Trust & Honesty in the Real World, Professors Frankel and Fagan

Final Exam – Exam Number 2484


1. Trust, Honesty and Culture

a. Examples of Cultural Contribution to Dishonesty

i. Lead Paint and Advisory Board Signoff
Our discussion of KKI’s lead paint abatement study strikes me as one important breach of trust that culture contributed to. It breached trust because (a) the study itself knowingly put children and risk of lead poisoning and (b) their methods failed to sufficiently warn parents when risky levels of lead were found. Culture contributed because (a) KKI’s name was attached to the study, thereby making it “good for the community” by association, (b) by hiding the nature of their relationships with the various landlords, and (c) by shifting the blame to their ethical advisory board when the accusations started to fly.

ii. NASA and Infallibility
NASA’s safety failures represent another example of culture allowing dishonesty. US culture as a whole trusted NASA due to its government entity status and its impressive past feats. This history led to an internal fear of failure and a confidence in success that allowed safety to be all but nominally overlooked. They were so smart and successful that they simply could not fathom a safety problem, and so did not try to prevent it.

iii. Gov Corp and Fear of Failure, Infallibility
Similar to NASA is our discussion of GovCorp. There the CEO was a rags-to-riches success story and had only ever excelled professionally, and the single metric that led to “success” was easy to manipulate. Externally, the organization’s governmentally-backed status led people to afford it a sense of trust beyond that which a private organization could afford, and the CEO’s track record was allowed to stand in the way of actual checks on the organization’s integrity. Further, people’s positive associations with GovCorp’s building of playgrounds and other community outreach afforded GovCorp an unassailability that, as we found out, was not deserved. Another cultural problem that comes out in GovCorp is a system of perverse incentives in the US government that allows for an organization (and particularly a government-backed one) to contribute to the campaigns of politicians. Of course, a discussion of perverse incentives in the US political system could result in many doctoral theses, so I will save my commentary for another time.

iv. Albanian Ponzi Schemes
The Ponzi schemes in the wake of Albania moving to a market economy are also interesting for a number of reasons. It seems that the schemes started due to lack of regulation, lack of meaningful disclosure, and lack of investor savvy (a market economy was, after all, a new thing in Albania). The interesting part to me, however, is that because people were doing so well by investigating in these schemes, the investors ignored any and all warning signs, blindly throwing their money into the “investments.” 

v. Grasso: High Pay and Poor Comparisons – Culture Reacts
Grasso is an interesting case for a number of reasons. First, there was arguably no dishonesty. There was a breach of trust that he would be paid a “reasonable” amount, but no dishonesty. Second, it shows how executive compensation can be absolutely illogical (his total compensation was the vast majority of the NYSE’s revenue one year). Third, it shows how a culture that allows board that are (loosely) interested in executives’ pay due to their non-corporate interactions combined with CEOs’ feeling that their pay is somehow related to their self-worth (“I’m a top 10 CEO in terms of ability, and so should be in terms of pay.”) contributes to compensation imbalances. Here his pay was pegged to CEOs of corporations, not non-profits or regulatory organizations such as the NYSE, and so the comparisons made to make his pay tolerable were simply inapt. I note this case here, however, primarily to point out that while the NYSE thought they were doing a great thing in increasing transparency and reporting Grasso’s pay, society reacted violently to the size of his compensation.
 This goes to show that culture inside an organization and outside of it often will not agree on things, and so making a distinction between the two in discussing contributions to dishonesty is very important.
b. Common Themes Across the Examples

i. Perverse Incentives and Conflicts of Interest
One overarching common theme is that of perverse incentives and conflicts of interest. These take many forms including being overly driven by a fear of failure and having compensation too highly dependant on a small number of easily manipulated metrics. 

