
 
 

 

August 23, 2007 – The Subprime Mortgage Tsunami 
 

How could so many smart people be so catastrophically wrong? That is the question many are asking 

regarding how the U.S. housing market has become such a potentially devastating issue for the world 

economy. World because financial institutions around the globe have purchased “packaged up” U.S. 

subprime mortgages and now have these investments in their portfolios. 
 

In a break from the normal one page newsletter, this month we are going to go in-depth on what has 

been happening in the U.S. housing market and how it could impact our investments. It is this writer’s 

assessment, that it is such a potentially damaging issue, it needs to be discussed in detail so we have a 

clear understanding of the impacts it could have on our finances in the near to intermediate future. 
 

How it all began 

Interest rates fell steadily from 2000-2005 allowing consumers to get historic low mortgage interest 

rates for homes and as a result more and more money found its way into housing and the market 

boomed. We all have heard the story of someone buying a condo in Florida or Arizona and flipping it 

for a gigantic profit. Those days appear to have come to an end. But how did it happen? 
 

With all-time low mortgage rates, more Americans were able to buy a house. And that was good. But 

many discovered they could buy more than one. And if they stayed up late, they discovered how they 

could buy 5 or 6 properties with no money down. Sound too good to be true? We have all heard this 

question before and know the answer. 
 

As money made its way into housing, prices shot up around the country - going up 30-40%/ year in hot 

markets like Florida and Arizona. The higher prices created more equity that could be used to buy 

even more properties. This lead to the bubble in housing that peaked around the fall of 2005. Bubbles 

usually end badly as we recently experienced in the spring of 2000 when the technology bubble burst 

and the NASDAQ lost 78% by 2002. 
 

In addition to the low interest rates, mortgage standards dropped. Gone are the good-ole’ days when a 

down payment was actually necessary to get a mortgage. Teaser introductory rates, option ARM’s, 

interest only loans, no documentation loans, no income verification…all of these things lead to people 

who probably should not have been able to get a mortgage, get a mortgage…and larger than they 

could afford. These are by definition, “sub-prime” loans.  

 

In order to understand how lax the lending standards actually were , a recent report by Mortgage 

Asset Research Institute, stated of the loans surveyed for which borrowers did not have to verify 

income - and they merely “stated” their incomes on loan documents - IRS documents showed 60% of 

these borrowers overstated their incomes by more than half! So when the introductory teaser rate ends 

and the rate jumps up 2%, some buyers cannot afford to pay their new higher mortgage payments. The 

recent rate of home sales declined so they cannot sell the home and hence foreclosures are hitting 

record highs. Up 93% year-over-year in July. 

 

The financial world loved subprime mortgages. Banks, hedge funds, insurance companies were happy 

to fund them because subprime loans are very profitable and they believed the risk could be spread if 

many of these loans were packaged and sold to investors. Let me explain how this worked. 

 

 



 

Wall Street’s biggest banks (Bear Stearns, Lehman Brothers) would take lower quality mortgages (like 

those with no income verification) and package them together in what is called a Residential Mortgage 

Backed Security (RMBS). Moody’s and Standard and Poors gave them AAA ratings for credit quality 

even though the underlying securities were high risk in nature.  

 

Rating agencies gave them these high ratings because they believed since the obligation to pay was 

spread over thousands of separate homeowners, the risk of default would be contained and this would 

protect the buyers. Hindsight is 20/20 but it sure appears as though these ratings companies 

contributed to the problem by rating risky securities AAA.  

 

Thousands of these mortgages would be packaged and sold by the banks to these unsuspecting 

customers who believed they were purchasing relatively safe, AAA rated securities. Pension funds, 

mutual funds, hedge funds, and money market funds all bought these mortgages for the extra yield 

they paid over government or corporate bonds with limited knowledge of the level of risk they were 

actually taking. 

 

As long as home prices continued to appreciate and interest rates remained low, this process could 

continue. Even if a homeowner got in trouble, he could sell his house for a profit or refinance to a 

lower rate or interest only loan so he could still make his payments.  

 

The Beginning of the End 

On the way up, this all worked and we did not hear much about mortgage defaults and foreclosures. 

Everyone seemed to be making money, which brought in even more speculators/flippers into the 

market. Financial institutions who owned the securities used them as collateral, since they were AAA 

rated and bought more, which brought more money into the housing market.  

 

The greater fool theory, ponzie scheme, pyramid or whatever you want to call it kept going. But then 

the bottom fell out. Nobody seems to know why but around the fall of 2005, the “greater fool” didn’t 

close on the next condo in Miami. The buyers dried up. The Federal Reserve kept raising interest rates 

to fight inflation which drove up the cost of borrowing and bam! Here we are in 2007 in one of the 

potentially biggest housing crisis in our lifetimes. 

 

Many hedge funds have completely collapsed losing virtually all their investors money. Many of the 

hedge funds were using 5-6 times leverage. For every dollar they had of investor money, they had $5 

or $6 exposure. Leverage works well when your asset is appreciating. It can be devastating in reverse. 

Ask anyone who was investing on margin during the tech bubble crash of 2000 how bad it can get to 

be leveraged in a falling market. 

 

Now the credit rating agencies are downgrading the quality of many of the RMBSs. This pushes the 

prices down. Investors begin to hear their money may be at risk so they ask for redemptions from their 

hedge funds. The funds have to sell securities to meet redemption requests which push the prices of all 

the mortgage backed securities down even farther, which forces other hedge funds to sell…and so 

on.... 

