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KEY DRIVERS OF THE CRISIS

“Happy families are all alike; every unhappy
family is unhappy in its own way.”

– LEO TOLSTOY

As in any financial crisis, a unique set of factors drove
this crisis; these factors had been previously ignored or
underappreciated by market players. While many factors
contributed to the crisis, the most critical ones were over-
leverage, under-regulation, and opacity. Each of these
factors individually contributed to the market’s instability,
and also reinforced the negative effects of the other factors.

Over-leverage
Over-leverage has exhibited itself in the financial environment
in three principal ways – the highly leveraged balance sheets
of major financial institutions, the increasing levels of leverage
within financial markets, and the debt-laden finances of
consumers.

Looser regulations allowed financial institutions such as
broker-dealers to steadily increase their balance sheet leverage
by more than 50 percent when measured by metrics such
as their debt-to-equity ratio (Exhibit 1). Institutions further
increased their leverage through the use of off-balance sheet
vehicles such as Structured Investment Vehicles (SIVs).
Increasing balance sheet leverage enabled firms to supplement
traditional “un-leveraged” revenue streams such as wealth
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EXHIBIT 1
Average debt-to-equity ratio across major broker-dealers

Source: Bloomberg
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The economy is transitioning from the most acute financial crisis in generations to the advent of a global
recession. Previously unthinkable government interventions have become an almost daily occurrence. Future
shocks to the global economy remain likely given how interconnected global markets have proven to be.

Predictably, businesses have begun hunkering down by reducing costs due to uncertainty about how long and
deep this recession will be. Like businesses, institutional investors must also re-examine all of their activities
and investments. However, institutional investors’ long-term investing horizon also makes them relatively well
positioned to begin taking advantage of the attractive investment opportunities that this market is creating.

In this paper, we detail the key drivers of the crisis in order to better understand its implications. We also present
some short-term and long-term steps that institutional investors can take to both absorb the lessons from this
crisis and to position themselves to take advantage of the unique opportunities that today’s markets present.
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management or merger advisory fees with rapidly growing
revenues and profits from “leveraged” revenue streams such
as proprietary trading and investing.

Over-leverage also permeated the financial markets. Hedge
funds used derivatives and low-cost credit from broker-dealers
to implement highly leveraged trading strategies. The rapid
growth of derivatives such as Credit Default Swaps (CDSs)
increased the absolute level of exposure to underlying assets
and risks. Many feared that the failure of institutions such as
Lehman Brothers would have a multiplier effect because the
notional value of outstanding derivative contracts on the
firm’s debt dwarfed its actual value. Fortunately, at least in
the case of Lehman, it now appears that parties sufficiently
hedged their trades such that the recent settlement of
Lehman’s credit default swaps has not led to the failure
of any institutions.

Finally, the consumer’s finances became increasingly
leveraged. Consumers have borrowed heavily and saved little
over the last 10 years. The deterioration of home values and
investment accounts has further worsened the situation.
In 2007, consumers had the highest level of debt service
payments relative to their disposable incomes in more than
20 years1 (Exhibit 2).

Over-leverage helped spark the financial crisis by threatening
the viability of major financial institutions when balance sheet
assets such as mortgage-backed securities began to fail and
sharply decline in value. Second, financial markets fell
dramatically as investors de-leveraged their investment
portfolios by selling assets. Finally, the crisis is spreading to
the real economy as consumers de-leverage their finances,
reducing the demand for homes and consumer goods.

Under-regulation
Under-regulation was arguably at the root of the crisis because
it enabled the lax underwriting standards that were a cause of
the housing bubble. In some cases, limited oversight not only
allowed questionable loans to be approved, it also facilitated
the processing and origination of fraudulent loan applications.
Lax underwriting standards fueled an increase in subprime
mortgage originations from $126 billion in 2000 to almost
$600 billion in 2006, drove home prices to unsustainable
levels, and ultimately led to the securitization and packaging
of mortgage-backed securities with significant default risk.2

Under-regulation also extended to major financial institutions.
In 2004, capital requirements for the largest broker-dealers
were relaxed to allow greater levels of leverage than the
previous 15 to 1 debt-to-capital ratio. Many firms also
participated in regulatory arbitrage by basing activities in
domiciles with looser regulations.

Moreover, the government failed to put in place regulatory
frameworks for major parts of the financial system. No central
clearinghouse existed to consolidate and monitor the wide
range of derivatives transactions that parties simply conducted
directly with each other. This exacerbated the financial crisis
by preventing a streamlined reconciliation of the risks that
financial institutions bore when firms such as Lehman
Brothers failed.