ii. Lack of Oversight/Regulation
Dishonest behavior is allowed to start because people think they can get away with it, and it continues because they find out that (at least for a while) they are right. As such, increased oversight by someone not tied to the same metric(s), either internal or external, will decrease the chance of such bad behavior. Of course, this begs the question “who watches the watchers?” We found out in our discussion of ratings agencies and home appraisers that if “independent” entities rely too heavily on the companies in question for their livelihood, they can quickly lose their true independence.
iii. Shifting of Blame
Another overarching theme is the shifting of blame. Grasso can blame the NYSE’s board for his high pay. KKI hid behind their ethics board, and the ratings agencies used a “garbage in, garbage out” defense, effectively hiding behind the people they were supposedly independent from.
iv. Too Much Trust

We began the semester by talking about the trust-verify dichotomy. While a certain level of trust is a necessity, it seems that people often do not verify when they should. This may be the result of laziness, acceptance of the associated risk, or misplaced trust. However, with the exception of small investors, I feel that people should always do enough verification to know that the information they are getting is plausibly correct. Sure, even as a large institutional investor you are likely not going to review the books of a corporation that you invest in (I doubt you’d want to, and I doubt they’d let you), but as we saw with the Albanian Ponzi schemes people often ignore clear signs that they should verify, naively continuing to trust.
c. Actions to Prevent Dishonesty

i. Oversight

Increased independent oversight will improve honesty. If people are afraid that they will get caught in their dishonesty, they will be less likely to do it. The flip side to this is increasing the penalty, but given our lenience on white-collar crimes this seems unlikely. I should note here that the oversight may be either internal (e.g. an audit group) or external (e.g. an activist investor or curious reporter), but must be truly independent. When the oversight, as in NASA and Enron, is not independent it risks becoming grossly ineffectual.
ii. Culture
As we see above, culture plays a large part in honesty. A culture that encourages honesty over success will likely have that as a result as we saw in our discussion of Worldcom. As such, changing culture so that it can accept failure so long as it maintains its integrity will go a long way to improving issues of trust and honesty.

iii. Lack of Information

The typical US approach to problems of honesty is disclosure. This is a good thing. I don’t think in most of the cases that we studied this was a very large issue (although it certainly was a factor), however in some examples such as the Albanian Ponzi schemes, if people knew what was going on with their money they likely would not have invested.

d. Who Should Have Acted?

As to who should have acted, looking at all of our examples as a whole, no one involved was blameless. Often information was being hidden (e.g. Enron and GovCorp), and so the insiders who were acting badly and those who were aware of it should have acted. Also, as in GovCorp, if those responsible for oversight (Congress) knew that they were being ineffectual they should have acted in line with their duty to the shareholders and American people rather than their wallets. Government could have acted through regulation to prevent some issues such as the mortgage crisis, although regulation tends to be politically unpopular unless it is in response to a crisis. Lastly, the actual investors, particularly the more sophisticated ones, should have acted to verify information at least minimally, and should have seen the warning signs and acted accordingly.
2. Tipping Points

a. Examples of Tipping Points

i. Albanian Ponzi Schemes


It is usually difficult to determine exactly where a tipping point occurred. Here, however, the schemes were set up as Ponzi schemes (where, as discussed below, Ponzi himself was originally trying to be legitimate) and tied to black markets. As such, this group of so-called investments clearly demonstrates a group that was tipped from the beginning.
ii. Lead Paint

Where exactly did KKI tip? There is an argument that research which, in order to be successful, required that some children get sick was in itself unethical. Indeed, their relationships with the landlords brought children into homes with lead paint that might not have done so otherwise. In failing to fully disclose their relationships with the landlords, they may have led people into thinking that they homes were safer than they were. The last straw, however, was failing to give parents problematic results of the more sensitive lead test. Indeed, because the study’s success required them to finish it, they were incentivized to hide problematic information from the families. Whether or not this form of deception was their intent, the 

iii. Ponzi

Ponzi intended to make money by arbitraging International Reply Coupons. He thought the scheme to be perfectly legal, so arguably there is no tipping point there. Of course, if you believe that investment is a zero-sum game every dollar he earned had to come out of someone’s pocket. If, however, that someone is the Australian government it seems like at worst a victimless crime. Currency arbitraging is legal, but has a risk involved that this does not seem to. 

