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CHAPTER 1

J. Kyle Bass

Timang Is Everything

is J. Kyle Bass. A hedge fund manager from Dallas, Texas, Kyle

is a young, energetic and bri'iiant man who is not exactly of the
Harvard Business School pedigre<. jiducated at Texas Christian Univer-
sity, the elusive Bass is one to lie r=ckoned with. He is famous for shorting
the subprime mortgage crisi¢ that enveloped our country late in the first
decade of the 2000s.

But don’t be fooled. The man is as shrewd as hedge funders come.
Bass saw the crisit coraing back in early 2006, when the stock market was
peaking and evervtting was still fine and dandy. Only 36 years old at the
time, Bass was one of the youngest managers in the business to spot the
crisis comix.g and to actually place a large bet on it.

() ut of all the legendary men in this back, perhaps the least known

THE BACK STORY

Bass started his career as a retail securities broker at Prudential Securities
before moving on to Bear Stearns & Co., Inc. and later to Legg Mason, Inc.,
where he stayed until January 1, 2006. While Bass had plenty of success
working for Wall Street firms, in December 2005 he decided it was time to
strike out on his own.
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Starting your own hedge fund is a daunting task that requires intense
preparation. And then there is the capital—who is going to give you capital
if no one’s heard of you? You are just another face in the crowd.

Bass, not just any regular face in the crowd, was able to raise an ade-
quate amount of money for his new fund, Hayman Capital. The fund would
be sufficient, but not overburdened, and Bass got to work researching
investments.

It is extremely important to be familiar with the tale of derivatives and
subprime, second-lien mortgages that unfolded after Bass set up Hayman
Capital, and, to truly understand and appreciate the financial alchemy that
is in Bass’s story, you need to be well educated. First and foremost in the
story of Kyle Bass are subprime mortgages.

A FEW DEFINITIONS

Most people understand what a mortgagze is, but what about a subprime
mortgage? An easy way to think of it is ‘o break down the word subprime.
What do you think of when the woca prime comes to mind? For some, it’s
steak. So you've got a prime cut of steak, like a filet mignon, or perhaps a
not-so-good cut that is unde: prime quality. Devalue it further in the case
of subprime, and you get the drift; sub, of course, means “under” in Latin.
Thus, one takeaway is ¢hat a subprime mortgage is a mortgage that leaves
much to be desired for an investor. And that raises the question, “If you're
an astute investor, wny not just toss out the crappy mortgages and buy up
the good ones?  The answer is easy: the process of turning something into
a security kniown as securitization. Stocks, bonds, and Treasuries are all
securities, so why not securitize mortgages? It even makes sense on paper.
Mortgages provide a steady flow of monthly payments to the originating
lender or bank that can then be used to service debt.

A mortgage-backed security (MBS) is created when a firm (usually an
investment bank) packages a pool of mortgages together and creates debt
instruments that are backed by the cashflows and collateral of the underly-
ing mortgages. For years it was viewed as a fool-proof investment because
it seemed like everybody would win. Mortgage originators would sell a
group of mortgages to a securitization firm (usually an investment bank)
or, in the case of larger financial institutions that originated mortgages,
they would handle the securitization process themselves. This process
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allowed originators to clear the loan portfolios off their balance sheets and
free up capacity to originate more loans and make more fees. A genius idea,
really. But why stop there when having a stroke of genius?

Initially, people securitized mostly prime mortgages. As the demand
for MBS increased, the market soon realized it could securitize and sell
lower-credit quality mortgages. It accomplished this by offering multiple
classes of debt backed by the loans. The classes or “tranches” would vary
in interest rate and payment terms, with more senior tranches generally
being repaid first and as a result yielding a lower interest rate. To best
explain the idea of tranches, think of an Olympic medal ceremony. There
are three winners (who we’ll compare to the investors in our mortgage
scenario), and they are delineated into gold, silver, and bronze medalists.
The gold medalist is at the top of the podium and a safe bet due to his
consistent performance. The gold medalist represents ti.e top tranche, and
as you could imagine, it doesn’t provide a staggeririg rate of return. The top
tranche is the first to receive cash from the mortgage pool (and importantly
the last to absorb losses). In our example, an i1.wvestor may get close to a
4 percent return by investing in the top i:'oid) tranche—little return for
little risk.

