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» offload lots of illiquid instruments into a
falling market—one of the fastest ways to
lose money yet devised. But if there are no
buyers, banks may have to sell something
else to shore up their balance sheets.

Something like this indiscriminate sell-
ing has been affecting hedge funds over
the past couple of weeks. Faced with more
demanding standards from their banks
and investors, some have been forced to
unwind positions in order to realise cash.
That has led to unusual movements in
debt and equity markets, which have only
got some funds deeper into trouble. Quan-
titative funds have been hardest hit, as in-
vestment models that had made money
for ages briefly proved worse than useless.

Goldman Sachs admitted as much
when it said that its funds had been hit by
moves that its models suggested were 25
standard deviations away from normal. In
terms of probability (where 1is a certainty
and o animpossibility), that translates into
a likelihood of 0.000...0006, where there
are 138 zeros before the six. That s silly.

Since banks lend to hedge funds, any
problems there quickly become their con-
cern. On top of this, both Bear Stearns and
Goldman Sachs have found that when
funds bearing their name get into trouble
the desire to preserve their reputations
soon leads to a rescue. Sometimes risk is
not as far away from the banks as it seems.

Atthe end of Old Maid as banks used to
play it, the loser would take a big write-off
and then everyone could start playing
again. In the new version, the use of lever-
age means the game is being played with
hundreds of packs of cards and by thou-
sands of different players. “Securitisation,”
says Avinash Persaud of Intelligence Capi-
tal, a financial adviser, “has meant that
credit risks have moved from knowledge-
able, long-term hands, to fast hands,
where the principal risk-management
strategy is to sell before prices fall more”.
Working out who has won and who has
lostin this round will take a long time.

A liquidity squeeze

Bankers’ mistrust

Central banks struggle to prevent
money markets from drying up

ED by Alan Greenspan, the former chair-
man of the Federal Reserve, most cen-
tral bankers think arm’s-length lending
and derivatives have made the financial
system work better. But everyone has
been tripped up by the rapid way difficul-
ties with American subprime mortgages,
on the outer reaches of the debt markets,
have infected interbank lending, suppos-
edly one of the safest and most liquid ar-
eas of financial markets. Central banks
have spent most of this week shoring up
the interbank market. By August 16th the
efforthad spread right across Asia.

The interbank market lubricates the fi-
nancial system by moving cash to where it
is most needed. The price that banks
charge each other for short-term lending is
closely aligned with the interest rate set by
the central bank, the ultimate font of cash.

On August 9th and 10th the rates com-
mercial banks charge each other for over-
night borrowing spiked on both sides of
the Atlantic. In America the rate hit almost
6% (see chart), well above the Fed’s target
of 5.25%. In the euro area, money market
rates peaked briefly at 4.7% sharply above
the benchmark of 4%. On any normal
business day the spreads would be only a
few hundredths of a percentage point.

The European Central Bank (EcB) was
quickest to respond, with the first of a se-
ries of unscheduled “fine-tuning” opera-
tions. It provided €95 billion ($131 billion)
of extra funds to the money market on Au-
gust 9th. This was more than it supplied on
the day after the terror attacks of Septem-
ber 2001. On August 10th the EcB supplied
€61 billion. Central banks from Canada to
Japan and Australia followed. America’s
Federal Reserve acted too, injecting $24 bil-
lion on August 9th and $38 billion the fol-
lowing day. Although these measures
looked less dramatic than the ECB’s move,
they were much larger than normal for the
Fed.

The ECB’s extravagance sparked fears
that it knew about a nasty problem in
European banking. There are likelier ex-
planations. Higher reserve requirements
in the euro zone mean that its central bank
has to inject more cash than the Fed to
achieve the same effect, says Julian Callow
at Barclays Capital. By acting first and
forcefully, the EcB may have eased the
need for other central banks to step in.
With fresh euro reserves as collateral,
banks found it easier to borrow in overseas
markets. Moreover, the Fed’s operation on
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August 10th was also slightly unorthodox,
as the collateral for cash loans was entirely
in mortgage-backed securities, albeit ones
guaranteed by federal agencies.

The immediate cause of the spike in the
interbank market appeared to be an an-
nouncement by BNP Paribas, a French
bank, that it was suspending withdrawals
from funds invested in illiquid (and thus
hard-to-value) credit securities. But banks
were already on edge after 1kB Deutsche
Industriebank, a German lender,had to be
rescued because of its reckless exposure to
American mortgages.

Lenders who cannot distinguish good
borrowers from bad become less willing to
lend to anyone. Even cash-rich banks will
hoard their money if they fear that the in-
terbank market will seize up and cut them
off from sources of future supply.

The injection of fresh cash by central
banks eventually succeeded in pushing
money-market rates back down. The ECB’s
fine-tuning lasted four days, with each in-
jection of loans smaller than the last.