Ponzi’s problem, however, was in his choice not to enter into his supposed scheme. Indeed, he never actually arbitraged the IRCs and only used later investors’ money to pay the former ones. He meant well, but doing this at all was both illegal and unethical, and represents the last point where it can be argued his ethics had not tipped.
iv. NASA
Our case-study of NASA is particularly interesting to be because it highlights just how gradual a slide into untrustworthiness can be. The cultural focus on success and false sense of infallibility lead to a gradual deterioration of safety oversight such that the actual tipping point cannot be readily identified. There were a number of factors at work here including culture, management incentivization and the outsourcing of safety inspection such that it lost most if not all of its independence that lead to the fateful mishap.
b. Common Characteristics
Every single one of these examples involved in some way, shape or form a misplacement of priorities. The Albanian schemes were inherently problematic, and Ponzi was (at least originally) well-intentioned. Despite his good intentions, however, Ponzi stopped focusing on integrity and started focusing on the short-term results. Focus on the short term and lack of meaningful oversight/verification allowed these actions to take place. Cultural incentives and greed, either to meet goals and thus obtain a bonus or to avoid failure, drove people to be dishonest.
c. Tipping Points and Illegality

Without fail, these actions were unethical before they were illegal. In fact, in many of these cases (e.g. KKI and NASA) there was no legal wrongdoing. It seems, then, that the law serves not as a moral barometer, but rather as a bright line of things that as so unethical as to not be tolerated. US culture encourages people to toe the line of legality
 and lauds people who find loopholes in the law.
 As such, it seems that as to the relation between tipping points and the law the court of public opinion often what is used to crucify those who have done things that, while unethical, are not illegal.

d. How to Prevent The Scale from Tipping
It seems to me that the three key elements for preventing untrustworthy and dishonest actions are (1) to foster a culture of integrity, (2) ensure that incentives are in line with the shareholders/business are not easily met through deceptive actions and (3) having meaningful independent oversight.
A culture of integrity helps to remove a lot of the temptation to “cheat” and makes people who suspect unethical actions more likely to report it. Such a culture also fosters good relationships with customers, suppliers and competitors. Indeed if you are socialized to be ethical, you may not even consider a potential unethical option.
Incentives are something that we kept coming back to in the class. Having incentives for those in control that increase the benefit for the shareholders, corporation, etc. with minimal risk of being met through deception goes to maximize the benefit for those that should be receiving it. This is likely done by moving away from single, easily-manipulated metrics such as EPS and toward more holistic groupings of metrics a that are much harder to manipulate.
Oversight is also key. Two things that factor into the choice to do something wrong are the penalty and the chance of being caught.
 We did not really discuss penalties, however increased oversight dramatically increases the chances of being caught, and thus reduces the likelihood that the bad actions will be committed. 
I should note, lastly, that to meaningfully increase the chance of being caught any oversight must be meaningful and independent. If the potential actor can control the oversight, he/she can direct the overseer to effectively ignore the bad behavior (Enron) or keep them from finding it (GovCorp). Also, if oversight is ineffectual, the chances of being caught are not meaningfully changed.

3. Fiduciary Duty and Mortgage Brokers

a. Argument for Mortgage Brokers owing Fiduciary Duty to Borrowers

The rule in Stevens
 as elaborated upon in Genentech is that a fiduciary relationship arises when someone entrusts something to another relying on the latter’s superior abilities to use the entrusted thing to benefit the benefit of both.
  In the case of mortgage brokers, the borrow gives the broker confidential personal information and relies on the broker to find the borrower the best mortgage option. The broker benefits itself through a commission, but in working for the borrower should first and foremost be looking out for the interests of the buyer. As the broker’s job is to find the buyer the best loan, the broker has a fiduciary duty to the buyer just as an executive managing a company in which the buyer owns shares or a trustee managing a trust for the buyer. The buyer is entrusting him or herself to a broker who is considerably more knowledgeable about the world of mortgages than the buyer. Without a fiduciary relationship this informational imbalance would constitute unfairness in contract as the buyer would be at the whims of the broker. As such, due to the confidential nature and informational imbalance of the relationship, a mortgage broker owes a fiduciary duty to the borrowers the broker assists.  
b. Against Mortgage Brokers owing Fiduciary Duty to Borrowers

