Valuation & Pricing Related to Initial Collateral Calls on Transactions with AIG
Further to the information about pricing and valuation we provided to the FCIC on July 28, 2010 (see
document entitled “Valuation and Pricing Related to Transactions with AIG” bearing production
numbers GS MBS 0000039096-104), we are providing additional details about how we determined the
marks that triggered our $1.8 billion collateral call to AIG on July 27, 2007.
Unprecedented Market Deterioration Prompted the Necessity to Call for Collateral
By way of background, in excess of 95% of the $1.8 billion collateral call that we made to AIG on July 27,
2007 arose from transactions in which the firm had back-to-back CDO trades (i.e., trades in which AIG
sold protection to Goldman Sachs and Goldman Sachs sold credit protection to another counterparty
referencing the same security). Prior to June 2007, the reference obligations for the transactions had
experienced very little price volatility and were valued at close to par. As a result, minimal collateral was
exchanged between AIG and GS prior to the July 27, 2007 call.
Throughout July 2007, the rating agencies downgraded hundreds of subprime RMBS and put hundreds
more RMBS on watch for further downgrades. As described in our prior submission, relevant liquid ABX
indices experienced unprecedented drops and new market lows were experienced. The combination of
ratings downgrades and observed price declines forced market participants to reassess where mortgage
inventory should be valued.
In addition, two prominent Bear Stearns Asset Management-sponsored hedge funds, which included
subprime mortgage risk, collapsed during this period, following significant declines in the value of their
assets and the funds’ inability to meet margin calls.
Documents released by the FCIC outlining taped conversations of AIG employees from July 11, 2007
(two weeks before our initial collateral call) reflect AIG’s acute awareness of this deterioration in the
market. These documents show that AIG employees discussed the pressure that AIG was likely to face
as a result of the downgrades, stating that they would “have to mark” their books, and further saying
that “we’re [unintel] f---ed basically.” (Transcript of July 11, 2007 telephone conversation between
Andrew Forster and Alan Frost (AIG-SEC1910855–62) at AIG-SEC1910860, available at
http://www.fcic.gov/hearings/pdfs/2010-0701-AIG-Goldman-supporting-docs.pdf at p. 38.)
Goldman Sachs Used Actual Market Data to Determine Prices
Late in July, we, and other dealers, observed the massive sell-off in the subprime RMBS and CDO
markets. Accordingly, we focused on trying to value appropriately all of the transactions affected by the
sell-off, including the back-to-back trades with AIG. As a first step, we looked to the relevant
observable information that we had available and made initial estimates as to the prices for those
transactions, recognizing that the AIG portfolio included thousands of underlying cusips.
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A description of the analysis performed for the July 27, 2007 collateral call is outlined below:
•
•

•

First, we categorized the AIG portfolio by relevant characteristics including CDO type, rating,
vintage, and underwriter.
We then aligned each CDO based upon collateral (high grade or mezzanine) and vintage (2006
versus 2007) to the relevant ABX or TABX index and measured the price decline in these liquid
indices. We applied the price declines in the indices to the AIG portfolio.
In an effort to obtain greater clarity, we engaged with various dealers, including those who had
underwritten the CDO securities referenced in the AIG transactions, to get their views on pricing
of super senior CDOs. We encountered two general views:
1. Some underwriters still believed that super senior CDOs should be worth about par (i.e.,
one hundred cents on the dollar). However, when we asked if they would take on
additional risk by trading at those levels, they refused. We believed that these
underwriters had large amounts of super senior CDOs in their own inventories and thus
had incentives to maintain higher prices than the market genuinely reflected.
2. Other underwriters were showing price declines and agreed that the super senior CDO
market had deteriorated.

