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UBS to Write Down Another $19 Billion

By NELSON D. SCHWARTZ and JULIA WERDIGIER

The mortgage crisis set off fresh shock waves Tuesday, with the biggest banks in Switzerland and Germany
announcing huge write-downs totaling $23 billion, adding to the hundreds of billions in losses that financial
firms already face from the subprime mortgage fallout.

Despite the continuing global tide of red ink, investors seized on hopes that the crisis may have hit bottom.
Dow Jones industrial average surged more than 3 percent, or nearly 392 points.

They were also encouraged by announcements that UBS of Switzerland is close to raising $15 billion in

fresh capital and Lehman Brothers is close to raising $4 billion, a sign that investors have not given up on
banks.

Even so, some analysts say that the optimism may be premature, reflecting wishful thinking more than

economic realities.

“The market has been consistently wrong each time they tried to find a bottom,” said Meredith Whitney, an
analyst at Oppenheimer & Company, noting that earlier stock rallies in January and last fall were
overwhelmed by more bad news.

“There’s a ‘hooray’ from the stands, but investors don’t realize the bench has been weakened,” she said.
“There’s no end in sight in terms of bad news.”

Indeed, a report issued Tuesday by Morgan Stanley concluded that investment banks face their worst crisis
in 30 years, surpassing the global financial upheavals of 1998 as well as the stock market crash of 1987. It
projected that investment banking revenue will drop another 20 percent this year, and financial firms will

report a further $75 billion in markdowns on top of what they have announced so far.

“There have been several false dawns during this crisis,” said Lawrence H. Summers, who confronted the

financial shocks of the late 1990s as Treasury secretary under President Bill Clinton. “One can’t be at all
confident the worst of this is behind us.”

But Mr. Summers added that recent actions by the Federal Reserve, combined with bargain prices for
certain financial assets, might be “enough to permit a process of repair to begin.”

Other market watchers noted that Tuesday’s big stock market move was different in important ways from

previous rallies.
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Tuesday represented “one of the biggest rallies we've had that wasn’t on Fed steroids,” said James W.
Paulsen, chief investment strategist of Wells Capital Management in Minneapolis, alluding to rate cuts the
Federal Reserve made in recent months.

“What we're in the process of doing is putting in a bottom,” he added.

Mr. Paulsen also rejected the idea the economy was in recession. “If we're in recession, why is
unemployment 5 percent? Why are 80 percent of nonfinancial companies in the S.& P. 500 still achieving
double-digit earnings gains?” he said, referring to the Standard & Poor’s 500-stock index.

Reaction to the news of fresh capital for Lehman and UBS was “quite good,” said Tobias Levkovich, a
longtime stock market strategist at Citigroup. “Does it mean all the problems are behind us? No. But it
suggests the market is willing to look past the valley to some degree.”

From a high last October of 1,565 to its low of 1,273 last month, the S.& P. 500 fell 19 percent. That is close
to the 20.5 percent median decline stocks have experienced over the last nine recessions, Mr. Levkovich
said.

Even so, enormous losses keep piling up. Germany’s biggest bank, Deutsche Bank, said Tuesday that it
would take a $4 billion write-down because of the subprime crisis, and warned that market conditions

“have become significantly more challenging during the last few weeks.”
That write-down, while large, paled in comparison to the $19 billion charge that UBS announced Tuesday.

That brought UBS’s total write-downs to nearly $40 billion — more than any other bank’s — and UBS
expects to post a first-quarter loss of $12 billion. But its plan to raise new capital quashed fears that the

bank, based in Zurich, was facing deeper threats because of the subprime woes.

UBS’s financial woes caused another casualty, however, in its executive suite. UBS’s longtime chairman,

Marcel Ospel, abruptly resigned Tuesday after months of criticism from shareholders.

Last summer, Peter Wuffli, the bank’s chief executive, was among the first of a series of high-profile
financiers to be forced out by subprime losses. Now, with Mr. Ospel’s departure, UBS has joined American
giants like Merrill Lynch and Citigroup in cleaning house at the top. UBS said its general counsel, Peter
Kurer, would succeed Mr. Ospel.

Lehman Brothers, the investment firm hit by worries about its ability to weather the downturn, is already
close to raising $4 billion in fresh funds from investors. That is far more than the $3 billion it said it would

seek, which analysts read as evidence of confidence in its future.

Financial stocks in Europe, including those of UBS, Deutsche Bank and Société Générale, as well as those of
their American counterparts — including Lehman, Citigroup, JPMorgan Chase, Merrill Lynch, Bank of

America and Goldman Sachs — surged Tuesday.

While the willingness of investors to put up fresh cash for Lehman and UBS underscores that they are ina
stronger position than Bear Stearns, which was forced to sell itself to JPMorgan last month, the mortgage

mess remains a threat.
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Not only are tens of billions in troubled home loans that remain on the books of banks hard to value, but
potential buyers for these assets have evaporated in recent months amid fears that a recession in the United
States might threaten swaths of the credit market that were previously thought to be safe.

