“The models suggested that the risk (about credit default swaps) was so
remote that the fees were almost free money . . . Just put it on your books and

enjoy the money.” '

Tom Savage (President of AIG Financial Products)

In the mother of all derivative debacles which nearly brought down the insurance colos-
sus AIG' the villain is a relatively recent financial product known as the credit default
swap (CDS). How could one of the premier global insurance company, consummate
in the art of underwriting risk, lose its way in writing insurance against credit risk?
How could a derivative akin to a form of insurance policy against bond default unleash
the default AIG itself?. First we need to explain how CDS became a key linchpin of
the securitization revolution to understand AIG’s collapse.

SECURITIZATION AND CREDIT DEFAULT SWAPS

etween the subprime crisis of 2007 and the demise of the insurance colossus AIG
ands the securitization revolution which made consumer finance more accessible
| American households. Securitization, at its simplest, transforms old fashionc;_d

Brady Dennnis and Robert O’Harrow. “A crack in the system™ The Washington Post (Decem-
30, 2008).
Itrequired an unprecedented bail out by the US federal government — now exceeding $150
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Figure 1 Building Blocks of Securitization.

Most importantly the technology of securitization hinges on credit enhancement

of the newly issued securities also known as mortgage-backed securities or MBSs
(because they are collateralized by the cash-flows of the original borrower’s mortgage).
Credit enhancement is about providing some form of partial or full insurance against
the risk of default and concretized either through more traditional bond insurance
and more recently through credit default swaps. As a result, the credit-enhanced
securities are better-rated and can therefore be issued at a lesser yield. Of course,

credit enhancement only makes sense as long as its cost (often as low as 35 to 50 basis

points) is less than the resulting reduction in interest rate paid out by the issuer of the
mortgage-backed securities.

AIG, with its AAA credit rating, was a much sought after provider of such protec-
tion and indeed readily obliged by building over the last decade a portfolio of credit
default swaps which had reached $500 billion in notional value by 2008. AIG would
lend its strong credit rating to lesser rated securities which as a result would now enjoy
the AAA rating of the insurance carrier. AIG would receive a fee for providing the
protection from default to investors. So far so good. As for any insurance coverage

provided by an insurance carrier such as AIG the two key questions to answer are:

what premium to charge and how much of that premium should be reserved to pay

for future losses. Before answering these two questions let us review further CDS as
financial derivatives.
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WHAT ARE CREDIT DEFAULT SWAPS (CDSs)?
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of 7.50% and purchasing a CDS from AIG for a semesterly fee/premium of $350,000
to protect itself against the default of Lehman Brothers. TIAA-CREF is committed to
making 10 payments through the life of the 5 year bond as long as Lehman Brothers
is solvent. Should Lehman Brothers default — as it did in September 2008 — AIG
will pay the tull $100 million to TIAA-CREF,

Were credit default swaps written by AIG fairly priced'™? Was AIG properly
reserving for potential losses? Unlike traditional insurance products such as life or
property & casualty where the insurance carrier amply reserves for each risk it under-
writes AIG never reserved in any meaningful way for the credit default swaps that it
was writing. In part its CDS valuation models consistently showed a miniscule risk
of default and in part because CDS are not traditional insurance products subjected to

the same stringent capitalization requirements and regulations which are imposed on
the rest of the insurance industry.

A STEALTH HEDGE FUND AT AIG

Interestingly CDSs originated out of a separate unit known as AIG Financial Products
(AIGFP) which was created in 1987 as the brainchild of thiee ex-bankers from Drexel
Burnham — a Wall Street investment bank best known for pioneering the high risk,
high yield “junk” bond market. For the first 10 years of its existence AIGEP prospered
on selling products as plain vanilla interest rate swaps. By 1997 the unit was gener-
ating $100 million of income with a staff of 125 and abiding by the grand bargain it
had struck with AIG: ride on the parent AAA credit ratin g — necessary to be compet-
itive in the business of complex financial derivatives — but never jeopardize it. The
relationship was altered when JP Morgan approached AIG Financial Products in 1998
with a proposal to credit enhance (write insurance against default) on collateralized
debt obligations (CDOs). Initially AIG Financial Products was reluctant to enter this
new business as its ongoing success was primarily based on hedging by mitigating
risk exposure whenever possible rather than speculating. Predicting corporate default
is indeed different from traditional insurance underwriting and hedging CDSs that

AIGFP was then writing was expensive; this made this new credit risk underwriting

inherently speculative. Tt took fancy simulation models developed by Gary Gorton -—
afinance professor at the Wharton School (University of Pennsylvania) — to convince

" Pricing CDS is a thorny issue. Atits simplest, the fair value of a CDS spread is determined
adjusted present value of a loss triggered by a credit event for the reference entity
present value of premium payment over the life of the CDS.
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person inthe unit made more than $Imillion a year. In fact compensation expenses
took a large percentage of the unit’s vevenue. In lean years it was 33 percent; in

Jatter ones 46 percent. Overall AIG Financial Products paid its employees $3.56
billion during the last seven years.” '8?