 

 

 

 

 

 



 

To exacerbate the problem even further, there are no buyers for the RMBSs. Even if there were buyers, 

it is difficult to determine the intrinsic value as more and more foreclosures happen each day. All of a 

sudden, liquidity dries up – there are no willing buyers. Liquidity is the life-blood of financial markets 

and without it, financial markets do not function well. 

 

Since the hedge funds cannot sell the mortgage backed securities because there are virtually no buyers, 

they are forced to sell quality investments…and this is one of the reasons the selling was so intense 

during this recent market correction. With the mortgage market almost at a standstill, there have been  

very few buyers. One analyst said it is a classic “run on the bank” as hedge fund investors want their 

money back but the funds cannot sell the mortgage backed securities to get them their money, so they  

sell high quality holdings just to raise cash to meet redemption obligations.  

 

Apparently, there are literally no bids for some of these investments. That is why so many mortgage 

brokers are going belly-up. Since late 2006, 129 lenders have gone out of business. And some of the 

best, Countrywide Financial (CFC) and Thornburg Mortgage (TMA) are in serious trouble - take a look 

at their stock charts over the last several months to see the damage. It has been estimated by some that 

up to 80-90% of the mortgage brokers could be out of business by the time this is over. 

 

The big problem now is, there are believed to be hundreds of financial institutions with these 

mortgages in their portfolios and no one really knows the extent of the problem. Investors do not like 

uncertainty - they have a tendency to sell 1st and ask questions later. 

 

How Long Will it Last? 

The housing market continues to falter as existing home sales declined another 3.8% in June. 

Inventories of unsold homes are at about a 9 month supply (4-5 months is considered normal).  
 

Mortgage resets from these teaser introductory loans have just started to pick up steam. In the first six 

months of 2007, $197 billion worth of loans reset to higher rates. $521 billion are scheduled to reset in 

the first half of 2008…so the majority of the resets is still to come. If we are at record foreclosures now, 

what will happen in 2008? The data suggests foreclosures could rise substantially, adding more houses 

to the already weak market.  

 

Housing starts for new construction peaked in 2005 at an annualized rate of around 2.4 million. Over 

the last 40 years, housing slowdowns typically bring the new housing starts down to around 1 million. 

We are at 1.45 million today so if history is a guide, it appears there is more downside in new 

construction as well.  

 

J.P Morgan projects housing prices may fall 20% and economist Gary Shilling, of A. Gary Shilling and 

Co., forecasts a 25% fall from the 2006 peak.  

 

A respected investment manager, who is frequently on CNBC and well respected for being in front of 

macro-economic trends (the big picture on what is happening in the economy), believes housing will 

not recover in the U.S. until 2010.  

 

 

 

 

 

 



 

 

Uncertainty 

The uncertainty surrounding the subprime mortgage/housing problems have created a market 

environment that has been extremely volatile the past several weeks.  As of this writing, the S&P 500 is 

down about 6% from the July high. The MSCI Emerging Markets Index is down 14%. Emerging 

markets tend to experience larger drops because of the perceived higher risk of investing in developing 

countries during turbulent times. Historically, they go up fast when times are good and come down 

fast in times of uncertainty. 
 

Nobody knows where the market goes from here. Market pundits on television will tell us it is time to 

buy because earnings are still good and stock valuations are low. They neglect to mention many of the  

big down markets  from history started when earnings were still good. Often an external factor, like 

the 1998 Asian currency crisis, will cause a bear market even when corporate earnings are still good. Be 

careful not to act to soon. Low stock valuations have a tendency to change very quickly when things go 

bad. 
 

A severe housing downturn could also have quite negative effects on the consumer. Consumer 

spending is responsible for 70-75% of our economy. When the consumer stops spending, it is not good 

for our economy. Recent reports from some retailers like Wal-Mart and Home Depot have begun to 

weaken. Although, the job market is still quite good with unemployment at only 4.6%...this is good for 

consumer spending so there are some positives out there as well.  
 

So far, the correction we are in is mild. We do not know if we hit bottom last Thursday or if this is just 

the 1st leg down of a more severe correction. The Fed has been injecting liquidity into the financial 

system in order to help fix some of the problems and the market rebounded nicely the last several days  

on the news.  

 

Many are counting on a cut in the Fed funds rate before or at the September 18th meeting to show they 

understand the severity of the credit issues emanating from subprime mortgages and that they will do 

what is necessary to prevent spreading into other parts of the economy and causing recession.  
 

Conclusion 

The market meltdown we are experiencing has been driven by the fear of the subprime mortgage 

market spreading into other parts of our financial system. Nobody knows the severity of this credit 

crunch and what the potential fallout will be. Will large lenders like Countrywide Financial go under? 

Will the Fed cut interest rates further even though inflation is elevated? How much will the housing 

crunch weigh on consumer spending in the months ahead? These and many other questions lead this 

writer to believe, now is the time for increased caution. 
 

We have had a nice bull market run for 4 ½ years. The business cycle (discussed in previous 

newsletters available on our website) appears to be in Stage V or VI and recession is a possibility. The 

good times will return and an improved risk/reward relationship will develop in the future. We need 

to be prepared to act when it does. If we watch the price and volume action of the markets we will get 

clues as to the next direction the market may be heading.  
 

All information, data and contents are obtained from sources believed to be correct but reliability cannot be guaranteed. Past performance is not indicative 

of future performance. Readers of these comments should not take action based on information contained. Comments could pertain to time periods or to 

trends which are not expected to persist, or could refer to actions not commensurate with other individual’s level of acceptable risk.  
 


