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Who Got the Knocks? 
•  Knocked Down 
•  HSBC 
•  IKB 
•  NIBC 
•  UBS 
•  Goldman Sachs 
•  JP Morgan 
•  Some Bond Insurers 
•  Rating Agencies 
•  Investors 
•  Taxpayers 

•  Knocked Out 
•  Bear Stearns 
•  Countrywide, New 

Century 
•  SachsenLB 
•  Lehman Brothers 
•  Merrill Lynch 
•  Northern Rock 
•  Wachovia 
•  Freddie Mac 
•  Fannie Mae 
•  AIG 
•  Washington Mutual 
•  Some Bond Insurers 







Source JP Morgan, Bloomberg 



PRELUDE -  Where to Start? 
•  2000: Commodity Futures Modernization Act in a rider attached to an 11,000-page 

appropriations bill hours before Congress planned to leave for Christmas recess;          
Page 262 defines interest rates, currency prices, and stock indexes as "excluded 
commodities," allowing trade of credit-default swaps by hedge funds, investment banks or 
insurance companies with minimal oversight.  

•  June 2003: Federal Reserve Chair Alan Greenspan lowers federal reserve’s key interest 
rate to 1%, the lowest in 45 years. 

•  2004-2005: Arizona, California, Florida, Hawaii, and Nevada record price increases in 
excess of 25% per year.  

•  2005: Booming housing market halts abruptly in many parts of the U.S. in late summer. 
•  2006: Prices are flat, home sales fall, resulting in inventory buildup. U.S. Home 

Construction Index is down over 40% as of mid-August 2006 compared to a year earlier.  
•  May 5: In possibly the first casualty of the looming subprime crisis, Kirkland, Washington 

based Merit Financial Inc. files for bankruptcy and closes its doors, firing all but 80 of its 
410 employees, kept to wind down the business. Chief financial officer, Ryan Kidd, said 
that Merit’s marketplace had declined about 40% and sales were not bringing in enough 
revenue to support the overhead of running the company. 
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2007 
•  2007: Home sales continue to fall. The plunge is the steepest since 1989. In 

Q1/2007, S&P/Case-Shiller house price index records first year-over-year 
nationwide decline since 1991. The subprime mortgage industry collapses.  A surge 
of foreclosure activity (twice as bad as 2006) and rising interest rates threaten to 
depress prices further. Problems in the subprime markets spread to the near-
prime and prime mortgage markets.  

•  February 8 – HSBC: Europe's biggest bank, HSBC Holdings, blames soured US 
subprime loans for its first-ever profit warning in February. On September 21, it 
announces the closure of its US subprime unit, Decision One Mortgage, and 
records an impairment charge of about $880 million. 

•  April 2 – New Century: The US subprime lender files for Chapter 11 bankruptcy 
protection in the biggest collapse of a mortgage lender in this crisis. 

•  July – IKB & SachsenLB: Two banks in Germany, IKB and state bank 
SachsenLB, suffer exposure by investing in the US subprime market. The German 
banking industry bails out IKB, but SachsenLB almost goes under and is quickly 
sold to state-backed Landesbank Baden-Wuerttemberg (LBBW). 

•  August 9 – BNP Paribas: The French bank bars investors from redeeming cash in 
$2.2 billion worth of funds, telling the markets it is unable to calculate the value of 
the three funds due to turmoil in the subprime market. 

July 10: "When the music stops, in terms of liquidity, things will be 
complicated. But as long as the music is playing, you've got to get 
up and dance. We're still dancing,“ Chuck Prince, CEO Citigroup 



2007 

•  August 9 – NIBC: The Dutch merchant bank discloses 137 million Euros ($189 
million) of losses on US asset-backed securities in the first half, and shelves plans 
for an initial public offering indefinitely. 

•  August 17 – markets for securitized mortgage products freeze.  Major liquidity 
AND valuation problems result.   

•  September 13 – Northern Rock: The British mortgage lender experiences a bank 
run following a credit crunch sparked by the subprime crisis. The Bank of 
England steps in to rescue it. 

•  September 17: Former Fed Chairman Alan Greenspan said "we had a bubble in 
housing"  and warns of "large double digit declines" in home values "larger than 
most people expect."  

•  September 18: The Fed lowers interest rates by half a point (0.5%) in an attempt 
to limit damage to the economy from the housing and credit crises. 

•  October 1 – Credit Suisse: The bank says its results will be "adversely impacted" 
by the market turmoil, but it will remain profitable in the third quarter of 2007. 

