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Financial Crisis

Subprime Mortgage Crisis ——

' IR BTAEBL

A RiE#l Hot Topics Perspective

Beginning in late 2006, the US subprime mortgage industry entered what many observers have

begun to refer to as a meltdown. A steep rise in the rate of subprime mortgage defaults and foreclos-
ures has caused more than 100 subprime mortgage lenders to fail or file for bankruptcy, most promi-
nently New Century Financial Corporation, previously the nation’s second biggest subprime lender.
The failure of these companies has caused prices in the $6.5 trillion mortgage backed securities
market to collapse, threatening broader impacts on the US housing market and economy as a whole.
The crisis is ongoing and has received considerable attention from the US media and from lawmakers
during the first half of 2007.

However, the crisis has had far-reaching consequences across the world. Tranches of sub-prime
debts were repackaged by banks and trading houses into attractive-looking investment vehicles and
securities that were snapped up by banks, traders and hedge funds on the US, European and Asian
markets. Thus when the crisis hit the subprime mortgage industry, those who bought into the market
suddenly found their investments near-valueless or impossible to accurately value. Being unable to
accurately assess the value of an asset leads to uncertainty. With market uncertainty, banks reined in
their lending to each other and to business, leading to rising interest rates and difficulty in maintain-
ing credit lines. As a result, ordinary, run-of-the-mill and healthy businesses across the world with
no direct connection whatsoever to US sub-prime suddenly started facing difficulties or even folding
due to the banks’ unwillingness to budge on credit lines.

Observers of the meltdown have cast blame widely. Some have highlighted the practices of
subprime lenders and the lack of effective government oversight. Others have charged mortgage
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brokers with steering borrowers to unaffordable loans, appraisers with inflating housing values, and
Wall Street investors with backing subprime mortgage securities without verifying the strength of the
underlying loans. Borrowers have also been criticized for entering into loan agreements they could
not meet.

Many accounts of the crisis also highlight the role of falling home prices since 2005. As housing
prices rose from 2000 to 2005, borrowers having difficult meeting their payments were still building
equity, thus making it easier for them to refinance or sell their homes. But as home prices have weak-
ened in many parts of the country, these strategies have become less available to subprime borrowers.

Several industry experts have suggested that the crisis may soon worsen. Lewis Ranieri, for-
merly of Salomon Brothers, considered one of the inventors of the mortgage-backed securities market
in the 1970s and 1980s, warned of the future impact of mortgage defaults: “This is the leading edge
of the storm. ...If you think this is bad, imagine what it’s going to be like in the middle of the crisis.”
Echoing these concerns,-consumer rights attorney Ackelsberg predicted in testimony to the US Sen-
ate Banking Committee that five million foreclosures may occur over the next several years as inter-
est rates on subprime mortgages issued in 2004 and 2005 reset from the initial, lower, fixed rate to
the higher, floating adjustable rate or “adjustable rate mortgage”.Other experts have raised concerns
that the crisis may spread to the so-called Alternative-A (Alt-A) mortgage sector, which makes loans
to borrowers with better credit than subprime borrowers at not quite prime rates.
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1. New Century Financial Corporation was a real estate investment trust that originated mort-

gage loans in the United States through its operating subsidiaries.

2. Securitization is a structured finance process that distributes risk by aggregating debt instru-
ments in a pool, then issues new securities backed by the pool.

3. A mortgage-backed security (MBS) is an asset-backed security or debt obligation that repre-
sents a claim on the cash flows from mortgage loans, most commonly on residential property.

4. The subprime mortgage crisis is an ongoing financial crisis triggered by a dramatic rise in
mortgage delinquencies and foreclosures in the United States, with major adverse consequences for
banks and financial markets around the globe.

5. An Alt-A mortgage, short for Alternative A-paper, is a type of US mortgage that, for various
reasons, is considered riskier than A-paper, or “prime”, and less risky than “subprime,” the riskiest
category.

6. An adjustable rate mortgage (ARM) is a mortgage loan where the interest rate on the note is
periodically adjusted based on a variety of indices.
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Jane: Nowadays people around me all talk about the subprime
mortgage crisis.

Tom: Yes, that’s true. The subprime mortgage crisis impresses
me so much!.

Jane: What would happen if such crisis hits the financial system?

Tom: Well, first there would be a steep rise in the rate of sub-
prime mortgage defaults and foreclosures.

Jane: Really?

Tom: I’m not kidding.

Jane: And?

Tom: It has caused more than 100 subprime mortgage lenders
to fail or file for bankruptcy.

Jane: Woo! I think then not only America but also other coun-
tries have suffered a lot since the outbreak of the crisis.

Tom: That’s right. With the increasing globalization, the crisis
has had far-reaching consequences across the world.

Jane: Even companies that do not buy such securities cannot
escape the financial turmoil?

Tom: Yes. As a result, ordinary and healthy businesses across
the world with no direct connection whatsoever to US sub-
prime suddenly started facing difficulties or even folding
due to the banks’ unwillingness to budge on credit lines.

Jane: It sounds like a nightmare!

Tom: Indeed.

Jane: Oh, I heard that a lot of Americans have been laid off and
there are large number of people live on the dole.

Tom: Yes, but considering its sophistication, it is really difficult
to judge who is to blame.

Jane: Well, I think all we can do is try to learn as much as we
can from the crisis.

Tom: You are absolutely right!
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Investment banking describes the activities of a firm conducted when serving as an inter-
mediary between an issuer of securities and the investing public. Most of these activities are re-
lated to what is called “underwriting” whereby an investment bank commits to buy the new is-
sue shares of a company for resale to the investing public. The majority of investment banks also
maintain brokerage and trading operations for institutional and retail clients. As an investment
bank, a company can use one of several agreements when assisting a company going through the
process of issuing shares to the public. Investment banks will usually undertake one of the fol-
lowing arrangements when assisting a company in the issuance of shares: firm commitment, best
efforts, or all or none. Not all of these methods guarantee that the initial public offering of stock
will be successful.

