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			Context

			The 2008 financial debacle, otherwise known as the Great Recession, was the worst financial crisis the United States had faced since the Great Depression of the 1930s. Over 7 million jobs were lost in the United States. Home prices fell, diminishing the wealth of homeowners. In 2010, there were 157 bank failures. What actually happened?

			Michael Lewis, the author of The Big Short: Inside
					the Doomsday Machine, has written several books, including one on Wall
				Street called Liar’s Poker. He became intrigued with the Great Recession and
				followed the losses that big Wall Street firms incurred during the latter part of
				2007. He was curious to find out who was on the other side of those losses. As Lewis
				began writing The Big Short, he discovered the stories
				of individual investors who suspected something was wrong in the subprime mortgage
				market and chose to go the opposite way—betting against the market and the big Wall
				Street firms. They were champions during the recession, winning big while the market
				plummeted.

			The Big Short was made into a critically acclaimed film in 2015, which brought the story of the heroes and villains of the 2008 financial crisis to a wider audience.

		

	
		
			Overview

			Michael Lewis’s The Big Short is about Wall Street, which is a financial fraternity of sorts. Depending on one’s ambitions, you either love Wall Street or you hate it. The Big Short offers insight into the main players—some villains, some heroes—whose actions ultimately led to the financial free fall of 2008. Delivered with the suspense of a Vegas-style craps game, The Big Short zeroes in on the bond market, a do-as-you-please arena for traders and a huge moneymaker for institutions large and small. It takes readers behind closed doors to the fraudulent activities that led to the biggest financial debacle since the stock market crash of 1929. 

			With The Big Short, one learns about the speculators who were so mesmerized by the dangling carrot (in this case, large fortunes) that they overlooked the potential pitfalls associated with subprime mortgage bonds and the collateralized debt obligations (CDOs) that encapsulated them. Lewis’s book is also a biography of those who saw the misdeeds of some and chose to short the subprime mortgage bond market as a result.

			Wall Street is not for the faint of heart; it is for the opportunists and the risk takers. There will always be winners and losers. In the first decade of the twenty-first century, there was an almost laissez-faire attitude about how Wall Street firms gambled, and by smaller mortgage lenders who had few qualms about saddling borrowers with teaser rates. Some borrowers would be fooled by the lure of low interest rates, and many would default and crumble. There were the rating agencies, Moody’s and Standard & Poor’s (S&P), who assisted Wall Street firms in pushing subprime mortgage bonds as triple-A-rated when, in fact, they were mostly triple-B-rated high-risk investments. The Big short is not an absolution of those borrowers who knew they couldn’t swing a six-figure mortgage but signed on the dotted line anyway. It all comes back to the lender who was looking for the next chump to say to them, “Let’s make a deal!”

			There were some men, such as Dr. Michael Burry, Greg Lippmann, and Steve Eisman, whose disdain for what was going on would lead to the dismantling of a fortress built by greed, power, and, perhaps more than anything, the illusion of invincibility. The hubris of just a few insiders led many others on Wall Street to the brink of disaster. 

		

	
		
			Summary

			Chapter One: A Secret Origin Story

			It had to be in his blood. Both of his parents had worked for years as brokers at Oppenheimer, the esteemed financial services firm. They urged him to join them. Steve Eisman surely felt the desire to get into the financial sector, too. He eventually did, but only after graduating from Harvard Law School and realizing that being a lawyer wasn’t what it was cracked up to be. Eisman was outspoken with little desire to be like everyone else. He didn’t seek consensus from those in the room before expressing his point of view, and was known to speak out of turn. Such brashness would make some of those around him cringe, but it would be welcomed by those he championed and a few associates in the years to come as the subprime mortgage debacle started to overheat.

			Eisman’s first foray in the subprime mortgage industry would come during his days as an attorney representing the Money Store, which was active in the subprime mortgage market in the 1990s. Management at Oppenheimer viewed this as good experience, using it to propel him to lead analyst covering Ames Financial, a subprime mortgage lender. And along the way, he became something of a Pied Piper, a surrogate for those he knew were being misled.

			Wall Street’s initial interest in subprime mortgage lending had started at least two decades before the Great Recession, which ran from December 2007 to June 2009. Those in the bond industry began speculating on the rate that solvent Americans would repay their mortgage through refinancing. Wall Street was wading into waters it hadn’t treaded before: Americans’ ability to pay their debt, in this case, home loans.

			Need to Know: The subprime mortgage market evolved astonishingly fast. In the 1980s, the quality of loans underpinning a mortgage bond was good because standards for the loans were being met. The 1990s ushered in a new era of subprime mortgage lenders, poorer quality of loans, and second mortgages.

			Chapter Two: In the Land of the Blind

			In 2004, Michael Burry, a neurologist turned hedge fund manager, decided to get into the bond market. He was especially interested in subprime mortgage bonds. He knew about the towers—the “stacking” or “bundling” of home mortgage loans. There were the designated top and bottom floors that investors could get in. Top floors were low risk and low return, but you saw profits quickly; bottom floors were high risk and potentially high return, but they took longer to pay off. Top floors housed bundled loans, or bonds, that rating agencies Moody’s and S&P labeled triple-A (the highest possible rating). Burry didn’t want either of these. His focus was on shorting or borrowing and betting against the subprime mortgage bonds.