•  October 15 – Citigroup: The largest US bank by market value says third-quarter 
profit fell 57 percent due to losses, with net income down to $2.38 billion from 
$5.51 billion a year earlier. 



2007 
•  October 15–17: A consortium of U.S. banks backed by the U.S. government 

announced a "super fund" of $100 billion to purchase mortgage-backed securities 
whose mark-to-market value plummeted in the subprime collapse. Both Fed 
chairman Ben Bernanke and Treasury Secretary Hank Paulson said "the housing 
decline is still unfolding and I view it as the most significant risk to our economy. … 
The longer housing prices remain stagnant or fall, the greater the penalty to our 
future economic growth." 

•  October 19 – Wachovia: The fourth-largest US bank posts a 10 percent decline in 
third-quarter profit, to $1.69 billion from $1.88 billion a year earlier, having 
suffered $1.3 billion of writedowns resulting from credit market turmoil. 

•  October 24 – Merrill Lynch: The financial services giant stuns Wall Street by 
reporting the biggest quarterly loss in its history after writing down $8.4 billion, 
mostly from bad investments related to risky subprime mortgages. 

•  October 26 – Countrywide: US mortgage lender Countrywide Financial Corp. posts 
a $1.2 billion third-quarter loss after writing down $1 billion in subprime-lending 
losses. 

•  October 29 – Mitsubishi UFJ Financial Group Inc.: Japan's largest bank says it will 
write down the value of subprime related investments by as much as 30 billion yen 
($260 million) – six times more than previously announced. 



2007 
•  October 30 – UBS: Swiss bank UBS reports a third-quarter pretax loss of 726 million Swiss 

francs ($624.8 million) after it took a charge of 4.2 billion francs on subprime-related losses 
in its fixed income investments. 

•  November 1: Federal Reserve injects $41B into the money supply for banks to borrow at a 
low rate. The largest single expansion by the Fed since $50.35B on September 19, 2001. 

•  November 4 – Citigroup: May write off $8 to $11 billion of subprime mortgage losses, on 
top of a $6.5 billion write-down in its third quarter. 

•  November 8 – Merrill Lynch: Its exposure to CDOs is now $15.82 billion or about $600 
million more than what the company revealed in its third-quarter earnings release on 
October 24. The figure is larger because a hedge against potential loss was terminated 
recently after a dispute with a counterparty, which Merrill declined to name. 

•  November 13 – Bank of America: Writes off $3 billion in subprime losses. 

•  November 14 – HSBC: Raised its subprime bad debt provision by $1.4 billion (£670 
million) to $3.4 billion. 



2007 

•  November 15 – Barclays: Subprime write-downs at Barclays’ capital investment 
bank arm now total £1.3 billion, taking into account a £500 million write-down in 
the third quarter. 

•  November 15: FASB Statement no. 157 becomes effective for annual statements 
for fiscal years beginning after Nov. 15, 2007, and for interim reports prepared in 
that initial fiscal year. 

•  16 November  - Goldman Sachs forecasts sub-prime losses for entire financial 
sector at $400bn (£200bn).  Northern Rock's boss resigns  Nationwide warns of no 
UK house price growth in 2008 

•  19 November  - Northern Rock says bids to buy bank are "below current market 
value."  Swiss Re expects to lose $1bn on insurance a client took out against any 
fall in the value of its mortgage debt.  

•  20 November  - US mortgage guarantor Freddie Mac sets aside $1.2bn to cover 
bad loans and reports a $2bn loss. The US Federal Reserve cuts its 2008 growth 
forecast citing credit and housing market woes. UK buy-to-let mortgage lender 
Paragon sees its shares fall nearly 40% after revealing funding difficulties. 
Construction of new US homes in October remains sharply lower than a year 
earlier, figures show.  

•  22 November  - UK lender Kensington Mortgages withdraws its entire range of 
sub-prime mortgages because of market conditions.  The Nationwide, the UK's 
largest building society, benefits from being seen as a haven from troubled banks.  



2007 

•  December 6: President Bush announced a plan to voluntarily and temporarily 
freeze the mortgages of a limited number of mortgage debtors holding adjustable 
rate mortgages (ARM). He also ask Members Of Congress to: 1. pass legislation to 
modernize the FHA. 2. temporarily reform the tax code to help homeowners 
refinance during this time of housing market stress. 3. pass funding to support 
mortgage counseling. 4. pass legislation to reform Government Sponsored 
Enterprises (GSEs) like Freddie Mac and Fannie Mae.  

•  December 19:  Ratings for AAA Bond insurers AMBAC and MBIA are put on 
negative outlook by S&P.   



