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Topics

• Act I: Making of a Meltdown

• Act II: Lessons from History 
• Act III: Working It Out

• Act IV: Moving Forward

Act 1
Making of a Meltdown

Growth in Financial Sector

• In 2004 corporate financial sector of the U.S. economy was $300 
billion (or 40%) of the $534 billion for all nonfinancial domestic 
corporations 

• 40 years earlier this was less than 2 percent of total domestic 
corporate profits

• Financial assets vs. Non-financial assets
• “Investment” in GDP does not mean financial products
• Financial products are classified as “Savings”

• Global financial assets $140 trillion to world’s total GDP $48 

trillion in 2006

• Global financial assets as a percentage of annual world outputs
• 1980 - 109%

• 2005 - 316%

. Source: Wolf, 2007., World Bank 2007.Source: Wolf, 2007., World Bank 2007.

Source: Wolf, M. Financial Times. June 18 2007



Current Crisis
All financial crises stem from some combination of the same 

underlying sources

• Historical expectations
• Decisions based on past performance
• Near-sighted vantage point

• Change in Regulation 

• Housing price increase and “wealth effect”
• Basically unsustainable

• Funding mismatch 
• Different scenarios – short term, variable basis with investment/currency on long-term, 

fixed basis. This is risky by definition. 

• Excessive credit
• Short term profit opportunities
• Lack of sustained financial relationship between lender and borrower. 

Current Crisis
Additional key factors today

• Securitization 
• Originators paid on quantity and not quality. Fee based. Loan 

what the market will buy. Disconnect between originator and 
owner of debt. 

• Possible mis-steps in fiscal policy 
• 2003 Fed band-aid approach 

• Third parties compromised
• Rating agencies had skewed incentives and insurance companies 

had a lack of understanding of systemic risk
• Too much emphasis was put on ratings and more importantly, they 

were given the force of law. For example, regulations in the US had 
stated requirements that certain entities could only hold “investment 
grade” bonds as defined by NRSOs (“National Recognized 
Statistical Organizations”) such as S&P, Moody’s, and Fitch. 

Current Crisis
Additional key factors today

• Borrowers
• Teaser rates, lack of income verification (a.k.a. Liar’s Loans), 

incomes and house prices were going up for a long time, 
“predatory” lending

• Regulators/Risk Controllers
• Lack of oversight or action taken 
• Lack of understanding of systemic risk 
• Too many regulators; no centralization of regulation. 

• Investors
• Derivatives and counter-party risk
• Over-reliance on 3rd party ratings

Financial Regulators in the US
• Department of Treasury

– Office of the Comptroller of the Currency (“OCC”) 
– Office of Thrift Supervision (“OTS”)

• Federal Deposit Insurance Corporation (“FDIC”)

• Securities and Exchange Commission (“SEC”)
• Insurance is regulated by the states. The US does not 

have a federal regulator for insurance. This is unusual 
for a developed economy. 

• We also have the ability to charter (and regulate) banks 
at a state level and at the national level. 

• Example: OTS was “the lead regulator” for AIG even 
though the thrift that they owned was a very small part of 
the business. 

Number of Banks in US

• The OCC regulates and supervises about 1,600 national 
banks and 50 federal branches of foreign banks in the 
U.S., accounting for nearly two-thirds of the total assets 
of all U.S. commercial banks (as of March 31, 2009).

• The FDIC directly examines and supervises about 5,160 
banks and savings banks, more than half of the 
institutions in the banking system. Banks can be 
chartered by the states or by the federal government. An 
independent agency of the federal government, the FDIC 
was created in 1933 in response to the thousands of 
bank failures that occurred in the 1920s and early 1930s. 

Canada vs. US

• Some of this is very different from Canada. You have 
Office of the Superintendent of Financial Institutions 
(“OSFI”).

• OSFI is the primary regulator of federally-regulated 
banks, insurance companies, and pension plans in 
Canada.

• The US does not have a unified equivalent to OSFI. This 
leads to venue shopping.  

• Also, it’s much, much harder to start a bank. In the US, it 
takes $5 - $10mm in equity, some lawyers, and 12 
months and you have the same level of banking 
privileges of any bank. 



Cracks in the System 

• Financial deregulation
• Glass-Steagall Act repealed
• Oversight eliminated or minimized by

law. CFTC vs. SEC fight over derivatives. 

• Banks linked to non-bank 
financial entities or rolled into holding 
companies that were poorly regulated. Lack 
of unified regulator in US. 

• Credit Default Swaps exposed banks to counter party risk of 
large financial players. Ultimate value depends on 
creditworthiness of counter-parties.

• Unwinding these sorts of relationships are very challenging. 