			Burry began earnestly reading mortgage bond prospectuses—an activity few investors would have the patience for—and soon saw a trend developing in the subprime mortgage industry. Within a matter of months in 2004, the number of adjustable rate mortgages (ARMs) in a pool of loans increased from 5.85% to 17.48%. How could this be, he wondered, when other categories like the FICO scores and percent of no-documentation (no-doc) loan-to-value measures remained unchanged? With the increase of ARMs, one would expect to see higher FICO scores and lower loan-to-value measures. However, what Burry saw was a higher rate of “interest-only” mortgages leading him to believe that the quality of loans wrapped up and bundled for investors was substandard.

			Burry wondered how standards set for home loans could be compromised, not just by the lender but by the borrower as well. Within a two-year timeframe, between 2003 and 2005, restraint had become an obsolete word for both lenders and borrowers. 

			There was a way for Burry to capitalize on this market, as he had come across credit default swaps (CDS) a couple of years earlier. CDS is a misnomer of sorts as there were no actual swaps of any kind. At the time these were, essentially, insurance policies on corporate bonds. Burry was concerned about the real estate market and the potential for a free fall, given the lower standards by which lenders were doling out home loans. He suspected that there was trouble ahead for players including the lenders, insurers, and firms that owned subprime mortgage bonds. Constantly educating himself on finance issues, he began studying credit derivatives, which led him to the idea of applying CDS to the subprime mortgage bonds. He believed there was cause for concern regarding the quality of subprime mortgage loans made in 2005: Most of them, he felt, would go bad. But it was a timing issue.

			At the end of the first half of 2005, defaults on credit cards were at an all-time high. Home prices continued to climb and, astonishingly, Wall Street was finding even more ways to loan money to people. Following the latest data, Burry was even more convinced that the subprime mortgage industry was going to collapse. He wasn’t pining for an Armageddon in the industry. After all, his responsibility was to his investors. 

			He saw an opportunity to make money on an overheated financial sector and he took it. He was determined to short the sector. Upon learning that Burry’s Scion Capital fund was increasingly focused on credit default swaps, his investors were none too pleased, as they counted on his accurate stock predictions on the equity side of the house. However, he knew what they didn’t: A fortune was coming their way via these credit default swaps, even if the number of defaults was small.

			Need to Know: In 2004, it became apparent that subprime mortgage lending standards had started to decline. Lenders were eager to hand over credit to borrowers who, in prior years, would not have qualified for such loans. Borrowers with little or no credit took the loans knowing they would not be able to afford them. New investors in the market began to see the insanity of the subprime market loans and began to short the bonds that housed the loans.

			Chapter Three: “How Can a Guy Who Can’t Speak English Lie?”

			Word of this bubble was getting around. In February 2006, Greg Lippmann entered the FrontPoint Partners’ conference room to meet with a wary and apprehensive Steve Eisman. Vincent Daniel, an accountant also in attendance, had zero trust for anyone in the bond market. The stock market held a different aura than the bond market. It was more regulated and transparent. The bond market was a different animal. The players were fewer in number and many of them were large investment houses. Bond traders felt invincible, and it was this elitism—and the lack of transparency on the part of bond traders—that kept customers in the dark and unaware of what was going on behind their backs.

			Lippmann did not exude much humility. Like Eisman, he was brash and outspoken. Unlike Eisman, however, he didn’t mind telling others what he was worth, and what his opinions were. He was a self-promoter. He was considered a top-notch bond trader at Deutsche Bank, able to discern the story behind the facts. And this was his approach to Steve Eisman on the idea of betting against the subprime mortgage bond market. His presentation, titled “Shorting Home Equity Mezzanine Tranches,” was clean, crisp, and informative, pushing the idea of buying credit default swaps on the worst of the triple-B slices subprime mortgage bonds.

			But who besides Deutsche was on the other side of the credit default swap? Who else was starting to read the tea leaves of the subprime mortgage market that was now cranking out nearly a half trillion dollars worth of loans? Goldman Sachs was one such company. Then along came American International Group (AIG), a triple-A rated insurance company whose unit, AIG Financial Products (FP), would beat out others like Berkshire Hathaway and General Electric to cover what must have been seen as insignificant risks. Initially, that perception was probably true. AIG FP agreed to insure “consumer loan” piles containing 2% subprime mortgages for Goldman Sachs and other firms. It would soon find itself insuring 95% of the subprime mortgages on the market. 

			In the meantime, Goldman Sachs had devised the collateralized debt obligation (CDO). Wall Street firms were beginning to understand the perils of triple-B bonds. Rating agencies, which made exorbitant fees from such firms, would declare the majority of such bonds as triple-A, thus masking the increasing risk and potentially high volume of defaults in these CDOs. 

			In 2005, Greg Lippmann, at the behest of his employer Deutsche Bank, would short these CDOs. He would become a buyer of credit default swaps. Not eager at first, he would soon realize there was much to be won in those swaps. The hard part was selling credit default swaps to investors. With a lack of knowledge of these instruments, investors had very little reason at the time to be concerned with subprime mortgage bonds. However, that November, concern for the bond market started to change.

			Need to Know: There were two entities with common interests that would collude to disguise the true value of the collateralized debt obligations—the rating agencies and the Wall Street firms. On the other side were the credit default swaps, essentially insurance against the possible collapse of these CDOs underpinned by bonds consisting of many triple-B-rated loans. With few believing that the subprime mortgage market would crumble, companies such as AIG FP didn’t hesitate to insure the CDOs.

			Chapter Four: How to Harvest a Migrant Worker

			New Century, a mortgage lender heavily engaged in subprime mortgages, had unflattering financial statements in mid-2005. Gene Park, employed at AIG FP, considered investing in New Century until he determined that many of the company’s subprime mortgages were unstable. Almost in sync, his colleague Al Frost was churning out deal after deal for credit default swaps. With the exception of Citigroup, the biggest Wall Street firms lined up to do business with AIG FP.

