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The Crunch – Economic Context

Ø High Commodity Prices
� Resources - China
� Diary – Emerging Asia

Ø Investment & Capex

Ø Strong Demand / Supply Constraints

Ø Low Unemployment

Ø High House Prices

Ø Rising Inflation

Ø High CAD & Foreign Debt
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Investor Strike!
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The Aftershock Scenario
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Investor Strike!

� Increased competition amongst lenders led to riskier loans

� High LTV ratios/piggyback seconds; loans with limited/no documentation; greater 

percentage of affordability products resulting in payment shock

� Declining national home prices in combination with affordability products

� The magnitude of fraud and/or misinformation

� Borrowers willing to give up their home

� Effects

� Resulted in expected losses that far exceeded our original loss expectations

� Led to a lack of confidence and liquidity squeeze aftershocks
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Investor Strike!

� This collapse of the US sub-prime residential mortgage market has….

� ….triggered a massive and rapid de-leveraging in global markets

� Two different groups of banks have been impacted, with differing degrees of 

severity

� Small to mid-sized predominantly wholesale funded institutions

� Some global universal/investment banks eg UBS, Barclays

� US financial institutions coming under severe pressure
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Investor Strike!

The Scale Of The Problem

� Very difficult to establish exposures and estimate the values (i.e. the losses!!)

� Therefore estimates of losses vary widely

� A draft paper for the US Monetary Policy Forum Conference estimates total US
mortgage credit losses of c. USD400bn, representing approximately one-third 
of par value

� It is estimated that around one-third of the market is held by banks (including
investment banks)

� To date, about USD120bn of losses/writedowns have been declared, mostly by 
Top tier banks

* Source: US Monetary Policy Forum Conference Draft Paper
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Investor Strike!

� Asset sales have led to MTM losses

� Fund managers are keeping portfolio short = fear of MTM losses

� High cash rates are an attractive option

� High quality appetite from local investors

� Not a sustainable trend…….

� MTM accounting versus hold to maturity



Structured Finance – Out For A Long Lunch!
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Structured Finance – Out For A Long Lunch!

Capital Markets Are Effectively Closed To Securitisation

� SIVs unwinding

� Market Awash with quality paper

� Spreads > 150bps

� Uneconomic to issue new paper……….

� ……….but for how long?
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Structured Finance – Out For A Long Lunch!

Who Is Most Affected?

� Non-banks, originators and small FIs reliant on securitisation

� Smaller FIs with high reliance on wholesale funding markets

� Though, maybe not so for smaller NZ FIs?

� Transactions generally OK unless exposed to refinancing risk
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Structured Finance – Out For A Long Lunch!

But Credit Quality Is Very Good

� Fitch’s DINKUM INDEX
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Structured Finance – Out For A Long Lunch!
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Structured Finance – Out For A Long Lunch!

Outlook For Structured Finance

� Little to no issuance in 2008 – autos

� Certain lenders reducing volumes – reflects pricing and acceptance 
criteria

� Asset retention

� Potential for failure and pressure on asset quality

� Future issuance dependent on investor appetite and pricing



Banks – Credit Where Credit Is Due
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Banks – Credit Where Credit Is Due

Three Tiered Impact:

� Major Banks

� Mid-Size Banks

� Smaller Financial Institutions
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Banks – Credit Where Credit Is Due

Major Banks

� Pre-crunch Profile: well diversified

� Re-intermediation

� Still Accessing Wholesale Markets But…..

� Shorter Term

� Higher Price
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Banks – Credit Where Credit Is Due

Mid-Size Banks

� Pre-crunch Profile: wholesale mix more weighted towards 
securitisation

� Impact Of Re-intermediation Less Pronounced

� Also Still Accessing Wholesale Markets BUT……

� Even Shorter Terms

� And Even Higher Price
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Banks – Credit Where Credit Is Due

Smaller Financial Institutions

� Pre-crunch Profile: varies, but some heavily reliant on securitisation

� No Obvious Re-intermediation Benefit

� Very Limited Access To Wholesale Funding

� Price Uneconomic

� Wholesale Reliant Non-banks Appear Most Affected
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Banks – Credit Where Credit Is Due

How Is The Banking Sector Responding

� Deposits Growth

� Raising Interest Rates

� Liquidity Bolstered & Capital Preserved

� Inter-bank Lending

� Credit Rationing?
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Banks – Credit Where Credit Is Due

Regulatory Response

� Greater Access To Liquidity

� US & UK Regulators More Intimately Involved

� Reviewing Existing Regulations
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Banks – Credit Where Credit Is Due

Redeeming Features

� Asset Quality Is Superb

� Economy Challenged, But Holding Up

� Regulatory Response Has Been Swift
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Banks – Credit Where Credit Is Due
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Banks – Credit Where Credit Is Due

The Real Rating Impact

� Fitch rates approximately 890 banking “ groups” around the world, of 

which 500 are in the developed markets of Europe (280), North America 
(130) and Asia (90)

� In Europe, there have been c. 10 institutions whose LT IDR has been 

downgraded (in some cases more than once), in the US c. 20 (again, in 
some cases more than once) and in Asia, none so far.
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Banks – Credit Where Credit Is Due

Outlook

� High Funding Costs To Persist

� Asset Quality To Deteriorate

� Clear Divide Between Financial Institutions
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Banks – Credit Where Credit Is Due

Summary

� Central banks are still providing much of the market liquidity. It could be 
some time before capital and money markets regain some semblance of 
normality. The situation is still volatile.

� There has been a re-pricing of risk and this is likely to result in margin 
pressure, greater risk aversion and reduced lending demand. Banks are re-
pricing their lending accordingly.

� Slowing economic growth is likely to entail higher credit risk costs for most 
banks.

� Certain components of some banks’ strategies, in particular in relation to 
off-balance sheet business, will shrink at best, and completely wither away 
at worst. This will impact not only those banks, but the investment banks 
that have been feeding these voracious “ beasts” with assets. 

� The potential for damaging shocks and further rating action remains.



Corporates – Holding Up…..
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Corporates – Holding Up….

Pressures Vary Across Sectors

� Generally appear to be in good shape

� Key Issues:
� Funding structure

� Corporate structure
� Margin lending
� Recent acquisitions

� Ability to pass through increased costs
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Corporates – Holding Up….

Pressures Vary Across Sectors

� Infrastructure / Utilities – regulated among safest asset classes; bond 
insurer downgrades impact

� Industrials – export focused, commodities and Asia

� Property – liquidity paramount

� Retail / Consumer – luxury goods feeling the effects
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Corporates – Holding Up….

Outlook

� No signs of systemic stress, but troubled entities exhibit some 
similarities….

� Existing banking relationships helpful

� Higher funding costs

� Revenues pressured in certain sectors eg retail



Mortgage Insurers
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Mortgage Insurers

Pressured By

� US parents affected by weakness in the US mortgage markets

� Higher Loss ratios for Australian subsidiaries

� Interest rate rises pressuring highly indebted households
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Mortgage Insurers

Mitigating Factors

� Substantially ring-fenced

� Soundly capitalised

� Economy challenged by still fundamentally sound



Outlook
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Outlook

� Signs to suggest the credit-crunch may have bottomed, though central 
banks still large liquidity providers; markets are still volatile; and SIVs yet 
to unwind

� Turmoil and re-intermediation = Market share gains for major banks

� Slow return for structured finance markets

� Inflation and high household debt to ‘arm-wrestle’ over the direction of 
interest rates

� Potential for a more pronounced two-speed economy
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