“Everyone is trying to kitchen-sink this thing, but it’s hard to do so without knowing the ultimate level of

credit losses,” said Josh Rosner, a managing director of Graham Fisher, an independent consulting firm in
New York.

What is more, delinquency rates are now rising even among homeowners who qualified for loans backed by
Fannie Mae and Freddie Mac, the government-chartered companies that guarantee the bulk of mortgages

in the United States. So the problems facing ordinary homeowners, as well as the big banks that hold their
mortgages, could still worsen, according to Mr. Rosner.

“In any bear market you have relief rallies, and that’s what we’re embracing,” he said. “But functionally,
we've not addressed the underlying problem of illiquid securities.”

UBS said it still owned $15 billion in subprime debt, even after the latest write-downs. It owns another $16
billion in Alt-A mortgages, which are loans to borrowers with credit that is slightly better but still shaky.

“We were compelled to announce further heavy losses, but at the same time we have been able to show our
investors and shareholders a clear way out of this crisis,” UBS’s chief executive, Marcel Rohner, said in a
conference call Tuesday, referring to the plans to raise $15 billion. “The next chapter is one of discipline and

determination.”

The planned capital increase would come on top of a $13 billion infusion UBS received from the
Government of Singapore Investment Corporation and an unidentified Middle Eastern investor this year.

UBS’s problems of the last year are a stunning reversal for an institution long known for its staid,
conservative style. Beginning in 2005, UBS made a huge bet on mortgage securities, seeking the higher
vields they offered and trusting that the AAA ratings they bore would protect the bank from outsize losses.

Eventually, UBS’s mortgage portfolio topped $100 billion.

“The losses at UBS are staggering,” Ms. Whitney of Oppenheimer said. “It’s hard to fathom another quarter
of $18 billion or $19 billion write-downs, but this isn’t the end of their problems.”

As for the broader market, over the next few weeks investors will closely follow companies’ first-quarter
earnings announcements, looking for any sign of the recession that many economists believe is now under

way.

Sharp swings in the stock market have been a hallmark of trading this vear, reflecting the deep split on Wall
Street between bulls like Mr. Paulsen and bears like Mr. Rosner. On March 18, for example, the Dow leapt
420 points, only to sink 293 points the next day. Similarly, a 307-point plunge on Jan. 17 was followed by a
400-point rally the following week.

Gregory Roth in New York and David Jolly in Paris contributed reporting.

Copyright 2008 The New York Times Company
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Wall Street and The Financial Crisis:
Anatomy of a Financial Collapse

Apnil 13,2011

In the fall of 2008, America suffered a devastating economic collapse. Once valuable
securities lost most or all of their value, debt markets froze, stock markets plunged, and storied
financial firms went under. Millions of Americans lost their jobs; millions of families lost their
homes; and good businesses shut down. These events cast the United States into an economic
recession so deep that the country has yet to tully recover.

This Report is the product of a two-year bipartisan investigation by the U.S. Senate
Permanent Subcommittee on Investigations into the origins of the 2008 financial crisis. The
goals of this investigation were to construct a public record of the facts in order to deepen the
understanding of what happened; identify some of the root causes of the crisis; and provide a
factual foundation for the ongoing effort to fortify the country against the recurrence of a similar
crisis in the future.

Using internal documents, communications, and interviews, the Report attempts to
provide the clearest picture yet of what took place inside the walls ot some of the financial
institutions and regulatory agencies that contributed to the crisis. The investigation found that
the crisis was not a natural disaster, but the result of high risk, complex financial products;
undisclosed conflicts of interest; and the failure of regulators, the credit rating agencies, and the
market itself to rein in the excesses of Wall Street.

While this Report does not attempt to examine every key moment, or analyze every |
important cause of the crisis, it provides new, detailed, and compelling evidence of what
happened. In so doing, we hope the Report leads to solutions that prevent it from happening
again.

I. EXECUTIVE SUMMARY
A. Subcommittee Investigation

In November 2008, the Permanent Subcommittee on Investigations initiated its
investigation into some of the key causes of the financial crisis. Since then, the Subcommittee
has engaged in a wide-ranging inquiry, issuing subpoenas, conducting over 150 interviews and
depositions, and consulting with dozens of government, academic, and private sector experts.
'The Subcommittee has accumulated and reviewed tens of millions of pages of documents,
including court pleadings, filings with the Securities and Exchange Commission, trustee reports,
prospectuses for public and private offerings, corporate board and committee minutes, mortgage
transactions and analyses, memoranda, marketing materials, correspondence, and emails. The
Subcommittee has also reviewed documents prepared by or sent to or from banking and
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securities regulators, including bank examination reports, reviews of securities firms,
enforcement actions, analyses, memoranda, correspondence, and emails.

