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Abstract: This article examines how the complexities of
modern investment securities and the assets underlying
them can trigger a breakdown of financial markets and
also analyzes what should be done to mitigate the
potential for market failure. Because these complexities
are characteristic of complexities in nonlinear
engineering systems, the article’s analysis draws on the
literature analyzing these systems.
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In a separate article, I examined financial-market anomalies and obvious market
protections that failed, seeking insight into the subprime mortgage crisis.” The crisis, I
argued, can be attributed in large part to three causes: conflicts, complacency, and
complexity.! This article focuses on the third cause, complexity, initially reviewing its
involvement in the subprime mortgage crisis and then applying lessons learned from
complexity in engineering to go beyond that crisis to more generally examine the effect
of complexity on financial markets and investments.

Complexity “didn’t arise for complexity’s sake, nor from a desire to obfuscate.””
Rather, it arose for two reasons: first, in response to “demand by investors for securities
that meet their investment criteria and their appetite for ever higher yields,”6 and second,
in order to facilitate the transfer and trading of risk to those who prefer to hold it,
promoting efficiency.’ For example, more complex securities can offer investors the
opportunity to gain exposure to new asset types and markets—such as foreign currency,
commodities, or residential mortgages—in turn enabling them to earn higher returns and

more precisely hedge risk.® Complex securities issued by special-purpose vehicles and

3 Steven L. Schwarcz, Protecting Financial Markets: Lessons from the Subprime
Mortgage Meltdown, 93 MINN. L. REV. (forthcoming in issue no. 2, 2008-09).

* Running throughout these causes is a fourth cause, cupidity; but because greed is so
ingrained in human nature and so intertwined with the other causes, it adds little insight
to view it separately.

5 Peter Green & J eremy Jennings-Mares, Letter to the Editor, FIN. TIMES, July 4, 2008, at
14.

°Id.

7 Jennifer Bethel & Allan Ferrel, Policy Issues Raised by Structured Products,
BROOKINGS-NOMURA PAPERS ON FIN. SERVS. 7 (2007) (explaining that structured
products can promote efficiency in this way) (forthcoming). See also Steven L.
Schwarcz, The Alchemy of Asset Securitization, 1 STAN. J.L. BUS. & FIN. 133, 134 (1994)
(explaining that by separating a corporation’s liquid assets from its risks, it may obtain
lower cost financing than if it were to directly issue debt or equity).

8 Bethel & Ferrel, supra note 7, at 7.
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backed by pools of financial assets’ also enable firms to raise low-cost financing by
accessing the ultimate source of funds, the capital markets, without going through banks
or other financial intermediaries. ' Complexity thus can add efficiency and depth to

financial markets and investments.

Nonetheless, complexity also can impair markets and investments in at least three
interrelated ways. First, as the subprime crisis illustrated, the complexities of the assets
underlying investment securities, and of the means of originating those assets, can lead to
a failure of lending standards. Complexity in this sense derives from the complicated
nature of these assets and their means of origination."' Second, the complexities of the
investment securities themselves can lead to a failure of investing standards and
financial-market practices. Complexity in this sense derives not only from complication
but also from the difficulty of valuation. Senior securities, for instance, can carry higher
credit ratings, and can be valued above, the ratings and value of their underlying assets.'

Securities that pool together multiple classes of assets might also comprise a “complex

? The term “financial assets” includes any type of asset, such as accounts receivable,
rental payments, franchise payments, loans, or other rights to payment, that over a finite
period of time converts into cash. Edward M. Iacobucci & Ralph A. Winter, Asset
Securitization and Asymmetric Information, 34 J. LEGAL STUD. 161, 162 (2005). Cf.
S.E.C. Rule 3a-7 (17 C.F.R. § 270.3a-7) (related definition of “Eligible Asset”).

10 Steven L. Schwarcz, Enron and the Use and Abuse of Special Purpose Entities in
Corporate Structures, 70 U. CIN. L. REV. 1309, 1315 (2002). Capital markets are now the
nation’s and the world’s most important sources of investment financing. See, e.g.,
McKinsey Global Institute, Mapping the Global Capital Markets Third Annual Report
(Jan. 2007), reporting that as of the end of 2005, the value of total global financial assets,
including equities, government and corporate debt securities, and bank deposits, was
$140 trillion, available at
http://www.mckinsey.com/mgi/publications/third_annual_report/index.asp.

