The Rating Agencies Were Not the Problem

By Arnold Kling

In their search for villains in the current financial crisis, some commentators blame the bond rating agencies, Moody’s and Standard & Poor’s.  Certainly, the ratings that the agencies originally gave to mortgage-related securities have not held up well.  However, the market can and does use other means to assess mortgage securities.  Moreover, the most significant troubled firms, such as Bear Stearns, Lehman, Fannie Mae, Freddie Mac, and AIG Insurance, have their own internal tools for assessing mortgage credit risk.  Faulty agency ratings played no role whatsoever in the downfall of those firms.  
To understand what happened, we have to review the basics of mortgage securities.  Where does a mortgage security come from?  It starts when you borrow money to buy a home.  An originator, which could be anything from a small storefront operation to a large national bank, lends you the money and then sells the loan to an intermediary, such as Freddie Mac or Fannie Mae.  Freddie Mac pools your loan with other loans into a security.  This security might be sold to another investor, such as a pension fund.  As you make your monthly mortgage payments, the money gets passed from the originator to Freddie Mac to the pension fund.  
This process substitutes trust for transparency.  The pension fund knows nothing about you or your house, but it trusts Freddie Mac.  If you default, then Freddie Mac will pull your loan out of the pool and pay the outstanding balance in full to the pension fund.  Freddie Mac will take a loss, but the pension fund will not.

In recent years, Wall Street firms issued mortgage-backed securities, which are known as private mortgage securities.  However, unlike Freddie Mac or Fannie Mae, the issuers of private mortgage securities could not offer credible guarantees.  Instead, they split the proceeds of the mortgage pools into what are called tranches.  Some of the tranches go to investors who bear almost none of the risk of mortgage defaults.  Remaining tranches go to investors who bear a relatively high proportion of the risk.  The rating agencies bless the lower-risk securities with “AAA” ratings, and they give lower ratings to high-risk securities.  

Although they are graded on the same scale, there is no way to make a rating on a mortgage-backed security comparable to a rating on a corporate bond.  The risks of most corporations, at least as long as their accounting statements are reasonably honest, are reasonably stable.  The mortgage market, especially as it developed over recent years, is highly unstable.
The main source of instability is the trend toward low-down-payment mortgages.  More than two decades ago, Chet Foster and Bob Van Order, two economists who worked at the Federal Housing Administration and later joined Freddie Mac, showed how mortgage defaults were related inversely to borrower’s equity.  When the value of the home is higher than the outstanding balance on the loan, even a troubled borrower will avoid default, selling the house if necessary.  Only when the value of the house falls below the value of the loan will the borrower contemplate default.

When the down payment is low, only a small drop in home prices wipes out the borrower’s equity.  Moreover, when low-down-payment mortgages became widespread, the entire housing market became unstable.  Such mortgages raise demand when prices are rising and do the opposite when prices are falling.  That is what Freddie Mac’s former Chief Risk Officer meant when he warned the CEO that such loans were, among other things, “bad for the country.”  (www.nytimes.com/2008/08/05/business/05freddie.html)

In an unstable housing market, mortgage security ratings were meaningless.  A security that was rated “AAA” while house prices were rising turned into a junk bond as soon as house prices started falling.

However, investors in mortgage-backed securities did not have to rely on the rating agencies.  Investors who wanted safe mortgage-backed securities purchased insurance against default risk.  Sellers of this default risk insurance, such as AIG, thus bore the brunt of the crisis.  Moreover, investors used the price of this insurance, rather than the rating agency grades, to measure the risk of the securities.
In my view, there is nothing that can be done at rating agencies to fix the problem in mortgage markets.  What we need the most is a return to the standard of 20 percent down payments.  When too many borrowers are putting down too little money, there is no way for the housing market to be stable or for mortgage securitization to work reliably.
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