A fiduciary relationship arises when a person entrusts something to another for the benefit of the former, relying on the unique expertise of the latter.
 In the case of entrusting a patent to another to develop, as in Genentech, creating a trust, or purchasing stock, the result is dependant on the future performance of that entrusted asset. In the case of a mortgage broker, you the buyer does not undertake the risk associated with the mortgage until it is executed. This means that unlike the cases discussed above, a mortgage borrower has all of the information regarding the mortgage before the borrower incurs and risk. In this regard, a mortgage borrower is akin to a salesman issuing a line of credit – the salesman advises the borrower of the specifics and the borrower is free to discuss similar transactions with other salesmen before incurring the risk associated with debt. 
Thus, as the borrower never actually incurs any risk due to the broker’s unique skills that the buyer cannot mitigate by seeking other brokers, nothing is, in fact, entrusted to the broker. Thus, the broker is like someone who sells a car or merchandise on credit, or a realtor who helps people find rentals – nothing is entrusted to them as the terms of the deal are known to the person entering into it before they do so. There is no unknown risk associated with the transaction, and thus nothing is entrusted to the broker.
 As such, the broker owes the borrower no fiduciary duty.
c. Conclusion: Should Mortgage Brokers have a Fiduciary Duty?

While there is a strong argument in favor of brokers owing borrowers a fiduciary duty, all of the underlying case law including Genentech involves a entrusting something to someone to maximize the benefit to the former via the future use of the trustee’s skills or abilities. As there is unknown risk associated with utilizing the broker’s skills or abilities going forward, it does not seem to me that brokers should owe a duty to borrowers. Brokers cannot mislead or lie to borrowers, but assuming the borrower has enough information to make an informed choice, all risk is known to the borrower before executing the transaction and thus the broker is merely acting in the capacity of a salesperson, not a trustee.
d. Proposed Federal Regulation

Despite my conclusion that mortgage brokers do not owe a fiduciary duty to borrowers, there are a number of steps that could be taken to protect buyers from loans that are predatory. A number of those steps are outlined below in the form of a sample legislation outline.
i. Any broker, bank or other facilitating a mortgage must accurately record the current income of any borrower. This information must be verified by the borrower’s prior year’s tax returns, a copy of which must be kept on record with the loan application.

ii. Violation of section (i) will void the mortgage, and the court will institute a new one such that the borrowers monthly payments will not exceed twenty-eight percent
 of the greater of their current income or their income the year prior to entering into the mortgage. Such rates may be adjusted upon the lender’s or borrower’s request every five years.

iii. The interest rate of any loan may at no time exceed five
 percent above the current 20-year Treasury Yield rate.

iv. Disclosures regarding teaser interest rates must show the estimated monthly payments under the teaser rater and must also conspicuously show the payments under the later rate, compliant with section (iii).

v. If a borrower qualifies for a loan of lower interest or lower total estimated cost through the broker, the broker must provide information to the borrower regarding these loans.

vi. Violation of section (iii) through section (v) will void the mortgage and the broker and his or her employer will be jointly and severally liable to the borrower for one half of the amount initially borrowed, not to exceed the amount of unpaid principal on the loan and to be paid as a down payment on a replacement mortgage for the buyer.

vii. Buyers must make a down payment of at least five percent of the value of the mortgaged principal.

4. Corporate Boards Preventing Dishonesty
a. Common Factors

It seems to me that the biggest issue that allows boards to allow dishonesty and untrustworthy actions is a lack of independence which results in a conflict of interest. We see this in E.F. Hutton, the NYSE and Enron where the boards were effectively controlled by senior executives, usually the CEO. This control can come primarily from two things, either personal connections or financial ones.
Personal connections are strong. If, as CEO, I fill the board with my friends, I will expect that unless I seem completely out of line they will follow my lead. After all, they are friends of mine. We play golf together, they know how I think and they trust me. Further, there is a good chance I got them the seat on the board to begin with, and so they will defer to me.

