk in AIG CDOs

resold CDS/CDOs

Deutsche Bank

resold CDS/CDOs at 200

basis points
Goldman Sachs <
CDS insurer Sold mortgage bond insurance
at12 basis points
AGFP = GS and DB resold at much
Owned/BoughtSold CDO (including synthetics) higher rate: example 200 basis
points = $400M annual profit on
$208
Largest creator of CDOs
Merrill Lynch Also noted for poorest quality
Owned Household Finance
HSBC

2003 - Created CDS to offset risk during
time between buying loans and
repackaging them into bonds
(warehousing”)

Howie Hubler, head of MS GPCG, buys
$168 worth of subprime loans, and sells
$16B worth of CDS on them - assuming
that only a portion will default, not all of
them

Morgan Stanley

Was buying CDOs right before the
mid-2007 crash

uss Total losses in subprime equaled $37.4B

Mike Edman is credited with conceiving
the idea of using CDS on subprime loans

Ended up with a $98 loss - the largest in




