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explanations.!3® The first possibility is that securitizers may have hedged most
of their retained risk leading up to the crisis, ultimately leading to net risk reten-
tion of less than 5%.13* Alternatively, it is conceivable that risk retention levels
leading up to the crisis were still too low to curb moral hazard, which makes
Dodd-Frank’s 5% much too low.!3 For the reasons below, retained risk should
be greater than the 20% market practice leading up to the Financial Crisis.

There is strong evidence that most securitizers hedged relatively little
against their retained risk.!3¢ Erel et al., found that bank holdings of MBSs lead-
ing up to the Financial Crisis were strongly correlated with a bank’s securitiza-
tion activity, and hence could be used to estimate the amount of risk retained di-
rectly from its own securitizations.!” Based on this correlation, Bubb &
Krishnamurthey discovered that financial institutions posted huge losses associ-
ated with mortgage-related assets, which led to the conclusion that large finan-
cial institutions hedged relatively little against their retained risk preceding the
Financial Crisis.!3 Only a few financial institutions, including Goldman Sachs,
hedged significantly.’? However, Erel et al., and Bubb & Krishnamurthey’s ev-
idence indicated most financial institutions retained significantly more than 5%
of the net risk associated with their MBS.140

The best explanation is often the simplest. The fact that moral hazard was
not curbed by higher levels of risk retention preceding the Financial Crisis likely
means that parties retained insufficient risk. The market still failed despite most
large financial institutions retaining about 20% of the net risk they securitized.!4!

133 Another possibility is simply that moral hazard was not implicated in the Financial Crisis.
Indeed, some scholars reject the moral hazard theory. See, e.g., Adam J. Levitin & Susan M.
Wachter, Explaining the Housing Bubble, 100 GEO. L.J. 1177 (2012); Bubb & Krishnamurthy, supra
note 9. However, the debate remains unsettled and is beyond the scope of this Comment. This
Comment will assume moral hazard played a significant role in the Financial Crisis, as Dodd—Frank
reflects.

134 See, e.g., id.

135 See Bubb & Krishnamurthy, supra note 9, at 1540.

136 See Bubb & Krishnamurthy, supra note 9, at 1583.

137 See Erel et al., supra note 132, at 42,

138 See Bubb & Krishnamurthy, supra note 9, at 1583. If financial institutions engaged in
more hedging, one would expect losses on mortgage-related assets to be smaller. See id. Thus, the
fact that losses to total MBS holdings were massive in the wake of the Financial Crisis means that
financial institutions hedged relatively little against their mortgage-related assets (which were pre-
dominately securitized by the financial institutions bearing the loss). Id.

139 Id. Goldman Sachs was the notable exception, which posted comparatively small losses re-
sulting from credit default swaps with AIG. See generally Sarah Ng & Carrick Mollenkamp, Gold-
man Fueled AIG Gambles, WALL ST. J., http://www.wsj.com/articles/SB1000142405274870420140
4574590453176996032 (last updated Dec. 12, 2009).

140 See Bubb & Krishnamurthy, supra note 9. See also Erel et al., supra note 132.
141 See Erel et al., supra note 121. At least, in the MBS market. Id.
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Assuming moral hazard is truly to blame, the only rational response is to impose
higher risk retention requirements on securitizers.!2 Dodd—Frank’s 5% Risk
Retention Requirement appears entirely trivial when compared to prevailing
market practices, which retain approximately 20% of the risk.'43

III. SoLUTION

In light of Dodd-Frank’s inadequacy and the Final Rule’s imprecise im-
plementation of Dodd—Frank, this Article articulates a more appropriate standard
geared toward reducing moral hazard within ABS CDO markets. First, the
Agencies should require risk retention based on True Risk!#* in order to surgical-
ly combat moral hazard. Likewise, True Risk requirements could be tailored
based on asset classes, recognizing the inherently different risk associated with
different assets. The current option to retain Vertical or Horizontal Slices af-
fords securitizers too much flexibility to reduce actual risk retained. Second, the
minimum True Risk retained should be more than pre-Financial Crisis industry
practices and should be net of hedged risk. Any hedged risk should be deducted
from the True Risk retained in order to more fully align the securitizers’ inter-
ests with those of investors. Otherwise, securitizers could reduce or eliminate
all retained risk, thereby making any risk retention requirement meaningless.!4>
Assuming reducing moral hazard is the goal, this is the only logical solution.

IV. CONCLUSION

ABS fill an important role in modern finance. However, asset securitiza-
tion—CDOs in particular—opens a Pandora’s Box of systemic concerns. Left
unchecked, CDOs can lead to catastrophic market failure, as evidenced by the
Financial Crisis. Such market failure, known as moral hazard, is inherently pre-
sent in the securitization process.

Recognizing the significance of the moral hazard problem, Congress in-
serted a risk retention requirement in Dodd-Frank. The Risk Retention Re-
quirement aims to reduce moral hazard by mandating that securitizers retain a
small amount of credit risk associated with their ABS. Unfortunately, Congress
and the Agencies failed to adequately address the moral hazard problem. The
Agencies’ Final Rule permits too much flexibility and allows securitizers to re-
tain significantly less True Risk than Dodd-Frank requires. Further, Dodd—

142 See generally id. (discussing moral hazard and its implications).
143 14,
144 See supra Part 1I(A) and accompanying text.

145 See 15 U.S.C. § 780-11 (2012). It is important to note that Dodd—Frank does restrict hedg-
ing, but the point is important enough to reiterate under the proposed rule. /d.
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Frank requires far too little nominal risk retention (5%), as evidenced by the Fi-
nancial Crisis, which witnessed risk retention levels of 20%—four times higher
than Dodd-Frank requires.

This Article’s solution addresses these deficiencies. First, any risk reten-
tion requirement should be based on True Risk. Second, securitizers should be
forced to retain more than 20% of the risk associated with their securitizations,
with limits on their ability to hedge against these risks. These changes would
reduce the risk of another financial crisis by constraining irresponsible securiti-
zation arising from moral hazard.