			Park, in trying to determine why there was this sudden influx of business for credit default swaps from Wall Street, ascertained that AIG FP was insuring more subprime mortgages than it or anyone else realized. That, coupled with the possibility that homeowners might begin defaulting on their mortgages, caused Park to wonder whether his company could cover the losses. He took his concern to Joe Cassano, the head of AIG FP, and was told that he was wrong.

			After Frost was promoted, Cassano needed a “yes” man to fill the slot of taking orders to insure billions of dollars worth of subprime mortgage bonds supported by consumer loans. Park appeared to have the inside track for the job. However, he had reservations after investigating the loans that his company was insuring. Meeting Cassano in London in late 2005, Park knew that he was the guy with whom the company wanted to continue the growth of the credit default swaps. He turned it down, but not without angering Cassano, who wrongly believed Park just didn’t want to have to work to get the deals done. 

			Park explained that AIG FP was in deep with $50 billion, not in triple-A-rated collateralized debt obligations, but in triple-B-rated subprime mortgage bonds. A masquerade had occurred with the bonds, and all Cassano could believe was that it would not be an all-at-once crumbling of housing prices. 

			A few months later, by early 2006, Cassano had changed his mind. He realized that investing in these CDOs was nothing more than investors betting that house prices would continue to rise. It was too risky to think that they would never fall. AIG FP would no longer insure subprime mortgage bonds, with the exception of those they were already insuring. The company (and the financial market) was not out of the woods with their decision, as they were still saddled with $50 billion of credit default swaps.

			Was there anyone who questioned AIG FP’s betting on the subprime mortgage market, trying to get management to put a halt to such measures? Greg Lippmann tried, at first succeeding, then failing. 

			What did Deutsche Bank want Lippmann to do with the credit default swaps they encouraged him to purchase? The bank was now a long and a short player—a buyer of both CDOs and (CDSs). Lippmann was hoping the bank’s bond traders would realize the truth: The majority of subprime mortgages were bad, and many would go into default. He would now try to instill fear in stockholders who had a big investment in the second largest subprime mortgage lender, New Century. 

			Which stockholder did he pick? None other than Steve Eisman and his firm, FrontPoint Partners. However, Eisman was already ahead of the game, betting against the “share of companies such as New Century and IndyMac Bank.” But carrying out his plan would not be cheap. Quite the opposite: Shorting shares of companies in the housing ecosystem would come at a huge cost. 

			The ominous signs of trouble in the subprime mortgage industry started to get more worrisome. By the middle of 2005, the number of homes for sale was increasing, but buyers were qualifying for loans they could never afford to pay back (people without long credit histories and without annual incomes to support the mortgage payments). And then there were the speculators who purchased properties with an eye toward flipping them for profit. They’d see housing prices peak in the middle of summer 2006—and then watch them decline thereafter.

			Loopholes in how credit-rating agencies did their business were beginning to become clear for Vincent Daniel and Danny Moses of FrontPoint when they spoke to a representative from Moody’s at a conference in Florida. They now understood that assigning a triple-A rating to a financial instrument did not require meeting a high degree of analysis, and that a bond that included high-risk subprime mortgages could be packaged up and given, essentially, a stamp of approval.

			Need to Know: It was becoming clear that subprime mortgage loans were not meeting the standards in place. Standards for any issue are there to protect the parties involved. When criteria is lowered, in this instance, for loan approval—i.e., no docs, no money down—it stands to reason why there were more and more homes for sale beginning in the middle of 2005. 

			AIG FP would soon realize its erroneous position and eventually stop selling insurance on this teetering bond market. However, it did not absolve itself from the $50 billion worth of credit default swaps it had sold.

			Chapter Five: Accidental Capitalists

			In the fall of 2006, Greg Lippmann had pitched credit default swaps to hundreds of investors in one-on-one conversations and at sales conferences sponsored by his employer, Deutsche Bank. Less than 1% of the 13,675 hedge funds were “active” in credit default swaps. However, not in the way Lippmann, Eisman, and Burry were. Their decision to get into credit default swaps was more of a hedge against their bet on certain subprime mortgage bonds in which they invested.

			John Paulson, a listener and a follower of Lippmann’s advice, would do what Burry wasn’t able to do: start a fund totally focused on accumulating credit default swaps. He was obsessed with making bets against the subprime mortgage market. He was able to convince investors that there was a slight chance of catastrophic failure coming to the financial market. But convincing many of such a catastrophe in 2006 was a difficult task even with the continued reporting of falling house prices.

			Charlie Ledley used a different means of psychology in addressing Wall Street. He believed in betting on occurrences that Wall Street didn’t think would happen. He and his colleague, Jamie Mai, had accumulated $110,000, though they were largely inexperienced in high-stakes finance. They would, in 2003, begin Cornwall Capital Management, an investment fund. Shortly thereafter, Charlie Ledley brought Berkeley neighbor Ben Hockett, a trader of derivatives at Deutsche Bank, into Cornwell’s fold. 

			He would be instrumental in getting Ledley and Mai—whose financial investing revolved around “the probabilities of disasters in financial markets”—a foot in the door at Deutsche Bank. Cornwall Capital, with nearly $30 million under management ($70 million less than most Wall Street firms required), was finally considered a serious institutional investment firm, and was able to secure an International Swaps and Derivatives Association (ISDA) agreement and play with the major financial firms. 

			In mid-2006, Ledley and his partners would get into the credit default swap arena buying from Greg Lippmann, and betting on the possibility that mortgage borrowers would default—at scale.

