
“I wasn’t out to invent the biggest floating craps game of all 
time, but that’s what happened.”

 –  Lewis Ranieri (Godfather of mortgage finance, 
Salomon Brothers)

“We built this giant machine, and it was making a lot of money 
– until it didn’t. We didn’t know why we were making so much 
money. We didn’t have the risk tools to understand that risk.”

 –  Larry Fink (Blackrock CEO and Founder; Former First 
Boston star bond trader)

“It would take an event of such cataclysmic proportions as 
to result in a change of our form of government to put this 
company under.”

 –  David Maxwell (Fannie Mae ex CEO and Founder)

“If I had better foresight, maybe I could have improved things a 
little bit. But frankly, if I had perfect foresight, I would never have 
taken this job in the first place.”

 –  Richard Syron (Former head of Freddie Mac)

“I believe very strongly that no entity in this nation has done 
more to help American homeowners achieve and maintain the 
dream of homeownership than Countrywide.”

 – Angelo Mozilo (Countrywide Founder and Former CEO)

Most cinema goers, even casual financial observers, broadly 
agree that The Big Short based on Michael Lewis’ bestselling 
book of the same name about the global financial crisis (GFC) 
was extremely entertaining. Along with the brilliant acting and 
Oscar-winning screenplay, one of the things that made the film 
so engaging was the way relatively complex financial concepts 
were simply explained. Not only does the film find creative 
analogies to demystify obscure fixed income products and 
instruments, but it makes finance fun!

However, once the thrill and novelty wears off, many filmgoers 
are left with more questions than answers. Below are some 
of the more common questions the Global Fixed Income and 
Credit team at Colonial First State have received on the back 
the renewed interest in the GFC and what has happened since.

What caused the GFC and 
did the film get it right?
Although somewhat sensationalised (as one would expect from 
a Hollywood dramatasation), the film largely did get it right. In 
brief, the United States housing market started falling in 2006, 
uncovering a system based on house prices always rising. To 
paraphrase Warren Buffet, “Only when the tide goes out do you 
discover who’s been swimming without their bathers.”

Indeed, after a spectacular run-up escalating in the early- to 
mid-2000s, from August 2006 through to April 2012, the 
S&P/Case-Shiller Composite-20 Index (a representation of 
20 metropolitan areas in the US) fell more than 35%. This 
unprecedented collapse in housing was even worse in specific 
areas such as Miami and Las Vegas.

The fall in housing prices exposed marginal borrowers, who 
in many cases shouldn’t have been lent the money in the 
first place. This would have been a problem in and of itself, but 
the repercussions were amplified through financial engineering 
and greed.

Fixed Income alphabet soup (MBS, ABS, 
CDO, CDS, etc): What do they mean and 
why did they wreak havoc in 2008?
First, let’s run through some casual definitions:

MBS – mortgage backed securities

Home loans bundled together and sold.

CMBS – commercial mortgage backed securities

Commercial real estate loans, such as office buildings, bundled 
together and sold.

ABS – asset backed securities

Typically consumer loans, such as credit cards, student loans, 
or home equity lines of credit bundled together and sold.
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CDOs/CLOs – collateralised debt/loan obligations

Assets (mortgages, bonds, loans, etc) that are packaged 
together and sold in various pieces or tranches.

CDOs squared – collateralised debt obligations… squared

CDOs made up of ... well ... other CDOs. Basically a copy of 
a copy.

CDS – Credit default swaps

Essentially insurance protecting against default, or non-
payment, of a particular security. These allow for expressing a 
negative (or positive) view on a particular security; in the case 
of The Big Short, this allowed for the betting against housing 
in the US via ‘short’ CDS positions in various securitised 
instruments listed above.

Subprime – below ‘prime’ borrowers
Subprime is not necessarily associated with a particular 
security or financial instrument but rather a term used to 
label specfic borrowers. Before this became a ‘dirty’ word, 
those borrowers with a tarnished or limited credit history were 
considered ‘subprime’ and generally paid higher interest rates 
and received less favourable loan terms to compensate for their 
low credit score and higher credit risk.

Many of these feats of financial engineering and wizardry in 
and of themselves aren’t a problem. In fact, many of these 
instruments such as MBS, CMBS, and ABS are often extremely 
high quality investments, with both a remote chance of default 
and extra security in case of a problem. In other words, if things 
go bad, you can often rely on the cash flows or structure to 
insulate some of your capital, unlike an unsecured loan like 
a typical corporate bond where you stand in line with all other 
stakeholders during bankruptcy. The real problems causing the 
global financial crisis, exposed once housing markets started 
falling, were two-fold:

1 The underlying loans for a small subset of these securities 
were awful – sometimes fraudulently so. This was the piece 
of information that heroes in The Big Short like Michael Burry 
(Christian Bale) and Mark Baum (Steve Carell) focused on. 
The subprime securities were the worst of a bad bunch.

2 Instead of this risk being contained to the lender and the 
borrower, where perhaps a reckless and/or irresponsible 
bank suffers, the risk was amplified many times over through 
financial engineering. The analogy made in the film equates 
this to a casino where a single blackjack hand creates side 
bets followed by side bets on those bets, and so on... each 
with higher and higher stakes.

Due to the prevalence of these securities held around the 
world, the crisis turned global. Unfortunately, the complexity 
and poor transparency in the banking industry caused a crisis 
of confidence. This culminated in a series of bailouts and the 
decision to let Lehman Brothers file for bankruptcy, causing a 
series of knock-on effects and the near collapse of the entire 
global financial system and economy as we know it. Many 
financial institutions were indeed ‘too big to fail.’

Is it really different this time? 
Have we learned our lesson?
It’s unlikely the same exact crisis will repeat itself. But that’s 
the thing about bubbles – they are often obvious in hindsight 
but very difficult to predict. The same type of crisis is unlikely 
but not entirely off the table. For instance, are the banks still 
‘too big to fail?’ The answer is: yes, probably.

The interconnectedness of our global financial system is higher 
than ever and a failure of a systemically important institution 
would likely have ripple effects around the world. Neal Kashkari, 
the new president of the Federal Reserve Bank of Minneapolis 
recently stated, “The biggest banks are still too big to fail and 
continue to pose a significant risk to our economy.” Kashkari 
managed the US Treasury’s $700 billion program for rescuing 
banks under George W. Bush.

If anything, regulation of banks has swung in the opposite 
direction. In 2009, at the G-20 Pittsburgh Summit, broad 
principals were agreed by global leaders with respect to 
regulatory reform of the market for over-the-counter (OTC) 
derivatives. This laid the foundation for increased regulations 
around the world.

Suffice to say, the healing process after a financial crisis is 
typically long and painful as the system deleverages.

What do the Colonial First State funds invest 
in and what are we trying to achieve?
By comparison, our funds are fairly vanilla. We primarily 
invest in physical bonds issued in developed markets from 
governments, semi-governments, and corporates. We have a 
conservative, value-based investment philosophy. All issuers 
held must be independently rated by our internal credit research 
team, and if transparency is extremely poor or we don’t 
understand the risk, then the rating reflects that accordingly.

We hold modest exposure in our portfolios across the 
securitised universe, depending on the fund. With respect 
to derivatives, we primarily use these for hedging purposes 
including currency forwards and interest rate swaps. Many of 
our funds use cleared instruments such as interest rate futures 
and credit default swap indices to gain or reduce exposure to 
the market.

And no, we don’t own any ‘subprime’ in our portfolios.

 

Want more information

Please speak with your financial adviser or visit our website at colonialfirststate.com.au.  
Alternatively you can contact us on 13 13 36.
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