Some have criticised the central banks
for their “bailout”. But this was nothing of
the sort, because the central banks loaned
the extra money at prevailing policy rates
for short periods (short enough, as it hap-
pens, not to be inflationary). Others argue
that the loans should have been at puni-
tive rates, to deter banks from coming to
the central bank cap in hand. Yet it would
have made no sense to punish the entire
banking network for a lack of confidence.

Ready supplies of liquidity are reassur-
ing in the short-term. But do they address
the real problem? One drawback of a sys-
tem that disperses risk is that nobody
knows who haslosthow much. Anotheris
the way that bad news comes to light in
dribs and drabs, rather than in one cathar-
tic revelation. Even now, there are linger-
ing traces of mistrust in longer-term inter-
bank lending rates, which still look unduly
high compared with overnightlending.

Markets are jumping at every shadow.
Only when the imagined bad news has
been flushed out will interbank markets
return to obscurity.
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Funding difficulties

A conduit to nowhere

FRANKFURT AND LONDON

Even conservative banks are rumbled by risky credit-arbitrage funds

MANY banking crises have had their
roots in property: America’s in 1988,
Sweden’s in 1992, Germany’s earlier this
decade. What is strange about the latest
turmoil is that some of the biggest losses
for banks have come to light far from
America’s subprime-mortgage market
where they began. In February HSBC, a
British bank, was one of the first big insti-
tutions to acknowledge steep losses in un-
derwriting loans to Americans with poor
credit scores. Six months later, a German
bank, 1xB Deutsche Industriebank, came
close to failure because of its exposure to
securities backed by the same sort of
American loans.

On August 13th it was Canada’s turn to
take centre stage in the drama, when Co-
ventree, a niche Canadian investment
bank, declared it was seeking liquidity
funding of up to C$700m ($660m). The
same day, 17 other Canadian funds sought
to secure bank credit-lines. Coventree
claimed some of its liquidity providers
had refused to provide needed cash, with-
out specifying who they were. The next
day Coventree’s shares soared after it said
ithad found funding.

As the problems have spread, analysts
have turned their attention to other Cana-
dian banks, American banks like Citi-
group, German Landesbanks—wholesale
banks, such as WestLB and SachsenLB—
and large British groups like Lloyds and
HBOS. The worries have dragged down the
world’s stockmarkets (see chart).

Concerns are focused on investment
vehicles, known as conduits, which are
mostly kept off banks’ balance sheets and
are funded in the asset-backed commer-
cial-paper (aABCP) market. The loans are
typically cheap, usually roll over every
few months, and are used to buy highly
rated, but high-yielding assets, such as col-
lateralised-debt obligations. The risk of us-
ing short-term funding was always one of
liquidity—and it dried up quickly once
lenders became spooked. With triple-a
rated assets, that had not been expected to
become a problem. But the malaise spread
to the sponsoring banks that typically pro-
vide “temporary” back-up credit.

Conduits have been hugely popular in
both North America and Europe, partly be-
cause their high ratings may eventually en-
able banks to reduce their regulatory capi-
tal and partly because they pay far better
than, say, similarly rated American Trea-
suries. The first sophisticated conduits

were established around 1998 by Bay-
ernLB and WestLB, two German Landes-
banks. By the end of March some $507 bil-
lion of ABCP assets were in European
conduits, according to Citigroup. The
global ABCP marketis estimated at $1.2 tril-
lion, up from $650 billion three years ago.
Yet the structured-finance geniuses did
not stop at conduits. They ventured into
structured investment vehicles (sIvs),
which are similar, but more highly lever-
aged. s1vs have been one of the fastest-
growing areas of structured finance, and
they have been investing in riskier assets;
Standard & Poor’s, a rating agency, esti-
mates 23% of S1vs assets are in residential
mortgage securities, half of which are
American. They come with little bank
credit-line support in a liquidity crunch,
and rely on a cushion of surplus money or
insurance called “credit enhancement”. To
reassure their lenders, sivs’ assets are
marked-to-market daily, which is hard be-
cause no one in the market wants to buy
some types of asset-backed securities.
Making matters worse, some banks
even manage s1v-lites (echoing the cove-
nant-lite trend of the leveraged-loan mar-
ket). These have fewer diversification re-
strictions and involve borrowings of up to
40 to 70 times equity collateral. Most s1v-
lites made big, focused investments in
American mortgage securities, including
subprime and Alt-as, which are also trou-
bled in spite of their better credit quality.
One of the busiest in these markets is
Deutsche Bank, Germany’s biggest bank.
In a March filing with America’s Securities
and Exchange Commission it estimated its
maximum exposure to loss from struc-
tured products at €2.3 billion ($3.1 billion).
But it will not, indeed cannot, put a num-
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ber on its exposure now. It is the same at
other big European banks, such as Royal
Bank of Scotland or HSBC.

More worrying are the exposures of
some German Landesbanks. On August
13th DBRS, an international rating agency,
noted that rumours had been circulating
for a week about the liquidity of some
German banks, especially after 1kB’s state-
sponsored bail-out. Part of the problem, it
noted, was thatinvestors no longer trusted
the ratings of the asset-backed securities
that the banks had invested in. And who
can blame them. As late as June, Moody’s
issued a report calling s1vs “an oasis of
calm in the subprime maelstrom”.

