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Some events leave their mark on the history of finance and change



the rules of the game forever. With stunning speed all the investments banks of Wall Street, the most formidable names in the world of finance, have faded into history. When Lehman Brothers suffered the ignominy of filing the biggest ever chapter-11 bankruptcy, Merrill Lynch disappeared into the embrace of Bank of America in a $50-billion stock deal ,Goldman Sachs and Morgan Stanley swallowed their pride to convert themselves into old-fashioned retail commercial banks, the world watched with shock and horror as the Wall Street got completely wiped out of the species of its standalone I-Banks. Another I-Bank of Wall Street - Bear Stearns had already been sold out to JP Morgan Chase in February 2008. The world of high finance had been turned upside down. If this was not enough, AIG, the largest insurance company of USA got nationalized and Washington Mutual, the largest savings and loan institution and the fourth largest bank in USA was acquired cheaply by JP Morgan Chase in a flash. These were no ordinary firms. They represented the pride of America’s financial system. They attracted the brightest from the top business schools. They were held up as models of good management, producing returns on equity that were the envy of their counterparts across all sectors. But suddenly, the Sub-Prime crisis taught them the basics of investment in the hard way. Hounded by unforgiving investors and ruthless short sellers, they realised that their bets and investments made over the years have gone horribly wrong. For them, it’s now time to walk the long, less glittery road with a bunch of stodgy commercial bankers, who had to work a lot more to earn the same bonus. It’s just not the end of an era or the demise of a lifestyle. It’s much more: It will not only change Wall Street forever, but could also see the Manhattan elite slowly losing the reins of global finance to Asians and Europeans. A group of bright minds from IIM Shillong analyse each of the failing financial institution, their global standing before the failure, their exposure to sub-prime debt, what went wrong, how they failed and what would be the possible implications on the world of finance. Wall Street, they say, reinvents itself every few decades. This time round it’s not so much reinvention as disappearance. Some say Wall Street will never be the same again.Lets find out... - biswadeep Parida (Editor- Niveshak)
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niveshak set backed securities (ABS) generate even more fees from the sale of the new bonds to end investors like insurance companies, pension funds, local governments, and foreign banks. With American economy doing well at that time and as housing prices were soaring high because of huge demand for bigger homes it was a very attractive markets for financial institutions.



[The Cas(h)tle Crumbles



T



by Sujal Kumar



]



he current crisis in the global financial markets has caused more chaos in a week than the world has seen in its entire economic history. Although there are many reasons responsible for present financial doom, the main cause of this financial disaster is said to be the sub-prime loan. So what is this sub-prime loan? And why has it caused such a global panic? Let us try to answer some of these questions. How does Sub-prime lending works? Subprime lending is a general term that refers to the practice of making loans to borrowers who do not qualify for the best market interest rates because of their deficient credit history. Generally no bank is interested in giving loan to the person’s poor credit history. Here comes the role of subprime lenders, these are the financial institutions which had good credit history and are ready to take certain amount of risk in order to make some quick money. Banks gave loans to these financial institutions at certain amount of interests. These subprime lenders in turn divided the loan into smaller portions and gave them to persons with poor credit history on rate of interest that is much higher rate than the rate at which they borrowed money from the bank. This higher rate is referred to as the sub-prime rate and this home loan market is referred to as the sub-prime home loan market. Role of Investment Banks Big investment banks like Lehman & Bear Stearns were first to enter this market. They played a major role in the creation of this crisis by helping these subprime lending companies go public and extending them warehouse lines of credit to make mortgages. These banks would often buy the mortgages products converting them into as



When problem started? Combination of low interest rates and large capital inflows from outside the U.S. which created surplus funds for loans and easy credit for many years led to the creation of US housing bubble which ultimately led to the present crisis. With the increases interest rate, which between 2004 and 2006, had risen from one per cent to 5.35 per cent and Overbuilding during the boom period leading to a surplus inventory of homes, causing home prices to decline beginning in the summer of 2006. Easy credit, combined with the assumption that housing prices would continue to appreciate, had encouraged many subprime borrowers to obtain adjustable-rate mortgages (ARMs) they could not afford after the initial incentive period. Once housing prices started depreciating moderately in many parts of the U.S., refinancing became more difficult. Some homeowners were unable to re-finance and began to default on loans as their loans reset to higher interest rates and payment amounts. Once more and more sub-prime borrowers started defaulting, payments to the institutional investors who had bought the financial securities stopped, leading to huge losses. When the news came out that these institutions failed to manage their risk panic spread and this led to crash in the multimillion dollars asset based security market. Sub-prime lending firms were first one to get affected and many of them went bankrupt this was the first blow to the financial wall of the famed Wall Street. As the default kept on rising more than expectations the financial institution stared to look towards other financial firms to bail them out but these firms also stopped their credit after a while as they realized that the collateral backing this credit would soon lose their values in the falling real estate prices. All these led to what can be said as the end of era of large stand alone Investment banks in Wall Street. Unlike Enron which dragged down only one accounting major “Arthur Anderson” the ongoing financial crisis has pulled down all major standalone investment banks. Last two surviving I-banks Goldman and Morgan Stanley have been asked to convert themselves into regular commercial banks.



