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Institutionalized Moral Hazard
“Moral hazard is the incentive of a person to use more resources than he otherwise would
have used, because he knows, or believes he knows, that someone else will provide some
or all of these resources.” The Political Economy of Moral Hazard (2006)
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Banking analysts are facing an enormous challenge in determining the “new normal” for
the industry. The real estate market has yet to stabilize after the implosion of GSEs and the
disappearance of the private label MBS market. The recapitalization of the FDIC has
placed a new burden on surviving institutions. Therefore, we contend that valuations of
financial institutions must be purged of the effects of “free insurance.”

Chart 1: Revenue Growth Total income peaked in the first quarter of 2008. The tally for the second
quarter of 2011 marks a 22.4% drop from that peak level.

Paved With Good Intentions?
Revenue growth (as well as loan
growth) has evaded the Fed’s
efforts to restore banking activity
to pre-crisis levels. The balance
sheet of the Fed now sports over
$2.6 trillion in securities held
outright. Despite this
unprecedented activity, the real

economy has yet to generate
significant demand for credit. If
tight money isn’t the issue, than
what is the snag? Was the
previous decade’s performance
organic?
Four major factors contributed to
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the lending boom of the previous
decade:
- Complicit central bank
- Expansion of GSEs
- Expansion of loan
securitization
(continued on page 2)

-

Inappropriate deposit
insurance pricing

This perfect storm of government
sponsored largesse
institutionalized moral hazard.
In 1998, the Federal Reserve
orchestrated the rescue of Long
Term Capital Management
(LTCM). The semblant reason for
bailing out a privately owned and
operated hedge fund was to
prevent a broader financial market

collapse. Although LTCM’s trades
were highly levered, their principle
positions consisted of interest rate
swaps and S & P 500 index options.
These instruments trade in liquid
and transparent markets. What
precedent does bailing out a
private operation holding fairly
vanilla positions set? Would that
guarantee the rescue of a GSE that
supports the U.S. housing market?
According to the financial markets,
the answer was “yes, indeed.”

Fannie Mae and Freddie Mac
benefited from advantageous
borrowing rates, despite their
highly levered operations.
From November, 2002 to July, 2006,
real interest rates dropped below
zero for all but three months. This
accommodative monetary position
facilitated interbank lending,
popularized variable rate
mortgages and increased the risk
appetite of institutional
(continued on page 3)
Chart 2: Loan Growth
Loan growth has been
negative in 9 of the last
11 quarters. The
industry’s loan balance
now stands at 2006
levels. Please note, the
increase in loan
balances during Q1 of
2010 was partially due
to accounting changes.

Chart 3: Real Interest Rate
A negative real interest
rate discourages savings
and promotes spending.
In order to build real
wealth, investors must
increase their risk
appetite. This can take
the form of increased
credit risk, interest rate
risk or asset
reallocation.
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Chart 4: Private Label
MBS Issuance
Loan securitization
played an important
role in the financing of
the real estate boom.
The poor performance
of these securities in the
wake of the housing
collapse has
discouraged investors
from re-entering the
market.

Chart 5: Mortgage
Origination
Absent the presence of
aggressive GSEs,
mortgage origination
has retreated to levels
not seen in a decade.
Excluding refinancing
activity, origination
levels are near 20 years
lows.

investors. In addition, it set the
stage for speculation in low to
negative carry assets (e.g., real
estate bubble).
GSEs rose to prominence during
this time as political and financial
agendas were advanced by
expanding leverage ratios. As cited
in our February, 2011 report, the
implicit backing of the federal
government provided the GSEs
with advantageous borrowing
arrangements and the ability to
provide absurdly cheap mortgage

insurance. The magnitude of their
insurance mispricing is evident in
the massive amount of realized
losses and the capital drawdowns
of the Senior Preferred Stock
Purchase program.
In addition, the loan securitization
market advanced an important
source of liquidity for banks:
private label mortgage backed
securities issuance. Access to this
market allowed banks to
underwrite mortgages that may not
have qualified for purchase by
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government agencies or GSEs
(Fannie Mae, Freddie Mac). Piggyback loans, low documentation / no
documentation loans and payoption ARMs played an important
role in expanding the balance
sheets of several financial
institutions. In addition, these
securities were frequently
collateralized with non-prime
loans.
Insurance mispricing was not
restricted to the GSEs.
(continued on page 4)

The Federal Deposit Insurance
Corporation (FDIC) embraced a
curious policy of charging zero
premiums for the bulk of insured
institutions. From 12/2004 –
12/2006, the FDIC earned only $123
million in assessments. By 12/2006,
insured deposits had climbed to
$4.15 trillion. Compare this to the
$50.2 billion in the insurance fund
at the time and the picture
materializes: regulators were not
prepared for any material wave of

failures.
The result of these policies was a
massive dislocation of capital to the
real estate market. This excess
stock of housing supply needs to be
worked off in order for banks to
legitimately resume balance sheet
expansion. The tough part: how far
is the housing market from
equilibrium?