Fed’s Role
“The Rolling Bubble”

• Loose monetary policy 
• Assumed banks would self-regulate
• 2002-03 Greenspan’s aggressive interest 

rate cuts to lure the economy out of a 
recession

• Short term solution
• Paved way for future bubbles
• Escalated home buying 

Cut interest rate to delay effects
• Short term reduction of liquidity risk
• Ineffectual regulation of systemic risk

Loopholes 
• Tax havens, banking curtains, tax loopholes

• Treasury rationalized lack of transparency of offshore banking 
centers as having benefits

• Special Purpose Vehicles (SPVs) and Credit Default Swaps (CDS) 
not on balance sheet

• U.S. rebuked OECD proposal to improve transparency 

Lacks influence 
• Ineffectual monetary approach post-crisis

• Sept 2007 lowered Fed Fund rate by .5%
• Long term rates remained at previous levels, or slightly higher

• The market lost confidence in Fed’s ability to manage the crisis

Fed’s Role

Source: Roaring Nineties, Stigliz 2004

Systemic Risk 

• Perceived low risk 
• Drove down volatility
• Encouraged more leverage and consumption 
• Drove up prices

• Weak models 
• Traditional credit assessment was replaced with statistical 

methods of credit used by rating agencies
• However, in many cases, there was a lack of data to drive the 

models. 
• Models tend to fail in the face of non-systemic events. 
• Example: CDOs reduced risk on transactional level, increase risk

on systemic level

Mortgages 

• Increase in housing prices enabled people to refinance 
mortgage without risk of default

• 2003 - Fed reduced interest rates to prevent downward 
economic spiral

• Fannie Mae, Freddie Mac
- Government conduits implied low risk and implicit guarantee

• Definition of “Moral Hazard”: When the perpetrator knows 
beforehand that it will not be punished in proportion to the crime, the 
odds of the perpetrator committing the crime increases. 

Housing Boom
Historical home price steadily increased 

from 1940s 



Housing Prices 
Historic price increase and cheap credit

• Ignored that real estate can be cyclical. Prices do not 
always go up.

• More mortgages 
• Speculation 
• Refinancing 

• Easy lending, poor business practices

• Securitization and investment innovations 
• Syndicator and sophisticated investor-driven

Housing Bubble

• ‘Tangible’ low risk asset after the dot.com 
bust made attractive investment

• Government agenda for domestic stability
• In theory, home ownership creates better 

neighborhoods, lower crime rates, more home 
improvements, and ultimately higher taxes

• The Bush administration stated goal for a 
“homeownership society”. This dates back to 
Secretary of HUD Jack Kemp and the Reagan 
administration. 

• Cynics would say home ownership doesn’t make 
one middle class. The relationship is actually the 
other way around. 

What Now - USA 
• Falling home prices
• Negative home equity 

• Where mortgage is more than home value. Estimated 8 million 
US homes today. 

• Unemployment Levels 
• Reduction in all home values 

• Overall recession
• Constrained credit and lower house prices will reduce 

consumption, reinforcing the real estate decline, 
which in turn feeds the overall economic slowdown

• Oil price decrease reduces inflationary 
pressures, however this is temporary. 

What Now – Global 

• Central Banks coordinated rate cuts
• October 2008, 21 countries cut interest rates

• Reduced demand for imports and commodities

• Credit and equity market stressed by increased volatility

• Consumer credit access constrained
• $55 billion expected in next year and half
• Credit card debts may surpass 7.9% high of dot.com 

burst 

Source: New York Times

Europe 
• Over-leveraged 

• Inflated house prices
• Financial institutions suffered

• Several major bailouts

• European governments to pay $2.5  trillion to 
guarantee bank debt and equity purchase 
stakes 

• They may be much worse off than they’re 
letting on. 



It’s Not Just Us
UK Housing Prices

China 
• Relative ‘safe mode’
• Low leverage and external debt

• Household 13%, Government 33% of GDP

• Accumulated most foreign current reserves
• $1.8 trillion 

• Domestic banks are liquid
• Conservative banking 

• No securitization 

• International expansion opportunities
• Question: As exports decrease will internal 

growth occur? Also, how politically stable is 
China? 

Emerging Markets 

• Emerging Markets suffer stock market 
losses

• Greater risk aversion
• Capital flight

• Lower growth prospects

Act II: Lessons From History

History

History repeats itself, first as tragedy, second 
as farce.

- Karl Marx

• 1929-30’s Great Depression
• Savings & Loan 1989
• Japanese Asset Price Bubble 1986 to 1990

Financial Crisis 

• All crises are ‘crises of success’
• Banking crisis
• Debt crisis
• Foreign exchange market crisis 
• Is this a “Triple crisis”?