In April 2010, the Subcommittee held four hearings examining four root causes of the
financial crisis. Using case studies detailed in thousands of pages ot documents released at the
hearings, the Subcommittee presented and examined evidence showing how high risk lending by
U S. financial institutions; regulatory failures; inflated credit ratings; and high risk, poor quality
financial products designed and sold by some investment banks, contributed to the financial
crisis. This Report expands on those hearings and the case studies they featured. The case
studies are Washington Mutual Bank, the largest bank failure in U.S. history; the federal Office
of Thrift Supervision which oversaw Washington Mutual’s demise; Moody’s and Standard &
Poor’s, the country’s two largest credit rating agencies; and Goldman Sachs and Deutsche Bank,
two leaders in the design, marketing, and sale of mortgage related securities. This Report
devotes a chapter to how each of the four causative factors, as illustrated by the case studies,
fueled the 2008 financial crisis, providing findings of fact, analysis of the 1ssues, and
recommendations for next steps.

B. Overview

(1) High Risk Lending:
Case Study of Washington Mutual Bank

The first chapter focuses on how high risk mortgage lending contributed to the financial
crisis, using as a case study Washington Mutual Bank (WaMu). At the time of its failure, WaMu
was the nation’s largest thrift and sixth largest bank, with $300 billion in assets, $188 billion in
deposits, 2,300 branches in 15 states, and over 43,000 employees. Beginning in 2004, it
embarked upon a lending strategy to pursue higher profits by emphasizing high risk loans. By
2006, WaMu’s high risk loans began incurring high rates of delinquency and default, and in
2007, its mortgage backed securities began incurring ratings downgrades and losses. Also in
2007, the bank itself began incurring losses due to a portfolio that contained poor quality and
fraudulent loans and securities. Its stock price dropped as shareholders lost confidence, and
depositors began withdrawing funds, eventually causing a liquidity crisis at the bank. On
September 25, 2008, WaMu was seized by its regulator, the Otfice of Thrift Supervision, placed
in receivership with the Federal Deposit Insurance Corporation (FDIC), and sold to JPMorgan
Chase for $1.9 billion. Had the sale not gone through, WaMu’s failure might have exhausted the
entire $45 billion Deposit Insurance Fund.

This case study focuses on how one bank’s search for increased growth and profit led to
the origination and securitization of hundreds of billions of dollars in high risk, poor quality
mortgages that ultimately plummeted in value, hurting investors, the bank, and the U.S. financial
system. WaMu had held itself out as a prudent lender, but in reality, the bank turned
increasingly to higher risk loans. Over a four-year period, those higher risk loans grew from
19% of WaMu’s loan originations in 2003, to 55% in 2006, while its lower risk, fixed rate loans
fell from 64% to 25% of its originations. At the same time, WaMu increased its securitization of
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subprime loans sixfold, primarily through its subprime lender, Long Beach Mortgage
Corporation, increasing such loans from nearly $4.5 billion in 2003, to $29 billion in 2006.
From 2000 to 2007, WaMu and Long Beach together securitized at least $77 billion in subprime
loans.

WaMu also originated an increasing number ot its flagship product, Option Adjustable
Rate Mortgages (Option ARMs), which created high risk, negatively amortizing mortgages and,
from 2003 to 2007, represented as much as half of all of WaMu’s loan originations. In 2006
alone, Washington Mutual originated more than $42.6 billion in Option ARM loans and sold or
securitized at least $115 billion to investors, including sales to the Federal National Mortgage
Association (Fannie Mae) and Federal Home Loan Mortgage Corporation (Freddie Mac). In
addition, WaMu greatly increased its origination and securitization of high risk home equity loan
products. By 2007, home equity loans made up $63.5 billion or 27% of its home loan portfolio,
a 130% increase from 2003.

At the same time that WaMu was implementing its high nisk lending strategy, WaMu and
Long Beach engaged in a host of shoddy lending practices that produced billions of dollars in
high risk, poor quality mortgages and mortgage backed securities. Those practices included
qualifying high risk borrowers for larger loans than they could afford; steering borrowers from
conventional mortgages to higher risk loan products; accepting loan applications without
verifying the borrower’s income; using loans with low, short term “teaser” rates that could lead
to payment shock when higher interest rates took effect later on; promoting negatively
amortizing loans in which many borrowers increased rather than paid down their debt; and
authorizing loans with multiple layers of risk. In addition, WaMu and Long Beach failed to
enforce compliance with their own lending standards; allowed excessive loan error and exception
rates; exercised weak oversight over the third party mortgage brokers who supplied half or more
of their loans: and tolerated the issuance of loans with fraudulent or erroneous borrower
information. They also designed compensation incentives that rewarded loan personnel for
issuing a large volume of higher risk loans, valuing speed and volume over loan quality.