(contact the author at [email protected])



In the business world, the rearview mirror is always clearer than the windshield-Warren Buffett
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[The Glass-Steagall Act, Separation of Investment and Commercial Banks and Graham-Leach-Billey Act



by amit chowdhary



F



]



ollowing the stock market collapse of 1929 there was US banking collapse in 1933. Out of the 25000 US banks over 11,000 banks had failed or had to merge. The primary reason for the 1933 banking collapse was too much investment of commercial banks in the stock market. The dishonest dealings of bankers and brokers and misuse of depositors’ money were also responsible. To check this, two senators Carter Glass and Henry Bascom Steagall proposed the Glass-Steagall Act(GSA). The act, passed in 1933 by US congress, erected a wall between commercial banking and investment banking. The functions of bank now restricted to taking deposits and making loan. In 1956 the US Congress enacted the Bank Holding Company Act as an extension to GSA in response to the aggressive acquisitions and expansion by TransAmerica Corp. It created a barrier between banking and insurance to check the practice of banks to underwrite insurances. The banks can now continue to sell insurance and insurance products but underwriting insurance was forbidden.



Commercial Banks



Investment Banks



1. They have access to public deposits and savings which are insured by Governmnt/Central banks. They lend money to individuals and companies.



1. No access to public deposits and savings. They raise



2. Low risk business as risk taking ability of the bank is monitored by the regulator. Low profit for bank and stakeholders and bank but high security. 3. They are regulated by US Federal Reserve. 4. They have to adhere to strict Capital Adequacy norms (Basel-II). e.g. Citibank, JP Morgan Chase etc.



funds by selling Bonds, G-Secs, and Treasury Bills etc. They invest in equities of companies, help companies to raise funds by IPO’s , trade in secondary markets, facilitate Mergers and Acquisitions among their other operations. 2. I-Banking is a high risk, high return business. 3. They are regulated by the US Securities and Exchanges commissions. 4. No Capital Adequacy or any other stricter norms to follow. e.g. Lehmann Brothers, Goldman Sachs, Merrill Lynch, Morgan Stanley, Bear Stearns.



The GSA put curb on the activities of commercial banks. Only 10% of commercial banks’ total income could stem from securities; however, an exception allowed commercial banks to underwrite governmentissued bonds. Financial giants like JP Morgan and company were the worst affected. Owing to the GSA, the Investment Banking arm of JP Morgan Bank was spun-off as a separate entity Morgan Stanley. They were forced to cut their services. As a result they lost the main source of their income. The GSA was aiming to prevent the banks’ use of deposits in the case of a failed underwriting job. The restrictions put by the Glass-Steagall Act was making the banking industry riskier rather than safer by putting curb on diversifying them. The financial institutions in US were losing market shares to securities firms that were not so strictly regulated, and to the foreign financial institutions operating without much restriction. In the rest of the world the depository institutes were working both as banking and securities markets and still successful. Following this, in 1999 the US Congress repealed the GSA with the establishment of the Gramm-Leach-Blliley Act. It eliminated the GSA restrictions against affiliations between commercial and investment banks. The banking institutions were now allowed to provide a broader range of services, including underwriting.



(contact the author at [email protected])
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niveshak less likely that Lehman might be bailed out. On September 9, Lehman’s shares dropped to its lowest level in a decade and the fears mounted on the future of the firm. On September 10, the investment bank said that it would spin off the majority of its remaining commercial real estate holdings into a new public company. And it confirmed plans to sell a majority of its investment management division in a move that it expects to generate $3 billion. It also announced its latest round of bad news -- an expected loss of $3.9 billion, or $5.92 a share, in the third quarter after $5.6 billion in write-downs.



