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Downunder Daily  
A Bigger Band-Aid  

The political response to America’s housing 
finance crisis has started. Authorities are 
encouraging greater ‘mortgage restructuring’ – largely 
delaying the re-sets on adjustable-rate mortgages 
(ARMs) – and US Treasury Secretary Paulson has 
proposed “temporarily” waiving taxes on state and local 
government bonds issued to help refinance sub-prime 
borrowers.  The details on these initiatives are not 
clear, and some (such as the tax exemption on the 
bonds) require Congressional approval.  But here are 
some broad thoughts: 

First, the heart of the problem is simple: Too much 
money was lent to people who couldn’t afford it.  That 
implies that someone will have to take a loss.  There 
are no costless ways to fix this problem, and, for now, it 
seems that most of that cost will be borne by the 
private sector.   

Second, I believe that the single most important factor 
determining the ultimate losses will be how the 
economic cycle unfolds.  As I’ve noted before, we are 
seeing significant credit stress in what remains a 
reasonably healthy economy.  If there is a recession, 
the credit losses will escalate.  Our US strategy team 
already estimates that bank provisioning will need to 
rise sharply, given the outlook for rising delinquencies.  
Assuming a 60% recovery rate, the provisioning 
required is around US$354bn.  Unsurprisingly, the 
team is cautious on financials.  (See Abhijit 
Chakrabourti, No Country for Old Men, 2 December.)   

Third, credit stress is clearly now a macro-economically 
significant issue, so the policy response – if successful 
– may reduce the risk of a recession.  Treasury officials 
have estimated that around 2 million sub-prime 
borrowers face mortgage resets (an increase in debt 
payments as they move off low ‘teaser’ rates).  The 
New York Times says that Federal officials predict that 
500,000 of those borrowers could lose their homes.   

Exhibit 1 
It’s Not Just a Sub-prime Problem 
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Exhibit 2 
2007 Sub-Prime Delinquent Before Resets  

 
Source: Loan Performance; Morgan Stanley Research 
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However, it’s not clear to me that the proposals announced 
so far go far enough to turn around what appears to be an 
already dire situation.  Here are two signs of how deep the 
problem is:  

• Exhibit 1 shows delinquencies and foreclosures for 
prime mortgages – both are at decade highs.  America 
does not have a sub-prime crisis, it has a credit crisis.  

• Exhibit 2 shows delinquency rates for sub-prime 
mortgages by loan vintages.  2007 vintage loans have 
seen the worst delinquency rates in this cycle – and 
this is occurring even before the re-sets hit.   

In this context, it’s also worth noting the limited scope of 
the measures so far announced.  First, the loan 
restructuring seems likely to exclude property investors.   
Second, it won’t apply to borrowers already in financial 
difficulty (“some of these homeowners will become renters 
again,” as Mr. Paulson put it overnight).  Third, it won’t 
apply to borrowers who run into problems for other 
reasons (say, losing a job).    

Exhibit 3 
Average 12-month Loan Cure, by LTV Bands 

 
Source: Moody’s; Morgan Stanley Research 

Fourth, it is in any case not clear how successful mortgage 
restructuring is even for the borrowers who qualify.  
Academic Joseph Mason notes that the success rate on 
other loan modification schemes depends on the loan-to-
value ratio of the mortgage.  The ‘cure’ rate drops 
significantly once the LVR exceeds 85% (Exhibit 3).  The 
overall re-default rate on modified loans is 35-40% over 
two years.  Moreover, the ultimate loss rate is typically 
higher if the foreclosure is delayed.   

Exhibit 4 
Sub-prime Mortgage Servicers  

 
Source: National Mortgage News; Morgan Stanley Research 

Finally, the proposals will likely sharply increase costs for 
lenders and mortgage servicers.  Of course, those costs 
may be less than the cost of wholesale foreclosure, but 
this emphasizes the point that there will be substantial 
costs regardless of the options.   

Take the mortgage loan servicers as an example.  They 
are typically paid around 12½-50 basis points of the 
outstanding principal balance, augmented by incentives 
that provide the servicers’ incentive to maximize cash flow 
from the loans.  They usually have to modify fewer than 
1% of loans, but now may have to modify 10-20%.   

Mason notes that “the vast majority of bank failures since 
1992 have involved substantial issues of MSR [mortgage 
servicing rights] and residual valuations. …  Having MSRs 
worth more than the value of capital created a high risk 
that valuation difficulties can wipe out a substantial portion 
of a firm’s underlying capital with the stroke of a pen.”  
(Mortgage Loan Modification: Promises and Pitfalls, 
http://www.lebow.drexel.edu/PDF/Docs/20071003LoanMo
dificationPaper.pdf)  

Exhibit 4 lists the top sub-prime mortgage servicers.  
Countrywide, the top servicer, values its mortgage 
servicing rights at US$20bn on its balance sheet; the firm’s 
equity is $15bn (as at 30 September).   

While there will likely be more initiatives announced to 
address the credit problem, we believe that given the size of 
the credit bubble, there seems little chance that it can deflate 
without material macroeconomic (and market) pain.   
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