Lack of visibility
Opacity dangerously restricted the view of all the players in the
financial system including regulators, investors, and managers.

Regulators lacked visibility into major areas of the financial
system such as the CDS market. As a result, regulators of
firms such as AIG had an incomplete and therefore inaccurate

EXHIBIT 2
Consumer debt andmortgage payments as a percent of disposable income

Source: Federal Reserve, 2008
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THE CRISIS AND ITS IMPACT
What lit the spark to this collection of tinder was the failure
of the securitization process to adequately police lending
standards in U.S. housing. With bipartisan government
encouragement and some fraud at the margin, too many
people who could not afford homes were allowed to borrow
anyway. Fannie Mae and Freddie Mac were encouraged to
conduct their activities in a manner that reinforced this
trend. Firms that securitized mortgages did not have to hold
these assets, thereby resulting in misaligned interests between
the packagers and investors. When housing prices began to
decline and interest rates increased, defaults on subprime
mortgages skyrocketed. The resulting decline in the value
of mortgage-backed securities threatened the solvency and
liquidity of major financial institutions. After Lehman failed,
panic spread throughout the financial system.

The panic impacted the financial system, particularly the
credit markets, in several ways. First, financial institutions,
mindful of the weakness and opacity of their peers’ financial
positions, severely curtailed lending to each other. Central
banks became the lenders of first resort. Second, banks
began reducing their lending to businesses and consumers
because of a fear of growing defaults and a desire to conserve
capital to de-leverage their own balance sheets. Other
sources of credit such as commercial paper dried up as
investors left these markets. Finally, trading dwindled in
areas such as the cash fixed-income market.

Combined, these effects resulted in a dysfunctional and virtually
paralyzed financial system that became unable to support
normal economic activity. Further, the economy has begun
contracting, creating the potential for a dangerous negative
feedback loop between the “real economy” and the financial
markets.

view of the risks AIG bore through its derivatives trading
operations. Regulators also lacked visibility into the strategies
employed by hedge funds, leading to, among other things, the
fear that short sellers were contributing to market instability.

Investors were unable to fully assess the risk of financial
institutions because of the limited transparency into their
complex balance sheet and off-balance sheet obligations.
The rapidly changing market environment made it extremely
difficult for investors to gauge liquidity and solvency on a
daily basis.

When cash bonds became illiquid, and the rating agencies’
credibility was strained by the failures in the subprime
market, CDS prices, which represent the cost for bond
investors to insure against defaults, became proxies by which
to assess creditworthiness. However, rapidly increasing CDS
prices for certain institutions increased the fear that these
institutions were failing, thereby becoming self-fulfilling
prophecies instead of serving as independent assessments of
credit risk. In addition, the opacity of the derivatives markets
led investors to incorrectly fear that the bankruptcy of
institutions such as Lehman would lead to the failure of
financial institutions with exposure to Lehman’s CDSs.

Managers were not fully aware of the risks and exposures
within their own firms. Traditional risk models failed
managers through a primary focus on solvency instead of
liquidity, the critical issue during a financial crisis. Risk
models also became ineffective as tail events such as the failure
of major financial institutions occurred multiple times. The
models to value complex structured products such as
Collateralized Debt Obligations (CDOs) did not account for
rising default values and decreasing recovery values. Finally,
company boards were not provided with a full view of risk
across financial institutions and most lacked the capability to
ask the questions that could expose potential risk areas.

Opacity contributed to the financial crisis by masking risks at
firms such as AIG. Further, once problems emerged, opacity
fueled the crisis by increasing perceived counterparty risk,
which resulted in frozen credit markets, as it was unclear
which firms were truly at risk and which firms could
withstand the crisis.

3



Global governments launched a full-scale campaign to combat
the financial crisis through a range of measures, including the
injection of capital into financial institutions and direct
intervention in the commercial paper market. Government
action appears to be having some impact on normalizing the
flow of credit across financial institutions; key measures of credit
flow such as the difference between the inter-bank lending rate
and three-month treasuries rate (TED spread) have begun
declining, though this metric has not returned to its “normal”
levels before the crisis began in September (Exhibit 3).

However, this intervention does not change the sober reality
that both consumers and companies are de-leveraging their
balance sheets, which will drive a contraction of demand in
the “real economy.” Under some scenarios, the de-leveraging
process may take several years to reach completion.
Intervention will also not automatically restore the confidence
that investors, lenders, and consumers need to resume
“normal” levels of economic activity.

