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Distressed
_debt
Investors tt>me

rescue?

Uncertainty about how big losses could get has

left the market for mortgage loans, bonds and

COOs wracked by lear and illiquidity. Distressed

debt Investors may not be universally loved

- they are, in fact, often regarded as sharks cir­

cling in the water. But they could hold the key to

breaking the gridlock.

l
us t how mu ch are subprime mort­

gage secueines worth? Th at has
become the $64,000 question

or in the case of some financial in­

st itu tions, on e worth an exponentially

larger amount. But it's exceptionally

difficult to come up with an answer.

Borrower defaults could reach unprec­

ede nted levels of 20%, or more. The

rat ings agenc ies are likely to conti nue

downgrading subprime bo nd s and col­

lateralized debt ob ligations at a faS(dip - Standard & Poor's has already dropped ratings on a quart er of higher-quahry sub pr ime

mortgage-backed bonds issued since 2005, and on 70% of the rra nches raced rriple-B or lower.

The derivatives market, as encapsulated by the ABX family of indices, paints a grim picture of current valuations. Triple-B

bonds have lost as much as 80% of their value this year, and since the summer even the purportedly more robust triple-A rranches

have dipped by a fifth. ABX is an imperfect market: it is dominated by short sellers , easily moved by relanvely small trades, and with

bid-offer spreads as wide as 10 po ints it can be hard to monetize positions. But it's one of the few tou ch points mortgage bondhold­

ers have. And it has helped generate fr:.ar, .and left the marke t gridl ocked .

But not everyone is shyin g aw.ay: thi s looks like th e perfect stomping ground for distressed debt investors. They have always

been qu ick to pounce on dislocations in the corporate: credir marker, turning th em, for example, into one of the most successful

hedge fund strategies in the wake of the corporate-led recess ion at the sta rt of the decade. Th e S(rategy returned an average of

alm ost 30% in 2003, according to H edge Fund Research, beat ing th e index of composite hedge funds returns by about 50%.

But that market d idn't j ust allow a swat he of fasr-moving investors to make a bu nd le. It also improved, if not created, pr ice

discovery and transparency. Even as default rates dropped and opportunities became more infrequent, a ban kru pt company's debt

wou ld rapidl y reflect distressed investors' expectations of recovery value. Ta ke Dana, the auto 'parts maker. A couple of weeks after

it filed for Ch apter 11 in March 2006, some of its bonds traded up from around 60 cents on th e dollar to more th an 90 cents.

Th ere is a grow ing hope that distressed investors can pull off a sim ilar trick in th e floundering ma rket for mortgage secu rities.

Th ere's certainly a big enough stage. The op po rtuniti es sp.m distre ssed subprime and .alt-A mOrtgage bond s, collateralized

debt obligations (C D O s) and pools of mortgages. Th ere is a lot to behad . O f the $ 10 trillion of mOrtg~gt$ in rhe U.S., sub prime
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ofcontin ued hou sing price depr eciarion.Icnger foreclosure and

oth er legal rimelines• .3. glut of real estate on the ma rket and

higher raees of rerum required by investors to com~nut( for
increased risk in this Sp.3.C(.~

C;lP;l SS~ u ys th e supply of pools of non-performing loan s

(NP Ls) will increase .3.S deterioration continues. Th e biggest

source. he est imates, wiJI be W.3.11 Sr reer , where there were

around 30 players purchasing subp rime loons at the 2006

peak.
Pri ce opacity. ho wever. is an issue for non -performing and

distressed mo rtg.3.ge loans , JUSt as it is in the securities market .
~A lot of what we're seeing these days are lenders to mortgage

providers who have had (0 tak e back [the mortgage collate ral

from ] these loans [when they defaulted] and now want to sell
them, but have no idea where (0 price them," says Tobin. "Ir's

not that difficult to value a po rt folio of loa ns per se, bur some

of these poo ls cont ain a real ho dge-podge of mortgages across

the credit specrru m, in various stages of their lif(cyde, and the

lenders, such .as repo and warehou se lenders, just do not know
what they have on th eir hOlnds .~

Tobin uys rh<lt new bu yers are commercial banks, invest­

ment banks and hedg~ funds . "Th ey're getting f.airly decent

deals, bu t thi s is not <I mOirket whe re (v( ryone will make 30% to

40%. Whar will prevent such returns is .3. lack of end-bu yers of

rhe foreclosed houses, and th~ cha llenge for investo rs co borrow

insnnn lonal money (0 buy non -pe rforming loans,"

Complexiry is a n issu e
Unl ike in subprime bonds. th e wholesale mortgage market is

not on e rhar is likdy to suffer over-crowding from hedge funds .

As with inv( st ing in COOs and mortgage-backed securmes, a

high level of Ol nJlysis is required , and each loon has to be worked

om in order (0 receive .3. pOlyment. "Hedge funds 10 VC' to sit on

t rading dub and look ar NPLs OlS thq would bonds. but they

are V(ry differ~nt. NPLs are not homogeneous finan cial units.

Th ey are laboe-inrensive micro investm ents and no rwo loans

are the same. The complexity of th ese deals is lost on a big macro

fund tha r would love (0 pUt $500 million (0 work: says Tobin.

H aving a relationship with a mortg.age seevicee with expe r­

tise on defaulr servicing is a mu st for invesroes buying wholesale

morrg.ages. That's what Signal C.apit~ M.anagement is doing.

