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Shutting Stable Doors

Exhibit 1
Securitization: The Rise...

The bursting credit bubble will likely lead to stable- 60

door slamming by rggulators, ju_st as the bursting Intermediated Through

of the TMT bubble did (such as tightened corporate Securities Markets

governance, thicker Chinese walls in_investment 551 — Intermediated Through

banks, changed accountancy regulations). The Depository Institutions

force of the policy backlash will probably depend on 30 1

how bad the bubble pops, but here are some likely

areas for change: 45 |

1. Rating agencies 40 4

The obvious fall guys — and there are already changes

flagged by regulators. The International Organization 351

of Securities Commissions last week proposed a code

of conduct prohibiting “advice on the design of 30 1

structured products which an agency also rates.” The

US Securities and Exchange Commission (SEC) on 25

Friday said it is considering new regulation of the rating 80 83 86 89 92 95 98 01 04 07

agencies_ This Cyc|e has underlined the fundamental Source: David Greenlaw, Federal Reserve; Morgan Stanley Research

potential for conflict where customers pay for-profit
organizations to rate them.

2. Investment banks

Investment banks may take some heat as developers,
originators, and promoters of the new mortgage
menagerie and rocket-science structured products.
Market forces may do much of the work here — my
hunch is that it will be many years before investors will
be as willing to buy products as opaque, illiquid, and
badly structured as was the case over the past few
years — but there may also be tighter regulation. The
SEC has formed a ‘sub-prime taskforce’ that will review
the role of investment banks and how they manage risk.

Morgan Stanley does and seeks to do business with
companies covered in Morgan Stanley Research. As
a result, investors should be aware that the firm may
have a conflict of interest that could affect the
objectivity of Morgan Stanley Research. Investors
should consider Morgan Stanley Research as only a
single factor in making their investment decision.

For analyst certification and other important
disclosures, refer to the Disclosure Section,
located at the end of this report.

+= Analysts employed by non-US affiliates are not registered pursuant to NASD/NYSE rules



Morgan Stanley

3. Mortgage lenders

Sub-prime lenders have been decimated, but expect
moves to put lenders on the hook for borrower distress.
Minnesota has already passed a law requiring mortgage
lenders to act in a borrower’s best interest (which,
according to Bloomberg, may make some ARM's illegal).
Congressional leaders Chris Dodd and Barney Frank are
looking at legislative measures to restrict ‘predatory’
lending. Prudential regulators last year issued new
guidelines on sub-prime and adjustable-rate mortgages.

4. Accounting regulations

The introduction of new accounting standards (IFRS) —
notably the banishing of general provisioning by lenders —
seems particularly ill-timed. Every experienced banker
knows that x% of the loans written at the top of a credit
cycle will go sour — he just isn’t sure which x it is. It makes
no sense not to let banks recognize that reality.

5. Securitization

Several of the changes noted above would act as
headwinds for the rise and rise of securitization. Exhibit 1,
from colleague David Greenlaw, shows the dramatic rise
of securitization in US financial markets. The
securitization trend offered a number of advantages for
lenders: It provided a funding alternative as household
saving slowed, it provided liquidity for loans, spread risk,
and allowed better use of capital (banks’ capital could
effectively be recycled over and over, as loans were
written, then passed on to capital markets).

But the question mark over ratings, the skittishness of
capital markets, and, ultimately, the possible moral hazard
in the securitization process — originators worry less about
credit risk if the loan doesn't sit on their balance sheet —
may now see securitized products diminish in relative
importance.

Reversing the trend to securitization would materially
increase the capital requirements of financial institutions.
Their stepped-up capital requirement could see significant
and long-standing changes in their ability to provide credit
and their returns to equity holders.

6. Central banks

Central banks have become the most important managers of
the economic cycle. The superb economic performance of
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the past 25 years has seen their reputations soar. However,
Alan Greenspan’s gilded reputation — now, rightly in my view,
starting to tarnish — may mark the peak of this trend. If, as |
expect, this cycle downswing proves harder to escape than
anything seen over the past two decades, the reputation of
central banks may be damaged.

But perhaps the most important issue surrounds what has
become central banking ‘best practice’. In particular, two
elements of how most central banks now operate may be
modified. The first is the near-exclusive focus on targeting
CPlI inflation (which is the practice, even if the formal aims are
broader). Under this regime, asset prices were largely
ignored, either on the basis that policy-makers could not tell
when they were mis-priced, or could do little about it if they
were. In fact, that hands-off approach turned out to be
something worse: Policy-makers did nothing to restrain rising
asset prices but react to falling prices.

The second element of central bank policy is the largely self-
imposed restriction on policy tools. Financial deregulation
removed many of the controls that could have been used to
achieve policy aims, but even so, the near-exclusive use of
only one policy tool — targeting overnight cash rates — is an
artificial restraint. Ironically, as with the approach to asset
price changes, this limitation now seems to be asymmetrical:
Only the cash rate is considered as a tool of restraint, but in
the downswing, central banks have discovered a number of
other tools to manage the system. (See Richard Berner’s run-
through of the Fed'’s options, Unconventional Policy Options:
Footnotes in the Fed’s Playbook, 17 August 2007.) As an
aside, there’s now a similar asymmetry to fiscal policy. Itis
rarely used as an explicit tool of macro-management when
restraint is required, but is brought into play in a downswing.

Central bankers’ view that they can have only one target (CPI
inflation) because they only have one tool (the cash rate) is
largely artificial. It also meant that even those central bankers
who admitted they could spot a financial bubble — and the Fed,
famously, says it cannot — claim that to restrain the bubble via
tighter cash rates would cause too much collateral damage to
the real economy. There is a solution to this problem: Use
other tools. Changing risk weighting on assets, changing tax
treatment of assets, and tilting fiscal policy are all tools that
could be considered in addition to the single, blunt monetary
policy lever. Going forward, we may see policy-makers much
more concerned about asset prices than has been the case
over the past two decades.
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