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US Market: Summary and Overview

1. Growth and simultaneous bursting of US housing market and credit
market bubbles.

2. US financial institutions caught between both

3. Current Situation “worst since the Great Depression”.

4. Focus is on bank liquidity issues and mortgage delinquencies

5. Consensus appears to be that credit market conditions will start to turn 
around this year, but mortgage market issues to persist for another two 
years
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A number of factors sent the market into overdrive around the 
2004-2006 period

• Aggressive expansion of mortgage businesses into subprime lending, risk 
layering in subprime mortgage and home equity

• Growth was supported by increasing investor demand to mortgage product, 
underpinned by good ratings, separation of risk and performance

• Emergence of new financial products to enable investment into mortgage 
debt

• Pricing and credit models were trained on 2000-2004 data which was 
benign from a risk perspective, supporting more aggressive pricing
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Countrywide’s production shift over this period illustrates the 
move away from prime lending by large mortgage banks
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The last decade has seen the emergence of the private issuance 
debt market

 Total MBS Issuance ($million) 
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But it has been at the expense of the Agencies (FNMA, FHLMC, 
GNMA) 
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RMBS and CDOs Everywhere
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Subprime mortgages
= $1.2 trillion or 
12% of total US mortgages

Subprime-backed CDOs
= $460 billion

Synthetic subprime CDOs
= $100-200 billion
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Subprime Mortgage: Market Facts

Subprime delinquencies were rising but not out of step with the long-term cycle:
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Subprime Mortgage: Market Facts

Subprime foreclosures following a similar pattern:
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Year Over Year Price Appreciation

Short Term Dynamics: House Price Appreciation

Appreciation of residential real estate – flat/down since 2005/06 in key markets
• Restricts borrower ability to refinance or, potentially, avoid loss on sale
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Most recent delinquency trends show continued deterioration
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Hindsight shows that late 2005 was a turning point for the market

Source for Graphic: Wall Street Journal
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Current Factors and Issues

• Accounting considerations have been focused on difficulties estimating 
credit losses, and valuing credit related financial instruments.

• Investors unlikely to return until 2005-2007 mortgage paper performance 
fully understood and quantified

• Mortgage market concerns centered on defaults, collateral driven borrower 
behavior, loan workout programs

• Credit problems most severe in Home Equity, followed by Mortgage, Card, 
Auto and Student Lending. Commercial lending also being impacted. 

• Continued losses and lack of liquidity forcing many to seek capital 
infusions. Over 300 mortgage businesses closed down



Slide 14PricewaterhouseCoopers
April 2008

Consumer Behavior – a fundamental shift?

• Traditional perceptions were that borrowers protected their 
home above all other credit

• Overly aggressive loans and rapid house price deterioration 
have helped shift borrower behavior

• Today, borrowers more likely to abandon property (walkaway) 
to protect card and car loans.

• Home equity usually the first to fall, has taken biggest losses
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The residential mortgage spiral
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Current House Price Performance 
Selected House Price Depreciation by State 12 Months to January 2008

Source: FirstAmerican CoreLogic
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Consumer Behavior – a fundamental shift?
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Liquidity Concerns

• Dramatic decline in product availability to consumers, driven by lack of capital 
markets demand, adding to foreclosure issues.

• Federal Reserve cuts not feeding into mortgage rates:

• $61bn in MBS deals Q1 08 compared to $274bn Q1 07 (1)

• Hedge funds, private equity and international capital focused on vulture fund 
strategies (distressed asset purchasing), specialized servicing.

(1) According to Thomson Financial
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Market participants are either exiting these businesses or 
transforming their business models 

• Future US lending market:
- More risk sensitive
- Dominated by large commercial banks (balance sheet) and new PE/Hedge Fund owners
- No return to some of the more aggressive products
- Legislative and regulatory reforms coming
- $1 trillion mortgage originations annually through 2010  ($3 trillion in 2005), 10% annual house price 

depreciation 2008 and 2009

• Survival and liquidity risk management are key

• Risk management systems being overhauled to account for more volatile conditions and drive 
greater transparency between underwriting and return

• Expect regulatory overhaul to significantly impact the mortgage industry, but government 
driven solutions to the housing crisis are losing momentum, and most continue to address the 
issues unilaterally. 

• Some concerns about international mortgage markets – UK, Australia, Spain and Ireland have 
experienced similar house price appreciation/ debt to income trends
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Investor Demand – The Future ‘Normal’ Market

• Will the secondary market return in the order it closed down?

• Mortgage business models now tied to future HPA performance (2005 -
2007 vintages are worst)

• Some trades taking place, mostly focused on Jumbo prime with further 
HPA declines built into underwriting models

• Some products likely never to appear again

• Debate about what form of instruments and collateral support will be 
acceptable to investors, and how much risk participation will sellers be 
asked to retain? 

• Traditional risk-layoff model will be challenged
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Commercial Lending

• Underwriting relatively aggressive from 2005-2007 (similar to 
late 1990’s leading up to 2000-2002 peak defaults)

• Credit tightening due to concern over economic climate and 
spillover effect of slowdown in consumer spending

• Corporate debt refinancing difficult in current environment 

• Companies preserving cash and/or paying down debt rather 
than investing in growth

• Portfolios continue to perform relatively well but watched 
closely
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Credit Card

• Credit quality trends continued to deteriorate during Q1 08

• Risks are weighted toward further deterioration

• Regulatory changes already impacting issuer business models

Source: RiskMetrics Group April 2008
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US Depository Institutions (traditional banks)

• Many US banks were challenged Q1:
- Capital markets related write downs
- Need for further provisioning
- Need to raise capital

• Trends suggest a continued challenge for the rest of 2008:
- Fees softening on core products
- Margin compression on deposits
- Lower asset yields
- More non-performing loans (compresses interest margin)

• Analysts factoring in further dividend cuts and capital raising
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Global Perspectives – Dynamics of the Financial Services 
Market Are Changing

• New power brokers…
- Petrodollars

- Asian Central Banks

- Other Sovereign Wealth Funds
- Private Equity

- Hedge Funds 

• …and are unlikely to follow traditional patterns:
- Innovative

- New group of international financial centers, multiple territories
- Traditionally enjoyed a lower level of regulatory scrutiny

- Separation of the ownership of capital and the management of it

- Convergence within FS sectors (insurance, capital markets)
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Global Perspectives – Dynamics of the Financial Services 
Market Are Changing
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Customer Needs are Changing Too:

• Micro-finance
• Green Banking
• Sustainability
• Islamic Banking
• Emerging Markets
• Millennials
• Next generation consumer financial services technology
• Global wealth management
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Other dynamics and pressures

• Credit default swaps market continues to grow, largely un-
impacted (in volume terms) by credit crunch

• Basel II and its effect in highly volatile markets

• Emerging global regulatory consensus and accounting model

• Risks associated with private equity and hedge funds

• How long will it take for US housing market to return to 
equilibrium?
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Moving Forward: Survival and Growth Strategies

• Lessons and perspectives from US mortgage market and its 
subsequent correction

• Investment opportunities – economic versus market values, 
M&A

• Rebuilding risk management models around new dynamics

• Taking advantage of regulatory reform

• Be nimble when the markets return
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