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Mortgage Markets After the Sub-Prime Crisis

In this statement ANZSFRC discusses how policymakers should react to the recent
disruption in securitisation markets. The statement makes the following points

1. Despite its recent problems, ANZSFRC regards securitisation as a financial innovation
which is now embedded in banking and capital market practices.

2. ANZSFRC recommends that authorities in both Australia and NZ give further
consideration to the merits of allowing banks to issue covered bonds. Approval could be
subject to strict limits on the proportion of total liabilities in the form of covered bonds.
3. ANZSFRC believes the involvement of the public sector in securitisation is a topic
worthy of further exploration in the context of a broader investigation of mechanisms for
enhancing the stability and efficiency of capital markets.

4. ANZSFRC believes it would be desirable to evaluate the effectiveness of existing
regulation of investment advisors before replicating it for mortgage advice.

Background

The sub-prime crisis arose primarily from inappropriate credit practices in US mortgage
markets and their transmission into capital markets via securitisation and the
development of complex structured products. Neither Australia nor NZ appears to have
encountered similar problems. Nevertheless, securitisation markets in Australia have
been disrupted (even frozen) while many non-bank lenders in NZ (where securitisation is
nascent) have experienced difficulties and some have failed. In addition, the mortgage
broking industry in both countries has declined after growing substantially over the past
decade to account for approximately 1/3 of mortgage originations by 2007.

In this statement ANZSFRC discusses how policymakers should react to the recent
disruption in securitisation markets.

The Future for Securitisation

Securitisation converts loans or mortgages into capital market securities backed by pools
of such assets. In the 1990s, financial institutions began to bundle relatively illiquid
financial assets such as mortgages and sell them on capital markets for cash. This access
to liquidity enhanced the flexibility of bank asset management, including the ability to
take advantage of unexpected new lending opportunities. In effect, securitisation is an
alternative funding channel to intermediated bank finance, through which credit risks are
diversified within capital markets. Although the initial growth of securitisation partly
reflected regulatory arbitrage under the Basel I Accord - albeit often with residual risk
remaining on bank balance sheets or their securitisation vehicles - the increasing
importance of institutional investors such as pension funds will continue to underpin
demand for securitised capital market instruments, even in the presence of weaker Basel
II regulatory incentives.




Thus, despite its recent problems, ANZSFRC regards securitisation as a financial
innovation which is now embedded in banking and capital market practices.

Nevertheless, recent instability in capital markets poses a significant challenge to
securitisation, prompting discussions about whether the securitisation process should be
directly regulated. But securitisation per se is not the problem. Poor risk management,
reliance on third party analysis, and flawed mortgage origination practices are more
important sources of the recent turmoil.

Fluctuations occur in any financial market and excessive asset price volatility causes
concerns for market participants and policymakers. But the recent problems in the
secondary markets for securitized products have also led to the freezing of activity in
their primary markets. In particular, many mortgage originators relying on securitisation
have found their business models unworkable. The migration of mortgage business back
to bank balance sheets potentially restricts the supply of credit to SMEs. This experience
has prompted calls for intervention in securitisation markets.

The remainder of this statement considers three recent proposals for intervention in
securitisation markets.

Covered Bonds

Common securitisation practice in many European countries involves the use of covered
bonds, whereby a bank issues securities secured against a specific pool of assets, such as
mortgage loans, on the bank balance sheet. In Australia, APRA has rejected approaches
from the industry to permit covered bond issuance as being inconsistent with depositor
preference legislation. In New Zealand, the issue is under consideration by the RBNZ.

Such “on-balance sheet” securitisation may create better loan origination incentives given
the residual risk held by bank shareholders, a risk that arises because unmet obligations
to covered bond-holders rank behind those to depositors but above those of shareholders
in the event of failure. One consequence, however, is that using covered bonds may
increase the cost of equity capital for the bank, offsetting any apparent lower funding
cost. But, if Australian and NZ banks wish to use such a form of funding, there need to
be compelling grounds for prohibition.

The case for prohibition, which to date has been made on depositor protection grounds, is
less than compelling. Both off-balance sheet securitisation and the issuance of covered
bonds remove the mortgages involved from the asset pool against which depositors have
first claim, and thus have similar implications for depositor protection. Australian
depositor preference legislation may need to be amended to accommodate such a change,
but the planned introduction of the Financial Claims Scheme reduces the emphasis which
needs to be given to that feature of depositor protection.

ANZSFRC recommends that authorities in both Australia and NZ give further
consideration to the merits of allowing banks to issue covered bonds. Approval



could be subject to strict limits on the proportion of total liabilities in the form of
covered bonds.

Government-backed Securitisation

One suggested intervention intended to support securitisation is the creation of a
government-backed institution to supplement private demand for mortgage-backed
securities. This institution’s demand would backstop private market demand in the event
of a pronounced downturn as recently experienced. The institution would fund its
purchases by issuing its own debt instruments with an explicit government guarantee. An
advantage claimed for this approach in Australia is that it would supply a risk-free asset
for retail investors. However, there are more direct ways to fill this gap short of creating
another public institution which may itself be in no better position to assess and price
credit risk than the market, and whose activities may crowd out, and thus further harm,
the industry it was intended to support.

That said, the idea of backstopping demand for securitized assets is intuitively appealing
to some. Others point out, however, that this role is already fulfilled by central banks,
and that a new institution is therefore redundant. Indeed, both the RBA and the RBNZ
have intervened during the current sub-prime crisis. However, central bank intervention
relieves short-term liquidity constraints whereas the essence of the current sub-prime
crisis is the disappearance of credit. Buyers of ostensibly high-quality mortgage-backed
securities have simply disappeared.

ANZSFRC believes the involvement of the public sector in securitisation is a topic
worthy of further exploration in the context of a broader investigation of
mechanisms for enhancing the stability and efficiency of capital markets.

Regulation of Mortgage Advice

An immediate reaction to any problem in financial markets is to suggest an extension of
regulation and indeed the Australian Green Paper on Financial Services and Credit
Reform canvasses just this option with respect to mortgage advice. It has a point, because
unlike investment advice, advice on borrowing is largely unregulated, or rather self-
regulated, in both Australia and New Zealand.

However, before rushing ahead it is worth reflecting on three points. First, unlike the
United States, there is no evidence of widespread mis-selling or misrepresentation of the
client’s characteristics to the lender despite extensive use of mortgage brokers in both
countries. Second, no amount of regulation can compensate for financial illiteracy in the
face of increasingly complex financial products. Third, it is not at all clear how effective
the regulation of investment advisors has been in any country.

ANZSFRC believes it would be desirable to evaluate the effectiveness of existing
regulation of investment advisors before replicating it for mortgage advice.



