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A Clarification on Risk Retention

BY CRISTIAN DERITIS AND MARK ZANDI

n our previous comment on the Dodd-Frank risk retention rules for asset-backed securities, we argued that

while the proposed rules were well-intentioned, as written they would probably fall well short of their goal of

restoring confidence in securitization. Even this less than ringing endorsement was based on the assumption
that those parts of the proposed rules that were unclear and open to significant interpretation would be revised to
conform with standard industry practices and nomenclature. However, more recent comments from some regula-
tors suggest that this may not occur, and that regulators will instead hold to a strict reading of the proposed rules.
This is most important with regard to the premium capture provisions of the risk retention rules. In this note, we
review our previous analysis and quantify the consequences for mortgage rates of a stricter interpretation of the

premium capture provisions.

Risk retention and securitization

Securitization, or the pooling of consumer
and business loans into financial instruments
that can be traded in secondary markets, ex-
panded the availability of credit and became
a cornerstone of the global credit market
over the past few decades. The system broke
down for residential mortgages, however,
during the euphoria of the housing bubble.
Investors in mortgage-backed securities grew
attached to the returns they received rela-
tive to Treasuries or other bonds and came to
believe there was little or no risk in mortgage
lending. This increased demand and encour-
aged lenders to originate millions of loans
that could only be repaid in an environment
of rising housing prices. Once prices started
to drop, such loans failed and the financial
system froze up. The government'’s bailout
headed off an apocalyptic decline and a
second Great Depression, although a severe
credit crunch ensued.

The financial system has since recovered
to a large degree, although private securi-
tization for residential mortgages remains
dormant. Both issuers and investors are

extremely wary of new securities given the
uncertainty around legal liability and gov-
ernment regulation. Without resolution to
these issues, private securities markets will
not revive and the government will need
to continue to prop up the market through
Fannie Mae, Freddie Mac and the FHA. Fix-
ing the private securitization system is vital
to reducing the government's role in the
mortgage market.

The most fundamental problem with
residential mortgage securitization involved
misaligned incentives. Those who originated
and packaged loans into securities were
motivated to produce as many as possible;
as long as investors kept buying without
questioning the quality of the underlying
loans, issuers kept originating, moving fur-
ther down the credit spectrum. Investors
felt comfortable with their RMBS purchases
given spectacular returns from 2001 to
2004 and the assurance of rating agencies
that the structure of the securities offered
adequate protection against losses.

Risk retention is an effort to address
this incentive problem. Under the new
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rules, securitizers will be required to keep
an ownership stake of at least 5% in the
securities they create. The Dodd-Frank fi-
nancial reform legislation laid out the rule
in general but ordered regulators to provide
details. Various federal agencies, including
the Treasury, Federal Reserve, Federal Hous-
ing Finance Agency, and the Federal Deposit
Insurance Corp. proposed specific risk re-
tention rules in April and requested public
comment by the start of August’. Given
the length and complexity of the proposed
rules and the large volume of comments re-
ceived, it will likely take regulators at least
several months to review and revise their
risk retention proposal.

The idea behind risk retention is intuitive:
If securitizers own a stake in the securities
they produce, they will produce better se-
curities. Investors will thus have more con-
fidence and be willing to purchase them as
they did before the crisis. Stronger investor
demand will drive a rebirth of securitization.

1 For more on risk retention with regard to residential mort-
gage securities, see our companion piece, "The Skinny on


http://www.economy.com/mark-zandi/documents/QRM_030911.pdf
http://www.economy.com/mark-zandi/documents/QRM_030911.pdf
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Premium capture

A major problem for regulators is how
to keep securitizers from dodging the risk
retention rules. Regulators are particularly
concerned that securitizers will compensate
for the rules’ extra costs by raising fees,
rather than by improving their underwrit-
ing. To avoid this problem, regulators have
proposed a so-called “premium capture”
rule. Unfortunately, the rule is less likely to
accomplish its goal than it is to increase bor-
rowing costs and restrict mortgage credit.