[Lehman Brothers



L



by Nilesh Bhaiya



]



ehman - History in making



Lehman Brothers was founded in 1850 by three brothers Henry, Emanuel and Mayer Lehman in Montgomery, Alabama. The firm moved to New York City after the Civil War and grew into one of Wall Street’s investment giants. The firm, with a history of 158 years and the fourth largest US investment bank, is very much talked about nowa-days because of its chapter 11 bankruptcy case filed on 15 September 2008 resulting in rapid fall of world stock market.



Downfall Era : Sub-prime crisis



Lehman was a major player in the market for subprime and prime mortgages. The mortgage crisis in the summer of 2007 resulted in fears that the firm faced huge risks and large losses may be fatal. Its stock started to fall steadily from a peak of $82 per share. This was the beginning of the struggle that the firm would have to face. The crisis continued to affect the market and after the failure of Bear Stearns, the firm started facing a lot of criticism regarding the true losses suffered. The investors started losing trust and soon the struggle turned into fight for existence.



Fears turn into reality



On June 9, 2008, Lehman announced a second-quarter loss of $2.8 billion, far higher than analysts had expected. The company said it would seek to raise $6 billion in fresh capital from investors. But those efforts were less effective. On September 8, the government announced a takeover of Fannie Mae and Freddie Mac and the situation grew more serious as Lehman’s stock plunged with the markets wondering whether the move to save those mortgage giants made it



By the weekend of September 13-14, it was clear that it was do or die for Lehman. The Treasury had made clear that no bailout would be forthcoming. Treasury Secretary Henry M. Paulson Jr. and Federal Reserve officials did encourage other financial institutions to buy Lehman, but by the end of the weekend the two main suitors, Barclay’s and Bank of America, had both said no. Lehman had reached the end of the line.



Aftermath of the bankruptcy



On September 17, Barclays snapped up Lehman’s US assets for $1.75 billion. On September 23, Nomura, Japan’s largest brokerage, scooped up Lehman’s Europe, Middle East and Asia operations. And on September 29, Bain Capital Partners and Hellman & Friedman agreed to acquire Lehman Brothers’ 69-year-old asset management firm Neuberger Berman for $2.15 billion.



What is Federal “Chapter-11” Bankrupcy Code



Chapter-11 of the Federal Bankruptcy Code provides for reorganization usually involving a corporation or partnership for a failing corporate. When a troubled business is unable to service its debt or pay its creditors, it can file with a federal bankruptcy court for protection under either chapter 7 or chapter 11 or Chapter 13 bankrupcy. A chapter 11 filing is usually an attempt to stay in business while a bankruptcy court supervises the reorganization of the company’ debt obligations. The court can grant complete or partial relief from most of the company’s debts and its contracts, so that the company can make a fresh start. If the company’s debts exceed its assets, then after the completion of bankruptcy proceedings, the company’s owners all end up without anything; all their rights and interests are ended and the company’s creditors are left with ownership of the newly reorganized company.



(contact the author at [email protected])



Finance is the art of passing currency from hand to hand until it finally disappears.-Robert W. Sarnoff
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special edition The company, because of this crisis, decided to change their format from investment banking to commercial banking. As per Morgan Stanley, they sought this new status from the Fed to provide the firm [with] maximum flexibility and stability to pursue new business opportunities as the financial marketplace undergoes rapid and profound changes.



Going back to History (Embracing Commercial Banking as its parent company does)



On Sep 22, 2008, the Federal Reserve has announced that it has granted a request from Morgan Stanley, the one of the two remaining major investment banks in the US, to change their status to bank holding companies.



[Morgan Stanley by saurav kumar bagchi



S



]



pin-Off of the Legend



While America struggled to pull itself out of the Great Depression, forging rail networks, building roads and developing the world’s foremost industrial base, it was Morgan Stanley - founded in 1935 - that helped with capital raising for the steel industry and the railroads. Henry Morgan and Harold Stanley quit J P Morgan Bank to form Morgan Stanley when the Glas Steagall act demanded the separation of Investment banks from commercial banks. Within a year, Morgan and Stanley controlled a quarter of the market for new floats and fundraising.



The move will allow both banks permanent access to emergency funding from the Fed but also means changes to the ways they are regulated. The US central bank did extend its emergency lending facility to investment banks back in February, after the collapse of Bear Stearns, however investment banks were not granted the same terms as commercial banks, putting them at a disadvantage to the commercial banking sector. As per the last update, Mitsubishi UFJ Financial Group (MUFG), Japan’s largest financial group and Morgan Stanley have entered into a strategic capital alliance in which MUFJ invested $9 billion in Morgan Stanley and took a $506 million paper loss. This $9 billion investment will further bolster Morgan Stanley’s strong capital and liquidity positions, and Morgan Stanley will continue to have one of the highest Tier 1 capital and total capital ratios among bank holding company peers.