Then there is the silver medalist, wwno may have had a few bad runs in
the course of an Olympic career but generally is a decent and respectable
contestant to put a wager on.. Tl.= silver medalist is like the second tranche
of MBSs. They have a little.more risk, but also a little more return for the
risk. The second tranchke will return close to, say, 6 percent. This tranche
is slightly more risky because it will experience losses from the mortgage
pool before the gold does.

And finally, we have the bronze medalist. Bronze is the bottom tier.
While few pecule bet on bronze, if bronze pulls out a win the payout would
be significant. The bronze medalist represents the riskiest portion of the
securitization because its tranche is the first to absorb any losses from the
underlying mortgages and the last to be repaid from the cashflows. How-
ever, if a sufficient number of homeowners pay off their mortgage or do not
default until the later stages of the payments, the bronze tranche would be
repaid. In this example, the bronze tranche would earn 8 percent because
of the additional risk.

In summary, the first tranche is nearly risk-free and thus has a very
small rate of return. The second tranche is a little more risky but pays out a
little more than the first. And bronze is the riskiest tranche of them all but,
should it work out, pays out very nicely.
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BASS ASKS WHY

With that brief MBS 101 lesson behind us, we head back to 2006, when
J. Kyle Bass started Hayman Capital. At the time, home ownership in the
United States was near an all-time high and home prices were continuing to
climb. Bass noticed, however, that average income in the United States was
not keeping pace. He sat there wondering how exactly this was happening.
If home prices were climbing but average income was not increasing at the
same rate, how were home buyers able to obtain mortgages to purchase
homes and continue to drive prices up? He decided to investigate the mort-
gage originators (the lenders) who were getting people with no credit or
bad credit—and in some cases no jobs—into homes.

A lot of politicians in the United States have alway’s pushed the belief
that home ownership is a good thing and that everycne should have ac-
cess to the ability to own a home. It’s part of the Amarican dream, for sure.
But it doesn’t always work out that way or, 2f least, it shouldn’t. Should a
20-year-old making $2,470 a month with tice jobs be allowed to get a
$183,000 mortgage backed by the Federal Housing Administration with just
3.5 percent down? History has alreacy Yeen the judge on this one, and the
answer is a resounding “no.” For those of you without a house, 3.5 per-
cent of a $183,000 mortgage e<uaies to about $6500—a ridiculously small
amount for a down payment

And this is just onc example, mind you. In simple terms, all over
America, predatory lenders were out searching for people sign up for
mortgages—in solae cases by any means necessary—so they could collect
the fees while pacsing on the actual risk to a bank or investment firm. In
addition, onc= s2cured, the mortgages would then be sold to securitization
firms that had little incentive to scrutinize the original borrowers. So, what
started out as a genius idea turned out to be a no-holds-barred game of
deceit because of a number of complicated factors.

And what deceit it was! Some lenders would approve potential home-
owners with just a name, Social Security number, and any kind of iden-
tification. A typical conversation could be imagined to have gone along
these lines:

Lender: “All right, Mr. Johnson, so we're going to give you a $250,000
adjustable-rate 30-year mortgage. How’s that sound to you?”

Borrower: “Fantastic! I've always wanted to live in my own home and
stop renting. But there is a problem...”
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Lender: “And what’s that?”

Borrower: “Well, I don’t have a job right now and I also have six credit
cards. Oh, and I work two jobs and have a car loan that’s out-
standing, too.”

Lender: “No problem! Let’s just make it up as we go along. Sound good
to you? I really want to get you into this house. Think about
how much easier your life will be when you're a homeowner!”

Borrower: “Yeah! Okay. Sure! Let’s do it!”

Lender: “Great! I'm going to take 20 minutes and go grab some lunch.
When I get back I want to see some details on a job, your
annual income, and your list of debts on this paper, if you get
my drift.”