			Need to Know: The subprime market consisted of overpriced bonds, with different floors or tranches—the bottom of which was the most risky but required just a low percent loss to make the entire pool worthless. Then there were thin-file and thick-file (determined by the small or large amount of personal financial data available) FICO scores, all of which could be manipulated to assure a borrower got a subprime mortgage loan. 

			Chapter Six: Spider-Man at The Venetian

			The year 2007 got off to a rocky start for Greg Lippmann, with US housing prices continuing to fall and mortgage defaults rising. Inexplicably, however, there was a steadiness in subprime mortgage bonds and the premiums being paid for credit default swaps. At the end of January, Greg Lippmann faced a costly new problem: He was losing money on the subprime mortgage bonds, $10 billion to be exact, while dishing out premiums totaling $100 million a year for credit default swaps. There was now concern that he and others wouldn’t see a payout from their investments.

			Lippmann decided to have a sit-down dinner at a trade show in Las Vegas with the hedge fund managers who he had convinced to short the subprime mortgage bonds and investors who were long in the bond market. Eisman sat next to an investor, Wing Chau, who managed CDOs for his investment firm, Harding Advisory. 

			He would listen to Chau explain that he controlled approximately $15 billion in CDOs. These CDOs were both mezzanine (consisting of triple-B-rated subprime mortgage bonds) and synthetic (the opposite of the mezzanine CDO; it consisted of credit default swaps on the triple-B-rated subprime mortgage bonds). They had taken the worst of the loans and packaged them into a new pool of bonds. Even worse was that the credit default swaps were disguised as bonds backed by (high-risk) home loans. Eisman now understood why his bets were needed and why his premiums remained unchanged. Wall Street now had another avenue in which to lure investors into the subprime mortgage bond market. 

			It was at this conference that Steve Eisman became aware of the extent to which ratings agencies were not worth the classifications they doled out to financial companies: They were only interested the number and size of fees they collected, and not on the quality of the bonds they assessed.

			Need to Know: Steve Eisman, the manager of the hedge fund FrontPoint, continued to sense a coming collapse of the subprime mortgage market. He would continue to buy CDSs while investors continued to believe that there was no danger behind CDOs.

			Chapter Seven: The Great Treasure Hunt

			The financial benchmark, ABX—an index that assesses the worth of subprime mortgages—would drop more than one point on January 31, 2007, right after the Las Vegas convention. Charlie Ledley and his partners at Cornwall Capital began to wonder if they had missed their mark. They were interested in purchasing $10 million of CDSs on double-A tranches of CDOs. They would get them from Morgan Stanley, costing them 150 basis points (a little higher than what Ledley wanted to pay). On February 16, 2007, the deal was done.

			On February 21, the market would begin to trade a new index of CDOs, the TABX. At the close of the day, the double-A tranche that Cornwall Capital bet against would lose more than half of its value. Investors in the tranche saw its underlying bonds lose more than 15% of the pool. Morgan Stanley would subsequently decide not to sell any more insurance on the subprime mortgage market. 

			Ledley and Mai began to see a U-turn on selling credit default swaps by Wall Street firms. It was apparent that some of the firms had begun to realize a collapse of the market was imminent, but some of the firms, like Bear Stearns and Lehman Brothers, couldn’t afford to turn back. 

			In March 2007, Cornwall decided to bet on the collapse of Bear Stearns, purchasing $105 million of credit default swaps from HSBC, a British bank. HSBC would, shortly thereafter, get rid of its subprime portfolio, acknowledging that these loans were hemorrhaging a substantial amount of money.

			Steve Eisman and his crew at FrontPoint knew they were making money. They had shorted not only the mortgage originators but also homebuilders. Now they wanted to short the rating agencies that Eisman believed were complicit in this subprime mortgage debacle. He didn’t believe the Wall Street firms had a good grasp of how severe the problem was. On a conference call his firm hosted, with an audience of 500 listeners, Eisman would discuss the mezzanine CDO and he predicted that just this piece of the new-fangled “structured finance” was going to experience losses of $300 billion.

			Need to Know: When Jim Grant decided to study CDOs to see if he could understand what they actually were, he assigned his assistant, Dan Gertner—a brilliant chemical engineer—to do the job. But both men discovered that CDOs were fundamentally unknowable, too complicated and obscure to grasp or understand. Grant wrote about this in his journal, Grant’s Interest Rate Observer. Yet when Eisman read Grant’s pieces on CDOs, he didn’t back out or change his plans. In fact, he was even more convinced than ever that being in charge of billions of dollars of junk CDOs was “like owning a gold mine.” Yet more proof that opaqueness or presumed “complexity” is often the perfect cover for white-collar crime.

			Chapter Eight: The Long Quiet

			Subprime loans were defaulting at a rapid rate by February 2007. Mike Burry was hardly surprised. Back in 2005, he was the first investor to not only determine the fallacy associated with the subprime mortgage market, but to bet against this market. Yet, he wasn’t able to get his clients to be patient with his bet. They needed to be. Mortgages issued in 2005 had two-year teaser rates that were now coming to an end. The “go-to” rates would kick in making it very difficult for many homeowners to make monthly mortgage payments. Defaults were inevitable.

			What did catch Burry by surprise was the medical diagnosis of his son, Nicholas. He suspected Nicholas’s behavior was associated with attention deficit disorder. However, tests would reveal that his son had Asperger’s syndrome. A medical doctor by training, Burry started reading books on the disease. As he delved further into the symptoms of the condition, he realized that he was also reading about himself. He could put checkmarks by many of the telltale signs he read about. 