IMPLICATIONS FOR
INSTITUTIONAL INVESTORS
This crisis has left institutional investors facing major
challenges. Portfolio values are down sharply, straining the
ability to fund obligations. Illiquidity is making it difficult to
re-balance assets. High levels of market volatility are making
it challenging to make long-term investment decisions, and
have increased the costs of hedging solutions and derivatives.

However, institutional investors should be well positioned to
capitalize on the market turmoil. Most institutional investors
did not employ significant leverage and should not need to
liquidate large portions of their portfolios at fire-sale prices.
Most institutional investors are funding long-term liabilities
and do not need to make plans to address a potential flood of
redemptions. The dislocation in the financial markets has left
institutional investment managers with a range of attractive
investment opportunities across practically every asset class
and geography.

Institutional investment managers need to take a fresh look
at their portfolio strategy, risk management, and investment
manager selection to absorb the lessons from this crisis and
to position themselves to take advantage of the unique
opportunities in the markets.

EXHIBIT 3 LIBORminus three-month Treasuries Rate (TED)
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rate. Another problematic scenario would be the downgrade
of highly rated corporate bonds, which would have two
negative effects. First, if a plan held such bonds, the value of
these bonds would fall upon the downgrade, thereby lowering
plan assets. Second, the value of plan liabilities would increase
because the downgrade would result in the removal of these
bonds from the liability index, thereby lowering the liability
discount rate because the bonds being removed would tend to
have wider credit spreads than the remaining bonds in the
index.

The debate will continue among institutional investors as to
the merits of a liability-driven investing approach. Of course,
the practicality of this approach will continue to depend on
the current funding levels of a plan. Plans that are fully
funded or close to fully funded have the flexibility to fully
adopt a liability-driven investing approach to minimize future
volatility. Plans that are significantly under-funded face a
difficult choice between trying to close their funding gap
through higher-risk portfolios, and trying to reduce risk by
shifting to a liability-driven investment approach that will
likely create the need for higher contributions. Meanwhile,
rates for long-term investing remain too low to make outright
defeasance of liabilities attractive in most situations.

What is new in this debate is the practical problem of
counterparty risk. Because liability-driven investing requires
substantial use of derivatives, the recent crisis has illuminated
one of its previously underplayed risks, the prudence of
accepting substantial, long-term counterparty risks.

This crisis has also introduced the need for institutional
investors to manage liquidity within their portfolios. Illiquid
fixed-income markets have made it difficult for institutional
investors to correctly value their assets and to re-allocate assets
as desired. Some institutional investors are facing challenges
in funding benefit payments, as even some short-term assets
held to fund such payments have become illiquid. Going
forward, institutional investors will need to set target liquidity
levels and assess the risk of the portfolio against this target on
a periodic basis.

The financial crisis will require institutional investors to
evaluate the suitability of specific investment strategies
within their portfolio. Strategies relying on significant
leverage will be challenged because the credit required to
fuel these strategies has become, and is likely to remain,
expensive. However, traditional long-only equity and fixed-
income strategies may provide some safe harbor in this
environment, as they do not require leverage to execute.

Stronger risk management
The financial crisis has exposed risk management vulnerabilities
on a number of fronts. Risk management tools failed to
adequately incorporate macroeconomic drivers such as de-
leveraging. Capability gaps exist in areas such as credit risk
analysis, driven in part by heavy reliance on rating agencies.
New risks have been introduced such as liquidity risk within
certain asset classes, and counterparty risk for trading partners.

Institutional investors are likely to embark on a range of
measures to address these issues. In particular, two areas
to which investors should devote significant attention are

Refined portfolio strategy
The financial crisis has not altered the principles of portfolio
construction. It will, however, cause institutional investors to
re-examine the goals of the portfolio they construct. Many
defined benefit (DB) plans have made the choice in recent
years to retain a significant allocation to equities even after the
passage of the 2006 Pension Protection Act (PPA) increased
the impact that volatility in funding levels has on company
balance sheets and earnings (Exhibit 4).

However, the risks of this approach have again been
demonstrated by the current crisis. DB plans with significant
equity exposure have seen their portfolio values decline
sharply. It is estimated that plan funding as a percentage of
plan liabilities fell from 104 percent at the beginning of the
year to 80 percent by the end of November.3 As a result, many
sponsors will face a negative impact on shareholders’ equity at
year-end and the likelihood of higher cash contributions in
future years. The DB funding gap is likely to increase by as
much as five to ten percentage points by year-end under a
number of scenarios. For example, if government programs to
revive credit markets have the effect of lowering interest rates,
plan liabilities would increase due to a lower liability discount
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EXHIBIT 4
Asset Allocation for
Top 200 Defined Benefit Plans

Source: Pensions & Investments
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expanding the bounds of traditional scenario analysis, and
deepening credit risk management capabilities.