Morgan Stanley became a king of investment banking. In the 1940s, it launched the biggest bond issue in history. In the 1980s it floated Apple, the computer giant, and spun out Conoco, the oil giant, from DuPont, in a deal that was the biggest initial public offering in Wall Street history. The famous Google IPO which is the largest internet IPO in U.S. history was also co-managed by Morgan Stanley. The company has total revenue of around 84 billion US dollar with a net profit of approx 3.2 billion US dollar in the year of 2007. It has over 45000 employees under his payroll by March, 2008. The company reports US$779 billion as assets under its management in the year of 2007.



(contact the author at [email protected])



Castles Crumble



The bad times of Morgan Stanley started with the subprime crisis in US during 2007. The company announced a $9.4 billion loss in the last quarter of 2007. In September 2008, Shares of Morgan Stanley fell as much as 43 per cent even after it reported better-than-expected quarterly earnings. Investors were having a little confidence in the company because of whole turmoil in the financial market.
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The Fall of the Goliath by Abhishek bakshi]



T



he Imposing Bull



Known as the “Catholic” firm of Wall Street till the late 70s, it was founded in 1914 by Charles E. Merrill & his friend, Edmund C. Lynch .From the purchase of Pathé Exchange -RKO Pictures, later to the purchase of a controlling interest in Safeway, transformed a small grocery store into the country’s third largest grocery store chain by early 1930s. Following this the company further increased its investment banking focus by transferring its retail brokerage services to E.A. Pierce which was later merged with Merrill Lynch & Co. and the company became the largest securities firm in the world, with offices in over 98 cities and membership on 28 exchanges and became a Big Board member of the New York Stock Exchange by 1958. Merrill Lynch became prominent due to its large brokerage network of more than 15,000 that allowed it to place securities it underwrote directly. In contrast, many rival firms such as Morgan Stanley, relied on selling groups of independent brokers for placement of the securities they underwrote. It went public in 1971 and has since become a multinational corporation with over US $1.8 trillion in client assets, operating in more than 40 countries around the world. In 1978, it acquired White Weld & Co., a prestigious oldline investment bank. Merrill Lynch is best known for its Global Private Client services and its strong sales force.



reported a net loss of $1.97 billion for the first quarter. In July 2008, John Thain, announced a $4.9 billion fourth quarter losses from defaults and bad investments in the ongoing mortgage crisis. Between July 2007 and July 2008, Merrill Lynch lost $19.2 billion. The company’s stock price had also declined significantly during this time. Two weeks later, it announced the sale of select hedge funds and securities in an effort to reduce their exposure to mortgage investments. Temasek Holdings agreed to purchase the funds and increase its investment by $3.4 billion. In August $12 billion hiring and



2008, Merrill Lynch offered to buy back in auction-rate debt while they froze revealed that they had charged almost $30 billion in losses to their subsidiary in the United Kingdom. In September, 2008 Goldman Sachs downgraded Merrill Lynch’s stock to “conviction sell” and warned of further losses. Bloomberg reported that Merrill Lynch had lost $51.8 billion in mortgage-backed securities due to the subprime mortgage crisis.



BankAm tames the raging bull



On September 14, 2008, Bank of America announced that it was in talks to purchase Merrill Lynch for $38.25 billion in stock. The Wall Street Journal reported later that day that Merrill Lynch was sold to Bank of America for 0.8595 shares of Bank of America common stock for each Merrill Lynch common share, or about US$50 billion or $29 per share. This price represented a 70.1% premium over the September 12 closing price or a 38% premium over Merrill’s book value of $21 a share, but that also meant a discount of 61% from September 2007 bring an abrupt sad end to the era of investment banking with the raging bull.



Merrill Lynched by toxic Sub-Prime investments. However despite being an established player in the investment banking scenario lately it also bore the brunt of the subprime crisis. On November 2007, Merrill Lynch CEO Stanley O’Neal left the company, after being criticized for the way he handled the subprime mortgage crisis. Further, Merrill Lynch announced it would writedown $8.4 billion in losses associated with the national housing crisis. John Thain, CEO of the New York Stock Exchange, succeeded him as CEO on December 1, 2007.



In December 2007, the firm announced it would sell its commercial finance business to General Electric and sell majority of its stock to Temasek Holdings, in an effort to raise capital. On January 2008, Merrill Lynch reported a $9.83 billion fourth quarter loss incorporating a $16.7 billion write down of assets due to subprime mortgage crisis. In April 2008, Merrill Lynch



Drive thy business or it will drive thee.- Benjamin Franklin



(contact the author at [email protected])
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by hari krishnan g.