			This research not only helped him with his son but also in understanding himself. He sincerely wanted to know how having Asperger’s was affecting his personal life. However, his work life wouldn’t change. Characteristically, he insisted on logic, he was obsessed with facts, and was able to quickly grasp financial statements and what lurked behind the numbers. What he couldn’t grasp was why his fund, Scion Capital, should be down 5% that year in credit default swaps.

			In the meantime, Wall Street firms continued to ignore the ominous signs of an imminent collapse. There was little to no synchronization between the housing market and bond prices and credit default swaps. There was just quiet—an eerie quiet for Burry. 

			On March 19, Burry finally got what he and others needed—extensive research. Housing data was continuing to show a collapsing market. This time it involved Alt-A mortgages taken out by borrowers with higher FICO scores than subprime borrowers, but loan documentation was almost non-existent. The likelihood of defaults on these mortgages was as good as the subprime loans. And there were investors who continued to doubt the impending doom of the subprime mortgage market.

			However, he knew something was around the corner. Two subprime mortgage bond hedge funds owned by Bear Stearns would collapse on June 14, 2007. The next two weeks saw triple-B-rated subprime mortgage bonds fall 20%. Soon, Wall Street was coming to Burry to buy some of his credit default swaps.

			Need to Know: Housing data was continuing to show a collapsing market, yet there were investors who continued to doubt the impending doom of the subprime mortgage market.

			Chapter Nine: A Death of Interest

			Howie Hubler was a bond trader at Morgan Stanley, a good one at that, making money for the firm for nearly ten years managing the asset-backed bond-trading desk. This meant he oversaw the subprime mortgage market as well. He was a confident man believing there was always a rebound to falling prices. His team was busy putting bonds together at an unheard-of rate. Given the volume, Morgan Stanley became concerned that Hubler’s trading desk was too exposed to home prices falling. They needed him to create credit default swaps as a hedge against his own trading desk. 

			Mike Edman, a trader in Hubler’s group, would take this on, setting up a credit default swap that guaranteed insurance would be paid on the entire value of the bond, even though Morgan Stanley knew there were just a handful in the bundle that were likely to go bust. In fact, only 4% of the loans had to go bust for Morgan Stanley to be paid in full. 

			Hubler was a seller, able to convince a number of investors (many from Germany) to place bets for the subprime mortgage bonds, essentially insuring Morgan Stanley against its own bonds. In 2005, Hubler and his team would have accumulated $2 billion worth of credit default swaps. But that wasn’t enough for Hubler.

			With the dangling commitment to earn $2 billion year, Hubler and others on his team were not happy that the cost of premiums on the credit default swaps was eating into their earnings. He would eventually sell some credit default swaps, bringing in premiums to offset his costs. However, what he did was bet long on the subprime mortgage market. 

			Barely into the first quarter of 2007, Howie Hubler would end up selling $16 billion of credit default swaps on what he thought were triple-A tranches of CDOs but were nothing more than triple-B-rated subprime mortgage bonds. These bonds were set up to lose all their value when just 8% of the loans underpinning these bonds defaulted. 

			Need to Know: Rising housing prices gave borrowers the ability to refinance their homes. There was a naivety amongst Wall Street firms that this housing bubble would continue with no end in sight. As with the subprime mortgage market, Morgan Stanley would look the other way with its top asset-backed bond trader. It applied Value at Risk (VaR), a tool that Wall Street firms used to determine the actions taken by their traders. It reflected little movement in the value of triple-A-rated subprime-mortgage CDOs.

			Chapter Ten: Two Men in a Boat

			There were a handful of nay-sayers on one side of the fence, standing up against what some must have thought were the goliath Wall Street firms. Steve Eisman, so bothered by the lack of integrity and character of such enterprises, not only bet against them, but in the end, would also see his fund double in size. Cornwall’s capital would quadruple after it, too, shorted the subprime market, turning $30 million to $135 million.

			On the other side of the fence were numerous firms that were bit by the subprime mortgage bug but didn’t fully understand the cockeyed logic of taking on CDOs and would, ultimately, lose money. How much? It is difficult to say for some, as their financial misdeeds weren’t readily displayed on their books for the world to see.

			J. P. Morgan acquired Bear Stearns in March of 2008 at a bargain price.

			In September 2008, the financial debacle got even dicier. Two more well known Wall Street firms would disappear: Lehman Brothers filed for bankruptcy and Merrill Lynch would be bought and placed under the umbrella of Bank of America. The US Treasury and Congress would step in with controversial taxpayer-funded recapitalization and spending programs.

			Need to Know: It was foresight that brought hedge fund managers like Steve Eisman, Michael Burry, Charlie Ledley, Greg Lippmann, and others to come out on top with their endeavors. Wall Street firm Lehman Brothers would collapse while others would be swallowed up by other firms. The ill-conceived notion of Wall Street firms and rating agencies that they had found an invincible means of earning revenue would be proved wrong.

		

	
		
			Timeline

			1987

			 • Howard Sosin founds AIG Financial Products.

			1991 

				 • In December, Steve Eisman goes to work at Oppenheimer; he is appointed lead analyst for Aames Financial, a subprime mortgage lender and client of the firm.

			1997

				 • Steve Eisman publishes a report in which he criticizes the “deceptive” firms that originated the subprime loans.

			1998 

				 • Credit default swaps become popular in the bond market with firms such as AIG FP.

			1998

				 • Long-Term Capital Management goes bankrupt.

			2000

				 • There is $130 billion in subprime mortgage lending, of which $55 billion were bundled as mortgage bonds.