Sounds unimaginable, right? But if you think I'm' peing a bit too ab-
surd, think again. As part of his investment researck, Bass hired private
detectives, who uncovered interactions similar o the conversation just de-
scribed. In an interview I conducted in March 2'10, Bass told me that the
loan originators he found in 2005 and 20056 vere the absolute lowest of the
low. They, and the organizations they 1vorked for, preyed upon the pub-
lic interest in home ownership and ii:cd to exonerate themselves from the
ethical challenges of such work by employing the underbelly of the earth:
drug dealers, convicted felors, cud any other similar type of creature that
came along. Not just the “resular Joes” but the “really bad guys.”

For a number of reasuns, almost no one could see this web of lies,
money, and mortgages destroying the country one loan at a time, but one
of the few excepticns was Kyle Bass. He simply looked at the data from
his research and caid to himself: “Something doesn’t make sense here.” Of
course, this vehavior was atypical at the time, but Bass is a man with a
voice and mind-set different from the status quo. He once convinced JP
Morgan to help him finance a portion of his house in Japanese yen on the
bet that it would ultimately be cheaper than the U.S. dollar.

Kyle Bass has always made the case that companies, no matter how big
or small, should be subject to the concept of fiscal Darwinism: The weak
perish while the strong survive. Should American International Group, bet-
ter known as AIG, have been allowed to fail and the taxpayer spared bil-
lions? In his mind, the answer was “absolutely.”

Politicians were oblivious to what was going on. Anyone with a basic
understanding of economic theory knows that a country cannot continue
to print money as it wishes while racking up gigantic deficits. Throughout
the period of subprime lending, home prices continued to soar to new highs
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as Americans’ incomes failed to keep pace. Without both factors working
together, the spread between the two became wider and more dangerous.
And that is exactly what Bass saw happening when he took a deeper look
into the activity in the market. He recognized that this country was giving
everyone and their uncle an opportunity to own a home despite the fact
that home ownership was well beyond their means. Maybe it was proof
that, as Jeff Kreisler said in his book Get Rich Cheating, “The American
dream is just that: a dream.”

LEARNING FROM THE PAST

Undoubtedly, the worst part of the financial crisis of the late 2000s is the
fact that we actually had an opportunity to learn from >ur past mistakes. In
1998, the year when John Meriwether was blowing up his hedge fund, Long-
Term Capital Management, another crisis was unfolding. Bass described
this in great detail during our interview:

I don’t know if you remembery; hut back in 1998, there was a sub-
crisis. 1998 was a time in wiach there were companies that were
high loan-to-value (LTV) second-lien lenders.

Okay, so what these guys would do was, they would make these
high LTV loans like 2 25 percent at loan-to-value loans and they would
be second liens -Su-ihink about your priority in that position: You're
never going to collect if anything ever goes wrong. So they were hiv-
ing PhDs -« trying to figure out what the incidents of default on
these scoond-liens were going to be. And the bottom line was, again,
there were convicted felons making these mortgage loans. And at the
time, there were many Wall Street firms that just didn’t care, pack-
aging these things up and securitizing them. This is back in ’98, so
'96, 97, '98 second liens. So that market blew up in 1998.

All those companies went bankrupt except for...one which was
acquired by another firm. And it almost brought down the other firm.
It eventually was spun out in bankruptcy to a private equity firm.

Think of 1998 as a test run for the housing crisis of the late 2000s.
Adding further fuel to the fire, a lot of the people who ran these firms went
and started subprime mortgage origination shops in 1999 and 2000! It was
a time when subprime mortgages were the last thing on regulators’ minds.
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The American people hadn’t even heard the term because in 1999 and 2000,
the tech boom and dot-com IPO era was making millionaires overnight
at an astounding rate. America was in good times and letting the good
times roll.

In addition, the people running these firms were not just middle-level
managers with their own greedy agendas. They were also CEOs, CFOs, and
principal partners who all ran the companies right into the ground and then
started right back up again in another venue. It was a vicious cycle.

Shady lending will continue to be the de facto way of lending to the
nation’s poor and less fortunate until a proper set of regulations and con-
ditions are put into place. The fact that convicted felons have the ability
to offer someone a home loan and approve or deny it seems unethical
at the least. And the corruption does not stop there. In the early 2000s,
if you thought a homebuilder has built too many horaes, you were essen-
tially laughed off. Money flowed freely, thanks to tiw F'ederal Reserve, and
as a result, private-equity deals were happening lett and right. If you bet
against a homebuilder by going short, the nekt aay you'd discover the firm
had gone private and was now safe from yo:r speculation. It was all rigged:
Enron, home prices, the U.S. monetary system, and of course, the facade
of regulation. In 2006 and 2007, Bass ycared up to make one of the biggest
bets of all time: shorting the subx. rine housing market.