• What is a financial crisis?
• A disturbance to financial markets that disrupts the 

market’s capacity to allocate capital
• Intermediation and investment come to a halt



Great Depression
Boom 

• Credit boom
• Investor rush to stock market
• Overleveraged everything 
• Reckless business practice

• Poor underwriting standards
• Un-repayable loans – “bullet loans”
• Lack of government oversight

Bust
• Economic downturn 
• Construction lending collapse
• Consequences of poor business practice 
• International influence

• Global trade reduced

Great Depression
• Similarities

Wealth and income distribution imbalance
Comparable decline in house prices
Defaults on sovereign bonds

• Differences
Mortgage default levels 25% vs. current 6%
More capital availability today

• Future Effects
Extreme anti-trust laws and banking regulations

- Emergency Banking Relief Act
- Glass-Steagall Act

• Results of New Legislation
- Democratization of credit 
- Socialization of risk 

Great Depression Workout 

• The “New Deal”
• Rearmament for WW II
• Lessons Learned:

- Insurance for small deposits prevents runs on banks
- Bank stability is key

1989 Savings and Loan 
Boom 
• U.S. corporations increase leverage
• As general inflation and interest rates grew depositors went 

elsewhere
• Government deregulation (Garn-St. Germain Depository Institutions 

Act - designed to make S&L’s compatible with their commercial bank 
brethren, while increasing solvency. Under the Act, S&L’s could pay 
higher rates for deposits, while diversifying their investment 
platforms beyond traditional home construction and purchase loans)

• Credit driven 

Bust 
• Short term deposits up
• Over-building
• 747 S&Ls insolvent
• Federal Savings and Loan Insurance Corporation insolvent 
• Corporate bonds defaulted
• $100+ billion cost to the government 

Several Reasons for the S&L Crisis:
• high and volatile interest rates during the late 1970s and early 1980s, which exposed 

thrifts to interest-rate risk (caused by a mismatch in duration and by interest-rate sensitivity 
of assets and liabilities);

• the phase-out and eventual elimination in the early 1980s of the Federal Reserve’s 
Regulation Q, which caused increasing costs of thrift liabilities relative to many fixed-rate 
assets and adversely affected industry profitability and capital;

• adverse regional economic conditions;
• state and federal deregulation of depository institutions, which allowed thrifts to enter new 

but riskier loan markets;
• the deregulation of the thrift industry without an accompanying increase in examination 

resources (for some years examiner resources actually declined);
• reduced regulatory capital requirements, which allowed thrifts to use alternative accounting 

procedures to increase reported capital levels;
• excessive chartering of new thrifts during the 1980s;
• the withdrawal in 1986 of federal tax laws (enacted in 1981) that benefited commercial 

real-estate investments;
• the development during the 1980s of the brokered deposit market; and
• delays in funding the thrift insurance fund during the 1980s and the RTC during the 1990s, 

which led to regulators’ failure to close many insolvent institutions in a timely manner.
The Cost of the Savings and Loan Crisis: Truth and 
Consequences, FDIC Banking Review, Timothy Curry 
and Lynn Shibut, December 2000



The Cost of the Savings and Loan Crisis: Truth and 
Consequences, FDIC Banking Review, Timothy Curry 
and Lynn Shibut, December 2000

The Cost of the Savings and Loan Crisis: Truth and 
Consequences, FDIC Banking Review, Timothy Curry 
and Lynn Shibut, December 2000

Repair is Not Instantaneous

What happened to all of the FSLIC 
employees? Answer: They went to 
work for OTS (Office of Thrift 
Supervision). 

1980s Savings and Loan
• Similarities to Today

• Funding mismatch 
• Credit driven 
• Thrifts – motives
• Extreme policy approach 

- Financial Institutions Reform, Recovery, and Enforcement Act of
1989 (FIRREA)

• Differences to Today
• Insignificant secondary market influence
• There was a lot of outright fraud with the S&L’s. 

• Future Effects 
• Resolution Trust Corporation (RTC) 

• Underfunded
• Massive workouts of thrifts and properties 
• Private profit opportunities

Savings and Loan Workouts

Last major crisis in US
– Smaller scope when compared to today
– S&L workouts between mortgagor and 

mortgagee
– Securitization was not an issue. No 

intermediation.
– Substantially less global and interdependent 

investing
– Policy goal was to moving thrifts’ debt/assets 

into ‘friendly’ hands 

Savings and Loan Workout
• Resolution Trust Corporation (“RTC”)

• Conservatorship – court order to control property 
• $402.6 billion assets 

• Bulk Sales
• Price ambiguity, discounted for unknowns
• We’re at this stage in the current crisis. Not clear if we’ll move to the next 

phase (Equity Partnerships). Then again, maybe we are there with PPIP. 