			2001

				 • The S&P 500 index faces a decline of 11.88%. The first full year of operations for Scion Capital, owned by Michael Burry; his investments increase in value by 55%.

			2002

				 • In a class-action suit about deceptive mortgage practices, Household Finance Corporation settles out of court.

			2003

				 • The subprime mortgage credit default swap is created. Charles Ledley, Ben Hockett, and Jamie Mai establish Cornwall Capital. Scion Capital investments are up 50%. The British financial institution HSBC Group buys Household Finance Corporation.

			2004

				 • Early in the year, Michael Burry gets involved in the bond market. Morgan Stanley agrees to allow Eisman to establish a fund whose focus will be American financial companies. At the end of the year, Michael Burry manages $600 million for his fund.

			2005

				 • Early on in the year, all the big Wall Street firms are in on the subprime mortgage market. 

				 • Michael Burry buys $60 million of credit default swaps from Deutsche Bank.

				 • In the second quarter, credit card debt reaches an all-time high, while housing prices continue to rise.

				 • At mid-year, Burry’s Scion Capital fund is up 242%.

				 • In June, Goldman Sachs asks Michael Burry if he would like to increase the amount of credit default swaps to $100 million per trade. 

				 • In the latter part of the year, AIG Financial Products stops selling credit default swaps.
 
				 • In November, Gregg Lippmann from Deutsche Bank offers to buy credit default swaps from Michael Burry. 

				 • Subprime mortgage loans are going bad—default rates are approaching 4%. 

				 • There is $625 billion in subprime mortgage lending (a nearly 381% increase from the year 2000); $507 billion are wrapped into mortgage bonds. 

				 • 75% of subprime mortgage loans have a fixed rate for the first two years (called a “teaser rate”) followed by some form of a floating-rate.

			2006

				 • In February, Gregg Lippmann meets with Steve Eisman and Vincent Daniel at FrontPoint Partners.

				 • Early in the year, Joe Cassano agrees with Gene Park that AIG Financial Products shouldn’t insure any new subprime mortgage bonds; AIG FP continues to insure only those already on the books.

				 • In May, Standard & Poor’s announces they are changing the model to rate subprime mortgage bonds; the new process becomes effective July 1. 

				 •Housing prices, according to the Case-Shiller index, peak.

			2007 

				 • As of January, Cornwall Capital owns $110 million in credit default swaps on double-A tranche asset-backed CDOs. 

				 • Howie Hubler, the head bond trader at Morgan Stanley, sells credit default swaps on approximately $16 billion worth of triple-A tranches of CDOs (which consisted of mostly triple-B-rated subprime mortgage bonds. 

				 • As of January 31, the publicly traded index of triple-B-rated subprime mortgage bonds falls just over one point.
 
				 • On February 21, the double-A-rated tranche Cornwall shorted loses more than half its value.
 
				 • Cornwall bets against Bear Stearns, purchasing $105 million in credit default swaps.

				 • In early June, triple-B-rated subprime bonds have lost more than 30% of their original value.
 
				 • On June 14, Bear Stearns collapses.

				 • In July, Merrill Lynch announces a profitable quarter, but also incurs a loss in revenue due to holdings of subprime mortgage bonds. 

				 • On July 17, Federal Reserve chairman Ben Bernake states in front of the US Senate that he believes there won’t be more than $100 billion in losses stemming from the subprime mortgage market.

				 • On August 1, the first shareholder lawsuit is brought against Bear Stearns. 

				 • At the end of the year, FrontPoint’s bets against subprime mortgages double size of hedge fund.

			2008 

				 • In late September, US Secretary of the Treasury Henry Paulson successfully persuades the Congress to authorize $700 billion to buy subprime mortgage assets from banks, otherwise known as TARP (Troubled Asset Relief Program).

		

	
		
			Cast of Characters

			Michael Burry: A Stanford University medical school graduate in neurology with a keen ability to focus, Burry became engrossed in the financial market and started sharing his stock trades with a growing number of followers of his blog. When he founded his own fund, Scion Capital, Joel Greenblatt found him to be “brilliant” and was one of his first investors. Burry bet against the subprime mortgage bonds, and was banking on the notion that the financial system would collapse.

			Joe Cassano: Formerly of Drexel Burnham, he became head of AIG FP. Cassano had a rough understanding of financial risk, and was considered a bully in managing the office.

			Wing Chau: Managed CDOs for Harding Advisory; previously worked at life insurance companies; his company moved in when AIG FP moved out of selling credit default swaps. 

			Vincent Daniel: An accountant; wary of Wall Street firms and the bond traders who were employed at these firms.

			Steve Eisman: An outspoken champion of the little guy (those being deceived by the Wall Street lenders); managed FrontPoint Partners, a hedge fund; like Burry, shorted the Wall Street firms entrenched in the subprime mortgage game.

			Joel Greenblatt: Founder of Gotham Capital, a large investment firm, he wrote the book You Can Be a Stock Market Genius and was the first investor in Michael Burry’s fund, Scion Capital.

			Ben Hockett: A partner at Cornwall Capital; he had nine years of experience selling and trading derivatives for Deutsche Bank in Tokyo before quitting his job and joining Jamie Mai and Charlie Ledley at Cornwall, and was a bit of a doom-sayer.

			Howie Hubler: Trader of asset-backed bonds at Morgan Stanley, who fancied himself to be invincible, he sought to bet against subprime mortgage bonds. He and his team drove 20% of the firm’s profits in 2006 and sold $2 billion.

			Charles Ledley: A partner at Cornwall Capital; worked briefly at private equity firm Golub Associates; With no real experience investing, he was fascinated with the possibility there might be a disaster in the financial market, and looked for an opportunity to capitalize on it.