SHORTING SUBFRIME LOANS

To go short is te-bes that prices will fall and, in terms of the housing mar-
ket, fall they uio: In late 2006, as new home loans began to seize up and
credit tightened, prices inflated. Through the use of derivatives, Bass and
his newly created Subprime Credit Strategies Fund reaped the benefits of
this crisis by investing in derivatives that enabled them to profit if the hous-
ing market tanked.

Bass explained in detail how he couldn’t wait to launch his fund:

I literally couldn’t wait one more day. I was so afraid that this [sit-
uation] was going to crack before I got the money raised. And remit-
tance data comes out on the 25th day of every month and I couldn’t
wait for one more bit of data to come out. So I was fearful that we
had spent all this time doing work, in-depth research, and modeling
mortgages and, when I was meeting with investors, I'd say, ‘We need
to raise this right now.’
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If you saw it coming, you’d want to prepare yourself to go short imme-
diately, too. Bass elaborated:

In July of 2006, you had, on average, about two million homes in
1nventory for the last five or six years in available-for-sale inventory.
And what you saw was that inventory, by the end of ‘06, had moved
up in six months’ time to four million homes. So what you saw was
prices leveling out, you saw inventory massively building, and then
you saw at the very end of 2006, the whole loan pricing starting to
come down. So we launched [the Subprime Credit Strategies Fund]
in the middle of September of 2006.

It should be made clear that derivatives are nit evil. They are not
the devil incarnate unleashed into the hands cof greedy young traders.
Derivatives are a perfectly legitimate tool for hedging and protecting your-
self from bets made in markets. After all ‘the word derivatives is just
a fancy way of saying that an instrumenr: or contract derives its value
from the value of some other instrumeuc or contract. Futures are a type
of derivative. A farmer may sell a luacures contract to smooth his cash
flow and lock in a certain val= for his crop. Is that so wrong? Simi-
larly, a bank may use derivatives to hedge against its outstanding loans
in case they default or get a ratings downgrade and lose part or all of
their value.

Now that you can appreciate the value of derivatives, no matter your
opinion, you can sce that Bass speculated that the housing market was
about to cruniie:

THE BEST POSITION

In February 2007, Bass began to orchestrate one of the greatest trades of all
time. We already know Bass had researched his investment thesis and un-
covered the shadier practices of certain mortgage originators. These origi-
nators secured customers for the banks and were paid handsomely in fees
for performing the mundane task. It didn’t matter that the customers could
afford only the first few years of interest-only payments on a home loan. As
long as the originator booked it and got the fee, the repercussions of what
could (and in this case, what did) happen later were moot.
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Bass reminded us that mortgages are more than just numbers for ac-
countants and actuaries to crunch. They also contain a qualitative aspect:

What you had to figure out was there’s the quantitative aspect of
things and there’s the qualitative aspect of things. And the quanti-
tative aspect, everybody had. Everybody had [all the] terabytes of
mortgage data, modeling software that they could buy.

But the qualitative aspect was kind of: who were the originators
that had literally no standards at all?. . . So what we did was, we went
out and we found the bad guys.

Bass found plenty of bad guys. He investigated the lifestyles and back-
grounds of these mortgage originators and their comnanies. Who were
they? What was their incentive to offer someone mai-ing $30,000 a year a
$500,000 loan? Clearly something was amiss, and Dass was able to exploit
the small window of opportunity where the ecorcmy and housing market
began to turn just a tad sour. Originally, he <lcims, he wanted to find out
if the originators were “fine, upstanding i~mbers of the community just
trying to earn a buck” or whether they vvere “guys that had big drug prob-
lems that were financing themselves and their crazy lifestyles with mort-
gage origination.”