WestLB, and SachsenLB, with conduit
or s1v portfolios totalling €35 billion and
€17 billion respectively, may have been
acting pragmatically. Until July 2005 these
banks were able to issue a huge amount of
long-term debt, which is guaranteed by the
state until 2015. WestLB’s line of credit to its
conduit, Greyhawk, is also state guaran-
teed. The market knows, and the banks
know, that a Landesbank will not be al-
lowed to fail. Most banks elsewhere do not
have that luxury, however. Which is why
investors are so nervous. |

Hedge funds

Behind the veil

Big market losses provide insightsinto a
volatile financial world

THEY are secretive, clever and often
highly lucrative. But the veil of mystery
that has shrouded hedge funds was par-
tially lifted in the past fortnight after mar-
ket turmoil left many of them with big
losses—and anxious investors.

Insiders say the losses were caused by a
mixture of human and computer-driven
error. In early August some prime bro-
kers—the institutions that lend money to
hedge funds—were worried about the way
losses were spreading from America’s sub-
prime mortgage market. So they issued
margin calls, asking them to increase the
collateral on deposit against the risk of de-
fault. At about that time, many hedge-fund
managers were beginning to feel the worst
of the crisis was over, and that the sound-
ness of the global economy would gener-
ate a late-summer rally. Early last week,
stocks duly soared. But the margin calls
forced funds to liquidate good assets, and
the cross-currents of buying and selling
sent markets into a tailspin.

Among the hedge funds hardest hit
were credit funds and those using a type of
statistical arbitrage, known as long-short
equity neutral. Stocks in these portfolios »
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@A\ Toxic trouble . ”SCP
7/ . You've liked him for
oG Y Toxic trouble SlBLIN

Do you have
emotlg)nal
pollution?

MOOD MASHERS, BE GONE!

e'reall says, “It can be draining if
vulnerable to you wake up feeling great
toxic-tempered  only to be infected with
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folk who throw grump someone else’s bad mood.”
fumes our way, and So don‘t let anyone :
like the environment, hamper your happiness- |
emotions can be polluted it's time to decontaminate
Confidence coach Eve your mind atmosphere! &
Menezes Cunningham Here’s how... }

|LOVE RIVAL

Toxic trouble
You've planned a day
stiletto-splurging with
your best friend, only
f  for herto turn up tear-

. stained and miserable after
% another fight with her fella.

ages — but so has your ; TG
worst enemy. You're You strut down the / \ 'Toxic trouble
in a perfectly sunny mood until 7 stairs feeling positive You can't wait to

she starts talking about their about the day ahead, only watch an episode

lip-lock at the weekend (while to bump into the angry faces of Lost when your
standing right next to you!). of your folks, arguing about obnoxious bro steals the remote
the latest so-steep-they-could- and insists on watching a De-sm
/ \ I)G-SII_I()%’_l weep phone bill. cheesy gameshow instead that sitch!
that sitch! — just to be difficult. Be understanding,

. but don't let her wallow
and bring you down with

so you can hear proves she’s Distract them from .. her. Concentrate on how

\\/ Ignore her. The fact De-smo
that she's saying all this just @ that sitch! /\ DG-SH}O"'
v that sitch!

deliberately trying to taint their mega-grumps by talking If there's one thing to solve the issue rather
your mood. And she’s probably about what you're doing we all know about brothers, * than dwell on the fight.
lying about the juicy details! today. “Make it about you, it's that they just want to get “Don’t have a go at
“Remove yourself from the rather than them,” suggests arise out of you. Ignore him ., her,” says Eve. Tell
situation,” suggests Eve. Your Eve. Hopefully, they'll forget and he'll soon get bored her that shopping
crush will soon realise how their fret and focus on you, and leave you to ogle will help ease

immature your rival is. and you can keep smiling! Jack in peace. the pain!

toxicTROUBLE

Ways to get
rid of those
moody blues

# Ben & Jerry’s — who needs
mood-mashers when pure
heaven is in a tub?

+ Dancing - five minutes
jumping up and down to
Take That is all you need!

= Sunshine - it's actually
proven that those rays
make us smile!

== Your feline friend -
a whiskery cuddle
always makes us smile.

# H,0 - good old water
keeps energy levels up
so spirits stay high.

BOY BOTHER
) Toxic trouble
N You're excited ‘cause
your lad’s taking

you out for a pizza -
except his footie team lost that
afternoon and he’s in a huff.

. De-smog
@ that sitéﬁ!
N\ Don't let him sulk

—tell him they’'ll win the next
match and hope he smiles long
enough to give you a night to
remember! If he’s still grumpy,
ditch him and go out with a
pal instead!

. For fab ways to cheer
2= yourself up, log on to
fyou

mybliss.co.uk




have been designed using desktop publishing (DTP) software.

Explain all of the differences that you can see between the two.
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