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The 21st Century Credit Crisis 
By Eric C. Blue, Esq.†

The widespread dispersion 
of the credit and default 
risk associated with sub-

prime mortgages and securi-
tized mortgage products, such 
as collateralized debt obligations 
(CDOs) and mortgage-backed 
securities (MBS), that has spread 
throughout the United States 
and international financial mar-
kets, appears to have been, in 
part, the result of a severe mar-
ket correction in the real estate 
asset class, which has resulted 
in a reduction in home values and, in some cases, the negative 
amortization of the balances on outstanding mortgages.1 This 
correction almost immediately impacted the banking sector and 
has had a precipitous effect on the ability of financial institutions 
to shore up their balance sheets through debt or equity issuances 
and has further resulted in the government bailout of a number 
of firms2 and the bankruptcy of others.3 Throughout the evolu-
tion of this financial crisis, by late August of 2008, the impact on 
the liquidity of market participants began to extend to characters 
outside the retail and investment banking sectors, resulting in 
only the financially strongest of firms being able to raise capital 
through the bond markets. However, more recently, the impact 
of the crisis has spread to the commercial paper market and 
other forms of financing used by an increasingly large range of 
firms, including investment-grade institutions.4 This impact has 
resulted in a higher cost of capital for those firms that are still able 
to access the commercial paper market.5  

posal for a $700,000,000,000 
bailout package was sent by 
the White House to lawmakers 
on September 19, 2008. Sec-
tion 2(a) of the original version 
of the “Legislative Proposal for 
Treasury Authority to Purchase 
Mortgage-Related Assets” pro-
vided that “[t]he Secretary is 
authorized to purchase, and to 
make and fund commitments 
to purchase, on such terms and 
conditions as determined by 
the Secretary, mortgage-related 

assets from any financial institution having its headquarters 
in the United States.”6 Section 6 of the proposed legislation 
provided that “[t]he Secretary’s authority to purchase mortgage-
related assets under this Act shall be limited to $700,000,000,000 
outstanding at any one time.”7 Since the initial proposal was put 
forth by the Treasury Department, there have been at least three 
(3) additional legislative drafts that have sought to enhance tax-
payer protections and provide greater incentives for the federal 
government to share in the upside of any gains associated with 
the bailout. However, each draft resolution has been built upon 
the same basic framework, which involves the fundamental 
premise of governmental intervention in this economic crisis.8 

This article will first provide a brief overview of the process 
of securitization in the real estate asset class, providing some 
high level assessments of the “ordinary” risk/return profile in an 
efficient market of an asset backed security, such as a CDO or 
MBS. Next, the article will attempt to build a causal connection 
between the now well-documented, broad-based market cor-
rection in the real estate asset class and the devaluation of the 
real estate backed asset securities market, resulting in the credit 
and liquidity crisis currently engulfing the U.S. and the global 
economy. Lastly, this article will survey the proposed emergency 
legislation from two important perspectives—a determination 
of fair value for troubled assets and the contribution of private 
participants in the acquisition process.  

The Nuts and Bolts of Asset Securitization 
Securitization is a process that involves the pooling and 

repackaging of cash-flow producing assets into securities that 
are then sold to investors. Any asset with a predictable stream of 
positive cash flow can be securitized. The process of securitization 
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begins with a cash flow generating pool of assets, such as mort-
gages on real estate assets, that are originally held by a company 
or family of companies. In order to fully understand the motives 
behind an originator’s decision to securitize assets a quick lesson 
on present value analysis may prove beneficial. 

For illustration purposes, let’s call our originator Quick 
Mortgage, Inc., and let’s say that Quick Mortgage, Inc. is 
a publicly-traded mortgage company that has underwritten 
$100,000,000 of adjustable rate mortgages over the last twelve 
(12) months.9 Quick Mortgage, Inc. determines that it would 
like to expand its base of operations by making loans into the 
high-flying south Florida condominium market and needs 
approximately $50,000,000 in new capital to do so. Unfortu-
nately, because of the current dislocation of the credit and equity 
markets, which has resulted in shares of Quick Mortgage, Inc. 
being down fifty percent (50%), Quick Mortgage’s ability to raise 
the necessary capital through a debt or equity issuance is very 
slim and would be extremely expensive.