Documents released by the FCIC reflecting taped conversations of AIG employees from July 30, 2007
noted that an AIG employee stated that Goldman Sachs’ prices were “ridiculous” but conceded that the
value “could be anything from 80 to sort of, you know, 95.” (Transcript of July 30, 2007 telephone
conversation between Andrew Forster and John Liebergal (AIG-SEC1361798–852) at AIG-SEC1361817,
available at http://www.fcic.gov/hearings/pdfs/2010-0701-AIG-Goldman-supporting-docs.pdf at p. 70
(hereinafter “7/30/07 Tr.”).) The AIG employee also went on to say that he would not buy bonds at 90
cents on the dollar because “they could probably go low” and because it would require AIGFP to
appropriately value its own books. (7/30/07 Tr. at AIG-SEC1361819–20.)
Those statements reflected the market at that time. The AIG employee stated, “we can’t mark any of
our positions, and obviously that’s what saves us having this enormous mark to market. If we start
buying the physical bonds back . . . then any accountant is going to turn around and say, well, John, you
know, you traded at 90, you must be able to mark your bonds then.” (7/30/07 Tr. at AIG-SEC1361820.)
After incorporating the significant price declines reflected in the relevant indices and the feedback
received from various dealers, we arrived at a weighted average price of approximately 85 for the AIG
portfolio, resulting in a call of $1.8 billion.
Additional Detailed Analysis Supported Price Decline in CDO Market
Following the initial $1.8 billion collateral call to AIG on July 27, 2007, we continued to analyze the
pricing of the firm’s back-to-back transactions with AIG. Over this time, we were also able to
incorporate the constantly evolving additional information from our market making activities, including
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trades that we had executed, market activity we observed, price changes in comparable securities and
derivatives and the current prices of relevant liquid ABX and TABX indices. In addition, we further
analyzed the characteristics and market prices of the securities underlying the CDOs. These underlying
collateral characteristics -- including asset type or sector, seasoning, credit enhancement, loan
performance, etc. -- were especially helpful in establishing relative pricing and value across different
CDO securities. This put us in a good position to further refine valuations.
As a result of this further analysis, we made a revised $1.3 billion dollar collateral call to AIG on August
2, 2007 (four business days following the initial collateral call) representing a weighted average price of
approximately 89 for the AIG portfolio (which was well within the range described by the AIG employee
on July 30, 2007 (see 7/30/07 Tr. at AIG-SEC1361817)).
Substantially all of the difference between the amounts called on July 27 and August 2 related to the
valuation of two of the larger securities underlying the AIG back-to-back transactions. Those
transactions referenced CDOs that in turn were backed by collateral that was more similar to Alt-A and
prime RMBS, which had not yet declined in value as much as subprime RMBS. Our initial analysis had
mapped the underlying collateral on these two securities as sub-prime RMBS. The additional analysis
otherwise provided further support for the other marks previously used in the July 27 call. Below are
specific examples of actual market information which provided the context for our valuations:
•

In the month of July 2007, we bought and sold approximately $1.1 billion notional across 125
trades in the CDO and tranched ABX (TABX) market. In addition, the desk was asked to provide
bids and offers on in excess of an additional $1 billion of CDO securities and CDS on behalf of
clients that we ultimately did not execute, given the differences in expectations between buyers
and sellers of risk.

•

Additionally, in July the ABX 06-1 AA index dropped 7 points from 100 to 93, and ABX 06-1 BBB
index dropped 21 points from 86 to 65. At that time, these were unprecedented drops and new
market lows.

•

Although we did not execute a trade involving a super senior CDO in the AIG portfolio in July
2007, our pricing was informed by other data available in the market. There was clear evidence
that the CDO market had weakened materially over the course of the month, with bid-offer
spreads widening reflecting divergent views of value between buyers and sellers.

•

Our pricing analysis also incorporated select CDO trade inquiries and requests for bids and offers
and market color that we received from counterparties in July 2007, including: 1
7/12

A $90 million bid list of subordinated CDO triple-As and double-As from 2005-2007
vintage deals received little interest. We were the only dealer to bid on the entire list of

1

For simplicity, all references from the market color have been converted to cash nomenclature,
i.e. buying CDS protection is presented here as selling cash bonds. Bid lists are clients asking dealers for
bids on bonds and offer lists are clients asking dealers for offers of bonds.
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securities. Our bid prices were between 30-45 cents on the dollar. The list, however,
did not trade, presumably because the seller was looking for higher prices.
7/17

A $50 million bid list of subordinate triple-As from 2006 and 2007 vintage deals received
minimal interest. We were the only dealer to bid on the entire list of securities. Our bid
prices were between 38 and 55 cents on the dollar. The list did not trade. The seller
informed us that they were looking for prices in the 70 to 80 cent range to transact.