Financial connections are also strong. If I my incentives are strongly tied to the same thing theirs are, for instance EPS or stock price, they realize that I am, first and foremost, looking out for my interests (yes, I have a fiduciary duty to the shareholders, but I’m going to work to get the best pay for myself nonetheless). If their interests align with mine, then it makes sense that everything I do in fact furthers their interests, and so they should defer to me. 

b. My Ideal Design

First, I would have a board of reasonable size. For a smaller corporation this might mean six or eight members. For a larger company (e.g. Disney) this could mean into the mid teens. Anything larger than that will make it difficult to come to a consensus on matters, and so will reduce corporate efficiency. I also want to be sure to have enough people on the board to have independent groups (we may want an audit committee to oversee accounting practices that does not share members with the executive compensation committee).

Members of the board will be selected the same or compatible industries and be placed on committees that reflect their experience. For instance a banker might serve on the audit committee whereas a marketing executive might serve on the public relations committee. Members will be selected solely due to their experience and acumen, and will be disqualified if they have more than minimal personal ties to the executives. (It doesn’t seem right to bar someone strictly because they belong to the same country club, however if they are old friends we want to avoid the risk of the board member deferring to the executive based on that.) Also, we want people with the necessary practical experience. Having an executive from an unrelated industry (e.g. an ex-auto-executive on a board for a medical devices company) does not seem to bring much advantage, nor does a college professor unless they study something closely related (e.g. an art history professor for a securities company does not seem to add much. Having Professor Frankel on that same board, however, would provide a world of relevant experience and expertise).
The board will be divided into groups. At a minimum there will be an executive compensation, financial audit, and corporate governance committees. If the company faces strong government or regulation a compliance committee may also make sense, and depending on the company’s goals and size a public relations committee may also be in order. 
The executive compensation committee determines executives’ compensation. It will do so in such a way that will encourage the executives to focus on the long-term business success, possibly by having tiered bonuses based on a number of metrics. It will also ensure that its metrics are not easily manipulated, so that were we to get a group of corrupt executives it would be difficult (if not impossible) for them to meaningfully manipulate the metrics to their advantage.
The financial audit committee will be independent of the executive compensation committee, but will, of course, know how the executives are compensated. This committee may use an accounting firm to assist it, but must use a different firm than that used by the company’s executives. The audit committee will ensure independence of the audit process through at least one executive whose compensation is tied primarily to measures of audit accuracy. This will be to reduce the risk that the executive is incentivized to cook the books. This committee will also review the audits and the books to ensure accuracy at least annually. This includes looking for disingenuous or phantom transactions such as were taken by Enron by randomly spot-checking such transactions to determine if they are correctly recorded.
The corporate governance committee is responsible for encouraging trust and honesty in the work place. I will set up anonymous drop boxes for employees to notify it of breaches of trust, and will work diligently to correct such issues. I will also encourage trust by creating a sense of a moral company (e.g. Google’s unofficial “don’t be evil” slogan
), and celebrating employees who create an environment focused on integrity. 
The board will be compensated in a lump sum, say $200,000 per year, with an additional $75,000 per year per committee served on. Of course, for a smaller company, these numbers would be smaller. They would be required to use no less than 20 and no more than 30% of their payment to buy company stock, and would be required to hold their shares for at least two years while on the board and one year after leaving it, whichever comes sooner. Any sales/purchases would have to be ordered at least three months in advance
 or one year after leaving the board, whichever comes sooner. This will tie the board’s interests to those of the stockholders (who, after all, own the company and the board owes a fiduciary duty to) over the long-term.
5. Perverse Incentives in Mortgage Securitization

a. Perverse Incentives For:
i. Appraisers
Appraisers earn their livelihood through appraising houses. Industry practices make them largely independent, however when a large, lucrative customer requests certain appraisers or even a “few extra thousand,” it is very hard to say “no” due to the risk of losing their business. Thus, even independent appraisers are incentivized to make their customers, the banks, happy, and thus may not be truly independent.