1 Cf. Merriam-Webster Online, Complex, http:/www.merriam-
webster.com/dictionary/complex (last visited June 5, 2008); Merriam-Webster Online,
Complicated, http://www.merriam-webster.com/dictionary/complicated (last visited June
5, 2008) (defining “complicated”as “consisting of parts intricately combined” or
“difficult to analyze, understand, or explain”™).

12 See infra note 29.
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system” in which price volatility and liquidity is a function of patterns arising from the

behavior of many independent, interactive, and constantly adaptive parties."

Finally, complexity exacerbates and amplifies failures in markets and investments
due to nonlinear positive feedback effects. These effects arise from “tight coupling”
within credit markets—a condition in which events tend to move rapidly into a crisis
mode with little time or opportunity to intervene'*—and are most pronounced when
markets are illiquid and market participants are highly leveraged. Here, complexity
indicates that financial markets are, by reason of the interactive behavior of independent

market participants, complex systems subject to nonlinearity and volatility."

In the face of these types of market failures, one must ask what steps should be
taken by market participants to eliminate or alleviate the failures and what regulatory
approaches are necessary or desirable to ensure that market participants take these steps.
To this end, Part I of this article reviews how complexity contributed to the subprime
mortgage crisis. The article then examines the three interrelated ways in which
complexity can impair markets and investments: Part II focuses on how the complexities
of the assets underlying modern investment securities and the means of originating those
assets can lead to a failure of lending standards; Part III focuses on how the complexities
of the investment securities can lead to a failure of investing standards and financial-
market practices; and Part IV focuses on how the complexities of modern financial
markets can exacerbate these market failures. Because these complexities are

characteristic of complexities in nonlinear engineering systems, the article’s analysis

13 See W. Brian Arthur, Complexity and the Economy, SCIENCE, Apr. 2, 1999, at 107
(defining economic complexity as the tendency for patterns to emerge from systems,
organizations, or products with many interdependent parts or actors that would not be
predicted from classical linear economic models).

' T thank Rick Bookstaber for introducing this term, originally borrowed from
engineering nomenclature, to financial markets. See BOOKSTABER, infra note 69, at 144
15 See Arthur, supra note 13 (observing that complex systems can cause volatility).
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draws in part on the literature analyzing these systems.'® Finally, Part V of the article
uses an engineering framework to examine what should be done to address the failures,
focusing on what market participants should be doing and reviewing what regulatory

approaches may be needed.

I. REVIEWING THE ROLE OF COMPLEXITY IN THE SUBPRIME MORTGAGE
CRISIS

Complexity contributed to the subprime mortgage crisis in several ways. Primary
culpability was said to derive from the “originate-and-distribute” model of mortgage
lending,'” under which mortgage lenders would sell off loans as they were made.'® Third
parties—including government sponsored entities such as Freddie Mac and Fannie Mae,
government agencies such as Ginnie Mae, and private investment banks—would then
purchase the loans and package them into mortgage-backed securities.'® This
“securitization” process increased the accessibility and affordability of mortgage lending
by indirectly funding such lending through the capital markets.”” Nonetheless, because
the interests of the lenders were no longer aligned with the interests of the owners of the

loans (the investors in the mortgage-backed securities effectively becoming owners of the

' This article is not the first to draw an analogy between financial markets and nonlinear
engineering systems. Cf. David A. Hsieh, Chaos and Nonlinear Dynamics: Application to
Financial Markets, 46 J. FIN. 1839 (1991) (drawing a similar analogy).

7 This model is also referred to as “originate to distribute.”

'8 Unlike lending practices common several decades ago, today mortgages are most often
sold to third parties shortly after being written: thus, originated and then distributed.
Richard J. Rosen, The Role of Securitization in Mortgage Lending, Federal Reserve Bank
of Chicago, Nov. 2007.

¥ 1d.

2% Id. The capital markets are “markets where capital funds—debt and equity—are traded.
Included are private placement sources of debt and equity as well as organized markets
and exchanges.” JOHN DOWNES & JORDAN GOODMAN, DICTIONARY OF FINANCE AND
INVESTMENT TERMS 59 (3d ed. 1991).
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10ans21), there is concern that the originate-and-distribute model fostered moral hazard on

the part of the lenders,”” resulting in lax lending standards.*

Because the originate-and-distribute model continues to be fundamental to a wide
range of lending and other credit extension®* and is critical to the funding liquidity of
banks® and corporations,*® the importance of this model goes beyond mortgage loans,

mortgage-backed securities, and the subprime mortgage crisis.

