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The Big Short Redux 
Will markets make the same mistake twice and what should we have learned from the financial 

crisis? 

In The Big Short, Michael Lewis describes how Wall Street combined subprime mortgages with synthetic CDOs, 

which eventually led to the 2008 financial crisis. Recent articles on Reuters and Bloomberg suggest that Wall Street 

is up to its old tricks. This time, in place of subprime mortgages, bankers are using high-yield corporate bonds and 

loans. So, what exactly is going on and did we learn the right lessons from the last crisis? 

What’s Going on Now 
Attempting to explain the origins of the financial crisis, might be best looked at as a fool’s errand. The economy is 

incredibly complex, and cause and effect can be difficult to discern. Andrew Lo, after reading twenty-one books 

on the crisis concluded that, “no single narrative emerges from this broad and often contradictory collection of 

interpretations.”  

With that caveat in mind, while it might not fully explain the financial crisis, the housing market certainly played 

a central role. There were three key elements that transformed the housing market leading up to the financial 

crisis: (1) a widespread, rapid increase in prices, what Robert Shiller famously derided as “irrational exuberance”; 

(2) a decrease in the quality of mortgages, from 20%-down, well-documented, fixed-rate mortgages, to no-money-

down, “no doc”, variable rate subprime mortgages; (3) an increase in leverage in the financial system through 

synthetic CDOs, whereby $1 billion in mortgages, might end up supporting $20 or even $100 billion worth of 

financial instruments.   

The parallels between the housing market before the financial crisis, and the high-yield corporate debt market 

today are eerily similar: (1) yields and credit spreads are extremely low by historical standards, in other words, 

bond prices have increased; (2) at the same time, as Edward Altman and others have highlighted, there has been 

a decrease in quality in the legal framework meant to constrain bond issuers, so-called covenant-lite issues; (3) 

the size of the high-yield market in the United States and Western Europe has doubled since the financial crisis, 

from $1 trillion to $2 trillion, and now banks are issuing synthetic CDOs backed by credit default swaps on high-

yield corporate bonds, which will increase leverage in the financial system. Defenders of the current market will 

claim that things are different now, but CDOs are created in off balance sheet entities and their inner workings 

are complex, making it difficult to gauge the overall size and risk of the CDO market. Just this week, the Federal 

Reserve issued warnings about the size and quality of the corporate debt market. Regulators and markets are 

justifiably worried.  

What Should We Have Learned? 
Hindsight is 20/20, and readers (or watchers) of The Big Short, could easily come away with the impression that if 

you were smart, asked the right questions, and had conviction, not only would you have seen the financial crisis 
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coming, but you could easily have made enormous profits from your insights. This is a dangerous conclusion to 

draw. Most regulators and most people on Wall Street failed to see the financial crisis coming. 

Why didn’t more people on Wall Street see the financial crisis coming? Some people on people on Wall Street just 

never bothered to look at the housing market. The financial industry, like most industries in the 21st century is 

highly specialized. Why would a stock analyst, bond trader or options dealer have bothered to look closely at the 

housing market prior to 2008?  

Some people on Wall Street saw the bubble in the housing market, but were able to rationalize it. They believed 

that demographics or regulation were more likely explanations than irrational exuberance.  

Most people on Wall Street who bothered to look at the housing market, didn’t look too closely, because they 

had limited resources. As Nassim Taleb has pointed out, bad things happen more often than we expect, not 

because we are wrong about the likelihood of any particular bad thing happening, but because so many more bad 

things are possible than we could possibly imagine. A necessary corollary of this: there are so many potential short 

opportunities, that nobody can spend a large amount of time investigating each one. In The Big Short, the heroes 

of the story dig into the lengthy documentation underlying CDOs and mortgage backed securities, they talk to real 

estate brokers, and visit collapsing housing markets. Most rational people, if they spent any time considering the 

housing market at all, spent only a few moments before moving on to the next short idea. 

Even if you had asked the tough questions and were convinced there was a bubble in the housing market, you 

probably wouldn’t have been able to make money directly from this knowledge. Prior to the financial crisis, there 

were no instruments for betting directly against the housing market. The people who made the most money had 

to convince banks to create credit default swaps on mortgage backed securities or CDOs. Ordinary people couldn’t 

do this, and most asset managers would have faced legal or institutional barriers to trading these instruments.  