]



tear(n)ing the Bear



Bears Stearns is 85 year old, New York based investment banking, security trading, and brokerage firm before it became defunct in May 2008. It was recognised as the “Most Admired” securities firm by Fortune’s “America’s Most Admired Companies” survey and second overall in the securities firm section in 2005-2007. The company was a major victim of subprime mortgage crisis and eventually sold out to JPMorgan Chase for a paltry $2 per share (Total value of buyout is $236 million).



Change of Guard



In March 2008, the Federal Reserve Bank of New York injected $29bn to bail it out of its investments in toxic sub-prime assets. The company could not be saved, however, and was sold to JPMorgan Chase for as low as ten dollars per share, a price far below the 52-week high of $133.20 per share, traded before the crisis. The capital infusion of $29bn by Fed helped it raise its per share ask value from an initially agreed upon $2 to $10 at which the deal was settled.



(contact the author at [email protected])



‘Stearns’ dips under ‘Bear’s’ paws



It all started in 1997 when Bear Stearns made the first public securitization of Community Reinvestment Act (CRA). CRA Loans were lent to otherwise un-creditworthy consumers at more than market interest rates. The first evidence of Bear Stearns fallout came into light in July 2007 when it pledged a collateralized loan of up to $3.2 billion to bail out one of its funds, the Bear Stearns High-Grade Structured Credit Fund, while negotiating with other banks to loan money against collateral to another fund, the Bear Stearns HighGrade Structured Credit Enhanced Leveraged Fund. The funds were invested in thinly traded collateralized debt obligations (CDOs) found to be less than their mark to market value. For example, Merrill Lynch seized $850 million worth of the underlying collateral but only was able to auction $100million of them. The incident meant Bear Stearns might be forced to liquidate CDOs, prompting a mark down of similar assets in other portfolios. Subsequently in July 2007, it disclosed that the two subprime hedge funds had lost nearly all of their value amid a rapid decline in the market for subprime mortgages. Defaults and foreclosures activity increased dramatically as easy initial terms expired, home prices fail to go up as anticipated. During 2007, approximately 1.3 million U.S housing properties were subject to foreclosures, up 79% from 2006. The high leveraged balance sheet of Bear Stearns consisted of many illiquid and potentially worthless assets led its investors to believe that it can no longer repay its loans- even its short term, overnight loans. Investors also concluded that the bank will not stand behind the complex agreements it had with banks, investment houses and corporations.
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niveshak Goldman Sachs already has two active deposit taking institutions – Goldman Sachs Bank USA and Goldman Sachs Bank Europe PLC – which, together, hold more than $20 billion in customer deposits.



Confidence booster – Warren Buffet comes to rescue



[Goldman Sachs



S



by Sarvesh choudhary



On September 23, fabled investor Warren Buffet came to the rescue of the investment banking titan. His Berkshire Hathaway Inc. agreed to invest $5 billion in Goldman Sachs Group via a purchase of preferred stock. Berkshire also received warrants to buy $5 billion of common stock with a strike price of $115 a share, exercisable at any time for five years.



]



trong Foundation



When Marcus Goldman, founded a small commercial-paper dealer in New York in 1869, he would never have imagined that it would one day become the world’s most envied and profitable investment bank. Neither would he have imagined the hurricane that has descended on markets this year, wrecking the investment-bank business model. Three of America’s five independent investment banks have been swallowed by rivals or the abyss. The two that remain, Goldman Sachs and Morgan Stanley, have opted under intense pressure from market forces to become bank holding companies, a move that will subject them to tougher capital requirements and supervision.



Goldman probably could have gotten a better deal by selling $5 billion of convertible preferred stock in the open market or to a group of private-equity firms. But for Goldman, the allure of this deal is the imprimatur that comes from Mr. Buffett. With Mr. Buffett saying that a preferred investment in Goldman is safe, Goldman’s lenders and those with whom it trades are apt to be reassured.



(contact the author at [email protected])



Efficient Management



While the large investment banks in US made huge losses during sub-prime crisis in 2007, Goldman was able to make profits during the period by selling subprime mortgage-backed securities short. The credit for these high profits goes to two Goldman traders – Michael Swenson and Josh Birnbaum. The pair made a profit of $4 billion by “betting” on a collapse in the sub-prime market, and shorting mortgage-related securities.