2008 
•  January 15: Citi Writes Down $18 Billion; Merrill Gets Infusion 
•  January 16: Fitch lowers rating on AMBAC to AA 
•  January 22: Fed cuts interest rate 75bps 
•  January 30: The Federal Reserve cuts again, 50 basis points 
•  February 14: UBS confirms sub-prime $18.4 billion loss 
•  March 3: HSBC in $17bn credit crisis loss 
•  March 6: Peloton Capital hedge fund collapses 
•  March 14: Bear Stearns gets Fed funding as shares plummet.  
•  March 16: Bear Stearns gets acquired for $2 a share by JPMorgan Chase in a fire sale 

avoiding bankruptcy. The deal is backed by Federal Reserve providing up to $30B to cover 
possible Bear Stearn losses.  (Offer raised to $10 on March 24) 

•  April 4:  Fitch lowers MBIA rating to AA 
•  May 6: UBS AG Swiss bank announced plans to cut 5,500 jobs by the middle of 2009 
•  June 5:  Ratings on Bond Insurers MBIA, AMBAC lowered from AAA to AA by S&P 



2008 
•  September 7: Federal takeover of Fannie Mae and Freddie Mac pledge $200B of 

support 
•  September 14: Merrill Lynch sold to Bank of America amidst fears of a liquidity 

crisis and Lehman Brothers collapse 
•  September 15: Lehman Brothers files for bankruptcy protection 
•  September 16: Moody's and Standard and Poor's downgrade ratings on AIG's 

credit on concerns over continuing losses to mortgage-backed securities, sending 
the company into fears of insolvency. 

•  September 17: The US Federal Reserve loans $85 billion to American 
International Group (AIG) to avoid bankruptcy.  



2008 
•  September 19: Paulson financial rescue plan unveiled after a volatile week in stock 

and debt markets.  Treasury temporarily guarantees money market funds against 
losses up to $50B. 

•  September 25: Washington Mutual was seized by the Federal Deposit Insurance 
Corporation, and its banking assets were sold to JP MorganChase for $1.9bn.  

•  September 29: Emergency Economic Stabilization Act defeated 228-205 in the 
United States House of Representatives.  

•  September 29: Federal Deposit Insurance Corporation announces that Citigroup 
Inc. would acquire banking operations of Wachovia.  Wells Fargo later steps 
forward and makes the deal for Wachovia without government aid.   

•  October 1: The U.S. Senate passes HR1424, their version of the bailout bill. 



2008 
•  October 3: The U.S. House of Representatives passes HR1424 and 

President George W. Bush signs it into law. It contains also easing of 
the accounting rules.  

•  October 6-10: Worst week for the stock market in 75 years. The Dow 
Jones lost 22.1 percent, its worst week on record, down 40.3 percent 
since reaching a record high of 14,164.53  

•  October 6: Bank of America agrees to settle claim of predatory 
lending charges against recently acquired Countrywide Financial.  

•  October 6: The Danish government announces plan to guarantee all 
banking deposits and some inter-bank loans.  

•  October 6: BNP Paribas agrees to takeover Fortis from the Belgian 
government for €14.5 billion. This deal makes BNP the largest bank 
operating in the Eurozone. 



2008 
•  October 6: Iceland, as a measure to ease the 2008 Icelandic financial crisis, 

passes legislation that allows the government to nationalize, merge, or force 
ailing banks into bankruptcy.  

•  October 7: The Internal Revenue Service (IRS) relaxes rules on US corporations 
repatriating money held oversees in an attempt to inject liquidity into the US 
financial market. The new ruling allows the companies to receive loans from their 
foreign subsidiaries for longer periods and more times a year without triggering 
the 35% corporate income tax. 

•  October 8: Central banks in USA (Fed), England, China, Canada, Sweden, 
Switzerland and the European Central Bank cut rates in a coordinated effort to 
aid world economy.  Fed provides $38B cash to AIG for securities lending. 

•  October 10: Japanese company Yamato Life files for bankruptcy becoming what 
is viewed as the first direct casualty in Japan from the fallout of the US 
subprime mortgage crisis.  

•  October 13: French president, Nicolas Sarkozy, pledges €360 billion in liquidity 
to French banks. In return for the bailout, the French government will demand 
conditions on the banks such as changes to pay and bonus structures.  



2008 
•  October 13: The UK government starts the nationalization 

process by injecting £37 billion in the nation’s three largest 
banks. The UK government will own a majority share in the 
Royal Bank of Scotland (RBS) and over a 40% share in Lloyds 
and HBOS. In return, the banks have agreed to cancel dividend 
payments until the loans are repaid, have board members 
appointed by Treasury, and limit executive pay.  