The complexities of the securities associated with the subprime mortgage crisis
also contributed to that crisis by impairing disclosure, obfuscating the ability of market

participants to see and judge consequences, and making financial markets more

2! These securities are discussed infra notes 23-33 and accompanying text.
22 Moral hazard means, in this context, the greater tendency of people who are protected
from the consequences of risky behavior to engage in such behavior. See, e.g., Charles G.
Hallinan, The “Fresh Start” Policy in Consumer Bankruptcy: A Historical Inventory and
an Interpretive Theory, 21 U. RICH. L. REV. 49, 84 (1986).
2 David Henry & Matthew Goldstein, The Bear Flu: How it Spread, BUs. WK., Jan. 7,
2008, at 30 (arguing that the distance between mortgage-loan originators and the ultimate
holders of the loans encouraged lax lending); Martin Feldstein, Op-Ed, How to Stop the
Mortgage Crisis, WALL ST. J., Mar. 7, 2008, at A15 (describing lax lending standards
that gave rise to mortgages with loan-to-value ratios of nearly 100%, and citing the 1.8
million mortgages then in default). Cf. John C. Dugan, Comptroller of Currency, Speech
given at The Annual Convention of The American Bankers Association, San Diego, Oct.
8, 2007, at 5, http://www.occ.treas.gov/ftp/release/2007-109a.pdf (last visited July 16,
2008) (observing that with the increasing use of the originate-and-distribute model of
lending, lending standards shifted from evaluating the likelihood of repayment to
Sfaluating the likelihood that the loan could be sold). [update data-cite]

[cite]
> See, e.g., Joseph R. Mason, “Mortgage Loan Modification: Promises and Pitfalls”
(undated Powerpoint presentation to the Federal Reserve Bank of Cleveland at its
workshop on “Structured Finance and Loan Modification,” Nov. 20, 2007) (showing that
58% of mortgage liquidity in the United States, and 75% of mortgage liquidity in
California, has come from structured finance, which relies on the originate-and-distribute
model).
%% See Xudong An, Yongheng Deng & Stuart A. Gabriel, Value Creation Through
Securitization: Evidence from the CMBS Market 3 (Feb. 18, 2008) (SSRN working paper
no. 1095645) (concluding that despite the recent mortgage crisis, securitizing financial
assets through the originate-and-distribute model has created value in the financial
markets).
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susceptible to financial contagion and to fraud.”” Mortgage-backed securities, for
example, were typically issued through special-purpose vehicles (“SPVs,” sometimes
called special-purpose entities, or “SPEs”), and payment on such securities derived
principally or entirely from the mortgage loans owned by the SPVs. In many cases, the
securities were even more complex. CDO, or “collateralized debt obligation,” securities
were backed by—and thus their payment derived principally or entirely from—a mixed
pool of mortgage loans and other financial assets owned by SPVs.?® ABS CDO securities

were backed by a mixed pool of mortgage- and other asset-backed securities.”’

Because huge segments of modern finance in the United States and abroad
continue to operate in similar ways, involving the complex issuance by SPVs of securities
backed by a wide range of financial assets (such securities being called “asset-backed
securities,” and the process of creating and issuing asset-backed securities being called

”30)

“securitization™"),”' the potential of these complexities to impair disclosure, to obfuscate

27 There are even more arcane variations on these securities, such as CDOs “squared” or
“cubed,” but they go beyond this article’s analysis.

*8 Securities backed by assets other than mortgage loans are sometimes referred to in the
securitization industry as asset-backed securities or ABS. This article will use the term
asset-backed securities to generically mean securities backed by any types of assets,
including mortgage loans.

2 The classes, or “tranches,” of securities issued in securitization transactions are
typically ranked by seniority of payment priority. The highest priority classes are called
senior securities. Lower priority classes are usually called mezzanine securities—with the
lowest priority class, which has a residual claim against the SPV, being called the equity.
The senior and many of the subordinated classes of these securities are more highly rated
than the quality of the underlying mortgage loans. For example, senior securities issued
in a CDO transaction are usually rated AAA even if the underlying income-generating
assets consist of subprime mortgages, and senior securities issued in an ABS CDO
transaction are usually rated AAA even if none of the underlying securities supporting
the transaction are rated that high. This is accomplished by allocating cash collections
first to pay the senior classes and thereafter to pay more junior classes. In this way, the
senior classes are highly overcollateralized to take into account the possibility, indeed
likelihood, of delays and losses on collection.