Transformation to BANK HOLDING Company



The month of September 2008 witnessed the downfall of the large banks of US. The whole world was shocked by such a collapse of financial giants. On September 21, Goldman Sachs announced itself to become the fourth largest bank holding company and to be regulated by the Federal Reserve. The Federal Reserve allowed Goldman Sachs along with Morgan Stanley to become bank holding companies, thereby giving them easier access to credit and help them survive financial crisis. The announcement completes an overhaul of the structure of the banking industry, which had been broken up in the 1933 into commercial and investment banks under GSA to restore confidence after the Great Depression.



It is better to have a permanent income than to be fascinating- Oscar Wilde
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The slogan of WaMu was “Simpler Banking, More Smiles” but it did not turn out to be that simple. The federal regulator of US - Federal Deposit Insurance Corporation (FDIC) finally had to step in to solve the crisis, by finding a buyer for the banking operation of WaMu. On September 25, 2008, FDIC was forced to seize WaMu and decided to sell the banking operations of WaMu to another banking corporation of US - JP Morgan Chase for $1.9 billion.



[Washington Mutual



A



]



by mohit khemka biggie in the US Banking Scene



119 year old WaMu became a public company in 1983. and by 2008, the banking division of WaMu alone had assets worth more than $300 billion. It had more than 2000 retail bank branches and employed more than 40,000 people in 15 states of the United States. The bank was servicing huge amount of loans for itself and also other banks as part of inter-bank credits. The total loan amount was as high as around $700 billion. It had also acquired a lot of other financial institutions smaller in size than itself in order to expand its portfolio of services. Washington Mutual Savings Bank was the biggest Savings and Loan Institution of US; it was a part of Washington Mutual, Inc., the 6th largest financial institution of any kind in the USA.



On the next day (September 26, 2008) WaMu, Inc. filed for Chapter 11 voluntary bankruptcy. This was the biggest failure in the world’s Banking history. The US Sub-prime mortgage crisis and credit card defaulting had caused yet another major finance institution to close down abruptly. The virus of the sub-prime crisis had already shown its enormous effect on the US finance sector and the whole world economy as a result.



JPMC “Chases” WaMu operations



With the purchase of WaMu, JPMC became the largest banking corporation of US with more than $900 billion of customer deposits, reaching out to almost half of the US population in terms of retail banking. JP Morgan Chase did not, however, acquire the assets and liabilities of WaMu but expanded its banking operations to 5400 branches in 23 states. It even started the banking operations in the branches previously held WaMu branches from the next day itself under the brand name “Chase”. The credit and debit cards of WaMu will also bear the name Chase.



How did the meltdown happen?



(contact the author at [email protected])



A large part of loans serviced by WaMu was given to borrowers with a not-so-good credit history. WaMu had already issued billions of dollars worth sub-prime mortgage loans, which had turned into bad-debts over the years. WaMu had to eventually close down most of its sub-prime home loan business operations. By the end of 2007, it had to shut down almost 50% of its home-loan offices and the entire home-loan business by April next. Even the stock prices had plummeted by about 93% in just a year to $2.00 a share by September of 2008. This wasn’t the end of problems for WaMu as even the then CEO of the company; Kelly Killinger was forced to step down by the Board of Directors. As a result, in mid-September, the credit rating of WaMu was much below par, thus thrashing the confidence of its depositors. WaMu had to face a massive Bank Run, when $16.7 billion worth deposits were withdrawn by the customers of WaMu within a short span of 10 days. This led the banking major to fall under critical levels of insufficient liquidity.
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niveshak ber 15 and subsequently on September 22, 2008, AIG was officially removed from the Dow Jones Industrial Average. According to senior Fed officials, AIG’s recue was necessary, in contrast to Lehman Brothers, because the insurer has extensive ties to other firms and retail products with approx. $1.1 trillion in assets and 74 million clients in 130 countries. An eventual liquidation of the company might be likely, but with the government loan, the company won’t have to go through an overnight turbulent sale.



(contact the author at [email protected])



[AIG



I



by bhasmang mankodi



]



nsurance Behemoth



American International Group, Inc. (AIG), a world leader in insurance and financial services, is the leading international insurance organization. It serves commercial, institutional and individual customers through the most extensive worldwide property-casualty and life insurance networks of any insurer. In addition, AIG companies are leading providers of retirement services, financial services and asset management around the world.



