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Introduction 
Since Sir James was asked to peer into the abyss that is the wholesale mortgage funding market back in 

April he has, with a small team of HM Treasury officials, been doing the rounds. So far they have seen 30 

different organisations from banks to brokers to the FSA.  

However, for all the gnashing of teeth he must have heard, mortgage lenders looking for a tub-thumping 

case for Government intervention to breathe some life into the UK’s mortgages will be disappointed by 

this interim analysis.  

It was always unlikely that he was going to strongly push for one solution or another before his final 

report, due at the same time as the Pre Budget Report (usually sometime around November). 

Nevertheless, one can’t help that feel that a vein of skepticism runs through the report – the leitmotif 

being that the banks are unlikely to increase their appetite for risk anytime soon and there might not be 

much anyone can do about it. In short, unless you have good, reliable earnings and a hefty deposit, a 

mortgage is going to be difficult to get over the next couple of years whatever the Government does.    

However, he has given some indication as to what is on and off the table. Unsurprisingly, out is any form 

of US-style home loans agencies along the lines of Fannie Mae and Freddie Mac . On the table is the 

possibility of Government guarantees - on commercial terms – of the principal and interest on the high-

grade tranches of newly issued securities. Measures around greater transparency and standardisation, 

are also welcomed, though they will not do much on their own he argues.  The team will continue to 

engage with market participants such as the CML and ESF on their initiatives too. The CML has 

advocated, for example, a repo scheme for RMBS.        

Sir James will use the summer to evaluate the options for action “with all urgency”.  However, don’t get 

too excited; he signs off his letter to the Chancellor with a telling rejoinder “I may yet recommend that 

the Government should not intervene in the market, on the grounds that such intervention would 

create more problems than it would solve.”  

Doing nothing is certainly an option - but at what cost to the wider economy?  

 

John Rowland 

Senior Associate, Cicero Consulting 
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Letter to the Chancellor of the Exchequer  
In his covering letter to the Chancellor, Alistair Darling, Sir James Crosby is of the opinion that 

for the foreseeable future, there will be very little growth in the UK mortgage-backed securities 

market. 

• The combination of Basel II and the introduction of new International Accounting 

Standards will force banks to operate with reduced leverage - adjustment to lower 

leverage will take years.  

• Banks are currently competing for savings – inflationary pressures are affecting 

disposable income and Crosby believes that a surge in aggregate savings flows is 

unlikely.  

• The deficiency of mortgage finance will persist until 2010 as more than half of existing 

mortgage-backed borrowings need to be repaid over the next three years.    

• Crosby is evaluating the full range of options identified for stimulating the supply of 

mortgage finance. One of the best ways of achieving this would be through the return of 

significant new issuance of mortgage-backed securities, although Crosby does not 

foresee a return to the issuance rates seen in 2006 and 2007.  

• There is a need for greater transparency and standardisation in the UK mortgage-backed 

securities market. However, Crosby argues that these alone will not be sufficient to 

increase the demand of mortgage-back securities. Banks and trade associations are 

investigating ideas to stimulate demand and Crosby will continue to engage with these 

institutions in this work. 

• The possibility of the Government guaranteeing, on commercial terms, the principal and 

yield of high-grade tranches of mortgage-backed securities is being considered, taking 

into account the Government’s objective of financial stability and long term economic 

interests. However, the creation of a US-style agency is not the best solution to the 

current problems.  

• Crosby stresses that he may recommend that the Government does not intervene in the 

market, as this could exacerbate and add to the current problems.   



5 | C i c e r o  C o n s u l t i n g  

 

Implications of Closed Securitisation Markets  
The closure of securitisation markets signifies a higher cost of funding for UK lenders due to the 

need to refinance existing mortgage-backed securities and the necessity of sourcing alternative 

sources of funding for future lending. Consumers are faced with a higher cost of borrowing and 

difficulties in accessing the mortgage market. 

 

Implications for mortgage lenders 

The supply of UK mortgages is affected from both a capital and a liquidity perspective – funding 

for new mortgage lending is also restricted due to the competition for funds as existing MBS 

mature and require refinancing.  

It is estimated that £40bn worth of RMBS and covered bonds will mature each year between 

2008 and 2010 – this is equivalent to approximately 5% of UK banks’ interbank liabilities at the 

end of 2007.  

Due to refinancing pressure, the closure of the securitisation markets risks impeding possible 

growth in future lending. Alternative sources of funding (such as interbank funding and covered 

bonds) are also affected by the closure of the securitisation markets. These usually have a 

shorter duration than RMBS making them less attractive to banks which are disinclined to 

expose themselves to greater funding risks. 

Consumer deposits are the main alternative source of finance for new mortgage lending and 

they represent the major source of finance of the UK’s ten largest mortgage lenders. It is 

unlikely that individual banks can increase capacity by utilising overseas deposits to finance 

domestic mortgages or by switching away from corporate lending to a significant extent.   

