








Financial Innovation... A Blessing or a Curse?

anuary is the time of year when

economists gaze into their crystal
balls and try to figure out what the
New Year has in store. This year
there is no shortage of uncertainties:
Will the US slip into a recession;
will inflation pick up; will the dollar
continue to fall; will the subprime
mortgage mess continue? While
short term predictions on most of
these topics are pretty tough, one
seems straightforward. The credit
crisis plaguing the financial sector is
likely to stay with us for some time.

Let me explain why. Historically,
banks lent money to people who
were deemed creditworthy. This was
a pretty straightforward and lucra-
tive business where the banks made
money on the difference (spread) be-
tween what it cost them to get funds
(deposits) and the rate they charged
to lend. But over the last decade or
so, banking changed rather dramati-
cally. After making loans, banks and
other financial institutions no longer
kept them. Instead, they packaged
the loans together in various forms of
securities and then sold them to in-
vestors. This arrangement made great
sense for all the parties involved.
Financial institutions generated
huge fee income from originating
mortgages and packaging securities,

consumers had access to lots of cheap
credit and rating agencies made money
issuing opinions on the securities.

But two interesting things resulted
from this asset securitization process.
First, because financial institutions no
longer held the loans, they had less of
an incentive to scrutinize the credit
worthiness of the borrower. That job
was left to the rating agencies, and their
performance in this whole debacle has
fallen short. Second, central banks no
longer had any control over the amount
of credit that was being issued. In the
US, for example, the Federal Reserve
controls the amount of credit circulat-
ing in the economy by requiring banks
to establish loss reserves against every
loan. But banks were not required to
establish loss reserves for loans they
then sold. With no reserve require-
ments, banks were free to issue as many
of these loans as the market demanded.
The end result? Lots of money was lent
to not so creditworthy borrowers

Unfortunately, no one anticipated
how this new system would react to a
financial shock and the shock, in this
case, was rising interest rates, slowing
real estate prices and escalating mort-
gage foreclosures. In theory, investors
were supposed to be protected from
such an outcome because credit risk
was widely spread. And while it is true
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that risk has been widely dispersed,
there is a lot of it out there. Banks,
ground zero in the crisis, are step-
ping up to the plate and bringing
many of the soured securities back
onto their balance sheets. This move,
while the right thing to do, is under-
mining banks' ability and willingness
to lend.

As a recent article in the Financial
Times points out, the credit crisis will
not ease until three things happen.
First, investors need to get a handle
on the extent of the subprime related
losses. Current estimates suggest that
they could total between $200-$400
billion. Of this, approximately $100
billion has already been written off.
Understanding the full extent of
the exposure will take more time.
Second, banks need fresh sources
of capital. Recent cash infusions
from Asian and Middle Eastern
sovereign wealth funds into Morgan
Stanley, Citigroup and Bear Sterns
are a move in this direction. Further
investments should be expected in
2008. Finally, investors need to be-
lieve that credit losses have peaked.
This will be the toughest hurdle.
Financial institutions are work-
ing around the clock to assess the
extent of their subprime exposure
but losses from souring credit card
or commercial mortgage loans could
add to the tally.

The outlook for the credit markets
is pretty dreary. But investors should
avoid becoming overly pessimistic.
The Federal Reserve has done a
good job of keeping credit mar-
kets from freezing up by lowering
interest rates and increasing lend-
ing. The real economy of jobs and
production remains in good shape.
Export growth is strong and the all
important consumer continues to
spend. US corporations, coming off
a five year run, have clean balance
sheets and are enjoying ample cash
flow. Finally, the global economy
continues to fire on all cylinders.
These positive factors will help offset
whatever further disruptions the
US credit markets throw our way in
2008.