ii. Banks

Banks used to keep their own mortgages. If I borrow for a home and have a problem, I can go to the bank and sort it out. When banks decide to sell the debt, however, they get to realize a portion of the expected profit from the mortgage immediately rather than waiting for my payments to accrue over a period of decades. Also, in selling the mortgage they also sell the associated risk. As there is no risk to them (at least after selling to a securitization firm), the bank can make loans that it is not sure can be repaid, and does not need to reduce risk by forcing its borrowers to “have some skin in the game” as Professor Fagan says. As the banks’ profits are tied to expected return on the mortgages, they are incentivized to make (a) larger loans at (b) a higher rate of return. 

iii. Borrowers

Say I earn $50,000 per year and go to get a mortgage on a $1,000,000 home. If I don’t have to make any form of down payment, the worst thing that can happen to me if I can’t pay is that I get evicted, at which point I’m right back where I started. As such, I am likely to pursue the American dream and buy a home, even if it’s one I cannot afford. After all, if I default I can just get another mortgage on a new place, right?

iv. Home Sellers

Home sellers want more money for their homes. As such, they are incentivized to, if nothing else, passively go along with the appraisers, banks and mortgage brokers seeking a higher price. Because they have gotten all of their money when the mortgage is issued, they have no risk associated with the higher prices and interest rates and so have no reason to advocate against them.
v. Servicers

Servicers collect payment from the mortgages and distribute the funds. Their compensation structure is likely tied in some way to the size of the loans that they service,
 and so they are encouraged to participate. Of course, they do not have the ability to effect the mortgage sizes or interest rates, however they are incentivized to play an important role in the whole process.
vi. Mortgage Brokers

Mortgage brokers are usually independent contractors who work for a percentage of the value of their mortgages.
 As such, their incentives are strongly tied to this value. As such, they are in fact incentivized to originate loans for (a) greater value with (b) higher interest rates. As such, their incentives mimic those of the banks in that their interests are actually counter to those of the borrowers who they are “helping.”
vii. Ratings Agencies

Ratings agencies were deregulated, and since going public some (e.g. Moody’s) are focusing strongly on profitability. Strong focus on profitability means a focus on (a) cost reduction, which encourages over-reliance on the information received from customers and (b) fighting for business, which encourages giving better ratings. This probably does not extend to the point of a race to the bottom due to government and industry regulation, however it is a danger.
viii. Investors

As property prices keep going up and home sales stay strong, the risk to investing in a mortgage-backed security appears to be low. Until quite recently the US had been having a long trend of strong home sales and rising property values, and so it seemed unlikely that these investments would default. Given the high rate of return on the riskier portions of a mortgage-backed portfolio and their track record of low default rates the risk to reward ratio for this type of investment seems to strongly favor reward. As such, I am incentivized to buy into this type of security, which in turn sparks demand and pushes the incentives back down the chain. Of course, if home prices start to fall, all bets are off and the bubble bursts with the market spiraling out of control. Without investor demand, many of the incentives discussed earlier for other actors would evaporate.

b. Changes to Incentives
i. Retaining Risk

One thing that would clearly reduce risks to the financial system would be requiring all (key) actors to retain some of the risk that they helped to create. It may not be fair to force this on sellers or servicers as neither is a particularly active participant, particularly as the former may insist on a mortgage that will not be securitized (thus reducing their risk), which may reduce the interest rats that securitized mortgages can charge and potentially drying up the mortgage securitization industry. Admittedly this may be a good thing, but I feel that it should happen organically as it arguably has in recent months rather than be forced upon the industry.
Forcing risk on the actors is relatively simple. For buyers, we make them put in a substantial down payment, say 10-20%. This will encourage them to only take loans that they can pay as they risk losing a considerable sum of money. As for appraisers, we may not be realistically able to force the risk on them, but making them responsible to the home buyer/seller, perhaps by taking a percentage of the purchase feel to pay them (as is done with realtors) will make them less dependant on banks. Banks and brokers could be required to retain a certain percentage of their mortgages, to be randomly selected from the pool being securitized, to ensure a lower risk of default. This way they do not pass all of the risk on, and are incentivized to make fair(er) loans that will actually be paid off so that they do not lose the principal or interest. Finally, ratings agencies could be paid buy a conglomerate of buyers or more tightly regulated. I feel that ideally they should be independently verified every once in a while, and should be required to occasionally verify the information given to them by their customers.