As a result, WaMu, and particularly its Long Beach subsidiary, became known by
industry insiders for its failed mortgages and poorly performing residential mortgage backed
securities (RMBS). Among sophisticated investors, its securitizations were understood to be
some of the worst performing in the marketplace. Inside the bank, WaMu’s President Steve
Rotella described Long Beach as “terrible” and “a mess,” with default rates that were “ugly.”
WaMu’s high risk lending operation was also problem-plagued. WaMu management was
provided with compelling evidence of deficient lending practices in internal emails, audit reports,
and reviews. Internal reviews of two high volume WaMu loan centers, for example, described
“extensive fraud” by employees who “willfully” circumvented bank policies. A WaMu review
of internal controls to stop fraudulent loans from being sold to investors described them as
“ineffective.” On at least one occasion, senior managers knowingly sold delinquency-prone
loans to investors. Aside from Long Beach, WaMu’s President described WaMu’s prime home
loan business as the “worst managed business” he had seen in his career.

13-53846-swr Doc 361-8 Filed 08/16/13 Entered 08/16/13 18:34:29 Page 10 of 20



4

Documents obtained by the Subcommittee reveal that WaMu launched its high risk
lending strategy primarily because higher risk loans and mortgage backed securities could be
sold for higher prices on Wall Street. They garnered higher prices because higher risk meant the
securities paid a higher coupon rate than other comparably rated securities, and investors paid a
higher price to buy them. Selling or securitizing the loans also removed them from WaMu’s
books and appeared to insulate the bank from nisk.

The Subcommittee investigation indicates that unacceptable lending and securitization
practices were not restricted to Washington Mutual, but were present at a host of financial
institutions that originated, sold, and securitized billions of dollars in high risk, poor quality
home loans that inundated U.S. financial markets. Many of the resulting securities ultimately
plummeted in value, leaving banks and investors with huge losses that helped send the economy
into a downward spiral. These lenders were not the victims of the financial crisis; the high risk
loans they issued were the fuel that ignited the tinancial crisis.

(2) Regulatory Failure:
Case Study of the Office of Thrift Supervision

The next chapter focuses on the failure of the Office of Thrift Supervision (OTS) to stop
the unsafe and unsound practices that led to the demise of Washington Mutual, one of the
nation’s largest banks. Over a five year period from 2004 to 2008, OTS identified over 500
serious deficiencies at WaMu, vyet failed to take action to force the bank to improve its lending
operations and even impeded oversight by the bank’s backup regulator, the FDIC.

Washington Mutual Bank was the largest thrift under the supervision of OTS and was
among the eight largest financial institutions insured by the FDIC. Until 2006, WaMu was a
profitable bank, but in 2007, many of its high risk home loans began experiencing increased rates
of delinquency, default, and loss. After the market for subprime mortgage backed securities
collapsed in July 2007, Washington Mutual was unable to sell or securitize its subprime loans
and its loan portfolio fell in value. In September 2007, WaMu’s stock price plummeted against
the backdrop of its losses and a worsening financial crisis. From 2007 to 2008, WaMu’s
depositors withdrew a total of over $26 billion in deposits from the bank, triggering a liquidity
crisis, followed by the bank’s closure.

OTS records show that, during the five years prior to WaMu’s collapse, OTS examiners
repeatedly identified significant problems with Washington Mutual’s lending practices, risk
management, asset quality, and appraisal practices, and requested corrective action. Year after
year, WaMu promised to correct the identified problems, but never did. OTS failed to respond
with meaningful enforcement action, such as by downgrading WaMu'’s rating for safety and
soundness, requiring a public plan with deadlines for corrective actions, or imposing civil fines
for inaction. To the contrary, until shortly before the thrift’s failure in 2008, OTS continually
rated WaMu as financially sound.

The agency’s failure to restrain WaMu’s unsafe lending practices stemmed in part from
an OTS regulatory culture that viewed its thrifts as “constituents,” relied on bank management to
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correct identified problems with minimal regulatory intervention, and expressed reluctance to
interfere with even unsound lending and securitization practices. OTS displayed an unusual
amount of deference to WaMu’s management, choosing to rely on the bank to police itself in its
use of safe and sound practices. The reasoning appeared to be that if OTS examiners simply
identified the problems at the bank, OTS could then rely on WaMu’s assurances that problems
would be corrected, with little need for tough enforcement actions. It was a regulatory approach
with disastrous results.