Finally, even if you were convinced that the housing market was a bubble and had had the ability to short the 

market, there is still the issue of timing. Arguably, the housing market was significantly overpriced as early as 2001. 

If you had shorted the housing market too early, the premiums —what it costs you to hold your short position— 

could easily have bankrupted you long before the housing market crashed. Many of the biggest winners in the 

financial crisis almost went bankrupt trying. Shorting is always hard. The 1990s tech bubble, where Shiller 

originally applied the term irrational exuberance, was similar. Tech companies were arguably overpriced for years 

prior to 2000, and you could easily have gone bankrupt buying puts on the NASDAQ. People have been worried 

about the high-yield corporate bond market for a number of years. 

While we should not have expected everybody on Wall Street to have seen the financial crisis coming, it is more 

difficult to forgive the people who were on the front lines of the mortgage industry: the mortgage issuers, the 

ratings agencies, the bankers, the regulators, and the risk analysts, who created and oversaw this web of mortgage 

backed securities, CDOs and swaps. Why didn’t these people see the crisis coming? Again, it is tempting to think 

that these people were stupid, or greedy, but in vast majority of cases the answer is likely to be much more 

pedestrian. The more likely answer is that people, to the extent that they noticed anything, were very unlikely to 

appreciate the consequences of what they were seeing. Again, Wall Street is highly specialized, most people, even 

those focused on the mortgage industry, only see a small piece of the puzzle. Very few people were in a position 

to gauge the overall size of the industry. It is almost certain that some people felt that mortgage standards or 

ratings were lax, or that their firm had taken on too much risk, but they would have been unlikely to appreciate 

the consequences for the larger economy. Large financial institutions are generally robust. Prior to the financial 

crisis, traders within banks would lose money all of the time as part of normal business. Even in the case of rogue 

traders (Jerome Kerviel, Nick Leeson, Bruno Iksil), it was more likely that the financial institution would survive 
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than fail, and even when they failed (Barings), they almost never had a significant impact on the larger financial 

system. Why would the people on the front lines have thought any different prior to 2008?  

What Can You Do? 
If it is very unlikely that any of us will accurately predict the next financial crisis and when it will happen, then what 

can we do? We can look at this from the point of view of portfolio managers and regulators. 

Fortunately, as a portfolio manager you do not need to foresee the next financial crisis in order to avoid financial 

ruin, you simply need to understand the risks that you are taking. If your fund has a large position in high-yield 

corporate bonds, then you should dig deeply into the corporate bond market and make sure you understand it 

and your exposures very well. If you do not have direct exposure to the high-yield corporate bond market, or any 

other potential source of systemic risk, then you need to worry about your indirect exposure, you need to worry 

about your overall exposure to the economy and markets. For example, if you are a long/short portfolio manager, 

you need to worry about your beta to the broad market and other factors. With the right tools, measuring these 

exposures is not difficult, but without the right tools it is easy to make mistakes. Evidence from Cassar and 

Gerakos, indicates that funds with better risk systems were better able to predict their performance in the 

financial crisis. During the financial crisis, many long/short managers underestimated their market exposure, and 

ended up losing far more than they expected.  

While the market does occasionally experience jumps, the systemic disasters tend to play out over weeks and 

months. Managing you overall risk in terms of expected standard deviation, value at risk, and expected shortfall 

can help minimize losses. As we demonstrated in a previous white paper, even in normal markets, moderating 

your overall risk level can lead to better risk adjusted returns. 

Regulation is somewhat more complicated, and here we don’t claim to have all the answers. As with portfolio 

managers, though, what we should not do is clear: we should not rely on our ability to predict the next financial 

crisis. Higher capital requirements and more regulation can help, but they come at a cost to both financial firms 

and the economy. Increased transparency may decrease the profits of certain financial firms, but are a net benefit 

to the overall industry and the economy. The standardization of credit default swaps (CDS), and the increased use 

of central counterparty (CCP) clearing has been incredibly successful. While these changes do not attract much 

attention outside of the financial industry, and while their implementation could be improved, they have greatly 

increased the stability of the financial system. Greater standardization in high-yield bonds (less variation in 

covenants; fewer imbedded option; possibly even standard coupons), requiring all CDS to be cleared through 

CCPs, and increased transparency in the market for CDOs and other structured products, could increase the 

stability of the financial system further. 
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