ii. Fiduciary Relationships
Another means to discourage the risk, which is largely tied to default, is by making the originators (banks and brokers) fiduciaries of the buyers. There are strong arguments for and against this that are discussed above in question 3, so I will not go into them here. Ultimately, we want to incentivize the actors to reduce risk, which giving them a fiduciary tie to the borrower will, thereby reducing defaults. 
c. Legal Basis for my Recommendations
i. Retaining Risk

Subprime lenders are largely unregulated by the federal government,
 and minority borrowers are often pushed toward the subprime market even if the qualify for prime market loans.
 While there is a patchwork of state and local laws that prevent “predatory lending,” its definition varies widely.
 As such, the legal framework that curbs predatory lending, it often does so by capping interest rates rather than requiring risk retention.
 Of course, the legal landscape is still changing in response to the subprime mortgage crisis, and so it is possible that regulations supporting the above suggestions will be forthcoming.
As for ratings agencies, the Credit Rating Agency Reform Act of 2006 gives the SEC power to regulate the agencies, but it is as of yet unclear exactly how far the SEC will go to implement my suggestions above.

The SEC can regulate the sale of publicly-traded mortgage-backed securities,
 and thus the law supports the implementation of my suggestion above. Of course, it is difficult to say how far the SEC will be willing to go to force such actions on investors and securities firms.

ii. Fiduciary Relationships
The legal arguments for a fiduciary relationship between lenders and borrows is outlined in question 3.

d. Law or Regulations Necessary

A law requiring that any key player involved in the development of an asset-backed security retain a certain percentage either the security or the underlying assets would serve to reduce the risk in the market. However, due to the wide array of asset-backed securities and the variation and breadth of actors, it would be difficult to write a law that completely insulates. As such, strengthening laws to prevent predatory lending as is being done in many jurisdictions, thereby decreasing the overall default rate, will go a long way to alleviate the problem in the future.
� I should note that this is effectively a form of reverse logic: Only sick people take pills. If I don’t take pills, I won’t be sick. Likewise, as only failures and incompetents have safety problems, if I don’t find any safety problems, I won’t fail.
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� Admittedly this does not hold when the broker lies to or misleads the borrower. That, however, is likely to make the contract unenforceable and well within the scope of virtually any predatory lending law. As such, no the further creation of a fiduciary relationship is unnecessary to protect borrowers against intentional misstatements of brokers.


� This will prevent brokers from fraudulently entering inflated borrower incomes, thereby suggesting a greater than actual ability to pay. 


� “The generally accepted definition of affordability is for a household to pay no more than 30 percent of its annual income on housing.” http://www.hud.gov/offices/cpd/affordablehousing/index.cfm
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� I note here that a number of SEC regulations prevent insider trading by requiring transactions to be ordered considerably before they are executed. This is designed to be somewhat more onerous.


� Recall our discussion of WaMu and its so-called independent appraisers.


� Cursory research did not indicate the usual form of compensation in this industry.


� The Rise of Mortgage Brokers packet, page 3.


� http://www.hud.gov/offices/fheo/lending/


� http://www.hud.gov/offices/fheo/lending/predatory.cfm


� http://www.bankrate.com/brm/news/mtg/20010510b.asp


� Id.


� http://www.cfo.com/article.cfm/7991492/c_7989907?f=TodayInFinance_Inside


� See http://www.sec.gov/rules/final/33-8518fr.pdf
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