If you think about it, the voirit Bass makes is scary. Twenty years ago,
when credit wasn’t flowing like a broken faucet in the United States, some-
one looking for a loan wouid have to go to the bank and speak with a man
in a suit and show the proper backup in order to justify the loan. It was a
trusted process, and there was plenty of due diligence on both sides of the
transaction. Flash forward to 2006, and there you are telling an ex-convict
how much yvoiwant a loan and you have no way to back it up. Salary, debt-
to-income ratios, and other important factors of a loan were simply tossed
out the proverbial window and made up on the spot in order to satisfy the
banks. These loan originators collected their fee and then repeated the pro-
cess with more and more customers until satisfied with their income.

Bass saw hints of the coming mess as early as 1998. Looking back,
it seems like the warning signs were everywhere and becoming more fre-
quent, popping up every week practically as 2007 neared. In that year, toxic
loans were still being made, but not at the pace of previous months and
years. By the time the market and the U.S. government began to realize
that something was up, it was too late; Bass had already gone short and
was entering a position that would ultimately become one of the best of
his life.
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FIGURE 1.1 The Subprime Crisis
Data source: Historical data from Yahoo! Finance

The housing crisis is ultimately a ccinnlicated web that’s hard to un-
tangle but Figure 1.1 shows just how complex the system really was.

As Bass’s investors began to sce profits, like anyone making a decent
rate of return, some investors huceme inclined to redeem and book their
profits up to that point. Bass cays during that time, he insisted that in-
vestors leave their money.ini the fund so it could truly grow. His point:
If you double your merey, that's fantastic. But what if you could earn a
lot more on the investiient? That’s what Bass really had in mind. Investors
would inquire about redeeming and Bass would retort, “Are you kidding
me?” The mov= he was making was an opportunity of unprecedented scale.
In the monrnaleading up to the crisis, an investor could throw a dart at a
stock and watch it go up with the rest of the stock market as the Dow hit
new highs and continued to climb without care. But when things turned
sour with housing and credit, it was Bass’s investors who began making
the big bucks.

In February 2007, the Subprime Credit Strategies Fund was kicking
into high gear. By July 2007, the fund was up over 100 percent. That’s
100 percent return on investment in six months! Any investor would be
smiling ear-to-ear if after hearing that within such a short period their
investments had doubled. One million dollars turned into $2 million,
$10 million into $20 million, $100 million into $200 million. And Hayman
Capital was one of the hottest (albeit relatively unknown) hedge funds on
the block.
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It should be made clear that the counterparties to the investments
made by Bass were large securities dealers, not homeowners who were los-
ing their houses. Bass’s investments were in derivatives that got their value
from the default rates of the lower-rated mortgage securitization tranches.
The American people and investors of the world suffered due to the lack
of governmental oversight of the mortgage industry at many fundamental
levels. A jaw-dropping example of this is found in a book by Henry Paul-
son, a former Goldman Sachs CEO and former secretary of the Treasury,
On the Brink: Inside the Race to Stop the Collapse of the Global Financial
System. It is a tale of how even our own secretary of the Treasury did not
have a clue about what was going on until it was too late.

Indeed, quite scary.

THE EFFECTS OF ABUSE

The housing crisis turned into the credit civis, which turned into the finan-
cial crisis. In a little under four years..1.sme values plummeted like a rock
off a cliff. One could argue, though; v::at it was simply the market correct-
ing itself after years of abuse. Wi.ile this may be true, it doesn’t negate the
fact that millions of Americans i5st the shirts off their backs and got stuck
in homes with mortgages casung way more than they were worth. In many
cases, these were peop!e ‘vno had reasonable credit histories and had been
making their mortgage payments each month—they weren’t even a part of
that risky third trancne.

Because ¢ this domino effect, job by job, bank by bank, loan by loan,
things began ‘¢ crumble. First Bear Stearns stood on the brink of collapse;
it was ultimately bailed out for $10 a share by JP Morgan. Then came the
highly leveraged Lehman Brothers and Merrill Lynch, which were sold off
to Barclays and Bank of America, respectively. Countrywide. AIG. General
Motors. When would it stop? The United States and its financial industry
came to a screeching halt.