39 Securitization generally means the process of turning financial assets into securities
issued by an SPV. Schwarcz, The Alchemy of Asset Securitization, supra note 7, at 135.
! STEVEN L. SCHWARCZ, STRUCTURED FINANCE, A GUIDE TO THE PRINCIPLES OF ASSET
SECURITIZATION §[cite] (3d ed. & supps. 2006) (hereinafter, “STRUCTURED FINANCE”)
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the ability of market participants to see and judge consequences, and to make financial
markets more susceptible to financial contagion and fraud goes beyond mortgage-backed

securities and the subprime mortgage crisis.

This article next examines all these complexities in a broader financial-market

context.

II. COMPLEXITIES OF THE ASSETS UNDERLYING INVESTMENT SECURITIES,
AND OF THE MEANS OF ORIGINATING THOSE ASSETS

The complexities of the assets underlying investment securities, and of the means
of originating those assets, can lead to a failure of lending standards. Consider first the
complexities of the underlying assets. These include, besides mortgage loans, a wide
range of other financial assets.”” Each type of underlying asset requires a separate
approach to modeling and valuation, including estimation of default risk, interest rate
risk, and prepayment risk (the risk that the borrower might prepay the loan balance at any
time, thereby jeopardizing the asset’s anticipated return on investment).* To further
complicate matters, prepayment risk is correlated with interest rate risk: when rates fall,

borrowers are more likely to prepay; whereas when rates rise, borrowers are more likely

(discussing securitization as a dominant means of financing in the United States and
abroad).

32 Jacobucci & Winter, supra note 9, at 162.

3 THOMAS S. Y. HO & SANG BIN LEE, THE OXFORD GUIDE TO FINANCIAL MODELING:
APPLICATIONS FOR CAPITAL MARKETS, CORPORATE FINANCE, RISK MANAGEMENT, AND
FINANCIAL INSTITUTIONS 348 (2004). Some assets, such as credit card loans, are further
complicated because, unlike mortgage loans, they have no fixed payment amount or
amortization schedule. Borrowers may pay in full, pay a minimum payment (usually 2%
of the outstanding balance), or even increase their balance up to a specified credit limit.
Mark Furletti, An Overview of Credit Card Backed Securities 2 (Dec. 2002 unpublished
manuscript) (on file with author); Susan Baig , CDO of ABS: A Primer on Performance
Metrics and Test Measures, YieldCurve.com at 4 (last visited June 12, 2008). To address
these challenges, credit card securities are typically issued separately through a revolving
master trust, within which several credit accounts are pooled together to allow for
multiple bond issues as well as a revolving flow of receivables. /d.
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to default.** These risks are also dynamic in that they fluctuate over time, and
mathematical models that attempt to estimate the dynamic correlation are, at best,
approximations.35 Furthermore, as models become more sophisticated to take into
account interest rate movements, they rely on an increasing number of assumptions and
historical data which, if incorrect, will make the valuations incorrect.>® When multiple
asset classes underlie a given class of securities, valuation can become exponentially

complicated.

In addition to complex modeling and valuation, the terms and conditions of
financial assets can also be complex. In the subprime crisis, for example, loan originators
made mortgage-loan products more varied and sophisticated, and offered these products
to a wider range of borrowers, or mortgagors, purportedly in order to meet market
demand.?” These products included terms such as adjustable rates, low-to-zero down
payment requirements, interest-only payment options, and negative amortization.*®
Because of this complexity, some borrowers did not fully understand the risks they were

incurring39 and, as a result, defaulted at a much higher rate than would be predicted by

¥ MARK ADELSON, MBS BasIcs (Nomura Sec. Int’1 2006) (describing the property of
negative convexity in mortgage-backed securities).
35 Thomas S. Y. Ho & Sang Bin Lee, The Oxford Guide to Financial Modeling:
Applications for Capital Markets, Corporate Finance, Risk Management, and Financial
Institutions 29 (2004) (discussing Monte Carlo simulations, which condition prepayment
risk upon hypothetical interest rate fluctuations); Advanced Analytics v. Citigroup, 2008
WL 2557421, 1 (describing as “complex” the computerized process used to estimate
prepayment risk).
% ADELSON, supra note 34.
7 Edward Vincent Murphy, Alternative Mortgages: Risks to Consumers and Lenders in
the Current Housing Cycle, CRS Report RL33775 at 5-6 (Dec. 27, 2006),
?Sttp://assets.0pencrs.com/rpts/RL33775 20061227.pdf (last visited July 21, 2008).