• Equity Partnerships
• Offloaded toxic assets to private ‘Friendly-hands’. 
• Multiple Investor Fund
• N-Series and S-Series Mortgage Trusts
• Land Fund
• Judgments, Deficiencies, and Chargeoffs (JDC) Program

1986-90 Japanese Asset Price Bubble 

Boom 
• Japanese tariffs led to trade surplus and yen appreciation
• 1986 began emerging economies - ‘current account deficits’
• Private capital inflow
• Speculation 

Bust 
• Trillions of yen in bad loans 
• Decade long downturn
• First sale of non-performing loans didn’t occur until 1997
• 2003 Japanese government pressured banks to offload assets
• Foreigners bought significant amount of Japan’s distressed assets in 

the US. 
• In some cases, the foreign buying even extended into Japan itself. 

Example: Ripplewood Holdings LLC buys Long-Term Credit Bank 
(LTCB) in 2000 and renames it Shinsei Bank Ltd. (“rebirth”)



1986-90 Japanese Asset Price Bubble 

Similarities
- Credit driven 
- Real estate driven 
- Speculation
- Like U.S. (so far), protects banks with loans

Differences
- Japan took a very long time to unwind their non-performing loan 

portfolios.
- Japan had a “convoy system” of banking; banking based on 

industrial relationships instead of economics.  

Future Effects
- Relatively isolated to Japan and affected investors
- Suffered for not taking government ownership of banks 
- The 90’s was the “lost decade”

Source: www.millersamuel.com

How long can 
this last?

Comparative Analysis

Similar factors of every crisis:
- Overconfidence 
- Excessive credit
- Profit opportunity 
- Speculation
- Bandwagon mentality, capital inflow 
- Bust, capital flight 
- Reactive government intervention 

Different factors of every crisis effect: 
- Relative importance of bank and securitized debt
- Relative importance of private and sovereign debt
- Exchange rate regimes and history
- Underlying structure and dynamics

Act 3

Working it Out



Bank Failures

• Bank Failures in 2008: 23
• Bank Failures as of 6/5/09: 37
• At this rate, we’ll have about 80 bank 

failures in 2009. 
• There is clearly room to negotiate with 

some banks and non-bank lenders.  

The Cost of the Savings and Loan Crisis: Truth and 
Consequences, FDIC Banking Review, Timothy Curry 
and Lynn Shibut, December 2000

We saw this 
slide earlier, but 
it’s worth 
bringing it up 
again. 

In 2008, we had 
23 failures. 

In 2009, we 
have 37 as of 
6/5/09. 

How bad will it 
get? Also, this is 
a table of only 
the failures. It 
says nothing 
concerning the 
number of the 
banks in trouble. 

Last 10 to Go – Sound 
Familiar?

• Bank of Lincolnwood, Lincolnwood, IL 5-Jun-09 

• Citizens National Bank, Macomb, IL 22-May-09 
• Strategic Capital Bank, Champaign, IL 22-May-09 
• BankUnited, FSB, Coral Gables, FL 21-May-09  
• Westsound Bank, Bremerton, WA 8-May-09 

• America West Bank, Layton, UT 1-May-09
• Citizens Community Bank, Ridgewood, NJ 1-May-09
• Silverton Bank, N.A., Atlanta, GA 1-May-09

• First Bank of Idaho, Ketchum, ID 24-Apr-09
• First Bank of Beverly Hills, Calabasas, CA 24-Apr-09 

What about non-banks?

• Lehman Brothers
• Bear Stearns
• Merrill Lynch
• AIG

• None of these are on the bank failure list. 
One of the key differences in this crisis is 
the number of non-bank entities in trouble.

What Happened? The “Big Five” in the US?

• As of right now, TD has been the winner in 
visible expansion into the US. 

• They have over 1,000 locations in the US 
with a heavy presence in NY metropolitan 
area and lighter presence in Washington, 
DC and Florida. This puts it comfortably in 
the top 10 for locations in the US out of all 
US banks. 

• Will the other four join in? 



Workouts

“Owe your banker 1000 pounds and you are at his mercy; 
owe him 1 million and the position is reversed.”

- John Maynard Keynes

• Debt workouts are agreements between 
troubled borrower and lender
• A negotiated reorganization of debt 

Today’s Workout Problems
• Negative equity 

– 8 million homes today in the United States. 
Commercial is no better. 

– Record levels of foreclosures for residential.  

• Securitization convolutes responsibility 
– Servicers have no right to modify loan terms. 
– Special servicers have some flexibility; it’s unclear 

what they can do, and what their potential liability is. 

• Tax consequences 

Working it Out – Why?
• Declining real estate values = inadequate 

collateral

• Avoid cost of bankruptcy

• Successful workouts free up capital
• Liquidity a big issue   

• Keep owners, renters and developers 
afloat

Worth a Workout? 
• Debt position must reflect sensible LTV ratio based on 

current economic conditions

• Turnaround plan must be based on conservative real 
estate fundamentals. Plan must reflect current economic 
conditions

• Borrower’s competence? 

• Exit strategy?