In 2006, Bass started shorting subprime housing lenders and subprime
mortgage insurance providers, and he shorted them hard. And just as his
gamble began to really pay off, our nation saw economic collapse of un-
precedented proportions. Ten percent unemployment may not sound like
a large number, but when you realize that means that almost 1 in 10 Amer-
icans is without a job, it is humbling. To get an idea of how unemployment
looked up until 2008, see Figure 1.2.
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United States — Uneployment Rate (1890 — 2008)
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FIGURE 1.2 Unemployment Rate

Most of those out of work will file for un=n p!loyment benefits, and this
contributes to rising governmental costs =nd adds strain to our national
deficit. Add that stress to the burder <ithe home the unemployed have
been paying on for 10 years with @i adjustable-rate mortgage, which will
soon balloon to a payment they cannot afford (never mind the foreshad-
owed mortgage payment increase; they are unable to make the current
mortgage payments) and exvand it by millions of people, and you start to
see the magnitude of the situation. The bank that lent the homeowner the
money will foreclose ¢ the house, contributing to its balance sheet losses.
And even worse. tlie housing market has collapsed, and the house is now
worth substartially less than its purchase price. The restaurant down the
street wheve iiie homebuyer ate twice a week is now seeing him twice a
month, and it continues to lose money. The restaurant cannot afford to pay
all its employees, so it lays off a few of them. The vicious cycle repeats
itself in additional venues until divine intervention by either God or the
Federal Reserve arrives.

To underscore the impact of the recent financial crisis, see Table 1.1,
which presents data from the St. Louis Federal Reserve.

At the start of 2005, unemployment was at a respectable 5.3 percent. In
2006 it fell to 4.6 percent, where it stayed until 2008, when the crisis really
kicked into high gear. It then shot up to where it stands at the writing of
this book: 9.7 percent, which is a little lower than the 10.1 percent unem-
ployment rate of October 2009. Will the economy improve? Perhaps. The
last time we had double-digit unemployment was in 1983.
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TABLE 1.1 St. Louis Federal Reserve Data, 2005-2010

Year Month Unemployment Rate
2005 January 5.3%
2005 June 5.0%
2006 January 4.7%
2006 June 4.6%
2007 January 4.6%
2007 June 4.6%
2008 January 5.0%
2008 June 5.5%
2009 January 7.7%
2009 June 9.5%
2010 January 9.7%

If you take a cue from Bass and stress the ‘myortance of numbers,
you can look at any presentation of mortgage dava for the past decade and
the number of loans in delinquency or defzirit and correlate the data with
Table 1.1. You will notice the pattern of v ursening home sales and rising
unemployment. The same can be said e retail sales, consumer confidence,
and many other economic measures.

WHO WAS WATCIING?

Where were the gcvernmental regulators when we needed them most?
Well, aside frcandealing with Enron and WorldCom in the early 2000s, reg-
ulators were relatively inept in their ability to spot the potential crisis. After
all, the only reason that companies like Enron and Lehman Brothers were
in the news is that a dreadful lack of regulation had failed to catch the
misdeeds of these companies. And when it’s too late and the shareholders
have been wiped out, that’s when it becomes important to the Securities
and Exchange Commission (SEC) and Financial Industry Regulatory Au-
thority (FINRA). It happened about the same time as people started to see
the scandals on the five o’clock news.

Kyle Bass went around talking to people throughout the financial com-
munity in 2010 in an attempt to explain just how serious the situation had
become. He posed an incredible question: “What business do you know
that is a trillion-dollar business that directly touches a consumer that’s un-
regulated? Save for mortgage origination, there isn’t one.” He drove home
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the point that could have very well prevented the previous three years of
recession, poverty, and job loss:

We need to requlate mortgage origination. Period. At both the bank
and non-bank, at state and federal [levels]. I don’t care where the
regulation is but it needs to be firm. Right? They need to set firm debt-
to-total-income ratios, just coverage ratios saying, “This is what you
can do and you can’t do anything else.” It just makes sense.

During our interview, Bass became more intense and showed a true
passion for wanting to stop the nonsense in the housing market. For sure,
he could wait for another crisis to come along, go short, make more money,
and be on his way. But I believe that’s not how Bass sees himself overall.
Yes, an extraordinary opportunity brought him a boatioad of money, but
unlike other investors, Bass would like to also see a change come out of it:
an end to the predatory lending of the past decade and a clear direction on
where this country is headed in terms of regulation and finance.