Id. at 12.
% Patricia A. McCoy & Elizabeth Renuart, The Legal Infrastructure of Subprime and
Nontraditional Home Mortgages 19, Joint Center for Housing Studies, Harvard
University, Feb. 2008,
http://www.jchs.harvard.edu/publications/finance/understanding consumer_credit/papers
/ucc08-5_mccoy_renuart.pdf (last visited July 21, 2008).
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10

the historical mortgage-loan default rates relied on by loan originators in extending

credit.*

The complexities of the means of originating these assets also can lead to a failure
of lending standards. As discussed, the originate-and-distribute model of mortgage
lending is believed to have contributed to the subprime crisis by fostering moral hazard.*’
An important question here is why the ultimate owners of the loans—the distributees,
which in the subprime crisis were the parties buying the mortgage-backed securities*—
did not impose on the originator the same strict lending standards that they would

otherwise observe but for the separation of origination and ownership?

There appear to be several answers, with ramifications beyond the subprime
crisis. First, by separating the ultimate owners of the mortgage loans from the actual
lenders, an originate-and-distribute model makes it difficult for those owners to always
see the big picture.”’ Like the fable of a blind person describing an elephant by touching

only a part, * owners often focused on isolated aspects of the market. Separating the

% Edward Golding, Richard K. Green, & Douglas A. McManus, Imperfect Information
and the Housing Finance Crisis 16, Joint Center for Housing Studies, Harvard
University, Feb. 2008,

http://www.jchs.harvard.edu/publications/finance/understanding _consumer _credit/papers
/ucc08-6_golding green mcmanus.pdf (last visited July 21, 2008); Kurt Eggert,
Subprime Mortgage Market Turmoil: Examining the Role of Securitization, Testimony
before Senate Subcommittee on Securities, Investments and Insurance, April 17, 2007, at
4, http://banking.senate.gov/public/_files/eggert.pdf (last visited July 21, 2008).

' See supra notes 18-23 and accompanying text.

2 See, e. g., Richard J. Rosen, The Role of Securitization in Mortgage Lending, Federal
Reserve Bank of Chicago, Nov. 2007 (describing the process of mortgage securitization
as the sale of loans to an investor who might hold them or repackage loans into
securities—which may in turn be sold or again repackaged—such that the ultimate
mortgage owner is several steps removed from the borrower).

43 See, e.g., Telephone Interview with Alan Hirsch, Director, North Carolina Policy
Office (Feb. 20, 2008) (observing that the originate-and-distribute model made the
structure “so complex that no one followed the trail”’); Dugan Speech, supra note 23
(arguing that investors were unable to fully understand the complicated securities they
bought).

M Godfrey Saxe, The Blindmen and the Elephant, Poem (based on a South Asian
parable).
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ultimate owners also can create a collective-action problem when those owners are
widely dispersed.* This occurred in the subprime crisis through the securitization of
subprime mortgage loans, making it difficult for owners to agree on underlying lending
standards as well as making it difficult to agree on loan monitoring, or “servicing,”
standards.*® Furthermore, to the extent an originate-and-distribute model reduces the size
of any given owner’s investment below an amount sufficient to motivate the owner to
engage in due diligence and monitoring, it could induce undue reliance on rating-agency

4T
ratings.

The foregoing discussion focuses on how the complexities of the assets
underlying modern securities and the means of originating those assets can impair
financial markets. As the next discussion shows, the complexities of the securities backed

by these assets also contributes to the breakdown of financial markets.

[II. COMPLEXITIES OF MODERN INVESTMENT SECURITIES

The complexities of modern investment securities can lead to a failure of
investing standards and financial-market practices for at least four reasons: these
complexities impair disclosure; they obfuscate the ability of market participants to see
and judge consequences; and they make financial markets more susceptible to financial
contagion and also more susceptible to fraud.*® This part explains why these complexities

can lead to failure.