Residential Borrower 

• Few homeowners may qualify for workout 
program
• - e.g., stated income was inflated 50 – 80%

• Borrowers often don’t initiate contact with 
servicer/lender
• some foreclosure can be prevented

• Role for community organizations

Residential Programs 

• “Hope Now”
- Free service between homeowners, HUD 

counselors and affected lenders
- Aims to keep at-risk homeowners afloat 

Repayment Plan
- Allows borrower to catch up on missed payments

Loan Modification
- Reduction in interest rate, principal forgiveness, 

extension of maturity date 



Residential Programs

“Fannie Mae’s Fixer”

• HomeSaver Advance program
- Servicer makes personal loan to 

homeowner
- Sells to Fannie
- Investors receive same stream of payments

• It’s a temporary solution. 
- Quick fix as bridge loan until loan terms can be 
modified

Commercial Issues

• Need capital for workouts. It is unclear whether or not 
there will be sufficient capital to refinance the properties. 

• Process of deleveraging will be painful. LTV’s will drop 
substantially. 

• Co-investment opportunities

• Debt pricing needs to reflect market realities
• 2000-2005 deals were somewhat reasonable and should prove 

resilient in the future 
• Underwriting quality started to decline in 2006 and 1H 2007.
• Why originate new product when you can acquire AAA CMBS at 

higher yields? 

Servicer Liability
• Servicer liability for modification has been an issue. 
• On May 20, 2009, President Obama signed the "Helping 

Families Save Their Homes Act of 2009" into law as 
Public Law 111-22.

• This provides residential mortgage loan servicers with a 
safe harbor from liability in connection with entering 
"qualified loss mitigation plans" with borrowers. Under 
the Helping Families Act, a "qualified loss mitigation 
plan" includes a residential loan modification, workout, or 
other loss mitigation plan, including to the extent that the 
Secretary of the Treasury determines appropriate, a loan 
sale, real property disposition, trial modification, pre-
foreclosure sale, and deed-in-lieu of foreclosure.

Workout Complexity

• Unlike the last time (S&L and RTC), many of the 
loans are not held by the lenders that originated 
them. 

• Today’s workouts involve more parties, legal 
research on mortgage documents transactions, 
financial specialty

• The MBS structure makes it harder to use the 
more creative methods from last time; lender is 
too removed from borrower

Tax Consequences 

US Supreme Court’s decision in Kirby Lumber 
Co. states that a cancellation or modification of 
indebtedness results in ordinary income, such 
as: 

• Renegotiation of the mortgage

• Debt forgiveness/cancellation
• Foreclosure or repossession
• Deed in lieu of foreclosure



Renegotiation of Mortgage 
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The reduction of 1,000,000 is considered taxable income .

Tax Relief 
• Mortgage Forgiveness Debt Relief Act of 2007

• Applies to debt forgiven 2007 – 2012

• Homeowners mortgages pay no ‘earned income’ tax
• Principal residence only
• Second homes, rental property, business property, credit cards 

or car loans does not qualify 
• Tax relief, based on insolvency may be available
• If loan balance less than $2 million

• Limit of $1 million exclusion

Source: IRS

Act 4

Moving Forward
Frozen Credit Markets?

• The credit markets aren’t entirely frozen. It 
depends on product type, size of loan, etc. 

• For example, compare the following two 
items:

Frozen Credit Markets? Frozen Credit Markets?
1540 Broadway – 1st Major Sale in NYC 
since the crisis. 

In March 2009, it sold for $355 million 
($392/sf). Seller financing from Deutsche 
Bank at 68% LTV (the bank had taken it 
back from Macklowe, the previous owner).  

It traded in 2/07 for $967 million to 
Macklowe. 
It traded in 7/06 for $820 million. 

It looks like deals are finally getting done for 
major assets if:
-The seller is a bank
-The bank provides seller financing
-And, you can find someone who wants to 
take the risk that this isn’t the bottom.
People would rather be not wrong than right. 



Then Now

Spreads and New Issuance

Source: Government Intervention, Bank Stress Tests Aim to 
Restore Confidence  — Will Measures Be Enough?, 
Marcus and Millichap, May 2009

Maturities and Origination 
Trends

Source: Government Intervention, Bank Stress Tests Aim to 
Restore Confidence  — Will Measures Be Enough?, 
Marcus and Millichap, May 2009

Government Intervention
Does It Work?

No best practice for handling crises…

The study looks at 42 crises in all, spanning 37 countries… In 74% of cases, 
for instance, governments pumped emergency loans into failing banks or 
guaranteed their liabilities. An equally common tactic has been regulatory 
forbearance. These tactical responses, however, often did not work and 
ended up increasing the overall bill from a crisis. “All too often”, the 
economists conclude, “central banks privilege stability over cost in the heat 
of the containment phase.”

Systemic Banking Crisis: A New Database, IMF Working Paper 

Traditional fiscal responses are ineffective – domestic 
monetary policy cannot help real structural economic 
adjustment, such as in a crisis.