However, Quick Mortgage, Inc. has $100,000,000 of 
mortgages that are currently generating $520,833.00 in gross 
proceeds every month or $6,249,996.00 per year. Quick Mort-
gage, Inc. decides that securitizing these mortgage loans provides 
a viable alternative to accessing the capital markets.10 Addition-
ally, increasing revenues without balance sheet financing benefits 
a firm such as Quick Mortgage for an additional, unintended 
reason; it allows the firm to increase earnings per share with the 
same debt-to-equity ratio.11 Having made the determination that 
securitization is the path of least resistance for the capital raise, 
Quick Mortgage will pool the 100 loans together and will sell 
them to a special-purpose entity (SPE). The SPE will then “issue 
several securities backed by a beneficial interest in the receivables 
on these mortgages.”12 Quick Mortgage will remove these 100 
loans from its balance sheet and will then use the proceeds from 
selling the loans to issue new loans. 

Investors will purchase the securities13 either through a 
private offering (targeting institutional investors) or on the open 
market. The pricing of these securities can be a highly compli-
cated process, but, for the sake of our discussion, the price of a 
CDO or MBS can be quoted as a spread to a corresponding swap 
rate. For example, the price of our AAA-rated security might 
be quoted at five basis points (or less) above the swap-rate for 
a security issued by a benchmark issuer with a similar yield-to-
maturity date (e.g. Treasuries to one month LIBOR). The SPE 
will then slice the securities into four tranches, each reflecting 
the risk/reward profile associated with a particular segment of 
the underlying mortgages. Tranches with a first lien on assets are 
typically referred to as “senior tranches” and are generally safer 
investments. Historically, investors who have purchased these 
securities tend to be insurance companies, pension funds and 
other risk adverse investors. Tranches with either a second lien 
or no lien on assets are often referred to as junior notes and are, 

compared to senior securities, riskier investments that tend to 
be favored by investors with a higher risk/return profile, such as 
hedge funds and other investors seeking higher returns. 

A Market Correction and the Erosion of Fair Market Value 
for Real Estate Backed Assets 

By all accounts, a severe correction in the real estate markets 
and the resetting of certain adjustable rate mortgages (ARMs) 
have played leading roles in the dislocation of the credit markets 
and the contraction of liquidity for certain financial firms.14 

We can use our existing hypothetical scenario to illustrate 
how the market correction in the value of real estate assets 
could impact multiple sectors of the U.S. economy. To illus-
trate the pervasive effect of this correction we must return to 
our four tranches of securities issued in connection with the 
$100,000,000 pool of mortgage assets by Quick Mortgage. Two 
additional facts are important at this stage. First, Quick Mortgage 
was able to raise the full $50,000,000 through its securitization, 
and, by the fifth anniversary of the original 100 loan offering, has 
made an additional fifty loans of $1,000,000 each on the same 
economic terms as the first 100 loans (however, Quick Mortgage 
has decided that, for cash-flow purposes, it will warehouse these 
loans in-house). Second, the four tranches of original securitized 
mortgages were rated AAA, AA, A and B by a rating agency and 
were purchased by an insurance company, a bank holding com-
pany, an investment bank and a hedge fund respectively. 

We will now assume that the first 100 loans were made 
in effectively the same geographic market and that the value of 
real estate assets has undergone a twenty-five percent downward 
correction over the last eighteen (18) months. Additionally, the 
geographic market where Quick Mortgage made the additional 
fifty (50) mortgage loans has also undergone a severe downward 
correction in the value of its real estate assets. These two factors, 
coupled with the resetting of the interest rates on the first 100 
mortgage loans, will create, much like what has occurred in a 
number U.S. real estate markets, a perfect storm, whereby home 
buyers have experienced significant depreciation in the underly-
ing value of their homes and a sometimes significant increase 
in their monthly mortgage payments related to the resetting 
of ARMs. The result is a higher than average default rate on 
mortgages.  
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The above scenario will affect two 
classes of economic actors in very differ-
ent ways; but, together, the cumulative 
effects of the market correction will 
result in an increase in the overall cost 
of capital for these economic actors and 
a significant reduction in the amount of 
liquidity available to them in the capital 
markets. 