It is uncertain whether more attractive interest rates for UK savers is going to significantly 

accelerate the amount of aggregate UK consumer deposits or whether it will simply increase 

competition for current deposits.  
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All alternative sources of funding are more costly than maturing RMBS themselves. In addition, 

the short-term pressure on balance sheets is also increased due to the higher proportion of 

fixed and tracker-rate mortgages offered in recent years.  

A greater concentration in the mortgage market is occurring as lenders dependent on the RMBS 

market have had narrower and less diversified bases, making it harder for them to offset their 

increased costs elsewhere. As a result, some of these institutions have ceased all new lending.   

As of May 2008 net lending secured on residential property was at £31bn. This is significantly 

lower than in previous years and Crosby argues it is unlikely to increase significantly over the 

rest of the year. 

 

 Implications for mortgage borrowers 

The closure of securitisation markets does not directly affect mortgage borrowers. However, if 

alternative sources of funding are not accessible to the lenders, the price and availability of 

mortgages to borrowers will be adversely affected. 

Demand, especially among first time buyers, is weakening due to higher levels of inflation and 

general economic uncertainty.  

It is difficult to determine the degree to which demand or supply factors will dominate. 

However, clear implications for price and access have been identified: 

• Some mortgage rates have risen substantially; 

• The number of mortgage products has reduced; 

• Choice has been constrained in the specialist mortgage sector; 

• Consumer choice is being impeded due to the challenging environment faced by 

mortgage brokers and intermediaries; 

• The rising number of repossessions has been partly due to difficulties in refinancing 

existing mortgages. 
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Despite the current market problems, the long term factors that underpin the housing market 

remain relatively strong. Interest rates are falling, employment is strong and the number of 

households is growing. All of these factors may support house prices in the long term.  
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Options and Proposals  
The interim analysis notes that investors, for a wide variety of reasons, are conserving funds 

rather than investing in mortgage-backed securities.  Against a backdrop of considerable 

thinking and joint work underway at an international level on how best to respond to current 

problems, the interim analysis brings together stakeholders proposals on a range of ideas 

aimed at facilitating the recovery process in these markets, including informational barriers and 

the lack of transparency and standardisation.  The authorities may also have a role to play in 

coordinating and supporting industry action to address these issues. 

 

International Work and Recommendations 

The interim analysis makes particular reference to work being undertaken in the G7, EU and the 

US.   

G7 Finance Ministers 

In 2007, G7 Ministers asked the Financial Stability Forum (FSF) to analyse the underlying causes 

of recent market turbulence and propose appropriate recommendations.  The FSF’s report 

Enhancing Market and Institutional Resilience, proposed action in the following areas:   

• Strengthening prudential oversight of capital, liquidity and risk management;  

• Enhancing transparency and valuation;  

• Changes in the role and uses of credit ratings;  

• Strengthening the authorities’ responsiveness to risks; and  

• Robust arrangements for dealing with stress in the financial system. 

 

The interim analysis notes that the concerns of the FSF report are aimed at addressing concerns 

about the operation of the securitisation markets, with three of the 67 recommendations 

relating to enhancements in financial reporting, which are being taken forward by the 

International Accounting Standards Board.  These include accounting and disclosure standards 
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of off-balance sheet vehicles, fair value in illiquid markets, and disclosure about methodologies 

and valuations. 

Europe 

The European Commission has set out a programme of work at EU level on the recent market 

disruption, including a package of changes to the Capital Requirements Directive.  As part of 

this, the Commission published consultations in April and June that included proposals to align 

the incentives of lenders with those of investors and reduce credit risk transfer.  The 

Commission’s most recent proposal has been to restrict the purchase by EU-regulated banks of 

risk transfer products where the originator or distributor did not themselves retain a net 

exposure of at least 10 per cent.  The Commission is due to make its final proposal towards the 

end of September.  The interim analysis states that given the far-reaching consequences for EU 

markets of the suggested change, it is critical that any such proposal is to be supported by a full 

and rigorous assessment of the longer-term costs and benefits to the markets. 

US 

The US President’s Working Group on Financial Markets reported in March 2008 with 

recommendations targeting improved market transparency and disclosure, better risk 

awareness and management, and stronger oversight.  The President’s Working Group will issue 

a progress statement on how far these recommendations have been implemented, and 

whether further steps are advisable, in the fourth quarter of 2008.   

In April of this year the Counterparty Risk Management Group III (CPRMG III) was launched.  