In the beginning, there was Secretary Paulson. The initial $700 billion 
bail-out legislative proposal was only three pages. Details were 
notably lacking. The Bush administration seemed willing to leave it at 
that. 



TARP
TARP (“Troubled Asset Relief 

Plan”). The Treasury 
planned to spend $700 
billion to purchase 
distressed assets, MBS, & 
inject capital into banks.

• It is not the Treasury’s job to fix everything. 
There’s a role for FDIC, the Fed, OTS, etc. 
Nonetheless, Treasury is leading the charge. 
• There does not appear to be a coherent plan, but 
the Obama administration has made their 
willingness to intervene clear. 

Troubled Asset Relief Plan (TARP)
Under TARP, the Treasury Department is:

• Purchasing up to $250 billion in equity stakes in US financial 
institutions.

• Total of $700 billion authorized. Originally authorized, in theory, 
to buy “toxic securities”

• FDIC is guaranteeing certain types of bank debt and has 
increased deposit insurance to $250,000

• The Federal Reserve has:
• Allowed banks to post unconventional assets as collateral
• Begun purchasing commercial paper from corporations
• Extended a $50Bn credit line to money market funds
• Begun paying interest on bank reserves

TALF (Term Asset-Backed 
Securities Loan Facility) 

– support the issuance of asset-backed securities (ABS) 
collateralized by student loans, auto loans, credit card loans, and 
loans guaranteed by the Small Business Administration (SBA). 

– Under the TALF, the Federal Reserve Bank of New York 
(FRBNY) will lend up to $1 trillion (originally $200 billion) on a 
non-recourse basis to holders of certain AAA-rated ABS backed 
by newly and recently originated consumer and small business 
loans.

P-PIP (Public-Private Investment 
Program)

Buy toxic assets from banks' balance sheets.
1. The Legacy Loans Program will attempt to buy residential loans 

from bank's balance sheets. The FDIC will provide non-recourse 
loan guarantees for up to 85 percent of the purchase price of 
legacy loans. Private sector asset managers and the U.S. 
Treasury will provide the remaining assets. 

2. The legacy securities program will buy mortgage backed 
securities (RMBS) that were originally rated AAA and 
commercial mortgage-backed securities (CMBS) and asset-
backed securities (ABS) which are rated AAA. The funds will 
come in many instances in equal parts from the U.S. Treasury's 
Troubled Asset Relief Program (TARP) monies, private 
investors, and from loans from the Federal Reserve's Term 
Asset Lending Facility (TALF). The initial size of the Public 
Private Investment Program is projected to be $500 billion.

The Plan Now

In essence, as TALF works to attack the 
frozen CMBS market, the P-PIP program 
will serve to clear legacy commercial 
mortgage loans and securities from the 
balance sheets of banks and other 
financial institutions, thereby freeing up 
capital to refinance or modify existing 
loans as well as make new commitments.



P-PIP

• The two programs use leverage to increase the purchase price of 
assets purchased from banks. The loan program would provide up 
to 6:1 leverage, and the PPIF would use up to 1:1 leverage. Loan
program leverage would come in the form of FDIC backed debt, 
while securities program leverage would come from the Treasury. 

• Treasury would co-invest with the private sector. The PPIF for 
securities and the FDIC loan program would provide Treasury 
capital in a 1:1 match against private capital, so that the Treasury 
participates in the upside. However, in both cases the investment 
would be managed by the private participant. A similar structure was 
used in certain trusts created by the Resolution Trust Corporation 
(emphasis is mine).

Goldman Sachs, GS Skinny on Treasury Plan: Public 
Financing, Private Capital, Many Moving Pieces, email 
3/23/09



Two Things Happened Post 
PPIP

• Mark to Market - In early April, FASB let companies use 
values for “temporarily impaired” assets that ignore 
market price as long as the companies intend and are 
able to hold onto the assets until the market recovers.

• Stress Test - In order to restore confidence to the 
banking system, the Federal Reserve ordered a “stress 
test” to see how bad it could get and whether or not they 
should force the banks to raise additional capital by 
issuing equity. The results were released on May 7th, 
2009 on the 19 largest bank holding companies. It’s not 
clear what the banks need to do now. 

Stress Test

• The banks that took the stress test have 
access to the Treasury Department’s 
Capital Assistance Program (“CAP”).

• Under CAP, firms will receive a preferred 
security investment from Treasury in 
convertible securities that they can convert 
into common equity if needed to preserve 
lending in a worse-than-expected 
economic environment. 

PPIP Now
• It was announced on 3/23/09. As of right now, it looks dead. 
• A significant and growing obstacle to private participation in 

government bailout plans is that many investors are wary of 
political backlash and the imposition of additional restrictive 
conditions post-investment. 