Chart 6: Insurance
Premiums
Curious model: when
the banking industry
was profitable,
assessments were
virtually non-existent.
When the industry
suffered losses,
assessments
skyrocketed.

Chart 7: FDIC Capital
Position
The DIF balance is
charted to the left of the
insured deposit tally.
Since 12/2009, the DIF
balance has been
negative: this is
analogus to a capital
deficit.
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Boat’s Been Rocked, Has It Tipped Over?

Sometimes the scale and scope of
economic variables get lost in the
shuffle. Analysts frequently survey
the economy by measuring relative
values (growth rates, percentages).
Billions over billions, or even
trillions divided by trillions
disguises the fact that none of us
have much personal experience
with such vast quantities. Even
dealing with statistics on an
absolute basis for a sufficient
amount of years dulls the gravity

of magnitude.
U.S. residential mortgage debt
outstanding approached $12
trillion in 2007. Current estimates
place the total at approximately
$11.3 trillion. Fannie Mae and
Freddie Mac account for 47% of the
market, based on securitizations
and direct mortgage holdings.
Based on the obliterations of the
GSEs’ balance sheets, it is obvious
that our economy has a lot riding
on home valuation.

The median price of an existing
home sale has dropped from
$199,800 to $168,300 since January
of 2008. Despite this decline, 8.5
months of inventory is waiting to
be sold. Generally speaking, 6
months of inventory is consistent
with a healthy real estate market.
Historical trends suggest that an
additional 7.5% correction is
required to reduce the existing
home inventory to the preferred
level.

Chart 8: Existing Home
Sales
For almost four years,
the amount of existing
homes waiting to be
sold has exceeded six
months of supply.
Despite unprecedented
monetary policy actions,
tepid demand for
mortgage credit has
hampered the return to
equilibrium.

We have long challenged the
conventional wisdom that a house
is the preeminent means for
building wealth. A house is a
depreciating asset. It is an amalgam
of raw materials and replaceable
goods. Owners must incur
expenses to remain current with
changes in technology, municipal
codes & regulations and consumer
preferences. These modifications
simply maintain their home’s
status as a reasonable substitute for
a newly constructed house. As
such, home prices should not be
expected to significantly

outperform the economy’s general
price level over the long-term.
From January, 1987 to June, 2001,
the Case/Shiller 10 City Index
(CS10) increased by 4.59% on an
annualized basis. For the next five
years, the annualized growth rate
jumped to 13.52%.
Correspondingly, the Consumer
Price Index increased by 3.32% &
2.65%.
Since June, 2006, the CS10 has
experienced annualized losses of
7.03%. If a market correction is
defined as a retrenchment to the
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general price level, then home
prices need to drop by an
additional 16.2%.
Conclusion
Expectations for a housing market
rebound must be tempered by the
fact that the mechanisms that
inflated the bubble either no longer
exist or have been dramatically
transformed. The use of monetary
and fiscal policies is of little aid
unless the strategies transform the
long-term outlook of market
participants.
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Disclaimer
The information, tools and material presented herein are provided for informational purposes
only and are not to be used or considered as an offer or a solicitation to sell or an offer or
solicitation to buy or subscribe for securities, investment products or other financial
instruments, nor to constitute any advice or recommendation with respect to such securities,
investment products or other financial instruments. This research report is prepared for general
circulation. It does not have regard to the specific investment objectives, financial situation and
the particular needs of any specific person who may receive this report. You should
independently evaluate particular investments and consult an independent financial adviser
before making any investments or entering into any transaction in relation to any securities
mentioned in this report. The items contained herein are published as submitted and are
provided for general information purposes only. This information is not advice. Readers should
not rely solely on this information, but should make their own inquiries before making any
decisions. The Company works to maintain up-to-date information from reliable sources;
however, no responsibility is accepted for any errors or omissions or results of any actions
based upon this information. The views expressed are subject to change at any time based on
market and other conditions. This research may not be independent from the proprietary
interests of the Company which may conflict with your interests. References to specific
securities and issuers are for illustrative purposes only and are not intended to be, and should
not be interpreted as, recommendations to purchase or sell such securities.
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