The group will examine risk management practices, the risks associated with complex financial 

instruments, the accounting rules determining whether certain classes of activity are on or off 

balance sheet and the financial infrastructure supporting over-the-counter derivatives and, in 

particular, credit default swaps. 
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UK Government objectives 

The interim analysis states that any intervention should not be directed simply at seeking a 

return to previous market structures or levels of activity. It warns that there should be no 

reduction in the incentives on market participation to behave responsibly.  The Government 

should also take into account the implications of the current period of financial market 

turbulence for its wider objectives, including promoting stability in financial services markets, 

delivering affordable housing, and ensuring economic growth and prosperity. 

 

Industry proposals 

Out of the proposals put forward by market participants and other stakeholders, there had 

been no consensus as to any single step (or set of steps) that would resolve the current 

difficulties, but emphasis was put on primary market issuance. 

The interim analysis states that improved information to investors, simplicity and 

standardisation may help establish more liquid markets, and help investors to undertake due 

diligence as well as encouraging a better alignment of incentives between issuers and investors.  

Referencing proposals on transparency published by a group of European trade associations, 

the interim analysis welcomed their aims which included:  

• Improved transparency and disclosure by issuers;  

• Publication of periodic reports on European securitisation markets;  

• More standardised reporting of transactions (working also with the American 

Securitization Forum);  

• Standardised definitions, including for example “non-conforming RMBS”; and  

• The development of investor credit assessment and valuation principles. 

The interim analysis further enhances the issue of transparency by demonstrating how its 

initiatives echoed those of other global approaches to transparency and standardisation. 
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Industry-led initiatives 

The interim analysis states that common standards and definitions to be agreed by industry 

could facilitate the development of a “gold standard” for securities, with consistency of 

approach across national borders being clearly desirable to extend the appeal of mortgage-

backed securities and strengthen the market. 

Improving the financial infrastructure for mortgage-backed bonds with a view to enhancing 

liquidity, could be aided by market-led reforms such as moving from over-the-counter products 

to exchange trading.  However, in isolation they are unlikely to affect change too quickly.   

 

The Tripartite Authorities 

The interim analysis sets out how the Tripartite Authorities could have a role to play in 

coordinating cross-industry work, but that any action by authorities does not reduce the need 

for industry to re-capitalise and deliver necessary market reforms. 

 

Bank of England 

Stakeholders recommended that the Bank of England extend its Special Liquidity Scheme to 

provide liquidity to eligible institutions in exchange for new issues of RMBS and covered bonds, 

with an aim to encourage new issuance and subsequently more mortgage lending. 

Crosby questions whether this sort of approach would help or prolong the transition to better 

functioning markets in the long term.  The authorities would have to consider the extent of 

exposure to significant fiscal and legal risks, and the consistency of approach with the Bank of 

England’s objectives for central banking facilities, which relate to the management of 

commercial banking liquidity and the achievement of the inflation target. 
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The FSA 

The interim analysis does not make recommendations for the FSA but instead encourages the 

FSA, through its role as regulator and its representation on the Financial Stability Forum, to 

work collaboratively with other overseas supervisory authorities.  The interim analysis also 

makes reference to the FSA’s planned follow-up consultation from their 2007 discussion paper 

on liquidity requirements for banks that this consultation will consider data-based 

requirements which should usefully complement proposals on the sound risk management of 

liquidity. 

 

A Government guarantee 

Another proposition from stakeholders is for a temporary Government guarantee (on 

commercial terms) on the principle and interest on high quality mortgage-backed securities.  

The interim analysis states that the Government would need to consider the fiscal, debt 

management and legal implications, and the extent to which a transfer of risk to the 

Government might distort incentives and create moral hazard, rather than help investors and 

issuers price that risk more accurately. 

The interim analysis then makes reference to guarantee models using the example of Fannie 

Mae and Freddie Mac.  The interim analysis states that it would be unlikely than an implicit 

government guarantee on mortgage-backed securities would be an appropriate model for the 

UK to adopt. 

 

Next Steps 

Sir James will continue to work with interested parties over the summer drawing on the ideas 

summarised and taking into account their effectiveness and value for money in both the near 

and longer term, and will produce his recommendations as soon as possible thereafter.  The 

interim analysis also notes that should appropriate steps be identified which could facilitate the 
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market adjustment process and ameliorate the economic consequences, it would be desirable 

to move forwards with them as quickly as possible. 

The interim analysis concludes with a warning on the appropriateness of interventions which 

could distort the markets more and prolong the recovery process.  Although the persistence of 

current market conditions could have significant implications for the economy, the costs of 

action need to be set against those of inaction.  Any steps would need to be assessed according 

to the possible impacts on the markets, the extent to which they may help smooth the 

adjustment process, and their contribution to establishing more sustainable sources of 

mortgage funding in the longer term, taking into account the Government’s wider objectives on 

financial stability and fiscal sustainability. 

Crosby will produce his final report in the autumn which will be published as part of the Pre 

Budget Report. 