• The banks have virtually no incentive to reduce prices for the 
assets below current book value. The relaxation of mark-to-
market rules allows them to fudge their assessment of the value 
and a reduction would entail write-offs.  

• The “stress test” has restored some confidence in the banking 
system. If investors are comfortable that the Treasury will 
support the largest 19 bank holding companies, it’s better to 
stabilize the balance sheet is by issuing additional equity, not
by shedding assets. 

TALF Modification

• On 5/19/09, the Federal Reserve Board announced that in 
addition to making loans to investors to purchase newly issued 
AAA-rated commercial mortgage-backed securities, the TALF 
would be extended to include CMBS issued before Jan. 1, 2009, 
known as legacy CMBS. The TALF program, which was first 
authorized in November, will provide up to $100 billion in non-
recourse loans to borrowers to buy eligible CMBS and asset-
backed securities. The first round of TALF loans in March was 
extended to securities backed by auto and student loans, credit 
card debt and small business administration loans, among other 
asset types.

• But the response from investors so far has been tepid. The 
Federal Reserve Bank of New York issued only $4.7 billion in 
loans in March, $1.7 billion in April and $10.6 billion in May.

TALF Modification

• The first round of loans to purchase newly issued CMBS 
is now set for June 16, while the first round of loans to 
purchase legacy CMBS is slated for late July. Investors 
will be permitted to take out loans at a minimum of $10 
million with a 5% haircut, or equity stake. The New York 
Fed will offer three- and five-year non-recourse fixed-rate 
mortgages. Interest rates will correspond with the three-
and five-year LIBOR swap rate plus 100 basis points.

• In order to qualify for the program, CMBS pools will be 
required to receive AAA ratings from two of the four 
TALF CMBS-eligible rating agencies, which include 
DBRS Inc., Fitch Ratings, Moody’s Investors Service, 
Realpoint LLC and Standard & Poor’s.

Where are We Now?

“A handful of lenders and REITs have started exploring the possibility 
of using the Federal Reserve's Term Asset-Backed Securities Loan 
Facility to foster new commercial MBS transactions, but no one 
expects a rush of deals to result. The buzz in the market is that 
Developers Diversified Realty and Simon Property are among the 
REITs interested in exploring how the TALF program might help 
them raise financing. Deutsche Bank, Goldman Sachs and J.P. 
Morgan have held preliminary discussions with officials at the 
Federal Reserve Bank of New York about possible TALF-eligible 
transactions. “

“Banks, Borrowers Start Mulling TALF Deals”
Commercial Mortgage Alert, May 8th, 2009 



CMBS 2.0

According to the Fed, the TALF 
program, which was originally set up 
to finance buyers of bonds backed 
by newly originated consumer and 
small-business loans, will be 
extended to new commercial 
mortgages in June.

Supposedly, Prudential, MetLife, and Deutsche Bank are considering 
issuing TALF qualifiable CMBS. According to 5/15/09 issue of 
Commercial Mortgage Alert, Deutsche Bank is considering loans that 
are nonrecourse, rates of 9-10%, terms of 3-5 years and a maximum 
loan-to-value ratio of 70%. The loans would carry a 30-year 
amortization schedule. Office, industrial, retail and hotel properties 
would be eligible for financing. 

If Not Now, When?

What can lenders do who aren’t ready to sell assets?

• Identify assets (loans/securities) that would be candidates for sale 
(exposure/concentration limits, duration mismatches, unattractive funding, price/yield 
volatility, an alternative view of cash-flow prospects from conventional wisdom, etc.) 
and given a sale price that would not further erode capital.

• Manage capital write-downs according to forecasted net income, anticipated 
government capital infusions, and targeted capital ratios. Given the potential capital 
losses available under a carefully projected plan, lenders could then identify asset-
sale candidates using appropriate criteria. These should include available capital-
loss limits, estimated loan risk/reward ratios, and execution levels as a percentage of 
estimated fair price, as well as typical sale criteria for #1 above.

• Consider the potential funding advantages of TALF f or new production and 
whether there is meaningful profit potential to be tapped from remaining/former 
lending platforms. Fee origination from conduit platforms was a substantial enhancer 
to ROE for many institutions.

The Latest…
“S&P this week asked the industry to comment on proposed changes to its 

rating methodology that would result in sweeping downgrades of super-
senior, triple-A commercial MBS…The initial reaction came fast and furious, 
with near-universal condemnation from bondholders, lenders and traders 
alike…The announcement, which amounted to a tacit admission by S&P that 
its previous methodology was significantly flawed, triggered a huge CMBS 
selloff on Tuesday…S&P's new policy, if implemented, would render many 
of the super-senior bonds issued in recent years ineligible for the Fed 
program, known as TALF (for Term Asset-Backed Securities Loan Facility). 
To qualify for financing through the program, bonds can't be rated below 
triple-A by any agency. S&P said its proposal would likely lead to the 
downgrade of 25% of super-senior tranches from 2005 transactions, 60% 
from 2006 deals and 90% from 2007 offerings. Bonds issued during that 3-
year period are seen as the ones most likely to benefit from TALF. So far, 
super-senior bonds, which carry 30% subordination levels, have escaped
downgrades.“

“S&P Rating Plans Sparks Industry Firestorm”, Commercial Mortgage Alert, 5/29/09

The New New Plan
• If PPIP is dead, then the Treasury has to go 

back to the drawing board and find some way to 
encourage price discovery. The idea seems to 
be to use TALF to encourage new lending, and 
by doing so, generate price discovery.