7/17

A $70 million offer list for mezzanine tranches of 2005 and 2006 vintage CDOs. We sold
two of the seven CDOs (Broadwick 2006-1 B and C), and were approximately three
points higher in price on the other CDOs. The offer list traded at approximately 68 to 93
cents on the dollar.

7/18

We offered senior and subordinate triple-As off 2006 and 2007 high grade and
mezzanine deals to two clients at prices between 75 and 90 cents on the dollar. Neither
client purchased the bonds or provided a bid at a lower price.

7/19

A $34 million bid list for mezzanine tranches from 2004-2006 mezzanine and high grade
deals. We bid the securities between 10 and 30 cents on the dollar. Ultimately the list
did not trade.

7/20

A $38 million offer list for mezzanine tranches of ABS CDOs received strong interest and
counterparties other than Goldman Sachs sold all of the securities, as our offer prices
were too high. One line item was a 2005 vintage mezzanine CDO which traded below 65
cents on the dollar. Other names traded between approximately 29 and 65 cents on the
dollar.

7/23

A $90 million bid list for subordinated triple-As through single-As received levels only
from us and ultimately did not trade. Our levels were between 20 and 42 cents on the
dollar.

7/24

In conjunction with a $142 million offer list, we sold $5 million notional from the list
(Porter Square 2A D, a 2004 vintage triple-BBB bond) at 42 cents on the dollar. The
second best offer was 47 cents on the dollar. Other securities that we did not trade
were priced well below par. For example, BGRS 2004-2A C1, another triple-B tranche
from a 2004 mezzanine deal, was sold in the low 40s by another dealer. Finally, SIXAV
2006-1A C, a single-A from a 2006 high grade deal, was sold at less than 20 cents on the
dollar by another dealer. Clearly, these trades established that towards the end of July,
CDO risk across the vintage spectrum was trading at significant discounts to par value.

7/30

A $167 million list looking for offers on 2005 and 2006 single-A and triple-B bonds
received strong interest. We missed by 10-20 points on many line items as dealers
sought to sell securities (i.e. our prices were higher). Approximately one quarter of the
list traded. Of note, class C (single-A rated) and D (triple-B rated) bonds off of Altius 2 (a
-4-

Confidential Treatment
Requested by Goldman Sachs

GS MBS 0000087036

CDO whose super senior tranche was included in the AIG portfolio) traded between 50
and 70 cents on the dollar, implying a significant discount to par. We priced the Altius 2
super senior tranche for AIG at approximately 92.5% on the August 2nd collateral call.
7/30

•

A $174 million bid list of subordinated triple-As, double-As and single-As was sent to five
dealers. We were the best bid on just under half of the notional. Of note, we were the
second best bid on $40mm ACABS 2006-AQA A2, a double-A rated 2006 mezzanine
CDO, at 30 cents on the dollar.

We used two securities, VERT 2006-1A A3 and DUKEF 2005-9A A3V, as they appeared on dealer
bid and offer lists over the month, to further underscore the price move over the month in CDO
securities. (While these specific CDOs were not included in the AIG portfolio, they are most
similar in underlying securities to South Coast Funding VIII Ltd., Sherwood Funding CDO II, Ltd.,
and Ischus CDO II Ltd., which were in the AIG portfolio.) The below chronology for this time
period is based on our trade data and shows examples of other dealers being significantly more
aggressive and interested in putting on shorts than we were.
VERT 2006-1A A3, rated A/A2/A in July 2007, mezzanine deal
7/13

GS offered $5mm of the security at 80 cents on the dollar to a client, who indicated that
another dealer had offered to sell at more than 5 cents cheaper.

7/24

GS offered $10mm of the security at 55 cents on the dollar to a client, who indicated
that our price was more than 15 cents higher than the dealer they purchased from.

7/30

GS offered $5mm of the security at 48 cents on the dollar to a client; we were told we
were not the lowest price, but did not receive more specific color on the level where the
security traded.