First, while Quick Mortgage man-
aged to shift the default risks on the first 
100 mortgages off of its balance sheet 
and onto those of third party investors, 
these factors will adversely impact its balance sheet and income 
statement in two very real ways. To begin, an additional benefit 
of the securitization process has historically been that the origina-
tor of the securitized assets (in our case, Quick Mortgage) could 
earn fees from the pool (paid to the originator by the SPE) in 
exchange for the originator servicing the mortgages. These fees 
are reduced as the number of defaults in the pool increases and 
Quick Mortgage begins to incur higher-then-average costs associ-
ated with instituting foreclosure proceedings in connection with 
payment defaults. Also, the book value of Quick Mortgage’s fifty 
mortgage loans will have to be written down to account for the 
reduction in value of the underlying assets securing the repay-
ment obligation of the borrowers and the higher rates of default. 
Assuming the above facts, the net result for Quick Mortgage will 
likely be a severe contraction in the trading value of its public 
stock as well as a potential ratings downgrade on its credit wor-
thiness. This will result in a higher costs of capital should Quick 
Mortgage decide to raise capital through the debt or equity mar-
kets in the markets or even worse, a potential all out collapse in 
the value of its stock. 

Second, for our four investors (the insurance company, 
bank holding company, investment bank and hedge fund) who 
purchased tranches in Quick Mortgage’s mortgage pool, the 
impact on their business operations in light of the foregoing 
would be particularly pernicious. Recall that these four inves-
tors purchased tranches that were originally rated AAA, AA, A 
and B respectively. We shall assume for the sake of simplicity 
that enough defaults have occurred in the pool to wipe out all 
of the B tranche (the hedge fund) and part of the A tranche, 
leaving fifty percent of the A tranche and all of the AA and AAA 
tranches (those of the investment bank, the bank holding com-
pany and the insurance company respectively). Because hedge 
funds typically employ a certain amount of leverage to imple-
ment their investment strategies, to the extent the junior notes 
were pledged as collateral against margin loans, the result of the 
market correction is that the hedge fund will likely have to pro-
vide its margin lender with additional collateral. Depending on 
the hedge fund’s cash or cash equivalent positions and the size of 

the margin call, this may require the 
hedge fund manager to liquidate a 
fund position prematurely in order 
to satisfy the margin call. In com-
parison, for our three other investors 
that still hold either part of or all of 
their original security issuance, the 
result of the market correction and 
the resulting higher default risks at 
the borrower level will likely result 
in a requirement that the securities 
owned and held on their respective 
balance sheets be marked-to-market 

to reflect fair value.15 Because these three (3) investors are each 
subject to different regulatory regimes and capital holding 
requirements, the impact of this write-down would have dif-
ferent effects on each investor and is outside the scope of this 
article. However, the reader may observe similar impacts on each 
individual type of investor by observing the actions and market 
reactions to similar write-downs of mortgage-related assets that 
impacted American Insurance Group (AIG) (insurance com-
pany), Lehman Brothers (investment bank) and Bank of America 
(bank holding company).  

Government Sponsored Participation: A Determination of 
Fair Value

The following discussion has thus far been intended to pro-
vide a micro-level assessment of the real-estate backed securities 
market and demonstrate how the systematic decline in the value 
of underlying real estate assets and the contemporaneous reset-
ting of interest rates, coupled with a statistically significant uptick 
in the default rate of borrowers, has led to an unprecedented 
level of contraction in both the credit and equity markets. The 
result has been a severe liquidity crisis for firms and an incredible 
number of failures and bailouts of financial institutions.16 The 
present crisis has resulted in the initial intervention by the federal 
government on a piecemeal basis. Most recently, the Emergency 
Economic Stabilization Act was proposed which gives the federal 
government the authority “to purchase certain types of troubled 
assets for the purposes of providing stability to and preventing 
disruption in the economy and financial system and protecting 
taxpayers, . . . and for other purposes.”17 