A. Complexities of Securities Can Impair Disclosure

* Schwarcz, Protecting Financial Markets, supra note 3, at __.

4 1d. See also Martin Feldstein, Op-Ed, How to Stop the Mortgage Crisis, WALL ST. J.,
Mar. 7, 2008, at A15 (explaining that the separation of borrowers from the ultimate
owners of mortgages frustrated the ability to effectively service or renegotiate troubled
loans).

7 See infra note XX and accompanying text.
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Complexity can deprive investors and other market participants of the knowledge
needed for markets to operate effectively.*” Even if all information about a complex
structure is disclosed,” complexity increases the amount of information that must be
analyzed in order to value the investment. This additional analysis entails higher cost.”!
According to rational ignorance theory, there is a point at which the benefit obtained
from additional analysis can be outweighed, or at least appear to be outweighed, by the
costs of performing that alnallysis.52 In the context of securities markets, this means that
firms deciding whether to allocate more analyst time or hire additional experts to analyze
possible investments might view the added tangible costs as outweighing the uncertain

gain.”

For example, except for anticipating quite how profoundly home prices would
drop, virtually all of the risks giving rise to the collapse of the market for securities

backed by subprime mortgages appear to have been disclosed.” Investors did not,

* See supra note 27 and accompanying text.

¥ See generally Steven L. Schwarcz, Rethinking the Disclosure Paradigm in a World of
Complexity, 2004 U. ILL. L. REv. 1.

%0 ¢f. Malcolm Gladwell, Open Secrets: Enron, Intelligence, and the Perils of Too Much
Information, NEW YORKER, Jan. 8, 2007 (distinguishing between transactions that are
merely “puzzles” and those that are truly “mysteries”). To the extent complexity is
merely a puzzle, investment bankers theoretically could understand it.

>l Anuj K. Shah & Daniel M. Oppenheimer, Heuristics Made Easy: An Effort-Reduction
Framework, PSYCHOL. BULL., Mar., 2006, at 207 (describing costs of information
analysis as identification of relevant data, storing of that data, assessing the weight of
each piece of data, integrating alternative sources of data, and parsing or analyzing the
data to produce actionable information).

>> Community Leader’s Letter, The Theory of Rational Ignorance, Community Leader’s
Letter: Econ. Brief N. 29 (available at: http://www.strom.clemson.edu/teams/ced/econ/8-
3N029.pdf); Schwarcz, Rethinking the Disclosure Paradigm, supra note 49, at __
(explaining why institutional investors face declining incentives to hire experts to parse
information relating to structured products as those products increase in complexity).

33 Steven L. Schwarcz, Disclosure’s Failure in the Subprime Crisis, __ UTAHL.REV. __,
__(2008).

>* But cf: Mark Adelson & David Jacob, ABS/MBS Litigation Outlook, Adelson & Jacob
Consulting, Nov. 19, 2007, available at:
http://adelsonandjacob.com/pubs/Litigation_Outlook.pdf (arguing that “disclosure
materials generally did not highlight the [aggressive marketing of] stated-income loans to
W-2 wage earners . . . . [T]he changing character of the stated-income loans (i.e., more
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however, appreciate these risks, in large part because the complexity of these securities
made the risks almost impossible to understand.”® The prospectus itself in a typical
offering of these securities can be hundreds of pages long.56 Searching through this vast
volume of “information” is to some extent akin to the difficulty that would be posed by
searching the Internet without a search engine, such as Google, to systematically filter

through and organize results.

Investment analysts thus often resort to simplifying heuristics, such as credit
ratings, as substitutes for attempting to fully understand the investments being analyzed.”’

In the subprime crisis, for example,

A lot of institutional investors bought securities substantially based on
their ratings [without fully understanding what they bought], in part
because the market has become so complex.”®

wage earners) generally was not [disclosed]. . . . Issuers routinely disclosed that they
allowed exceptions to their subprime mortgage underwriting criteria. However, they did
not generally indicate whether the prevalence of these exceptions was increasing during
the relevant period.”).

>> COUNTERPARTY RISK MANAGEMENT POLICY GROUP III, CONTAINING SYSTEMIC RISK:
THE ROAD TO REFORM 53 (Aug. 6, 2008) (hereinafter “CRMPG III REPORT”) (observing
“there is almost universal agreement that, even with optimal disclosure in the underlying
documentation, the characteristics of [several classes of securities] were not fully
understood by many [large integrated financial intermediaries, hedge funds, specialized
financial institutions, and other] market participants™).