Despite identifying over 500 serious deficiencies in five years, OTS did not once, from
2004 to 2008, take a public enforcement action against Washington Mutual to correct its lending
practices, nor did it lower the bank’s rating for safety and soundness. Only in 2008, as the bank
incurred mounting losses, did OTS finally take two informal, nonpublic enforcement actions,
requiring WaMu to agree to a “Board Resolution” in March and a “Memorandum of
Understanding” in September, neither of which imposed sufficient changes to prevent the bank’s
failure. OTS officials resisted calls by the FDIC, the bank’s backup regulator, for stronger
measures and even impeded FDIC oversight efforts by at times denying FDIC examiners office
space and access to bank records. Tensions between the two agencies remained high until the
end. Two weeks before the bank was seized, the FDIC Chairman contacted WaMu directly to
inform it that the FDIC was likely to have a ratings disagreement with OTS and downgrade the
bank’s safety and soundness rating, and informed the OTS Director about that communication,
prompting him to complain about the FDIC Chairman’s “audacity.”

Hindered by a culture of deference to management, demorahized examiners, and agency
infighting, OTS officials allowed the bank’s short term profits to excuse its risky practices and
failed to evaluate the bank’s actions in the context of the U.S. financial system as a whole. Its
narrow regulatory focus prevented OTS from analyzing or acknowledging until it was too late
that WaMu’s practices could harm the broader economy.

OTS’ failure to restrain Washington Mutual’s unsafe lending practices allowed high risk
loans at the bank to proliferate, negatively impacting investors across the United States and
around the world. Similar regulatory failings by other agencies involving other lenders repeated
the problem on a broad scale. The result was a mortgage market saturated with risky loans, and
financial institutions that were supposed to hold predominantly safe investments but instead held
portfolios rife with high risk, poor quality mortgages. When those loans began defaulting in
record numbers and mortgage related securities plummeted in value, financial institutions around
the globe suffered hundreds of billions of dollars in losses, triggering an economic disaster. The
regulatory failures that set the stage for those losses were a proximate cause of the financial
CTIsiS.

(3) Inflated Credit Ratings:
Case Study of Moody’s and Standard & Poor’s

The next chapter examines how inflated credit ratings contributed to the financial cnsis
by masking the true risk of many mortgage related securities. Using case studies involving
Moody’s Investors Service, Inc. (Moody’s) and Standard & Poor’s Financial Services LLC
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(S&P), the nation’s two largest credit rating agencies, the Subcommittee identified multiple
problems responsible for the inaccurate ratings, including conflicts of interest that placed
achieving market share and increased revenues ahead of ensuring accurate ratings.

Between 2004 and 2007, Moody’s and S&P issued credit ratings for tens of thousands of
U.S. residential mortgage backed securities (RMBS) and collateralized debt obligations (CDO).
Taking in increasing revenue from Wall Street firms, Moody’s and S&P issued AAA and other
investment grade credit ratings for the vast majority of those RMBS and CDO securities,
deeming them safe investments even though many relied on high risk home loans.! In late
2006, high risk mortgages began incurring delinquencies and defaults at an alarming rate.
Despite signs of a deteriorating mortgage market, Moody’s and S&P continued for six months to
issue investment grade ratings for numerous RMBS and CDO securities.

Then, 1 July 2007, as mortgage delinquencies intensified and RMBS and CDO securities
began incurring losses, both companies abruptly reversed course and began downgrading at
record numbers hundreds and then thousands of their RMBS and CDO ratings, some less than a
year old. Investors like banks, pension tunds, and insurance companies, who are by rule barred
from owning low rated securities, were forced to sell off their downgraded RMBS and CDO
holdings, because they had lost their investment grade status. RMBS and CDO securities held
by financial firms lost much of their value, and new securitizations were unable to find investors.
The subprime RMBS market initially froze and then collapsed, leaving investors and financial
{irms around the world holding unmarketable subprime RMBS securities that were plummeting
in value. A few months later, the CDO market collapsed as well.

Traditionally, investments holding AAA ratings have had a less than 1% probability of
incurring defaults. But in 2007, the vast majority of RMBS and CDO securities with AAA
ratings incurred substantial losses; some failed outright. Analysts have determined that over
90% of the AAA ratings given to subprime RMBS securities originated in 2006 and 2007 were
later downgraded by the credit rating agencies to junk status. In the case of Long Beach, 75 out
of 75 AAA rated Long Beach securities issued in 2006, were later downgraded to junk status,
defaulted, or withdrawn. Investors and financial institutions holding the AAA rated securities
lost significant value. Those widespread losses led, in turn, to a loss of investor confidence in
the value of the AAA rating, in the holdings of major U.S. financial institutions, and even in the
viability of U.S. financial markets.

Inaccurate AAA credit ratings introduced risk into the U.S. financial system and
constituted a key cause of the financial crisis. In addition, the July mass downgrades, which
were unprecedented in number and scope, precipitated the collapse of the RMBS and CDO
secondary markets, and perhaps more than any other single event tnggered the beginning of the
financial crisis.