One issue for Bass is that even if reculators imposed strict lending
standards and prevented people wha . can’t afford a home from getting
into homes, a sizable portion of the +hited States’ population would sud-
denly find themselves segregated. It is why we have Freddie Mac and
Fannie Mae, why the Federal P¢serve keeps a close watch on the econ-
omy, and why the Federal Houusing Authority exists. Bass explained that
if we simply did away wiich all the bureaucracy and put in place set-in-
stone laws and regulation, it would cut out a sizable portion of existing
mortgages and futwe lending prospects. This type of restriction would
cause major onsequences. In a more regulated market, banks couldn’t
lend to as'may people and couldn’t take in as much money as they’d like.
Thus, non-home loans from banks would begin to become scarce. Fan-
nie and Freddie would have no way of buying home loans because there
simply wouldn’t be enough to guarantee. Asset-backed securities tied to
home loans would shrivel up, soon followed by auto loan-backed securi-
ties, credit card-backed securities, and so on, up until there was simply a
minimal amount of credit flowing. The securitization business would soon
grind to a halt. This is all, of course, somewhat of a worst-case scenario,
but we need to keep it in the back of our minds. Remember: Everything in
an economy is ultimately systemic.

Further, our government is part of the problem, not a solu-
tion, and it is a matter of fiscal responsibility, not politics. Taking
a cold, hard look at government-sponsored entities Fannie Mae and
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Freddie Mac, Bass discussed how we'’re just postponing a long overdue
problem with these bailed out GSEs:

Well, you look at Fannie and Freddie, right? [The U.S. government
has] already given them $181 billion, and it is not in the Obama
budget by the way, and if you look at the 2010 budget or the 2009
budget, that $180 billion is in never-never land. It’s not in the budget.
Fannie and Freddie are going to cost taxpayers over $400 billion
when it’s all said and done.

Think about what Bass is saying: $400 billion. The savings and loan
crisis at the end of the 1980s cost the taxpayers $120 billion. We've given
$181 billion to Fannie and Freddie alone. Even if you adjust for today’s
dollars, our GDP was half of what it was back in, sav, 1288. So even if you
double that number to $240 billion, just Fannie anc F'reddie alone are going
to lose $400 billion. And we've already written davn about $900 billion for
the banks. It's almost incomprehensible. But pcople seem impervious to
it. They say, “Oh yeah, what’s a billion trir'ion dollars? It doesn’t matter.
I don’t even know what numbers that large mean.” But it’s very relevant
especially when thinking in terms of tize. And the Fed’s answer has been to
keep printing money. Ben Bernari ke, later chairman of the Federal Reserve,
said in 2006, “I wouldn’t worry, Ihave a printing press!” And he’s using it.

Hank Paulson, former Goidman Sachs CEO and secretary of the Trea-
sury under President George W. Bush, agrees. In his book, On the Brink,
Paulson details how he oelieved a sweeping overhaul of Fannie and Fred-
die were needed in order to prevent them from imploding under their own
weight. Paulscn tried to get Congress to see the problem, but it ultimately
was alost cause. It was also a shame, considering that the foresight of Paul-
son and others like Bass had could have prevented our deficit from taking
on another couple of hundred billion dollars from bailouts. And really, the
deficit is the key. Figure 1.3 showcases the U.S. deficit as a percentage of
GDP from 1970 through 2010.

After 2005, when the financial system began to collapse, the cost of
these bailouts skyrocketed the deficit to unprecedented levels. It was dou-
ble or triple that of some years past. It is funny to think that as little as
10 years ago our deficit was a surplus.

Now that our debts have climbed above 10 percent of our GDP, print-
ing more money will only delay the inevitable. At the time of this writing,
Fannie and Freddie equity was trading at around $1.10 and $1.35 a share,
respectively. These are penny stocks that would no doubt be delisted from
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an exchange if it weren’t for their government baileut and conservatorship.
Bass spoke in our interview of how this situation mirrors that of United
Airlines in 2002:

Nobody knows where Fannie ano.reddie will be 5 to 10 years down
the line. I don’t know. You've ¢ol to handicap the politics of Fan-
nie and Freddie because tr2 jynancial aspects of Fannie and Fred-
die should be in receiversiip. It’s now in conservatorship, which is
never-never land—it’s tive Twilight Zone. And still, it’s theoretically
public that the taxnagers are losing up to $400 billion and there’s
still public equitu inat trades, which should be wiped out.

