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The American system of mortgage financing is broken and needs a total overhaul. Until there 

is a realistic prospect of stabilizing housing prices, the value of mortgage-related securities 

will erode and Treasury Secretary Henry Paulson's efforts will come to naught. 

There are four fundamental problems with our current system of mortgage financing. 

First, the business model of Government Sponsored Entities (GSEs) in which profits accrue to 

the private sector but risks are underwritten by the public has proven unworkable. It would be 

a grave mistake to preserve the GSEs in anything resembling their current form. 

Second, the American style of mortgage securitization is rife with conflicts where entities that 

originate, securitize and service mortgages are generally not the same as those that invest in 

mortgage securities. As a result, the incentives to originate sound mortgages and to service 

them well are inadequate. No wonder that the quality of mortgages degenerated so rapidly. 

Third, mortgage-backed securitizations, which were meant to reduce risk by creating 

geographically diversified pools of mortgages, actually increased risk by creating complex 

capital structures that impede the modification of mortgages in the case of default. 

Finally, and most fundamentally, the American mortgages market is asymmetric. When 

interest rates fall and house prices rise, mortgages can be refinanced at par value, generating 

the mortgage equity withdrawals that fueled the housing bubble. However, when interest rates 

rise and house prices fall, mortgages can only be refinanced at par value even though the 

market price of the securitized mortgage has fallen. 

To reconstruct our mortgage system on a sounder basis, we ought to look to the Danish 

model, which has withstood many tests since it was brought into existence after the great fire 

of Copenhagen in 1795. It remains the best performing in Europe during the current crisis. 



First, it is an open system in which all mortgage originators can participate on equal terms as 

long as they meet the rigorous regulatory requirements. There are no GSEs enjoying a 

quasimonopolistic position. 

Second, mortgage originators are required to retain credit risk and to perform the servicing 

functions, thereby properly aligning the incentives. Third, the mortgage is funded by the 

issuance of standardized bonds, creating a large and liquid market. Indeed, the spread on 

Danish mortgage bonds is similar to the option-adjusted spread on bonds issued by the GSEs, 

although they carry no implicit government guarantees. 

Finally, the asymmetric nature of American mortgages is replaced by what the Danes call the 

Principle of Balance. Every mortgage is instantly converted into a security of the same 

amount and the two remain interchangeable at all times. Homeowners can retire mortgages 

not only by paying them off, but also by buying an equivalent face amount of bonds at market 

price. Because the value of homes and the associated mortgage bonds tend to move in the 

same direction, homeowners should not end up with negative equity in their homes. To state it 

more clearly, as home prices decline, the amount that a homeowner must spend to retire his 

mortgage decreases because he can buy the bonds at lower prices. 

The U.S. can emulate the Danish system with surprisingly few modifications from our current 

practices. What is required is transparent, standardized securities which create large and 

fungible pools. Today in the U.S., over half of all mortgages are securitized by Ginnie Mae, 

which issues standardized securities. All that is missing is allowing the borrowers to redeem 

their mortgages at the lower of par or market. 

Because of the current havoc in the mortgage market, there is no confidence in the origination 

and securitization process. As a result, a government guarantee is indispensable at this time, 

and may be needed for the next few years. As the private sector regains its strength, the 

government guarantees could, and should, be gradually phased out. 

How to get there from here? It will involve modifying the existing stock of mortgages, so that 

the principal does not exceed the current market value of the houses, and refinancing them 

with Danish-style loans. The modification will have to be done by servicing companies that 

need to be properly incentivized. Modifying mortgages that have been sliced and diced into 



securitizations may require legislative authorization. The virtual monopoly of the GSEs would 

be terminated and they would be liquidated over time. 

A plan to reorganize the mortgage industry along these lines would inspire the confidence that 

would allow a successful recapitalization of the banking system with the help of the $700 

billion package approved last week. 

Mr. Soros is chairman of Soros Fund Management and the author of "The New 

Paradigm for Financial Markets" (Public Affairs, 2008). 
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