Securitizers charge borrowers a rate higher
than they pay to the investors who purchase
mortgage-backed securities.? In addition to
covering the costs of originating and servicing
the mortgages, this spread helps cover the
securitizers' costs, provides them a return, and
builds a reserve against future loan defaults.
While the spread is collected over the life of
the loans, securitizers historically have been
able to collect the full discounted stream of in-
come up front, by selling an interest-only bond
backed by the spread. The premium capture
rule will effectively end this practice by making
it prohibitively expensive. Securitizers would
have to wait until the loans backing the bond
had been exhausted and all proceeds paid to
bondholders before collecting their fees from
whatever cash remained. Mortgages typically
either pay off or fail within 10 years of their
origination, but theoretically, it could take
much longer, especially for loans originated
with very low interest rates.

In our original analysis, we assumed that
regulators would allow originators to be
compensated for their costs®. That is, origina-
tors could charge and collect a reasonable

2 This is a form of credit enhancement and is more common
on securitizations backed by riskier subprime, alt-A and sec-
ond-lien mortgage loans. Because of their greater risk, some
securitizations build in excess spread by requiring that the
weighted average interest rate on the underlying mortgage
loans be greater than the weighted average coupon rate for
the tranches in the security. If there are credit losses from
any of the loans within any given month, this excess spread
is applied against them; otherwise, the holder of the equity
or residual portion of the security collects this income.

We note that while a securitizer can manifest itself some-
times as a broker/dealer issuer looking to be compensated
for bond underwriting, it is more often the case that the
securitizer would be an originator and issuer (especially in
today's environment). In light of this, we treat originators
and securitizers as a single entity for ease of exposition. Our
argument still applies to the case where the two entities

are distinct as originators have typically been paid for their
underwriting services up front.

w

fee up front to cover their origination and
securitization expenses including credit risk,
but anything over this amount would be
locked away in a premium capture account.
However, the rule as written does not state
this clearly. In fact, a strict reading of the rule
suggests that originators would have to place
all proceeds above the par value of the bond
into the premium capture account—meaning
they would have to wait a number of years
to recover even a portion of their costs.

Under this scenario, issuers would have
to charge substantially higher interest rates
to compensate them for the delay in receiv-
ing payment. In addition, they would run the
risk of receiving smaller or no payment, as
their proceeds would be applied to any loan
losses before bond investors lost principal.
This significantly changes the originators’
business model: Instead of being paid for
underwriting services, they would become
junior debt investors.

An even greater issue with a strict inter-
pretation of the rule is that it would impede
originators’ ability to be compensated for
the credit risk of their mortgages and to in-
stitute risk-based pricing. For example, sup-
pose a mortgage lender wants to originate
1,000 loans with a balance of $200,000
each. Pooling these together would create a
bond with a face value of $200 million.

Based on idiosyncratic risks such as the
death, divorce or sudden unemployment
of a borrower, there is a chance that some
loans will not be paid in full, resulting in a
loss to the owners of the mortgages. Bearing
this in mind, an investor in this pool would
not be willing to pay the full face value of
the mortgages but something less, say $190
million, assuming a 5% discount.

Knowing this is the case, the originator
will need to charge borrowers a higher in-
terest rate to compensate for this shortfall
between the face value of the mortgages
and the market value to an investor. If he
charges borrowers a 5% fee up front, he will
cover the balance (i.e. 5% of $200 million
plus $190 million).

At the individual loan level, a 5% up-
front fee translates into $10,000, a nontrivi-
al amount of money for the vast majority of
mortgage borrowers. Rather than requiring
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the fee up front, an originator would tradi-
tionally be willing to finance this amount
by rolling it into the interest rate. Assum-
ing the loans would typically last for four
years, a 5% up-front fee would be roughly
equivalent to an additional 1.25 percentage
points on the mortgage rate. Note that, for
the purpose of this simple example, we are
assuming that the operational costs involved
with processing mortgage applications are
covered separately by the borrower. If they
are financed, such as in the case of a “no-
cost” refinancing, then these fees would also
be subject to the premium capture rule.
Based on the par or face value of the
mortgages, it would appear that investors are
receiving a higher return on their investment
than they could receive elsewhere. In this
specific example, investors would be willing
to pay up to 1.05 times the par value. And
under the premium capture rule, these 5 per-
centage points of premium would have to be
locked away in a premium capture account.
The problem here is the fundamental
disconnect between a bond’s face value and
its economic value once credit risks are taken
into account®. As a result of the way the pre-
mium capture rule is stated, the mortgage
rate impact to borrowers would be signifi-
cant—on the order of an increase of 1to 4
percentage points depending on the param-
eters of the mortgages being originated and
the discount rates applied®. Furthermore, the
rule may also create incentives not to origi-
nate as many 30-year fixed-rate mortgage
loans. Securitizers who traditionally fund
themselves with shorter-term liabilities may