' S&P issues ratings using the “AAA” designation; Moody’s equivalent rating is “Aaa.” For ease of reference, this
Report will refer to both ratings as “AAA.”
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The Subcommittee’s investigation uncovered a host of factors responsible for the
inaccurate credit ratings issued by Moody’s and S&P. One significant cause was the inherent
conflict of interest arising from the system used to pay for credit ratings. Credit rating agencies
were paid by the Wall Street firms that sought their ratings and profited from the financial
products being rated. Under this “issuer pays” model, the rating agencies were dependent upon
those Wall Street firms to bring them business, and were vulnerable to threats that the firms
would take their business elsewhere if they did not get the ratings they wanted. The rating
agencies weakened their standards as each competed to provide the most favorable rating to win
business and greater market share. The result was a race to the bottom.

Additional factors responsible for the inaccurate ratings include rating models that failed
to include relevant mortgage performance data; unclear and subjective criteria used to produce
ratings; a failure to apply updated rating models to existing rated transactions; and a failure to
provide adequate staffing to perform rating and surveillance services, despite record revenues.
Compounding these problems were federal regulations that required the purchase of investment
grade securities by banks and others, which created pressure on the credit rating agencies to issue
investment grade ratings. While these federal regulations were intended to help investors stay
away from unsafe securities, they had the opposite effect when the AAA ratings proved
Inaccurate.

Evidence gathered by the Subcommittee shows that the credit rating agencies were aware
of problems in the mortgage market, including an unsustainable rise i housing prices, the high
risk nature of the loans being issued, lax lending standards, and rampant mortgage fraud. Instead
of using this information to temper their ratings, the firms continued to issue a high volume of
investment grade ratings for mortgage backed securities. If the credit rating agencies had issued
ratings that accurately reflected the increasing risk in the RMBS and CDO markets and
appropriately adjusted existing ratings in those markets, they might have discouraged investors
from purchasing high risk RMBS and CDO securities, and slowed the pace of securitizations.

It was not in the short term economic interest of either Moody’s or S&P, however, to
provide accurate credit ratings for high risk RMBS and CDO securities, because doing so would
have hurt their own revenues. Instead, the credit rating agencies’ profits became increasingly
reliant on the fees generated by issuing a large volume of structured finance ratings. In the end,
Moody’s and S&P provided AAA ratings to tens of thousands of high risk RMBS and CDO
securities and then, when those products began to incur losses, issued mass downgrades that
shocked the financial markets, hammered the value of the mortgage related securities, and helped
trigger the financial crisis.

(4) Investment Bank Abuses:
Case Study of Goldman Sachs and Deutsche Bank

The final chapter examines how investment banks contributed to the financial crisis,

using as case studies Goldman Sachs and Deutsche Bank, two leading participants in the U.S.
mortgage market.
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Investment banks can play an important role in the U.S. economy, helping to channel the
nation’s wealth into productive activities that create jobs and increase economic growth. But in
the years leading up to the financial crisis, large investment banks designed and promoted
complex financial instruments, often referred to as structured finance products, that were at the
heart of the crisis. They included RMBS and CDO securities, credit default swaps (CDS), and
CDS contracts linked to the ABX Index. These complex, high risk financial products were
engineered, sold, and traded by the major U.S. investment banks.

From 2004 to 2008, U.S. financial institutions issued nearly $2.5 trillion in RMBS and
over $1.4 trillion in CDO securities, backed primarily by mortgage related products. Investment
banks typically charged fees of $1 to $8 million to act as the underwriter of an RMBS
securitization, and $5 to $10 million to act as the placement agent for a CDO securitization.
Those fees contributed substantial revenues to the investment banks, which established internal
structured finance groups, as well as a variety of RMBS and CDO origination and trading desks
within those groups, to handle mortgage related securitizations. Investment banks sold RMBS
and CDO securities to investors around the world, and helped develop a secondary market where
RMBS and CDO securities could be traded. The investment banks’ trading desks participated in
those secondary markets, buying and selling RMBS and CDO securities either on behalf of their
clients or in connection with their own proprietary transactions.

The financial products developed by investment banks allowed investors to profit, not
only from the success of an RMBS or CDO securitization, but also from its failure. CDS
contracts, for example, allowed counterparties to wager on the rise or fall in the value of a
specific RMBS security or on a collection of RMBS and other assets contained or referenced in a
CDO. Major investment banks developed standardized CDS contracts that could also be traded
on a secondary market. In addition, they established the ABX Index which allowed
counterparties to wager on the rise or fall in the value of a basket of subprime RMBS securities,
which could be used to reflect the status of the subprime mortgage market as a whole. The
investment banks sometimes matched up parties who wanted to take opposite sides in a
transaction and other times took one or the other side of the transaction to accommodate a client.
At still other times, investment banks used these financial instruments to make their own
proprietary wagers. In extreme cases, some investment banks set up structured finance
transactions which enabled them to profit at the expense of their clients.