JUSt under half its $250 million fund will be invested in non­

perform ing real-estate loan portfolio acquisitions and workouts.

and it has teamed up with a firm that researches, restructures

and recovers underper forming and non-performing debt, Says

Signa l's Shan e Rodgers: "You need detailed analysis on th ese

loans as ~v~ry property needs to be findy analyzed in order (0

determine liqu idation or workout options. straugy and. most

likely, recovery"

W.arerfill and Sole nr simil.arly have relationships with

mortg<lg~ servicers for th eir N PL invesrmenrs. But are th ere

enough co go around ! A number of specialized mortgage SC'r­

vicers disappeared during the bu ll marker as the N P L secto r

dried up . Others have already been snapped up by other in­

vestors. Car ringto n Capital Manageme nt won rhe bidding for

ba nkrupt New C(n~ury's unit last spr ing. And several invest­

ment banks now own some of the la rger serv icers as a result of

their fora y into buy ing subprime lenders in the last couple of

years.

While the potential for new bu yers in the N PL market

might be hampered by lack of expertise, Tobin believes the mar ­

ke-t willadjust to allow som e extra capacity if needed which wiU

inj ect liquidity• and potenti ally help th e ma rke-t recover. "New
bu yers won't make pri ces increase. Priu s are where they are

based on inflated propc:ny values. Th at said. liquidity is the pre­

cursor to recovery and market clearing . Special SC'rvking a p.3.C­

iry will ramp up to mee t demand because of th e luge amount of

displaced mo rtgage personnel. New loan production personnel

will be reto oled int o specia l servicing perso nnel. By way of ex-

"It's sort of/ike the market broke its legs

",,,I will require painj",l healing atJd
physical therapy."

D<tI,jJ T(ll,i" . (010U'hler DJ Mi ssicm C:1l,jt<tl AJI'isors

amp le. the new loon closer beco mes the modui canc n closer. As

capacity ramp s. any discount associated with this ee-allocan on

of existin g resources will eventually disa ppear,"

Rodgers. however, is less optimist ic abou t th e subprime

market. "Liquidity in the NPL sector will lead to liquidity in

the securitized market. and greater liqui dity should lead to a

high purchase and wo rkout rare, which should. in turn. lead

to all th ese overvalued propertie s coming back into the market

at mo re realist ic prices and on better financin g term s to better

qualified buyers. It might uphold the subprime mar ker, but I

think the subprime ma rket is all but finished fer the foreseeable

furure; says Rod gers.



Servidng COHS lo om large
More buyers of dis tressed mortgage assets mar potentially
bolste r market valuat ions and pricing. Ulnmately, though, in­

vesroessuccess in th is developi ng set of stra tegies depe nds on
exactly how many borrowers default. Up to a point, fear ofloss
drives pricing down. But the worse it gets, the more concern
ar ises about whether the underlying defaulted morrg.:lges are
properly serviced and collected. Some fear not."If there are trig­
gers and def.auh mechanisms in C OOs which will collapse the
COO when 30% of a certain amount of irs underlying assets
are rendered worthless, what will happen to these bondsf The

same is true of securirizanons, \ViII we get ro the point where
there is not enough money generated from a securi tization's
servicing fee to service the lo.ans:"" ponders Tobin. HIf 30% to

40% of .:I single secunrtaarion is in defaulr, it will be f.:lr more
costly to service irs portfolio of loans,"

The amount of money thar could be spent servicing and
modifying broken loans can severely eat inro returns. -At a ful­
ly loaded special servicing cost of $150 to $200 per lean per

month, you're loo king ar $2,000 to $2.500•a year JUSt trying to

get your money back from one loan. If you've gOt a $100,000
loan yielding 8% interest . rhar is h.alf the meaningful P.:lrt of
your coupon right there," says Tobin. D istressed buyers should
bear that in mind. And if defa ults get too high , it risks putting
seevicers in peril, and rhar's bad news for everyone. Hit will un­
duly burden [he mortgage servicer and we will end up with a
situation similar ro that in 1999. when Green T ree's entire spe­
cial servicing ope ration had to be rescued by Fortress through
a comp lete restructuring of the securi tization's poo ling and
servicing agreements. Only this time, we have the added com­
plexity in [hat residuals and servicing righrs have been sold into
CDOs.H

Th e challenges ahead in the resident ial mortgage-backed
marker indeed seem overwhelming, but the emergence of dis­
tresse d investors shou ld act as some comfort . "It's sort of like

the market broke its legs and will require painful healing and
physical therapy;' says Tobin . 1l1is healing pro<:ess will not be
shor r-rerm. The level of expe rt ise requir ed ro <:ope with the
complexity and opacity of loans, mortgage-backed bonds and
COOs will keep otherwise op portunisti c investors at bay in the
short term. But over the next two years or so, the dis tressed
MBS sector will become a substa nt ial part of the bon d mar­
ket, believes Laredo. The se firsc to the trough stand the best
chance of making the highest returns - and probably some of
the most spectacular losses if they're not careful.

Current ho lders m.aynot appreciate having ro sell off their
portfolios at such deep discounts. But the mortgage market,
and perhaps other parts of the capital markets too, will only be
able to start to move on once a propet clearing price is estab­
lished. Like them or loathe them, distressed investors can serve
a useful purpose.Y
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