Let's see now,
who was swimming naked...
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Trust in those old adages

When ine tide leaves we will find out wno was
swirnirning naxed. ...

Dor't fignt the Fed
Trneirend is your friernd

RisK not your wnole wacd
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Trnere will always o2 oulls —




Fundamentals

/

2 You only get oaid for RIS
— Credit
— Liquidity
— Varket
— Volatility
— Extensior

— rRelnvesirnerni




How did we get here?

20071 — 2003 ceniral bainks inject liquidity

— Rates droo to nistorical lows of 1%
— Resoonding to gloval siock crisis
— Resoondirg to tecrn guoole

— Resoonding to 97171 varnic
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— Soreads cornoressed zsicross all assets In searcn for

yield




It's all about liquidity







Who did what?

sorne olarne “Greernsear ouis”
— Cui raigs to si0p ineg pair
— Blarned for inflation and nousing oubole

roreign ouyers of >571 it in US deot annually

HOHI-’—‘ Luyars;
— Speculaiors or norne ouyers? YWhnai raiio?

Investors seaking vield ignored risis

All refused to re e:,ogru/—r ife risk in neir secior
— “new gconorny”




And then..

2003 — 2009 ceniral vaniks wiindr
- rl@dge funds filled the place of vanks

2 But increased soread sensiiivity
— Oy wiin strong gcaonorny arid lovw volaiility

U."

w licuidity

— Greer N el (2009) "a vast Increzise In rmarket valuation
results frorn invesiors ¢ cceptir g l ower cornoensatior for
risK — viewed as 2 permarne nt cnangs —‘this cold be 2

new econorry out ineg onsei of Juon elavaies rlak
premiurns and lowers asset values’ — nistory nas no
clezlt anJ/ witn orotracied oeriods of low risi
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Meanwhile back at the ranch..

' -

MJrrg,Ue uxea were ristorically low
B2y voorners voughnt 27 fouse
soeculaiors staried to flio nouses

FNMA caooed oy accounting scardal
Morigage lenders (financial interrmediaries)
— New oreed of rmorigage lender

— Relaed credit cnecks (mirror tesit?7?)

— Too aggressive wiin suo-orirne stariing in 2004

— elirninatad docurnantation

— elirninated screening of vorrowers







Ah, the rating agencies...

1 Rating agerncies collecied larga fees for
relting struciured product
— Irresponsiole rating oraciices

1 Bariks dre consolcuously aosent in tne f




Hedge Funds

s Graw to over 9,800 oefore ine downward soiral
— Funds bougnt ine siruciured oroducis (CDO)
— Funds leveraged inerrn
— runds used rmodels to orice inern vecause of illicuidity

2 As defauli raies increased ine rmarket for CDOs
(2009-2arly 2007)
— liquidity allowed funds to ignore ine logses initzlly
— By Juna 2007 ignorance and oliss parted ways
— Raliing agericies now acied
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The Blogger Attack
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Summer Spiral 2007

Sesar Stearns adrmits to two large losses
Ausiralian nedge fund collaoses

sowold sold distressed to Citade| and closed
rrenchn and Gerrnar vanks admii losses
Countirywide czin not sell CP and uses eniire oank
line to supoort iis gorifolio

!'3

The exient is J""’r*l It to judge oernaos uniil £
r rrayoe 'pJ-*JOJ.J or 1% of GDF
D% frorn S&bL deoacle of early 90's
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Contagion Spreads
1 Sun-orirne was the initiating snock to CDOs
3 A reassessrrent of risk — norrnalcy?

k Fligh'r to cuzlity
Rusr in to treasuries
— F\E) P nexinit on quality concerns
ouyers of lozins and funders suifer (ABCP /rer)o)
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The ripple effect




Reappraisal Riot

Looxs like 2 run on ing oari
— Money oulled frorn nedge funds
— Yen-carry irades unwourd
— Jurnp out of ainy soeculative gositions
— Ultirnaitely out of MIVIVIF (2soecially witn CP)

Not enougn rmoney o sierrn ine flood

— Canadian CF dried ug

— rorsign nedge funds were closed

— Aslan and Eurooezn stock rmarkets slurnoesd 3-5%
— Daow runs for covar — down 300-+ 0




Fed Throws a Lifeline

— Usually 2 few days ou
— To rarmain unil “Fed deterrnines rmarkat llflJldlrj nas lrn,Jroved
rnaierially”

rOWMIC acts and agrees to rmonitor
— “gconorny coniinues ai 2 rmoderaia pace”
— Waiching for dornesiic growin risk incrazaise
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Not 21 "secrat cut” a3 rurnored
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Mzicle

The Lifeline

Not rnacde i ﬁlpr)eaae tne rrearkets
J

to r)rovlde uicity aine off 59

dowrnside risic to econornic growir

Bar Warnis no “Bearnar ik
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If Fad always resoonds to rnarkets ino:

frl<l

Kets do not aporecigis risk
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Confusion

Marrkets nate uncerizinty
Serious disruption in equities and long-ierrn

A dicnotorny oitweean snort and long terrn
— Discount raie used to value corgoraias did not fall

snori terrn contagiorn nis weex
— S-mo TBIll down §70ps Mon & uo 52 ves Tues
— Ol stays solid and slips oelow $70

Dodd says 88 will use all iools

Laciker says volaiility will not creais 2 cui




for explanation. Govt C15
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Where's the exit?

Major rea‘trur*'ruring
— Laveraged [POs slow to crawl
— _-—‘rldlrlg relies o suo-orirneg up 3000ps o 1%

—  Suo-prirme jurmoos uo 100oos to 7.75%
— | Lowerad valt E:Jf Or $i0CKs

— Siocks are for once noging for nigner raies!

-

Weszli ef r norne sales crazaie 2 vigger oroolerr
— A sici sacior with rnajor rig

— Resideniial groperty rjr ces fCJ” 3-4% in 12 monins

— rlouse grices could fall |

— Confidence, wealin effec 'L, inen parsonal consurnoiior

Foreign vanKs rmay raise ineir raias and oull funds

FNMA and FFILMC ray ba called on to 2xozand
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The Fed's Tools

Discournt Rate

— Adds ternporary liquidity

red runds Raie

— Ternporary i with systerrn r2pos
— More gerrmaneri witn coupor passes
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It may take two cuts




S0 who was swimming naked?




Tne olgs of course...

Too vad inara js a pig in 2ach) of ys!
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