Two case studies, involving Goldman Sachs and Deutsche Bank, illustrate a variety of
troubling practices that raise conflicts of interest and other concerns involving RMBS, CDO,
CDS, and ABX related financial instruments that contributed to the financial crisis.

The Goldman Sachs case study focuses on how it used net short positions to benefit from
the downturn in the mortgage market, and designed, marketed, and sold CDOs in ways that
created conflicts of interest with the firm’s clients and at times led to the bank'’s profiting from
the same products that caused substantial losses for its clients.

From 2004 to 2008, Goldman was a major player in the U.S. mortgage market. In 2006
and 2007 alone, it designed and underwrote 93 RMBS and 27 mortgage related CDO
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securitizations totaling about $100 billion, bought and sold RMBS and CDO securities on behalf
of its clients, and amassed its own multi-billion-dollar proprietary mortgage related holdings. In
December 2006, however, when it saw evidence that the high risk mortgages underlying many
RMBS and CDO securities were incurring accelerated rates of delinquency and default,
Goldman quietly and abruptly reversed course.

Over the next two months, it rapidly sold off or wrote down the bulk of its existing
subprime RMBS and CDO inventory, and began building a short position that would allow it to
profit from the decline of the mortgage market. Throughout 2007, Goldman twice built up and
cashed in sizeable mortgage related short positions. At its peak, Goldman's net short position
totaled $13.9 billion. Overall in 2007, its net short position produced record profits totaling $3.7
billion for Goldman’s Structured Products Group, which when combined with other mortgage
losses, produced record net revenues of $1.1 billion for the Mortgage Department as a whole.

Throughout 2007, Goldman sold RMBS and CDO securities to its clients without
disclosing its own net short position against the subprime market or its purchase of CDS
contracts to gain from the loss in value of some of the very securities it was selling to its clients.

The case study examines in detail four CDOs that Goldman constructed and sold called
Hudson |, Anderson, Timberwolf, and Abacus 2007-AC1. In some cases, Goldman transferred
risky assets from its own inventory into these CDOs; in others, it included poor quality assets
that were likely to lose value or not perform. In three of the CDOs, Hudson, Anderson and
Timberwolf, Goldman took a substantial portion of the short side of the CDO, essentially betting
that the assets within the CDO would fall in value or not perform. Goldman’s short position was
in direct opposition to the clients to whom it was selling the CDO securities, yet it failed to
disclose the size and nature of its short position while marketing the securities. While Goldman
sometimes included obscure language in its marketing materials about the possibility of its
taking a short position on the CDO securities it was selling, Goldman did not disclose to
potential investors when it had already determined to take or had already taken short investments
that would pay off if the particular security it was selling, or RMBS and CDO securities in
general, performed poorly. In the case of Hudson 1, for example, Goldman took 100% of the
short side of the $2 billion CDO, betting against the assets referenced in the CDO, and sold the
Hudson securities to investors without disclosing its short position. When the securities lost
value, Goldman made a $1.7 billion gain at the direct expense of the clients to whom it had sold
the securities.

In the case of Anderson, Goldman selected a large number of poorly performing assets
for the CDO, took 40% of the short position, and then marketed Anderson securities to its
clients. When a client asked how Goldman “got comfortable” with the New Century loans in the
CDO, Goldman personnel tried to dispel concerns about the loans, and did not disclose the firm’s
own negative view of them or its short position in the CDO.

In the case of Timberwolf, Goldman sold the securities to its clients even as it knew the

securities were falling in value. In some cases, Goldman knowingly sold Timberwolf securities
to clients at prices above its own book values and, within days or weeks of the sale, marked
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down the value of the sold securities, causing its clients to incur quick losses and requiring some
to post higher margin or cash collateral. Timberwolf securities lost 80% of their value within
five months of being issued and today are worthless. Goldman took 36% of the short position in
the CDO and made money from that investment, but ultimately lost money when it could not sell
all of the Timberwolf securities.

In the case of Abacus, Goldman did not take the short position, but allowed a hedge fund,
Paulson & Co. Inc., that planned on shorting the CDO to play a major but hidden role in
selecting its assets. Goldman marketed Abacus securities to its clients, knowing the CDO was
designed to lose value and without disclosing the hedge fund’s asset selection role or investment
objective to potential investors. Three long investors together lost about $1 billion from their
Abacus investments, while the Paulson hedge fund profited by about the same amount. Today,
the Abacus securities are worthless.

In the Hudson and Timberwolf CDOs, Goldman also used its role as the collateral put
provider or liquidation agent to advance its financial interest to the detriment of the clients to
whom it sold the CDO securities.