• The other alternatives, widespread bank failure 
and/or government bank bailout, are 
unattractive. One would lead to severe pain; the 
other even the US government doesn’t have the 
money for. Estimates are in the range of 2.5 
trillion to recapitalize all of the banks. 



Well, At Least They’re Creative

How exactly this would work is unclear.

Solutions that Work
Danish Solution 

• Similar ‘originate-to-distribute” model

• Differences
1. Mortgage holders can buy back their own bond

• Insulates rise in housing prices and interest rates
• Can reduce the amount they own

2. Issuers of mortgage are responsible for making payments. 
Issuers are a backstop for borrowers.

• Avoids lax lending standards

Solutions that Work

• Swiss National Bank and UBS
• New capital used to transfer ‘toxic assets” to a bad 

bank at true value

- UBS exposed to first 10% 

- Additional losses go to SNB

• Net Asset Value (NAV) reduced riskiest assets 
written down first

• It was formed to expedite ‘good bank’ recovery 
and remove risk

Solutions that Work

Sweden is generally considered to be a success.

• Take ownership of banks to eventually benefit 
tax-payer. 

• Maintain market discipline
• Resolution agency must be independent, 

politically and financially
• Transparent process
• In US, with the most recent infusion of capital in 

mid-2009, the Federal Government now owns 
30%+ of Citigroup. The Fed is willing to 
nationalize the banks; it just won’t say it. 

Predatory Borrowing?

• The term predatory borrowing has been in 
the news as of late. 

• There are two kinds. The kind the media 
talks about, and the kind that is actually 
happening. 

Predatory Borrowing – #1
• IT’S NOT JUST THE LENDERS There has been plenty of talk about “predatory 

lending,” but “predatory borrowing” may have been the bigger problem. As much as 
70 percent of recent early payment defaults had fraudulent misrepresentations on 
their original loan applications, according to one recent study. The research was done 
by BasePoint Analytics, which helps banks and lenders identify fraudulent 
transactions; the study looked at more than three million loans from 1997 to 2006, 
with a majority from 2005 to 2006. Applications with misrepresentations were also five 
times as likely to go into default. 

• Many of the frauds were simple rather than ingenious. In some cases, borrowers who 
were asked to state their incomes just lied, sometimes reporting five times actual 
income; other borrowers falsified income documents by using computers. Too often, 
mortgage originators and middlemen looked the other way rather than slowing down 
the process or insisting on adequate documentation of income and assets. As long as 
housing prices kept rising, it didn’t seem to matter. 

• In other words, many of the people now losing their homes committed fraud. And 
when a mortgage goes into default in its first year, the chance is high that there was 
fraud in the initial application, especially because unemployment in general has been 
low during the last two years. 

“So We Thought. But Then Again . . . “, Tyler Cowen, 
New York Times, 1/13/08



Predatory Borrowing - #2

• The more interesting 
question is this: What if you 
owe a bank and the bank is 
in trouble? 

• Do they really want to 
foreclose on you? 

• Could you buy the 
outstanding note back?

• What are the major factors?  

Factors for Predatory Borrowing

• Is the note non-recourse or recourse?
• Is it a stable asset or a development 

project?
• If a development project, do the 

entitlements or agreements with the 
government run with the land or the 
developer? 

• How much pressure are they under from 
the regulators?

Workout Tactics 

• Stressed debt payoff
• Late payments forgiven

• Equity-Sharing
• Property reappraised and issues new loan at determined percentage of 

valuation
• The borrower must agree to share X % of equity when they sale

• Stressed note sales
• Who owns your note? Will your workout benefit the current owner of the note?

Workout Tactics
• Set up a repayment schedule

• Personalized repayment schedule 

• Extending loan term – add on/forgive late payments
• Reduce monthly payment, but recover full amount 

• Reduction in the interest rate
• Show that a rate reduction will result in your abil ity to make timely 

payments

• Reduced principal balance
• Loan amount modified
• Lenders must be reassured of ability to pay

Workout Tactics

• Repayment plan
- Based on foreseeable reality 

• Forbearance agreement
- Short term 

• Short pay or short refinance

• Joint partnerships

• Portfolio vs. single asset workout
• Consolidate the work needed, minimize legal costs
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