Section 2(1) of The Emergency Economic Stabilization Act 
of 2008 (the “Act”) provides that one purpose of the Act is “to 
immediately provide authority and facilities that the Secretary 
of the Treasury can use to restore liquidity and stability to the 
financial system of the United States.”18 In this vein, this section 
of this article will briefly explore one aspect of this legislation- 
a determination of fair value for troubled assets- and make a 
recommendation for a systematic approach to determining the 
appropriate price for certain real estate assets.
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One of the prevailing concerns surrounding the imple-
mentation of the Act has involved questions surrounding the 
manner in which the Secretary of the Treasury would derive the 
“appropriate” price that would be paid for “troubled assets.”19 
On the one hand, the Act provides that “the Secretary shall take 
such steps as may be necessary to prevent unjust enrichment of 
financial institutions participating in a program established pur-
suant to the Act, including by preventing the resale of a troubled 
asset to the Secretary at a higher price than what the seller paid 
to purchase the asset.”20 This provision would appear to provide 
a ceiling for the Secretary on the highest price that he could pay 
for a troubled asset pursuant to authority granted under the Act. 
However, as individuals involved in the negotiation of the Act, 
including Federal Reserve Chairman Ben Bernanke, have pointed 
out, there are at least two prices for these troubled assets—the 
fire sale price21 and the yield-to-maturity price,22 both of which 
should be lower than the price paid by the seller for the assets. 
Notwithstanding the ceiling imposed by Section 101(e) of the 
Act, a determination of fair value for these troubled assets will 
be a challenging endeavor for the Secretary. Section 113(b) of 
the Act provides that in making purchases under the Act, “the 
Secretary shall (1) make such purchases at the lowest price that 
the Secretary determines to be consistent with the purposes of 
this Act; and (2) maximize the efficiency of the use of taxpayer 
resources by using market mechanisms, including auctions or 
reverse auctions, where appropriate.”23

Although the Act provides the Secretary with broad latitude 
to purchase troubled assets at the “lowest price,” that does not 
necessarily support the proposition that the Secretary should 
purchase these assets at the fire sale price because, given the cur-
rent inefficient state of the market, that price would not appear 
to represent the true value of the assets. All interested parties 
would most likely agree that the current fire sale price for these 
troubled assets represents a price less than the discounted present 
value of their hold-to-maturity value, even taking into account a 
significant liquidity discount and an increased amount of default 
risk on the underlying assets. In an orderly, well-functioning 
market, where willing purchasers have sufficient liquidity, the 
opportunity to purchase assets at such a steep discount would 
be quite enticing. However, because these actors do not have 
sufficient liquidity, the Treasury must play the role of the willing 
market purchaser. 

However, the question remains, what is the appropriate 
price that the Treasury should be willing to pay for these assets. 
Since most of the increased default risk appears to have already 
been priced into the value of these troubled assets, the price that 
the Secretary of the Treasury is willing to pay for these assets 
should be the current fire sale price plus the liquidity discount 
that is currently built into that price. Although calculating the 
liquidity discount will be difficult (if at all possible), in early 
transactions, as the Treasury injects liquidity into the market, the 

spread between the sale price on early transactions closed by the 
Treasury and the quoted price on transactions closed between 
private actors should provide some guidance on this point. The 
theory behind this approach rests on the belief that as liquidity 
is injected back into the system by the Treasury and firms hold-
ing these assets on their balance sheets are able to start to move 
some of them off, they will start lending again. This should free 
up available capital and allow for other private actors to reenter 
the asset space and begin bidding on troubled assets along with 
the Treasury. The assets also should be trading at a discount com-
pared to their hold-to-maturity values. As more private actors 
reenter the space, the spread on these assets, in terms of the dis-
count on their hold-to-maturity value compared to their actual 
sale price, should begin to narrow. Additionally, as more market 
actors reenter the asset class, the role of the Treasury should be 
reduced; and, ideally, this would occur long before the Treasury 
has spent the full $700,000,000,000. One real additional benefit 
to taxpayers with this approach would be that, as the fair value of 
these assets began to approach their hold-to-maturity values, the 
Treasury should be able to sell those assets purchased in earlier 
transactions to private actors at a premium, representing a net 
gain for the taxpayer.  

Conclusion
There is no doubt that the intervention of the federal 

government into the private financial markets in the manner 
proposed by the Act is truly an extraordinary affair. At this 
juncture in the evolution of this crisis, it is widely accepted that 
the financial sector’s problems are in part due to the “correction” 
in the real estate market. The federal government has currently 
approached the current slate of problems by focusing on the 
financial sector, because the root of this problem—a market cor-
rection in the real estate asset class—is not Coasian in nature. 
This author believes that additional governmental intervention 
may be necessary, alongside this intervention, to guide the U.S. 
economy through this crisis. However, whether and what types 
of intervention may be warranted are clearly beyond the scope of 
this article. BLB
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