AIG-ing under sub prime



On September 16 2008,the US Federal Reserve Board authorised the Federal Reserve Bank of New York to lend up to $85 billion to the American International Group (AIG) under section 13(3) of the Federal Reserve Act, to prevent the bankruptcy of the US’ biggest insurer. The Federal Reserve announced the creation of a credit facility of up to US$85 billion in exchange for a 79.9% equity stake in addition to the right to suspend dividends to previously issued common and preferred stock of AIG. This is the biggest government rescue of a private company in US., though smaller than that of Fannie Mae and Freddie Mac a week earlier. This is a 24-month credit-liquidity facility from which AIG may draw up to $85 billion. Loan is collateralized by the assets of AIG, and has an interest rate of 850 basis points over 3-month London Interbank Offered Rate (LIBOR) (i.e., LIBOR plus 8.5%), making the current rate equal to almost 11.4%.



Nationalisation



In the case of AIG, US Federal Reserve Bank came forward for the bail-out fearing that bankruptcy of AIG could add to the prevailing financial crisis leading to increased borrowing costs and significantly weaker economic performance. Major credit-rating agencies Moody’s and Standard and Poor’s downgraded their credit ratings on AIG’s credit on concerns over continuing losses on mortgage-backed securities on Septem-



Whoever said money can’t buy happiness simply didn’t know where to go shopping - Bo Derek
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C



by nounit agarwal



]



ontrolling US hosuing mortagage market



The Federal National Mortgage Association, nicknamed Fannie Mae, and the Federal Home Mortgage Corporation, nicknamed Freddie Mac, have operated since 1968 as government sponsored enterprises (GSEs). Fannie Mae was created in 1938 as part of Franklin Delano Roosevelt’s New Deal and began operating as a GSE in 1968.The second GSE Freddie Mac was created in 1970.Although the two companies are privately owned and operated by shareholders , they are protected financially by the support of the Federal Government. In 2003, Fannie Mae and Freddie Mac controlled about 90 percent of the nation’s secondary mortgage market. Fannie Mae and Freddie Mac are the only two Fortune 500 companies that are not required to inform the public about any financial difficulties that they may be having. In the event that there was some sort of financial collapse within either of these companies, U.S. taxpayers could be held responsible for hundreds of billions of dollars in outstanding debts.



Sparking the crisis



world markets around. The conservatorship dismissed both directors of Fannie Mae and Freddie Mac from their positions; however, they will be kept aboard as advisors to assist in the transition of both companies’ newlyappointed management. The government is also prepared to invest close to $100 billion to keep both companies afloat with fresh capital to continue operations and allow them to remain functioning until they can sell enough of their assets to stabilize the economy. To minimize dangers to the U.S. taxpayers, the Treasury Department will suspend paying dividends to all stockholders of Freddie and Fannie, and is coercing the companies to shrink their investment portfolios to be sold at a later time. The plan will also deny access to lobbying on Capitol Hill, ending the companies’ ability to influence any and all government actions regarding them. Given that foreign investors own approximately $2.5 trillion worth of both Fannie and Freddie’s debt, following news of the takeover, trading hubs reacted positively around the world. With foreign market trading moving upward as much as 5.5%, the bailout signaled at least a small reprieve from the uncertainty caused by the two lenders’ dire fiscal shape. The Treasury Department hopes that the bailout, will boost international trading and confidence, slow the traumatic drop in real estate value, and allow world markets to begin a recovery.



The two companies guaranteed by government funding to supply home loans, undertook risky lending practices, lending extensively to those with poor credit histories. Fannie Mae and Freddie Mac lost billions of dollars in the latest housing crunch to strike the U.S. economy. With figures showing nearly 9% of U.S. mortgage holders behind on their payments, both companies were in serious financial distress. Due to the amount of the mortgage market they own, a collapse for either company would cause great turmoil in our financial markets here at home and around the globe. The companies, designed to make housing more affordable to the average person, own or guarantee over $5 trillion worth of mortgages—nearly half of the home loans in America.



(contact the author at [email protected])



