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Anatomy of a CrunchAnatomy of a Crunch

�� Mortgage Finance Mortgage Finance –– and Subprime Loansand Subprime Loans

�� Structured Finance Structured Finance –– and Credit Derivativesand Credit Derivatives

�� Credit Default Swaps Credit Default Swaps –– and AAA Downgradesand AAA Downgrades
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The Domino Effect?The Domino Effect?
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Collateral DamageCollateral Damage

� Context: The Credit Risk Market
� Mortgage Meltdown

� Mortgage Finance/Subprime
� CMBS

� Leverage upon Leverage: 
� CDOs, CDS, ABCP and SIVs

� When Triple-A goes Bad
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The TrillionThe Trillion--Dollar Credit CrunchDollar Credit Crunch

Source: International Monetary Fund, Global Financial Stability Report, April 2008
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Structured Credit Risk TransferStructured Credit Risk Transfer
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The US MBS MarketThe US MBS Market
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SubPrimedSubPrimed for Disasterfor Disaster

� Subprime lending is the practice of making 
loans to borrowers who do not qualify for the 
best market interest rates because of their 
deficient credit history.

� “Subprime borrowers typically have weakened 
credit histories that include payment 
delinquencies, and possibly more severe 
problems such as charge-offs, judgments, and 
bankruptcies. They may also display reduced 
repayment capacity as measured by credit 
scores, debt-to income ratios, or other criteria 
that may encompass borrowers with 
incomplete credit histories.” (US Treasury 
definition)

Rapid growth of subprime mortgages 

took place in 2005-2007
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Sudden DebtSudden Debt

Source: International Monetary Fund, Global Financial Stability Report, April 2008
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Subprime Disaster is ARMSubprime Disaster is ARM
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Spreading to Commercial MBS?Spreading to Commercial MBS?

Source: International Monetary Fund, Global Financial Stability Report, April 2008
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Spreading to Other SecuritizationsSpreading to Other Securitizations……

225

240

240
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Loans ABS ABS CDOs CMBS Other

Estimated Losses (US$ Billions)

Loans

Securitizations

CMBS

ABS

CDOs
ABS

Source: International Monetary Fund, 
Global Financial Stability Report, April 2008



15
��������	
��

�
���
�
�����

And Much More So Thanks And Much More So Thanks 
to Credit Derivativesto Credit Derivatives

� Credit Default Swaps 
developed to transfer risks 
on individual credits …
extending to portfolios …
and then to synthetic ABS.

� Allowing 
� Unfunded exposure
� Leveraged exposure
� Tranched exposure

Source: Financial Times
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And Much More So Thanks to Credit DerivativesAnd Much More So Thanks to Credit Derivatives

� Credit Default Swaps 
developed to transfer risks 
on individual credits …
extending to portfolios …
and then to synthetic ABS.

� Allowing 
� Unfunded exposure
� Leveraged exposure
� Tranched exposure

Source: Financial Times
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Fee
(like credit spread

on a bond)

Default
protection
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Three Levels of Credit Default SwapsThree Levels of Credit Default Swaps

CDS on loan or portfolio

���

CDS on portfolio in synthetic ABS

CDS on super-senior in synthetic ABS
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WriteWrite--Downs Have Been Forced byDowns Have Been Forced by
CDS IndexCDS Index--Based PricingBased Pricing

� Credit Default Swap 
indexes are used to mark 
bank portfolios to market

� These indexes can be 
buffeted by the winds of 
credit market sentiment

� Resulting in (possibly) 
exaggerated write-downs of 
loan portfolios �
���������������� �� 
����#�
�
 �
��������
������� �	�

Source: Markit
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…… so Banks Exposed to These so Banks Exposed to These ““SFSF””
CDOs are Worst HurtCDOs are Worst Hurt

Source: International Monetary Fund, Global Financial Stability Report, April 2008
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Worst Hit Are Nested Worst Hit Are Nested 
““Structured FinanceStructured Finance”” CDOsCDOs
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Especially in Complex Synthetic Securitization StructuresEspecially in Complex Synthetic Securitization Structures
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CDO Upgrades and DowngradesCDO Upgrades and Downgrades

� Dominated by 
downgrades in CDOs
of Asset-Backed 
Securities

� Of which, the most 
downgraded is the 
AAA class

CDO type Downgrades Upgrades
High-yield bonds 4 2
Leveraged loans 64 3
Middle market 4 1
Emerging markets - 4
Trust preferred - 3
Structured finance 4008 6
of which triple-A 1000 -
Synthetic 402 57
Other 3 -

2008
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