DUKEF 2005-9A A3V, rated A/A2/A in July 2007, mezzanine deal
7/17

GS offered $10mm of the security at 81 cents on the dollar to a client, who indicated
that our price was too high by 2-3 cents.

7/24

GS offered $5mm of the security at 74 cents on the dollar to a client, who indicated the
second cheapest offer they received was in the low 60s.

From this market activity and feedback, we were able to make the following observations about the
value of securities analogous to those referenced in the AIG transactions: (1) over the course of the
month the prices for CDOs fell dramatically lower; (2) there was significant demand from other dealers
to hedge or short these securities; and (3) CDOs traded at increasing discounts to par.
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Incorporation of Fundamental Analysis Supported Our Marks
In addition to the above market information, we conducted an analysis to review the collateral
characteristics underlying each of the CDOs, including:
•
•
•
•
•
•
•
•
•

Asset origination date (vintage)
Percent of the underlying assets we currently had priced in inventory
Expected loss on the portfolio which we had priced in inventory
Current ratings, downgrades, and the weighted average rating of the portfolio
Percentage delinquency
Delinquency and credit enhancement
Deal cumulative loss
Sector breakdown (i.e. Subprime, Alt-A, CMBS)
Structural features and performance triggers

This enabled us to get a sense of relative characteristics, underlying performance, and market expected
loss for CDO transactions. Importantly, this analysis was a tool to supplement market information and
prices, and not a model to produce a CDO valuation. The process was further refined throughout 2007
and 2008 to incorporate additional factors including our home price modeling and loss forecasts, our
NAV analysis, and other information.
After incorporating all available information, including trades that we had executed, market activity we
observed, price changes in comparable securities and derivatives and the current prices of relevant
liquid ABX and TABX indices, we priced the AIG portfolio at a weighted average price of approximately
89, resulting in a collateral call for $1.3 billion.
AIG’s Reaction to the Call for Collateral
AIG did not make its first sizable collateral payment to us until its payment of approximately $450
million on August 10, 2007 -- two weeks after the $1.8 billion initial collateral call and more than a week
after the revised $1.3 billion collateral call on August 2, 2007.
Although this payment was less than we thought we were owed, we continued to work to resolve the
matter with AIG in a constructive way. For example, we sent our prices for each transaction to AIG
every day. Contrary to standard industry practice for resolving derivative collateral disputes, AIG would
not provide their individual marks during this period. We subsequently learned, as conceded by AIG
executives during testimony before the FCIC on June 30 and July 1, 2010, that AIG did not have an
internal pricing system to value the securities on which they sold protection until December 2007.
Perhaps because it lacked the ability to value these securities, AIG never supplied a single mark on any
position in 2007 and, when they did finally provide marks in January 2008, they still marked many of the
securities at par. (See Jan. 16, 2008 Email from Joseph Cassano to Michael Sherwood (AIGFCIC00345900–06), attached hereto as Exhibit A.) Given market conditions, these marks were clearly
not accurate.
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In contrast, our prices were based upon the available market data. In our July 28, 2010 FCIC response
regarding “Valuation and Pricing Related to Transactions with AIG” (bearing production number GS MBS
0000039096–104), we outlined the volume of trades that we executed as a market maker in CDO and
CDO credit default swaps, RMBS and RMBS credit default swaps and ABX and TABX indices. This market
activity provided a strong foundation for our marks. We did not abstain from trading because we were
concerned that we would need to record a loss on positions that would need to be marked down to the
actual trading levels. We were active in the market, including functioning as a market maker in these
products and, as a result, could mark our books with the best market information available which
allowed us to appropriately and responsibly manage our risk.
Furthermore, given the ratings for the super senior CDOs today, it is without question that many of
these positions experienced fundamental deteriorations in value. The fair value prices that we
attributed to these transactions throughout the crisis accurately reflected the then-prevailing risk
premiums and assumptions that willing buyers and sellers would place on the underlying cash securities.
Finally, our valuations on the AIG transactions were consistent with the valuations that we used to post
collateral to our counterparties on the “back-to-back” transactions for which we had purchased
protection from AIG and were also consistent with marks for other similar positions that we held as a
firm.
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