4 This is not unlike the difference between coupon and yield
in the pricing of sovereign debt. For example, currently an
Australian 10-year bond with a stated coupon of 5.75%
trades at 110. This means investors are willing to pay $1,100
today for a bond that will pay $57.50 every year plus $1,000
10 years from now. Given the $100 premium being paid for
this $1,000 bond today, the effective yield to the investor
is 4.43%. In some sense, the stated coupon is irrelevant to
the investor's decision—what he really cares about is how
much his investment will return over time. Similarly with
mortgage bonds, the face value is not particularly meaning-
ful. What matters is how many borrowers will end up paying
their loans and returning principal and interest.

(O]

Note that in our example we made several simplifying as-
sumptions for presentation purposes. A complete cash flow
analysis would be required to derive the rate impact with
precision and would require detailed information regard-
ing the collateral, discount factors, yield curve, etc. Our
fundamental conclusion is that a strict interpretation of the
premium capture rule could increase borrowing costs by
percentage points, not basis points.
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not be able to effectively match the fees they
will earn over a longer period of time given
the impact of premium capture.

In order to avoid the premium capture
rule, loan originators could end up shifting
from capitalizing origination costs in higher
interest rates to charging borrowers higher
up-front fees at the time of origination. In
theory, it is even conceivable that origina-
tors could charge enough in fees to avoid the
costs of risk retention altogether. Mortgage
rates would be higher, but securitizers would
have no additional skin in the game.

However, the Federal Reserve is currently
in the process of determining the set of
product features for “qualified mortgages”
that lenders could originate without risk of
legal liability if borrowers should default.
Under the Dodd-Frank Act, lenders could
charge no more than 3% of the borrowed
loan amount in points and fees in order to
be a QM. As a result, the premium capture
rule has the potential to significantly restrict
the amount of credit available for borrowers
without qualified residential mortgages.

Perhaps this is exactly what regulators
had intended. If so, the premium capture
rule is a very inefficient tool for reaching
this objective. Having now made a proposal,
policymakers must now consider the full
ramifications of the rule before finalizing

it. Not only would it limit the number of
households that could borrow to purchase
homes, but it would also limit the ability of
borrowers to take advantage of refinancing
opportunities. This impact could be mean-
ingful, as historically most refinancing has
been done without borrowers paying points
or up-front fees

Despite the complications and second-
ary effects of the proposal, it could still
represent a reasonable compromise if it
guaranteed an end to the abuses it seeks
to address. However, it is not clear that the
premium capture rule is necessary—or even
able—to stop the kind of risk retention-
dodging regulators are focused on. Given
the massive losses suffered by investors in
the interest-only bonds sold by securitizers
during the housing bubble, future investors
will be extremely cautious and will require
significant assurance that bonds are ap-
propriately priced for the risks they involve.
It is very unlikely securitizers will be able
to dispose of their risk exposure without
paying for it appropriately. Now that it is
common knowledge that weak underwrit-
ing is a risk and house prices can actually
fall, market forces will work well on their
own to limit bad securitizations. Consumer
protections regulating mortgage types and
features would far more effectively limit
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the number of fraudulent and unsustain-
able loans.

The premium capture rule is well-inten-
tioned; there should be limits in place to
insure that issuers do not deviate radically
from market norms. Yet the consequences
of the rule as written could significantly
impede the return of private securitiza-
tion markets and permanently cement the
government's role in housing finance. In
addition, the rule could create unintended
consequences by encouraging securitizers to
find creative ways around it. Altering the se-
curitization structure or increasing up-front
fees are two obvious outcomes, but there
are likely to be others that neither regulators
nor analysts have thought of.

Policymakers need to either clarify all
of the minutiae embedded in the premium
capture rule to insure that loan originators
are fully compensated or eliminate the rule
altogether. Given the complexities involved
with implementing the rule and determining
a fair market price for origination and securi-
tization, the latter option may be preferable.
Increasing checks and balances with greater
up-front due diligence and stronger recourse
provisions will be much easier to implement
and far more effective in ensuring the quality
of mortgages that are originated and placed
into securities.
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