Aside from signaling the end of an era for Lehman Brothers and Merrill Lynch, American finan-
cial crisis definitively drew a line at the end of another historical era: the Age of Glass-Steagall.

Crudely speaking, in the 1920s commercial banks (the types that took deposits, made construc-
tion loans, etc.) plunged into the bull market, making margin loans, underwriting new issues and in-
vestment pools, and trading stocks. When the bubble popped in 1929, exposure to Wall Street helped
drag down the commercial banks. In the absence of deposit insurance, the results were devastating.
‘Wall Street’s failure helped destroy Main Street.

The Glass-Steagall Act is the Depression-era law that separated commercial and investment
banking. It was functionally repealed in 1998, when Travelers (the parent company of Salomon Smith
Barney) acquired Citicorp. And it was officially repealed in 1999. But recent events on Wall Street-
the failure or sale of three of the five largest independent investment banks-have effectively turned
back the clock to the 1920s, when investment banks and commercial banks cohabited under the same
corporate umbrella.

Generally, the investment banks weren’t subject to regulation by the Federal Reserve and didn’
t have to adhere to stodgy capital requirements. In 2000, the investment banking firm J.P. Morgan
bought commercial bank Chase. Commercial banks like Bank of America and Wachovia have tried to
build up their own investment-banking operations, but they haven’t had much success in eating into
the core franchises of the five big independent investment banks: Merrill Lynch, Goldman Sachs,
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Morgan Stanley, Lehman Brothers, and Bear Stearns.
Up until the summer of 2007, the debt-powered
independent broker-dealers who minted money with =
stock brokering, proprietary trading, and advising on |
mergers and acquisitions looked set to leave boring

commercial banks in their dust. But 2008 has been

857 Wachovia? Washington umo

o Credit Suisss? Royal Bank of Scotland? WSRE
swallowed by JPMorgan Chase. Lehman has gone . :

VM
bankrupt. Now the investment bank with the largest WI" vn“ ne “‘m )

brokerage force, Merrill Lynch, is being bought by Bank of America.

another story. In March, a faltering Bear Stearns was
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IpIE3E Know More

1. An investment bank is split into the so-called front office, middle office, and back office.
While large full-service investment banks offer all of the lines of businesses, both sell side and buy
side, smaller sell side investment firms such as boutique investment banks and small broker-dealers
will focus on investment banking and sales, trading, research, respectively.

2. Investment banking is the traditional aspect of the investment banks which also involves help-
ing customers raise funds in the capital markets and advise on mergers and acquisitions. Investment
banking may involve subscribing investors to a security issuance, coordinating with bidders, or nego-
tiating with a merger target.

3. Another term for the investment banking division is corporate finance, and its advisory group
is often termed as mergers and acquisitions (M&A).

4. Investment banks offer
security to both corporations issu-
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7. Historically, equity research firms were founded and owned by investment banks.

L —RBIRITUA NN Z GG, P ARG G KBS GRS B TR ey
BT EERAITA AL S , BFTHAERY NHATIE S S B ROV 2 TV NI & A VAT A NS 40 7
AHER T RGBT S M, 75 R .

2. BYHRITAL S R FRATI L 5L, B RIS B R AT SR %S, BRI RIES
L BIATAL S5 (AT BB B R B PR W SEAE 2 , 5 B AT W 30 5 363 B AT b e

3. BESERATERNG 53— D AR R M 55 38, HL U 04 SRR RO BF S B (6 )

4. BIHRAT RN X ZATUES B9 20 BRI B SR AEIF 2%,

S REAFM IR AR F W B RYTRIT I TR M B £ E A K RIE LR R BT 5 A
k.

6. AF R T — RIRR S ESH M — ik,

T M LE , BT R B A R SR g A .



3
3
)
=
Q.
(2
o
ol
o
w

&
&
b
#l

Talking About Global Economic Issues in English

AEBRLREF B

Jane: Mr. Tom. May I ask you a question?

Tom: Sure, go ahead.

Jane: What’s the difference between investment banks and or-
dinary banks?

Tom: Such a good question. Actually, the name of investment
“bank™ is a kind of misleading, it isn’t a real bank as those
banks we all known.

Jane; Oh, so what is the function of it?

Tom: In fact, it’s more like a financial institution; it’s been
called “Security Company” in China, and “merchant bank”
in Europe. It deals with all kinds of financings and also re-
leases stocks.

Jane: Oh, interesting. So, how does it make profit?

Tom: They get profit from companies and governments by rais-
ing money.

Jane: So, do they have risks too?

Tom: Of course, they do. The more money they are raising, the
more risks they will take.

Jane: Fair enough. How about the status quo of investment
banks?

Tom: As you know, due to the massive crisis, lots of them are
facing difficulties.

Jane: You said it would do the business with government, so do they
have to be massive in scale which can make them qualified?

Tom: Not necessary. Some of those which are not so well-
known also have their places.

Jane: Are the investment banks more independent or joint-
stocked?

Tom: Since the crisis burst out in late 2008, the number of inde-
pendent investment bank is just paling. There are only few
independent investment banks in Wall Street nowadays.

Jane: Like?

Tom: Jefferies & Co., Raymond James and Lazard.

Jane: Is that the owner company of Wall Street Daily?

Tom: Exactly.

Jane: Thanks so much for your explanation. Mr. Tom.

Tom: It’s my pleasure, hope it will benefit you.

Jane: Totally.
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