			Greg Lippmann: Graduate of the University of Pennsylvania who started his career at Credit Suisse, he headed the subprime mortgage bond desk at Deutsche Bank; a controversial and self-centered person who would eventually short CDOs and earn $47 million in 2007.

			John Mack: The CEO of Morgan Stanley, he was in charge of the firm at its lowest point in 2007 with a trading loss of approximately $9.2 billion.

			Jamie Mai: Worked briefly at private equity firm Golub Associates and started Cornwall Capital. Though he had no real experience in investing, he was smart and, like Ledley, fascinated with the possibility there might be a disaster in the financial market.

			Danny Moses: A salesman at Oppenheimer who would eventually join Steve Eisman at FrontPoint as head trader; he was a realist, somewhat reserved. With Vinny Daniels, he learned of the high volume of mortgages being given to under qualified borrowers, and discovered the corruption that permeated the ratings agencies and the lenders.

			Gene Park: Having worked in AIG FP’s Connecticut office, by 2005 he could see that there were problems associated with credit default swaps. Park was offered promotion by Joe Cassano, but turned it down.

			John Paulson: Hedge fund manager who focused on buying credit default swaps. A “Wall Street outsider,” he was a follower of Greg Lippman’s advice.

			Meredith Whitney: Financial analyst at Oppenheimer who shook the financial world in 2007 by stating that Citigroup was in dire straits, leading to a diminishing of the value of the company, a hit to the stock market, and the resignation of CEO Chuck Prince.

		

	
		
			Direct Quotes and Analysis

			“It’s not easy to stand apart from mass hysteria—to believe that most of what’s in the financial news is wrong, to believe that most important financial people are either lying or deluded—without being insane.”

			In reflecting on 2008, after the financial crisis and subsequent bailout of the banks considered “too big to fail,” Michael Lewis notes that those in the financial world—and even average Americans—were foolish to believe that the strength of the economy would go on forever, and that lenders signing on mortgages to highly risky borrowers would not end in a big hit to the economy. There were some who figured out that the bubble was about to burst, but journalists, fund managers, and banks did not pay attention to the data that John Paulson, Michael Burry, and others did, even when they cried that the sky was about to fall.

			“The creation of the mortgage bond market, a decade earlier, had extended Wall Street into a place it had never before been: the debts of ordinary Americans.”

			Wall Street firms had, in the past, earned revenue primarily from the equity markets. With the advent of the Internet, such firms had lost some of their revenue due to online trading. Wall Street subsequently turned to the mortgage bond market, which was not heavily regulated. Initially focused on those Americans who could pay off their mortgages, greed would drive the firms to focus on another revenue-producing sector: less solvent Americans and their great potential to default.

			“All they knew was that Wall Street investment banks apparently employed people to do nothing but game the rating agencies’ models.”

			Two of the credit rating agencies are Moody’s and Standard & Poor’s. They were responsible for assessing borrowers and their ability, in this case, to pay their mortgage. However, the rating agencies worked in conjunction with Wall Street firms to essentially rig the system. They had models that favored such things as floating-rate mortgages with teaser rates, no-doc loans, and the “silent seconds” second mortgage. Steve Eisman and his partners were learning in late 2006 just how far the rating agencies would go to make money. 

			“Each CDO contained prices of a hundred different mortgage bonds—which in turn held thousands of different loans.”

			A CDO is a collateralized debt obligation; it is a channel for mortgage bonds. In 2006, the salient financial issue was that rating agencies didn’t know which subprime mortgage loans were wrapped up into these bonds. There had been no vetting of the $400 billion of CDO deals. Furthermore, Wall Street had devised “synthetic” CDOs that were actually, unbeknownst to investors, credit default swaps on the bonds. Most who invested in CDOs, and the agencies that gave them high marks, didn’t understand exactly what these complex financial product were.

			“In just a few short years, it had somehow become the most powerful engine of profits and employment on Wall Street—and it made no economic sense.

			FrontPoint Partner’s main man, Steve Eisman, was trying to figure out what happened to the subprime mortgage market. It had changed dramatically over the past several years: It had been a small piece of the capital markets at one time, but became a behemoth in the industry, churning out incredible profits and employing many. It made no sense because it was thoroughly unsustainable, and few were interested in digging into the data to figure out when the money would stop flowing.

		

	
		
			Trivia

			
					The name of Michael Burry’s hedge fund, Scion Capital, was inspired by the title of the fantasy novel The Scions of Shannara by Terry Brooks.

					The 2015 film based on Michael Lewis’s book won an Oscar Award for best writing, a BAFTA Award for adapted screenplay, and was voted a Movie of the Year by the American Film Institute.

					In his research for writing The Big Short, Michael Lewis approached the introverted Michael Burry who gave him access to thousands and thousands of his emails, which documented the rise and fall of the markets from his perspective. In an interview with the Guardian, Michael Lewis said, “And here I had a day-to-day account from perhaps the only person following the situation with this degree of interest of exactly what was happening in those markets.”

					TARP (Troubled Asset Relief Program) was only part of the solution set in place to get the United States past the financial crisis of 2007. According to the Congressional Budget Office, as of March of 2016, “$442 billion of the initially authorized $700 billion will be disbursed through the TARP, including $431 billion that has already been disbursed and $11 billion in additional projected disbursements.”

					In 1998, Michael Burry was incorrectly diagnosed with bipolar disorder. He later learned that he had Asperger’s syndrome. This likely enabled him to focus on numbers, trends, and patterns that others in the financial world had missed.

