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completely hedge and diversify one’s credit risk, relying only on underlying bonds would be insufficient. He
also discusses the oft-repeated but mistaken notion of CDSs as insurance. While they do in part act much like
an insurance arrangement, they also possess a “dynamic life between execution and termination, and

therefore, have more in common with forward contracts than insurance.” He also addresses the externality
argument surrounding regulation of derivatives, and submits that CDSs, much more than imposing a
negative externality which denotes market failure, may actually provide a positive externality from which
market participants benefit from.

While ongoing discussion of regulatory structure is merited and much needed, Congress and the
Administration continue to debate reform along lines of a static financial structure with fixed and well-
defined instruments. In many cases, in my own interactions with policymakers, even existing and well-
established financial instruments are poorly understood. How then can policy be made which protects
innovation while protecting from undue and unforeseen risks? The authors in this issue of Lombard Street
give us a more nuanced view of certain instruments and offer an alternative future contrary to the dominant
view that mortgage finance will look much the same as it has, and credit default swaps only offer high-stakes
betting on the failure of companies.
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Should Mortgages be Securitized?

Arnold Klingt

Like Humpty-Dumpty, mortgage securitization has taken a big fall. There is a widespread presumption that
government policy, if not all the king's horses and all the king's men, should be aimed at putting
securitization together again. The purpose of this essay is to question that presumption.

The first section of this paper will describe how securitization worked at Freddie Mac in the late 1980s, when
| worked there. This will allow me to introduce and explain the concepts of interest rate risk and credit risk
in mortgage finance.

The second section of this paper will describe developments in the mortgage industry from the mid-1980s
through the 1990s, when Freddie Mac and Fannie Mae took on more interest rate risk. The third section
looks at what evolved over the past ten years, when the process for allocating and managing credit risk

I”

changed, with “private-label” securitization and the growth of subprime mortgages.

The fourth section of this paper describes various options for reviving mortgage securitization. The final
section steps back and looks at interest rate risk and credit risk from a public policy standpoint. Government
policy influences the allocation of credit risk and interest rate risk in capital markets. What are the social
costs and benefits of various allocations? | suggest that policymakers might consider reverting to the
housing finance system that preceded the emergence of securitization, in which depository institutions were
responsible for managing both credit risk and interest rate risk for mortgages.

Freddie Mac around 1989

| joined Freddie Mac as an economist in December 1986. About eighteen months later, | was promoted to
Director of Pricing/Cost Analysis, under the Vice-President for Financial Research. My job was to oversee the
models used to manage interest rate risk and credit risk.

" Arnold Kling is an economist and member of the Financial Markets Working Group of the Mercatus Center at George Mason
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- Lombard Street

At the time, my primary focus was credit risk. Freddie Mac bundled loans into securities, and then it sold the

securities. If a mortgage loan defaulted, Freddie Mac would pay the entire unpaid balance on that loan to
the security holder and then try to recover as much as it could from foreclosure proceedings on the
property. Thus, Freddie Mac insulated security holders from the credit risk. This was known as the
guarantee business, because Freddie Mac would guarantee that investors in its mortgage securities would
not have to worry about individual mortgage defaults.

A change in market interest rates could affect the value of the cash flows due to the investor in a mortgage.
Because Freddie Mac packed nearly all of the mortgages it guaranteed into pass-through securities, Freddie
Mac in the late 1980s had very little interest-rate risk. The interest-rate risk was borne by the investors who
bought Freddie-Mac securities and relied on the cash flows that were passed through. Note that at that
time there was a difference between Freddie Mac and Fannie Mae. Fannie Mae had traditionally financed
most of its mortgage purchases with its own debt, rather than with pass-through securities. Thus, Fannie
Mae had taken on interest-rate risk.

Interest-rate risk arises because the typical mortgage in the United States is a thirty-year fixed-rate mortgage
with a prepayment option. This means that the firm receiving the cash flows of the mortgage (call this the
mortgage holder) faces a difficult problem in matching funding with the cash flows from the mortgage.

Suppose that the interest rate on the mortgage is 8%, and suppose that the mortgage holder finances its
position by issuing a five-year bond at 7%. If interest rates remain unchanged, then after five years the
holder can issue another five-year bond at 7%. If this environment persists for thirty years, then the holder
clearly makes a profit.

However, suppose that after two years, market interest rates drop by two percentage points. The borrower
takes advantage of this to obtain a new mortgage at 6%, using the proceeds from this refinance to pay off
the original mortgage. The holder is still stuck with having to pay interest on the five-year bond for three
more years at 7%. However, the holder cannot find investments that yield more than 6 percent, so the
holder takes a loss. This is known as prepayment risk, or the cost of the prepayment option.

On the other hand, suppose that after two years market interest rates rise by two percentage points and
that this rise is permanent. Now, the mortgage borrower will try to retain the loan as long as possible, while
the mortgage holder's financing will run out after five years. At the end of the fifth year, the holder is going
to have to obtain new funding, which will cost 9%, so that the holder is going to be suffering a loss. This
might be called duration risk, because the cash flows from the mortgage have a longer duration (the last
payment will not be received until thirty years from the date of origination) than the holder's liability (a five-
year bond in our example).
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When | joined Freddie Mac, its major competitors had recently been stung by duration risk. In the late 1960s

and early 1970s, mortgage interest rates were around 6%. By the early 1980s, market interest rates had
more than doubled. Fannie Mae, which at that time relied on medium-term debt to finance its mortgage
holdings, was losing $1 million a day in 1982. More importantly the savings and loan industry, which
financed its mortgage holdings with short-term deposits, was bankrupt.

Thus, by the early 1980s, the approach of funding mortgages with short-term deposits was discredited.
Securitization, which allowed the interest-rate risk to be transferred to institutions such as pension funds
and insurance companies, seemed to be a superior financing method.

The big challenge with securitization was managing credit risk. This required pricing policies, capital policies,
and risk management policies.

For pricing, we wanted to price mortgages according to risk. We specified a probability distribution for
house prices, and we assumed that losses from mortgage defaults would take place when individual house
prices fell below the outstanding mortgage balance. Because of this, the guarantee fee charged on a loan
that was for 80% of the purchase price would be higher than the fee charged on a loan that was for 60% of
the purchase price.

Our capital policy was tied to something that we called “the Moody's scenario,” since it was suggested to us
by that credit rating agency, based on what happened in the Great Depression. Under this scenario, the
average house price would fall by 10% per year for four years, and then remain flat thereafter. Although this
was the average price path under the Moody's scenario, we simulated a distribution of house prices, in
which some fell by more and some fell by less. We then measured the total losses under this scenario, and
we assumed that we would need enough capital to cover those losses. The cost of this capital was then
priced into the guarantee fee. This capital charge did even more to penalize the relatively high-risk loans,
such as loans backed by rental properties or loans with a high loan-to-value ratio.

Pricing for risk is fine, assuming that the loan origination process is standardized. However, because loan
origination was not under the control of Freddie Mac, we faced principal-agent problems. The incentive of
the originators was to aim for volume, regardless of quality. To appreciate the challenge that we faced,
consider that we might encounter a shady mortgage originator, whose intent is to create fraudulent
mortgages and then abscond with the origination fees—or even the entire proceeds of the loan. Freddie
Mac might revoke the eligibility of the shady operator, only to find that the operator moves to another
location and does business under a different name.

To manage this principal-agent problem, Freddie Mac had a number of devices (and Fannie Mae had very
similar measures):