Scenario analysis is critical to helping institutional investors
understand the full range of potential outcomes for their
portfolio. Though difficult, it is more important than ever
to ensure scenario analysis accounts for previously ignored
factors such as de-leveraging. In effect, risk management
needs to become more imaginative in envisioning the types
of events and risk factors that were previously thought
impossible so that the potential crises of tomorrow can be
incorporated into today’s risk planning.

Strengthening credit risk evaluation has also become a
requirement after the crisis exposed the limitations of the
rating agencies, and illiquid fixed-income markets removed
the information that market prices provide. Institutional
investors will need to consider how to deepen their ability to
assess risks at a more granular, single issuer level, to develop
truly independent perspectives on exposures in their portfolio.

Cautious andmore thoroughmanager selection
Institutional investors will need to re-evaluate the capabilities
of both external and internal managers. Specifically, investors
will need to seek greater diversification, deeper skill sets,
increased scale, and more transparency in the managers
they select.

Institutional investors who have not used a diverse set of
alternative managers have been exposed to significant and
unexpected risk. Smaller institutional investors may need
to consider greater use of fund of managers or larger multi-
strategy funds to achieve the necessary level of diversification
in their alternatives allocation. On the bright side, investors
have the opportunity to “upgrade” their alternatives managers,
as managers with previously limited capacity increase access
for new investors.

Manager skills will also need to be re-examined. For
example, the credit crisis has created significant dislocation
and opportunity in fixed-income markets. However, the lack
of liquidity and market pricing in these markets requires
investors to be able to assess credit risk independently and
with a greater level of detail. This could imply the need to
select fixed-income managers with deeper industry and
issuer-level expertise than before.

Investors also need to seek out greater scale in their managers.
Larger managers will have more resources to invest in robust
risk management and controls. Scale may also provide larger
managers with better access to attractive illiquid investment
opportunities such as the sale of securities by hedge funds that
have been forced into liquidation.

Finally, given the fact that opacity was a key driver of the
financial crisis, institutional investors should also seek greater
transparency into their managers. The days of “trust me”
fund-raising are surely at an end for the foreseeable future,
and managers unwilling or unable to provide insight into
their investment process and positions should be at a
disadvantage.

Internal capabilities must also be examined. For example,
investors that have traditionally relied on internal managers

to invest in fixed income or real estate may find the need for
more external help to conduct the more detailed and granular
securities valuation that today’s environment demands.
Institutional investors may also need to strategically increase
their reliance on external managers due to a need to reduce
expenses to match sharply lower asset levels.

Applying lessons learned to defined
contribution plans
Institutional investors are often involved in the oversight of
large defined contribution plans within their organization.
Many defined contribution plans recently adopted target date
funds to improve participant outcomes because these products
provide built-in asset allocation and re-balancing. Target date
funds have been severely tested sooner than anyone thought
they would. It has become apparent that target date funds
designed for individuals planning to retire in the next five
years bore significant market risk. Target date funds designed
for individuals retiring as soon as 2010 lost more than 20
percent of their value between January and October 2008,
even though this class of funds should have been invested
in a manner to minimize volatility and downside.4

Institutional investors should scrutinize the portfolio
construction of the target date funds that their firms
are adopting. The allocation to equities in these funds,
particularly those intended for near-retirees, may need to be
reduced unless sponsors introduce some form of guarantees
to help near-retirees manage the risk of losing significant
principal in the years immediately prior to retirement.

Conclusion
As in past crises, a previously unthinkable and unconsidered
set of conditions brought about dislocation in the markets.
The public and private sectors are reacting rapidly to address
the over-leverage, under-regulation, and opacity that drove
this financial crisis. Credit markets appear to have begun
responding to this intervention. However, many of the effects
of the crisis will take a long time to fade as the crisis moves
from the financial system to the real economy, liquidity
returns only slowly to major markets, and investors,
businesses, and consumers recalibrate their behavior.
Institutional investors must comprehensively adapt their
approach to succeed in this environment. The challenge for
institutional investors will be to balance the desire to rapidly
address the issues that have exposed them to unwanted risks
with the need to adopt an opportunistic investment posture
in today’s markets.

1 Federal Reserve.
2 Fannie Mae Economics and Mortgage Market
analysis estimates, Inside B&C lending, Loan
Performance, Federal Reserve.

3 CFO.com.
4 Morningstar.
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