•  October 13: Germany approves a plan to inject €500 billion into 
credit markets. Concessions by banks who tap into this fund 
include a €500,000 limit on executive pay, a ban on bonuses, 
and a ban on dividend payments.  

•  October 14: The US taps into the $700 billion available from 
the Emergency Economic Stabilization Act and announces the 
injection of $250 billion of public money into the US banking 
system. The form of the rescue will include the US government 
taking an equity position in banks that choose to participate in 
the program in exchange for certain restrictions such as 
executive compensation. Nine banks agreed to participate in the 
program and will receive half of the total funds: 1) Bank of 
America, 2) JPMorgan Chase, 3) Wells Fargo, 4) Citigroup, 5) 
Merrill Lynch, 6) Goldman Sachs, 7) Morgan Stanley, 8) Bank 
of New York Mellon and 9) State Street.  



2008 
•  October 14: United Arab Emirates’ (UAE) ministry of finance added a $19 billion 

liquidity injection to domestic banks bringing the total dollars injected to $32.7 
billion.  

•  October 14: The Australian government unveils a $10.4 billion stimulus package.  
•  October 14: The Icelandic stock exchange begins trading again after a three day 

shutdown. The opening did not include Iceland’s three largest banks which were 
nationalized last week. 

•  November 15:  G20 Summit agrees to 5 broad principles for future action to 
reform financial markets.   

•  November 25: The Fed announces that it will buy up to $60B in mortgage backed 
securities and will lend $200B to holders of securities backed by consumer loans. 

•  December 2:  Detroit's automakers, making a second bid for $25 billion in 
funding, present Congress with plans to restructure their ailing companies and 
provide assurances that the funding will help them survive.   

•  December 11: NBER announces that the US has been in recession starting 
January 2008.   

•  December 16: The US Federal Reserve has slashed its key interest rate from 
1% to a range of between zero and 0.25%. 



G20 Summit Declaration 
1.  Strengthen Transparency & Accountability 
2. Enhance Sound Regulation 
3. Maintain Financial Market Integrity 
4. Reinforce International Cooperation 
5. Reform Financial Security Forum and IMF 



2008/9 
•  December 19: President Bush says the US government will use up to 

$17.4bn of the $700bn meant for the banking sector to help GM, Ford and 
Chrysler. 

•  Dec. 21 - Ireland agrees to inject 5.5 billion euros ($7.7 billion) into its 
three main banks, taking Anglo Irish Bank under its control. 

•  Dec. 24 - Japan approves an 88.5 trillion yen ($980.6 billion) budget, its 
biggest ever, to help finance a 12 trillion yen fiscal stimulus program.  

•  Jan. 19 - Britain launches a second bank rescue plan, under which the BoE 
will set up an asset purchase program to buy private sector assets with an 
initial fund of 50 billion pounds.  

•  February 6 – US Congress debates $800B Stimulus package 



Some things to think about 
1.    Short Term Compensation for long tailed risks  
2.     It must be ok if everyone else is doing it    
3.    Gone is not always gone  
4.   “The market knows”   
5.     Marginality  
6.     Leverage  
7.     Counterparty  
8.     Observed Volatility models  
9.     Growth & Risk 
10.    Inflexible risk model  
11.  Diversification vs. Correlation   
12.    Liquidity  
13.    The end of the cycle 



Things to Think About 
14.   Disclosures 
15.    Greater fool theory  
16.   Valuation model procyclical 
17.   Recognition of Uncertainty  
18.   Risk limit for new risks  
19.   Law of One Price and replication  
20.   Underwriting   
21.   Giving away the pen  
22.   Excess complexity  
•  23.  Compliance Culture  
24.   Adversarial Risk Management 

functions  
25.   Regulation Dismantled  
26.   Keeping potential losses within 

the family  
27.   Empowering the Business units 



Think About       
28.   Reliance on third party risk evaluations  
29.   Risk falls into the cracks  
30.   Ignoring second order consequences  
31.    Keeping it Simple  
32.   Stress Tests were not credible  
33.   Directors and Management Responsibility  
34.   Structural inability to participate in workout  

35.   But that’s my job to lend money 
36.   There really is a price for liquidity 
37.   Survivor bias in decision makers 
38.   Atomizing risk fails to eliminate it 
39.   Packaging doesn’t change the Risk either 
40.   Modeling Validation Time Frame 
41.    Implicit Assumptions Can be Wrong 
42.   Economics and Physics are not the same 



An Old Question . . . 
•  Do you want to Eat Well  

•  Or Sleep Well 