					It’s been reported that John Paulson earned $4 billion by betting against the housing market. 

					Author Michael Lewis worked in finance at Salomon Brothers and witnessed firsthand as the industry began to become more complicated and change from “partnerships” to “corporations,” taking risks that no one would have taken in previous years. 

					In 2009, The Big Short was the reading selection for the House Republican Book Club. 

			

		

	
		
			What’s That Word?

			ABX: The index of subprime mortgage bonds.

			CDO: Collateralized debt obligation is a bundling of different mortgage bonds, usually those considered to be risky investments. 

			CDS: A credit default swap is a derivative; a form of insurance issued by banks or insurance companies to compensate the buyer of a CDS in the event of a loan default.

			FICO: Developed by the Fair, Isaac and Company (FICO) in the 1950s, a “FICO score” is an expression of how creditworthy borrowers are.

			Hedge fund: A private investment vehicle whose strategy is to maximize investors’ return.

			ISDA: The International Swaps and Derivatives Association is a trade organization for the global derivatives market.

			LEAPS: Long-term equity anticipation securities are contracts for the option to buy stocks at a set price. This product was discussed in Joel Greenblatt’s book You Can Be a Stock Market Genius.

			Mezzanine tranche: The bottom layer of a subprime mortgage bond containing the riskiest layer of loans.

			Mortgage bond: A claim on cash flows coming from a pool of individual home mortgages.

			Rating agency: An organization that assesses the financial status of, and ultimately assigns a rating to, borrowers (companies or countries) as to their ability to pay back their debt, and financial products (debts or securities) as to a level of investor risk.

			Short: When an individual sells shares of stock that he/she doesn’t own, but has borrowed.

			Subprime mortgage: A mortgage loan that lenders issue to those individuals with less than stellar credit.

			Synthetic CDO: A collateralized debt obligation loaded with only credit default swaps.

			Teaser rate: A low introductory interest rate on a subprime mortgage or other type of loan that’s followed by a higher rate.

			Tranche: In a subprime mortgage bond, a slice or layer of the debt that carries a specific level of investment risk.

			Value at Risk (VaR): A calculation that valuates the financial risk associated with a given stock or bond.

		

	
		
			Critical Response

			
					A #1 New York Times Bestseller

					A Los Angeles Times Book Award winner

					Robert F. Kennedy Center for Justice and Human Rights Book Award winner

			

			“It is the work of our greatest financial journalist at the top of his game. And it’s essential reading.” —Vanity Fair

			“Lewis has done an incredible job researching the origins of the financial crisis. He then provides a great service by making a very complex subject easily understood.” —CBS MoneyWatch 

			“Mr. Lewis has given us a compelling tale of the brave few who not only saw what was coming but took big risks to be proved right.” —The Wall Street Journal

			“If you read only one book about the causes of the recent financial crisis, let it be Michael Lewis’s The Big Short.” —The Washington Post

			“Michael Lewis may have done a better job exposing Wall Street’s ugly undersides, and perhaps he will succeed in encouraging future generations of bright-eyed MBAs to reconsider their career choices.” —Seeking Alpha

			“Mr. Lewis does a nimble job of using his subjects’ stories to explicate the greed, idiocies and hypocrisies of a system notably lacking in grown-up supervision, a system filled with firms that ‘disdained the need for government regulation in good times’ but ‘insisted on being rescued by government in bad times.’” —The New York Times 

		

	
		
			About Michael Lewis

			Born in New Orleans, Louisiana, Michael Lewis earned a bachelor’s degree in art history from Princeton. He would later earn a master’s degree in economics from the esteemed London School of Economics. After working at Salomon Brothers, he spun off to become a full-time journalist and writer.

			Michael Lewis is a known bestselling author whose works of narrative nonfiction are fascinating and enlightening. He excels in giving the reader insight into what goes on behind the scenes of the story. This is evident in such books as The Blind Side, Flash Boys, and Liar’s Poker. In addition to having his name appear on bestseller lists, his byline can be found in a number of media outlets, including The New Yorker, The New York Times, Gourmet, Sports Illustrated, and Foreign Affairs.

		

	
		
			For Your Information

			Online

			“Author Michael Lewis discusses The Big Short and the future of finance.” Berkeley-Haas on YouTube.

			“Emails Show How Greg Lippmann Built Deutsche Bank’s $5 Billion Subprime Short: ‘Duping CDO Fools’.” Business Insider.

			“How a Few Made Millions Betting Against the Market.” NPR.  

			Michael Lewis’s Official Website.

			“Michael Lewis on the Financial Collapse.” 60 Minutes, CBS News. 

			“Michael Lewis on the Hedge Fund Manager Who Saw It Coming.” The Motley Fool.

			“Q&A with Michael Lewis.” C-SPAN. 

			Books

			Crash of the Titans by Greg Farrell

			The End of Alchemy by Melvyn King

			Fragile by Design by Charles W. Calomiris and Stephen H. Haber

			Money and Power by William D. Cohan

			The Great Deformation by David A. Stockman

			Too Big to Fail by Andrew Ross Sorkin

			Young Money by Kevin Rose

			Other Books by Michael Lewis

			The Blind Side: Evolution of a Game

			Boomerang: Travels in the New Third World

			Coach: Lessons on the Game of Life

			Flash Boys: A Wall Street Revolt

			Home Game: An Accidental Guide to Fatherhood

			Liar’s Poker: Rising Through the Wreckage on Wall Street

			Losers

			Moneyball: The Art of Winning an Unfair Game

			The New New Thing: A Silicon Valley Story

			The Undoing Project: A Friendship That Changed Our Minds
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