By Heather Lane

Uncertainty about how big losses could get has

left the market for morigage loans, bonds and

m
DI Stressed CDOs wracked by fear and illiquidity. Distressed

debt Invesiors may not be universally loved
_debt
INVesStToOrsS o the

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

rescue? breaking the gridlock.

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

ust how much are subprime mort-

gage securities worth? Thar has

become the $64,000 question

or in the case of some financial in-
stitutions, one worth an exponentially
larger amount. But it's exceptionally
difficult to come up with an answer.
Borrower defaults could reach unprec-
edented levels of 20%, or more. The
ratings agencies are likely to continue
downgrading subprime bonds and col-
lateralized debr obligations at a fast clip — Standard & Poor’s has already dropped ratings on a quarter of higher-quality subprime
mortgage-backed bonds issued since 2005, and on 70% of the tranches rated triple-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 tranches
have dipped by a fifth. ABX is an imperfect market: it is dominated by short sellers, easily moved by relatively small trades, and with
bid-offer spreads as wide as 10 points it can be hard to monetize positions. But it’s one of the few touch points mortgage bondhold-
ers have. And it has helped generate fear, and left the marker gridlocked.

But not everyone is shying away: this looks like the perfect stomping ground for distressed debrt investors. They have always
been quick ro pounce on dislocations in the corporate credit market, turning them, for example, into one of the most successful
hedge fund strategies in the wake of the corporate-led recession at the start of the decade. The strategy returned an average of
almost 30% in 2003, according to Hedge Fund Research, bearing the index of composite hedge funds returns by about 50%.

Bur that market didn't just allow a swathe of fast-moving investors to make a bundle. It also improved, if not created, price
discovery and transparency. Even as default rates dropped and opportunities became more infrequent, a bankrupt company’s debt
would rapidly reflect distressed investors’ expectations of recovery value. Take Dana, the auto-parts maker. A couple of weeks after
it filed for Chaprer 11 in March 2006, some of its bonds traded up from around 60 cents on the dollar ro more than 90 cents.
There is a growing hope thart distressed investors can pull off a similar trick in the floundering market for mortgage securities.

There’s certainly a big enough stage. The opportunities span distressed subprime and alt-A mortgage bonds, collateralized
debr obligations (CDOs) and pools of mortgages. There is a lot to be had. Of the $10 trillion of mortgages in the U.S., subprime
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Servicing costs loom large

More buyers of distressed mortgage assets may potentially
bolster market valuations and pricing. Ultimately, though, in-
vestors success in this developing set of strategies depends on
exactly how many borrowers default. Up to a point, fear of loss
drives pricing down. Bur the worse it gets, the more concern
arises about whether the underlying defaulted mortgages are
properly serviced and collected. Some fear not."If there are trig-
gers and default mechanisms in CDOs which will collapse the
CDO when 30% of a certain amount of its underlying assets
are rendered worthless, what will happen to these bonds? The
same is true of securitizations. Will we get to the point where
there is not enough money generated from a securitization’s
servicing fee to service the loans?” ponders Tobin. “If 30% to
40% of a single securitization is in default, it will be far more
costly to service its portfolio of loans.”

The amount of money that could be spent servicing and
modifying broken loans can severely ear into returns. “Ar a ful-
ly loaded special servicing cost of $150 to $200 per loan per
month, you're looking at $2,000 to $2,500, a year just trying to
get your money back from one loan. If you've gor a $100,000
loan yielding 8% interest, that is half the meaningful part of
your coupon right there,” says Tobin. Distressed buyers should |
bear that in mind. And if defaults get too high, it risks purting
servicers in peril, and that's bad news for everyone. “It will un-
duly burden the mortgage servicer and we will end up with a
situation similar to that in 1999, when Green Tree's entire spe-
cial servicing operation had to be rescued by Fortress through
a complete restructuring of the securitization’s pooling and
servicing agreements. Only this time, we have the added com-
plexity in that residuals and servicing rights have been sold into
CDOs!"

The challenges ahead in the residential mortgage-backed
market indeed seem overwhelming, bur the emergence of dis-
tressed investors should act as some comfort. “It’s sort of like
the marker broke its legs and will require painful healing and
physical therapy,” says Tobin. This healing process will not be
short-term. The level of expertise required to cope with the
complexity and opacity of loans, mortgage-backed bonds and
CDOs will keep otherwise opportunistic investors at bay in the
short term. Bur over the next two years or so, the distressed
MBS sector will become a substantial part of the bond mar-
ket, believes Laredo. Those first 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 holders may not appreciate having to sell off their
portfolios at such deep discounts. But the mortgage marker,
and perhaps other parts of the capital markets too, will only be
able ro start to move on once a proper clearing price is estab-
lished. Like them or loathe them, distressed investors can serve
a useful purpose.'w

Heather Lane is a fimancial journalist based in New York.
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