Think abovit this: United Airlines was in bankruptcy for a num-
ber of yeas's. There was a point where they were about to emerge from
bankruptoy and then the equity was wiped out and the subordinated
debt was only worth 18 cents. Essentially, the stock was worthless,
but it was trading hundreds of millions of shares and it went from
$1 to $3 because the general public was watching CNBC and heard
United was about to emerge from bankruptcy. The public then bought
the prebankrupt, preconditioned equity and lost all their money. It
Just goes to show you that people have no idea what they’re doing.

It is when people do not understand what they are doing that other
people profit from it most. As the housing market, government-sponsored
enterprises, and economy all took a turn for the worse in late 2006, people
like Kyle Bass made the most of the situation and profited handsomely.
While some may decry the practice of a fund turning a healthy profit in a
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time when the macroeconomic picture of things is headed downward, one
must remember that there is always a way to turn tragedy into money.

RE-CREATING BASS’S
TRADING STRATEGIES

The thing about Kyle Bass that makes his trade difficult to replicate by the
retail investor is one big concern: capital. Bass had plenty of capital and is
an accredited investor who is capable of buying complex instruments. But
the main themes we can learn from behind his trade involved two things:
the housing crisis and mortgage originators.

A way you could short the housing market involves futures contracts
based on specific real estate markets offered by CM. Group. These con-
tracts are based on the Case-Shiller Home Price liidex, the de facto stan-
dard for a gauge of America’s housing situation:

Table 1.2 shows contracts offered by CMi. Group. For instance, say
you thought Chicago’s housing market w:s going to be in shambles be-
tween now and May 2011. You could seli-the May 2011 Chicago S&P/Case-
Shiller Home Price Index contract ard hope that the underlying index for
that contact falls in value. You ‘wculd then buy it back at a lower price
and profit.

If you're not acclimated tc futures trading or you don’t have the capital
for that sort of trade, anctiier way to play the housing market would be to
short homebuilders “This can be done via an exchange-traded fund (ETF)
offered by State Street Global Advisors (the Homebuilders SPDR ETF),
trading under ‘1o ticker XHB. Simply short the ETF and, should the price
drop, buy it tack and profit.

In Figure 1.4, you can see the five-year performance of XHB. Clearly,
this ETF took a huge hit during the recent financial/housing crisis.

While this may not reap you the sort of returns that Kyle Bass and his
investors saw, it’s a solid, easy way to play the same sort of trade.

BASS’S TOP TRAITS

Kyle Bass is one of the greats. Few people saw the subprime housing crisis
coming from so far, and he performed his fiduciary duty to his clients to the
fullest effect, netting them returns in triple digits. The housing market may
very well never return to the levels seen in the past unless we experience an
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FIGURE 1.4 XHB Chart
Data source: Historical data from Yahoo! Finance

inflationary economic period of accelerated preoortions. If that happens,
you can bet Bass will be going over the charts again.

Bass’s trading style exemplifies taieit that is rare. Here are a couple of
reasons why he profited so magnificeatly from his greatest trade:

1. Foresight: Kyle Bass is a thinizer. When the numbers don’t add up, he
really thinks about the situaiion and constantly asks why. He also has
history on his side. Pass is incredibly knowledgeable on everything re-
lated to economics; finance, and everything in between. He predicted
the housing crisis because he didn’t like what he saw going on with
mortgage originators and related issues after doing research.

2. PersistencerBass wouldn’t budge when investors came knocking at his
door. Wiren the going got tough, he knew he was right and didn’t move.
He stayed cool and assured everyone that they would make money if
they held on a little longer.

Bass will undoubtedly become one of the most successful investors ever
due to his clear thinking during the unique time that was the 2000s, and
it will be interesting to see what his next big payoff is. Again, players like
Bass are few and far between. When they become known for their trades,
pay close attention and listen to what those trades are saying.

In the next chapter, you will learn about one of the best short sellers.
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