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Jan. 19, 2008

Dear Governor of the Federal Reserve,

My name is Michael Blum. I am writing you as a private citizen, as a loyal American as well as a Goldman Sachs alumnus with over 20 years experience in the structured finance markets. I am concerned by the current credit crisis, and have a suggestion which I believe would help navigate out of it.

CDOs are like love. When they're good, they're great, but when they're bad, watch out. They resemble options on options, which regulators would hardly permit in the public equity markets. They should not have been issued with dubious collateral, but the crux of the credit crisis is that they have been, and no one knows how bad mortgage defaults are going to get.

When you buy something at a store, and discover after opening it up at home that there is something wrong with the product, you take it back to the store and return it. The store will take it back, although they may give you back something less than the price you paid.

My proposal is along these lines. Since the trustee's responsibility is to make bond payments, a CDO's bondholders can be identified by its trustee, If the dollar majority of the CDO's bondholders approve, I would make repurchase by the underwriter of all bonds in the CDO mandatory, so that the underwriter can then collapse the deal and sell the underlying collateral. There is a simple and intuitive method to calculate the repurchase price at which the underwriter makes no money on the transaction; the Fed may choose to allow the underwriter a profit as an incentive to cleaning up the market, or subtract a penalty for the underwriter's prior faulty bond origination.

The fundamental theory of mortgage securitization is that bonds can be sold at a premium to the cost of their underlying collateral. The problem arose when greedy originators and underwriters increased their revenues by introducing dubious collateral. This means that, even if dubious, the underlying collateral is now worth more than the bonds are, because CDO technology guaranteed that bond losses would be magnified.

To some extent, this collapse is already happening, as some CDOs have had an "event of default" triggered by their collateral's dismal performance.  However, as this was hardly foreseen by the underwriters who prepared the offering documents, the mechanics of who gets which proceeds are murky and often, litigation is the result.

There is no longer a functioning CDO market. CDO bond prices, if marked at all, have been marked to distressed levels, or zero, by virtue of being in a CDO. Since owning all of the bonds in a CDO is akin to ownership of the collateral pool, my suggestion is to make it mandatory for underwriters to buy back all bonds in a CDO when a dollar majority of bondholders approve, so they can sell the collateral RMBS, CMBS, ABS, etc. for which there are still functioning markets. In fact, the underwriters can put the collateral up for bid for forward settlement, which allows time to set up a transaction where the bonds are bought, the collateral sold and the CDO is collapsed instantaneously. Once the aggregate proceeds at which the collapsed-CDO collateral can be sold are known, proceeds can be allocated either according to the offering memorandum or else, based on each CDO bond's percentage of the total collateral balance. This may mean ratings are meaningless, but as a forward-looking measure of likely repayment of principal, we now know that anyway.

Removing leverage from the system by mandating the collapse of toxic CDOs would be a vital step in restoring normal capital flow to the securitized debt markets. Thank you for your time and attention.










Sincerely, 









Michael Blum