>® The disclosure documents ordinarily consist of a prospectus and a prospectus
supplement, each close to two-hundred pages long.

> Cf. Shah & Oppenheimer, supra note 51, at 207 (explaining results of behavioral
psychology experiment demonstrating that individuals increasingly employ heuristics to
reduce the cost of analysis when time pressures or opportunity costs are high).

8 Credit & Blame: How Rating Firms’ Calls Fueled Subprime Mess, WALL ST. J., Aug.
15, 2007, at A1 (quoting a market observer). See also Alan S. Blinder, Six Fingers of
Blame in the Mortgage Mess, N.Y. TIMES, Sept. 30, 2007, at BU 4 (arguing that
mortgage-backed securities, especially CDO securities, “were probably too complex for
anyone’s good”); Aaron Lucchetti, Kara Scannell & Craig Karmin, SEC Aims to Rein In
the Role of Ratings, WALL ST. J., June 24, 2008, at C1 (observing that “The dirty secret
of some bond investors is that they simply bought securities with the highest yield for a
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Although the use of heuristics might be efficient overall in certain applications, heuristic
reasoning can sometimes expose analysis to bias and systematic error.”’ In the context of
securities disclosure, exclusive reliance on ratings ignores the additional information that

is essential to a truly competitive market in financial information.®’

B. Complexities of Securities Can Obfuscate Consequences

When securities are highly complex, parties reviewing, or even structuring, the
securities may not always appreciate all the consequences.®' In the subprime mortgage
crisis, for example, few saw that although ABS CDO transactions were backed by what
appeared to be significantly diverse securities, there was an underlying correlation in the
subprime mortgage loans backing many of those securities.®” Few, not even rating
agencies, saw this correlation.”® Although in retrospect one may say the correlation
should have been realized, hidden correlations are only observable when there is full

appreciation of the underlying variables.

For example, during the late 1970s and early 1980s, when oil prices had steadily

increased, investors failed to recognize an underlying correlation with mobile home

given rating, which is why they snapped up complicated securities tied to subprime
mortgages”).

59 Christine J olls, Cass R. Sunstein, & Richard Thaler, A Behavioral Approach to Law
and Economics, 50 STAN. L. REV. 1471, 1777 (1998); M. GRANGER MORGAN & MAX
HENRION, UNCERTAINTY: A GUIDE TO DEALING WITH UNCERTAINTY IN QUANTITATIVE
RISK AND POLICY ANALYSIS 47 (1990).

60 Cf. Zohar Goshen & Gideon Parchomovsky, The Essential Role of Securities
Regulation, 55 DUKE L.J. 711, 714 (2006) (arguing that a precise understanding of
financial-market investments is essential to a truly competitive market).

o1 A related concern arises to the extent securities become so highly complex that, as
Professor Kenneth Klee has suggested, parties sometimes have difficulty understanding
their documentation. Kenneth Klee, Remarks at the International Insolvency Institute’s
Eighth Annual International Insolvency Conference (June 10, 2008; notes on file with
author).

62 Schwarcz, Protecting Financial Markets, supra note 3, at __.

% Id. at __. Rating agencies make their business in carefully assessing the
creditworthiness of investment securities. See generally Steven L. Schwarcz, Private
Ordering of Public Markets: The Rating Agency Paradox, 2002 U. ILLINOIS L. REV. 1.
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loans, which were a popular alternative for diversification. As it turned out, an oil boom
in Oklahoma drew an influx of oil workers creating the fastest growing market for mobile
home loans. When oil prices crashed, drilling in Oklahoma ceased, resulting in massive
unemployment and causing widespread defaults on the mobile home loans.®* Because of

hidden correlations, risk assessments frequently fail to take into account all variables.®

The loan servicing problem, discussed earlier,”® likewise results from the
complexity of securities obfuscating consequences. Parties did not anticipate that the
separate allocation of cash flows deriving from principal and interest to different investor
tranches of mortgage-backed securities would lead, in a default scenario, to conflicts
among investors, which in turn would make servicers reluctant to exercise the
discretionary judgment needed to restructure the underlying mortgage loans—since

exercising any discretion might expose servicers to liability."’

The complexities of securities also can obfuscate consequences when payoffs on
the secu