The situation started to unravel for AIG in March 2005 when all three major
rating agencies downgraded AIG’s notation from AAA to AA. This was coming in the
wake of investigation by the Securities & Exchange Commission and the New York
Attorney-General that had forced AIG to restate its financial statements as far back
as 2001, reporting lower earnings and paying a fine of close to $1.6 billion. Hank
Greenberg — architect of AIG meteoric rise and much celebrated chieftain of the US
insurance establishment — had been forced to a humiliating resignation, The rating
downgraded triggered an increase in collateral posting to counterparties as AIG was
now contractually forced to satisfy covenants of the CDSs it had written. In an effort

to vindicate his tenure as CEO of AIG and his savvy risk management Greenberg
testified to Congress that:

“AlIG Financial Products reportedly wrote as many credit default swaps on CDOs,
in the nine month following my departure as it had written in the entire previous
seven years combined. Moreover, unlike what had been true during my tenure,
the majority of the CDSs AIG Financial Products wrote in the nine months after
I retired were reportedly exposed to subprime mortgages. By contrast, only a

handful of the credit default swaps written over the entire prior seven years had
any subprime exposure at all.” 1%

Indeed by late 2005 AIG had written CDSs on reference entities that contained

subprime collateral — $80 billion of it or approximately 20% of its total CDS portfolio.

The seeds of AIG’s demise had been sown — the subprime crisis in due course would
sink the firm!

THE MORAL OF THE STORY

In the end AIG ignored the basic core principles of finance and insurance. “There
is no free lunch” in life and the fact that AIG was naive enough to believe that it
could underwrite billions of bond insurance coverage without having to ever pay on

—

& Morgenson, Gretchen. “Behind Biggest Insurer’s Crisis, a Blind Eye to a Web of Risk” The

_ llVen' York Times (September 28, 2008).

Maurice Greenberg statement to The United States House of Representatives Committee on
OVersight and Government Reform (October 7, 2008).
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POSTSCRIPT

The principal rationale for the US government’s decision to rescue AIG — but not
investment bank Lehman Brothers- was the fear of “systemic” risk and mayhem that
the failure of AIG would unleash on the global financial system.

Bailout. On September 16, 2008 The Federal Bank of New York agreed to loan as
much as $85 billion to AIG in exchange for an equity stake of 79.9% in the firm. This
amounted de facto to a nationalization of AIG. As the subprime crisis spiraled out of
control, the US government’s line of credit had to be increased in short order to $122.8
billion (October 8, 2008) and $ 166.8 billion (Nov 10, 2008). On March 2, 2009 AIG
reported a record 4™ quarter loss of $60 billion and received an additional Treasury
injection of $29.8 billion raising the total bailout to $182.3 billion. On March 2009
it was learnt that Wall Street received as much as $90 billion in payment from AIG
with most of the funds going to Goldman Sachs and Societé Générale — some saw
the rescue of AIG as a “backdoor bailout” of Wall Street banks.

Exit. Targeted divestitures (most notably AIG’s sale of a majority stake in AIA in
an initial public offering raising $20.5 billion in Hong-Kong) and restructuring paved
the way for AIG to return to profitability and full repayment of its rescue package to the
US government. According to the U.S. Department of the Treasury as of December
2012 the Federal Reserve Bank of New York had provided a total $182.3 billion to
AIG, which paid back a total $205 billion, for a total positive return, or profit, to the

US government of $22.7 billion.
Questions for Discussion

. What is the difference between a credit default swap and bond insurance?
. Why is securitization central to AIG derivative debacle?

B W D —

. Is assessing credit risk any different from assessing property & casualty risk?

. Was AIG’s expertise in underwriting property & casualty risk transferable to insur-
ing credit risk?

. Would you expect a CDO to be riskier than any single constituent loan which make
up the CDO?

Explain how AIG was exposed to the subprime crisis. Could AIG have protected
itself against the subprime crisis? How?



