Putting a bomb in the centre of the financial system

The planetary financial system is extremely connected and globalized. This process accelerated in the last decade when banking system has experienced an extraordinary burst of innovation.

The centre of gravity, however, was concentrated on a handful of primary brokers and market makers, localized mainly in the US and partly in the UK/Germany. Let me report only two relevant examples:
· Lehman Brothers: was one of the main market makers in commercial paper and short term obligations

· AIG: was carrying large short position in CDS as counterpart of many insurance coverage contracts. 

Equity levels in their balance sheets were not enough for covering even a small part of the exposures stemming from those positions.
Self-validating Bear Raids started to drive the market prices, plummeting shares, stock indices, and bonds levels and surging put options and CDS prices.

Lehman, AIG and other financial institutions were destroyed by bear raids in which the shorting of stocks and buying of CDS amplified and reinforced each other.

This process forced a global deleveraging: altogether financial players began to liquidate their assets, cut loans to each other, close credit lines and try, with few success, to hoard cash.
The end of  Glass-Steagall Act

The crisis, particularly Lehman collapse, has shifted power in the direction of “universal” banks – those with retail as well as investment banking arms – and away from broker-dealers such as Goldman and Morgan Stanley. 

The latter found it hard to keep on operating with small, highly leveraged balance sheets, relying on wholesale markets for funding. Retail deposit-taking institutions instead were in a stronger position. 

The business model changed significantly with the dump of the Glass-Steagall act, the split of investment banks from commercial banks adopted in the wake of the 30s crisis. From now on there will be fewer independent investment banks in the world.

The central banks countermeasures
The Federal Reserve has long provided a funding back-stop to banks that took retail deposits through its discount window, but investment banks were not given the same explicit backing. That policy changed during last months.

The Fed gave investment banks temporary access to the discount window and has since extended the guarantee. In return, the Fed will demand much closer oversight.

Fed oversight of investment banks would come at a cost. A government back-stop would reduce the risks of the business but it could also take away some of the profit potential. 

When there was no implicit government guarantee, investment banks could run highly leveraged balance sheets, carry out a lot of proprietary trading and lend to hedge funds and private equity groups. Now they face scrutiny of, and maybe curbs on, their most profitable activities.
CDO: the balance sheets ballast
Collateralised debt obligations, the structured finance vehicles that lay at the heart of the credit crisis that broke out a year ago. When the credit markets froze in August last year, many banks had not yet passed on the risk to others. Many were holding asset-backed securities in “warehouses” and were working on splicing them up into CDOs, getting them rated by a credit agency. 

But the irony is that CDOs were designed to relieve banks of the necessity to hold loan risks on their balance sheets at all.

It is an epitaph for a period in which banks thought they had transformed themselves from lenders to intermediaries in credit markets, and investment banks believed they could lend money as effectively as commercial banks. Instead of a bank making loans and then either holding them on its balance sheet or syndicating them to others, it structured them into new securities.
UBS was badly damaged by retaining “super-senior” CDO debt. 

Indeed, the reason why banks moved first to loan syndication and then to securitisation was that they suffered so badly in past banking crises when the borrowers defaulted. Although CDOs failed to protect them, that was not entirely the fault of structured finance techniques. They are unlikely to be given much choice: investors in such securities will demand more transparency and may well require an originating bank to keep some exposure.
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