Life supoort from Fed and US Treasury



On September 7, 2008, the nation’s two largest mortgage finance lenders were placed into conservatorship by the US treasury. The move by the federal governmenthad immediate effects upon international trading markets and investors are hopeful it will help turn the latest recession in the
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Lynch by Bank of America, Lehmann possibly by Barclays and Nomura, the conversion of Goldman Sachs and Morgan Stanley into Commercial banks, these banks will now by Biswadeep parida have access to a stable base of funds. These banks will also be under the purview of stricter Federal Reserve regulathink most of the participants of top B-Schools of the tions instead of the Securities and Exchanges Commission. world dream to join a Wall Street Investment bank and be part of that Manhattan elite which has con- There have also been lots of capital infusions from central trolled the world of finance till date. But the incidents over banks around the world to tackle the worst financial crisis the past month have taken their breath away. Today, with in history after the 1929 Great Depression. The US Treasury the wipe out of all its standalone Investment Banks, Wall and Fed have infused $100bn each into Freddie Mac and Street’s reputation is in tatters. They were brutally thrashed Fannie Mae, bough 79.9 % common stock of AIG for $85bn by the markets which they once ruled. And the Investment in one of the biggest nationalizations in US history, infused Banks thought they had all the expertise to manage asset $29bn into Bear Stearns to help its buyer get rid of its toxic risks. Then how did these so called authorities of finance investments. On 19th of September 2008 the US Treasury manage to bring the most admired firms to their knees? and Fed poured $180bn into the system to enhance liquidity. But this was not enough. US Treasury Secretary Mr. Henry Possible Reasons for failure Paulson and Chairman of Federal Reserve Mr. Ben Bernake Some analysts say much of the research was mediocre, no proposed a $700bn bailout package to rescue the US and more than a permutation and combination of numbers and world economy. As I am writing this, news has come in that arguments provided by the firms themselves. Investments it has been passed in the US Congress by a vote of 263-171. were made or recommended with an unforgivable casualness considering the sums involved. Sometimes these banks relied Central Banks around the world also have not been far on unstable overnight funding from wholesale markets, or behind in capital infusions into their systems to counter on clients’ cash balances to fund their own trading positions. liquidity issues. Russia poured $44 billion into its three Many blame it on the questionable lifestyle and governance of largest banks and halted stock trading for the second their CEOs. Charles Prince of Citigroup, Stanley O’Neil of Merrill day. Central banks in Japan and Australia injected $33 Lynch and Jimmy Caynes of Bear Stearns are bright examples. billion into their financial systems amid ongoing efforts to restore investor confidence. Several European central Some Wall Street analysts have even questioned the basic busibanks have injected huge sums into their markets to ness model of standalone Investment Banks. I-banks started restore normalcy. The Indian Finance Ministry and Reoff as brokerages and then branched off into underwriting serve Bank of India also have a bailout package in place. of securities and advisory services. None of these businesses requires large amounts of funding. When commissions on The Silver lining these businesses declined, Investment Banks started setting The silver lining is that we are finally seeing co-ordinated aside bigger and bigger sums for proprietary trading. From global action to restore normalcy which is unprecedented proprietary trading, Investment Banks moved on to private till date. Major Banks of USA and Europe have also joined equity. In other words, Investment Banks started betting hands to rescue each other. Chiefs of iconic American banks their own capital on risky assets and illiquid assets after that. like Citibank, JP Morgan Chase, BankAm, Wells Fargo etc The Banks as mentioned earlier claimed to have all the ex- have met several times at the fortress like headquarters of pertise to manage asset risks. But there are two problems Federal Reserve of New York and created a corpus to help with this model. One, the assets are funded in the whole- each other. Its effect was seen when Wells Fargo offered sale markets. The moment there is uncertainty about the to acquire Wachovia Corp, another failing US banking givalue of assets, access to funds is cut off — and this trig- ant, without any support from Fed. European banking gigers a collapse. The second is linked with the high incen- ant Barclays and a lesser known Japanese bank Nomura tive payout at these Wall Street I-banks much to the envy have even offered to acquire Lehman’s assets. Billions of of others. In the presence of high leverage, managers have dollars of investments are waiting to enter US markets every incentive to take huge risks. If the gambles work out, from Sovereign Wealth Funds of Asian and Middle-eastern managers get big rewards. If they fail, it is shareholders Oil economies, provided they are approved by US Treawho get wiped out. To tame their daredevilry and greed, sury and Federal Reserve. But Wall Street will lose the this time it was the most horrible crises in the history of reigns of global finance to Asian and European powers.
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]



finance. The enormity of the subprime disaster also sparked distrust among high-street banks, which refused to lend to each other, and panic among investors who sold fearing the worst. This further worsened the situation and brought them to the brink of sell-outs, conversions and bankruptcies.



Takeovers, Conversions and Coordinated Bailouts After the takeover of Bear Stearns by JP Morgan Chase, Merrill



Gentlemen prefer bonds- Andrew Mellon



A little more planned effort can ensure scrips all over the world to rise from the present historically low values. SubPrime crisis may soon fade away into the oblivion. May we soon see the rise of standalone Investment Banks. Wall Street will rise from the ashes with more blood and vengeance. Let us keep faith in this ancient Chinese Blessing “May we live in interesting times”
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