Rotary Report
by Jodie Cook

Last week, what subprime mortgages are and how they came about was discussed. Once the subprime mortgage had come to be - where did it go? To explain the future path of the subprime, Rotarian Brian McClellan with Edward D. Jones & Co. addressed the Highlands Rotary Club. 

Subprime mortgages accumulate at a bank until they are bundled together and sold to an investment bank where the bundle will be offered as a Collateralized Mortgage Obligation (CMO) also known as a Collateralized Debt Obligation (CDO). These obligations promise to pay the investor a rate of interest until the mortgages are paid. The investment bank sees there are some problems with these bundles of mortgages: after all, poor quality is still poor quality. 

Individually these are poor quality loans but when combined only some will go bad. Since housing will always go up, the belief had been that there was little to worry about. To make a given bundle of mortgage backed security more attractive to investors it was divided into some number of traunches or slices. Suppose, McClellan continued, that the investment bank divided a bundle of subprime mortgages into: good, not-so-good and, at last, ugly. 

The lowest interest rates would go to the traunch of good mortgages which would also be insured against default. These might fetch an AAA rating. The next traunch, the not-so-good mortgages, would pay a higher interest rate, as there is more risk, and would benefit from the rating of the first traunch. The good traunch would be the first paid and would also be paid principle. The not-so-good traunch would be the next paid. These groups of CMO’s would be sold by the investment bank to insurance companies, banks, school boards, sophisticated investors, and so on.


At this point the so-called ugly slice is still there. Figuring that it would be perhaps impossible to sell, the investment bank, through some creativity, develops a new security for them. Usually called a Special Purpose Vehicle or Entity it is often an off-shore security which is designed to isolate financial risk from the investment bank and is carried as an asset instead of a liability or it is not carried on the investment bank’s balance sheet. On the positive side, this slice of a CMO would pay the highest return because it was at the greatest risk. Banks themselves were often the purchasers of this debt vehicle as well as many investors “stretching for yield” which is to say, ignoring risk.

An underlying theory that sustained CMO’s is the value of the house versus what is owed on the house will be a positive asset because housing values always increase. The rate of increase needed to stay ahead of the often growing principle of the mortgage. Going back to subprime mortgages, deferred interest payments accumulated on the principle. The borrower who had a problem with payments at this point could sell the property and walk away from the mortgage if the value of the property had increased. Most subprime mortgages were ARM’s (adjustable rate mortgages) and when the higher interest rate became effective and the mortgage holder defaulted on the mortgage - remedy wasn’t available if the value of the house had declined.  This was compounded as unemployment increased.
Going back to the CMO investors, they found that the CMO insurers couldn’t cover the high rate of defaults as their calculations on default probability or risk were based on the value of the house increasing more than the mortgage principle. CMO investors found the value and interest yield of their investments had plummeted. Insurers found they were facing a mortgage default rate several times the rate used to calculate the insurance premium and couldn’t pay. 
Sometimes called “liars loans,” many subprime mortgages couldn’t survive the decline in housing values. The rescue mechanism for CMO’s and subprimes had been that the value of the property would increase. While subprime mortgages aren’t the only mortgages in default they were the major source of defaults. Lack of scrutiny as well unscrupulous companies and individuals acerbated the securities problem but weren’t the cause of the CMO problem. 
Mart to market accounting became a problem also. A situation McClellan described was a CMO security that an investor buys at book value for, say, $40. Later that security trades at $60, however the book value is $40 which is the value of the underlying property. Models used to determine a day-to-day value of properties were often skewed well ahead of actual current value. Derivatives became worthless vehicles. 

The government is spending $40-50 billion per month buying bad mortgages/CMO’s. New mortgages are trending more to the 20% down, they once were, and proof that the borrower can perform against the mortgage. If some percentage of the mortgages survives, meaning the borrower performs against the mortgage, the government at some point may break even or possibly show a return on this bailout money.

Increasing unemployment, poor business conditions and maturing ARM”s are active forces in the toxic mortgage/CMO economic sector. Recognizing the causes is only a first step in finding remedy.


Next week, the last segment on the Economy will be presented by Steve Perry with Wachovia Securities.