The Deutsche Bank case study describes how the bank’s top global CDO trader, Greg
Lippmann, repcatedly warned and advised his Deutsche Bank colleagues and some of his clients
seeking to buy short positions about the poor quality of the RMBS securities underlying many
CDOs. He described some of those securities as “crap” and “pigs,” and predicted the assets and
the CDO securities would lose value. At one point, Mr. Lippmann was asked to buy a specific
CDO security and responded that it “rarely trades,” but he “would take it and try to dupe
someone” into buying it. He also at times referred to the industry’s ongoing CDO marketing
etforts as a “CDO machine” or “ponzi scheme.” Deutsche Bank’s sentor management disagreed
with his negative views, and used the bank’s own funds to make large proprietary investments in
mortgage related securities that, in 2007, had a notional or face value of $128 billion and a
market value of more than $25 billion. Despite its positive view of the housing market, the bank
allowed Mr. Lippmann to develop a large proprietary short position for the bank in the RMBS
market, which from 2005 to 2007, totaled $5 billion. The bank cashed in the short position from
2007 to 2008, generating a profit of $1.5 billion, which Mr. Lippmann claims 1s more money on
a single position than any other trade had ever made for Deutsche Bank in its history. Despite
that gain, due to its large long holdings, Deutsche Bank lost nearly $4.5 billion from its mortgage
related proprietary investments.

The Subcommittee also examined a $1.1 billion CDO underwritten by Deutsche Bank
known as Gemstone CDO VII Ltd. (Gemstone 7), which issued securities in March 2007. It was
one of 47 CDOs totaling $32 billion that Deutsche Bank underwrote from 2004 to 2008.
Deutsche Bank made $4.7 million in fees from Gemstone 7, while the collateral manager, a
hedge fund called HBK Capital Management, was slated to receive $3.3 million. Gemstone 7
concentrated risk by including within a single financial instrument 115 RMBS securities whose
financial success depended upon thousands of high risk, poor quality subprime loans. Many of
those RMBS securities carried BBB, BBB-, or even BB credit ratings, making them among the
highest risk RMBS securities sold to the public. Nearly a third of the RMBS securities contained
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= Invest in select neighborhoods to achieve greater impact with limited resources especially
neighborhoods targeted by LISC. Skillman. the Community Foundation and NDNI

= Protect recent investments by public and private partners

»  Attract other public/private financing to leverage NSP funds minimally on a 2:1 basis

» Create new jobs and stimulate small business development

» Demolish existing structures to accommodate future development or alternative uses.

Foreclosure Problem

As evidenced by Detroit’s NSP award amount. which was allocated under a formula developed
by the Department of Housing and Urban Development taking into account the numbers of
foreclosures, subprime loans and defaults in each jurisdiction. Detroit has the highest home
foreclosure rate among the nation’s 100 largest metropolitan areas. making it one of the cities
hardest hit by the national foreclosure and sub-prime lending crisis. The impact of not dealing
aggressively with this crisis would have tremendous implications for the economic survival and
social viability of the city. Moreover. the toll on Detroit citizens and families will be devastating
as once stable neighborhoods are faced with increased blight. vacant properties and diminished
housing values. Thus, it is imperative that we strategically focus our resources to achieve the
greatest outcomes and thwart further decline.

Statistics on local foreclosure activity speak volumes about the crisis in Detroit. From 2004 to
2006, there were approximately 330.000 mortgages originated in Detroit. During the same time,
38.000 new mortgages were sold representing 11% of total mortgages. About 27,500 or 73% of
new mortgages were high cost loans defined as loans with interest rates at least 3% above
Treasury sccuritics. Refinances accounted for 15% of new mortgage loans. As of 2006, about
29.000 adjustable rate mortgages or 9% of all existing mortgages reset, triggering higher
payments for loan recipients. An additional 16.000 mortgages are scheduled to reset from 2008
to 1010. These statistics clearly demonstrate that additional resources will be needed to prevent
future foreclosures and the number of Detroit homeowners that are expected to be impacted by
the nearing reset activity.

The result of the exorbitant numbers of high cost loans in Detroit is disturbing. From 2005 to
2007. Detroit experienced an astounding 67.000 foreclosures, more than 20% of all houschold
mortgages. There were 4.600 tax foreclosures in the first six months of 2008 with over $25
million in taxes due on these propertics. Early estimates indicate that at least two-thirds of tax or
mortgage foreclosed properties stand vacant causing tremendous problems for Detroit on many
levels.

A foreclosed property that stays on the market for an extended period of time can become an
administrative and economic drain on a city: a study by the Homeownership Preservation
Foundation found that a city can lose about $20.000 per home in lost property taxes, unpaid
utility bills, property upkeep, sewage and maintenance. High foreclosure rates also causes
disinvestment by nearby residents. which contributes to neighborhood decline, affects
surrounding property values, and leads to population loss and increased crime.

City of Detroit NSP rev 01/09
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