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The tradeoff between risk-sharing
and incentives

Basic economic principle:

skin-in-the game to create incentives for
performance

Subprime crisis has largely been caused
by the failure to apply this principle at
multiple levels of the /oan chain
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Securitization and the /oan-chain

Loan
Servicer

Origination
Of
Loan

Originating
Bank

Hedge
v Fund
Conduﬂ,v E§E§iger Bond
1% ofl
Insurer

~
~

Underwriter AB Commercial
Paper

Final Investor

February 6 2008 IPD Meeting on the Subprime Crisis, Financial Regulation, and Hedge Funds 3




The weak links In the /oan-chain

_oan origination > breakdown of screening
_oan servicing > breakdown of renegotiation

Rating Agencies > confiict of interest,
pressure towards rating inflation, misuse of
credit risk moadels

Credit Enhancement by originator -

requlatory arbitrage (FASB 140, voluntary
clean-ups)
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The weak links in the /oan-chain 2

Credit Enhancement by Hedge Funds -
stealth hedging of toxic waste risk, mispricing
of CDSs?

Credit Enhancement by Bond Insurers -

critical role of ratings agencies
Underwriters = confiicts of interest

SIVs and Asset-backed Commercial Paper -
backdoor liquidity transformation outside the
banking safety net (no deposit insurance!)
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LoanPerformance Database

Panel A: Entire Sample

Number of Yo Low IMean

Loans Diocumentation Loan-To-Value
24,067 24.9%, 20.5
60,004 23.0% E1.5
104,847 19.2% H52.2
116,778 23.5% 52.3
136,483 26.0% 84.6
162,501 32.8% 856
318 866 38.9% B7.0
610,753 40.8% 86.6
793,725 43.4% H26.3
614,820 44.0%

Keys, Mukherjee, Seru and Vig (2008)
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Number of Loans (Low Documentation)

Keys, Mukherjee, Seru and Vig (2008)
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