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Abstract 

The Danish and American mortgage systems are said to be among the most 

complex mortgage finance systems in the world but the recent Sub-Prime Mortgage 

Crisis has uncovered the weaknesses in the U.S. System. Critics such as George 

Soros suggest the adoption of the Danish System in the U.S. Economy to address 

the structural problem with the handling of credit risk that led to the mortgage crisis in 

2007. This paper aims to 1. compare the two mortgage systems, 2. present an 

argument that the Danish System is more effective, 3. suggest that the mortgage 

crisis in the U.S. could have been prevented if the U.S. adopted the Danish System, 

and 4. present the proposal for adapting the Danish System in the U.S. 

 

“Well, you know in Denmark weʼre always saying America is the land of free markets 

and we are the socialists. I see that when it comes to Mortgage Finance, itʼs the 

opposite.” 

— CEO of a Danish Mortgage Credit Institution (2000) 
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Introduction 

 The American and Danish Mortgage Systems are “globally exceptional” and 

among the worlds “most sophisticated housing finance market” (Frankel et al 2004). 

Both Danes and Americans can avail of mortgages with a wide variety of 

characteristics such as fixed interest rates, flexible interest rates, ability to amortize, 

durations of up to 30-years, and the distinct option for penalty-free prepayment.1 In 

these two countries, homeowners have an array of financial tools they can employ to 

aid their single most important financial transaction. There are established financial 

intermediaries that connect borrowers with capital markets through the process of 

securitization for the purpose of availing cheap credit. Investors in these markets 

employ structured finance to package, slice, dice, tranche, and overcollateralize to 

create an alphabet soup of new financial securities that increase the size of the 

Mortgage-Backed Securities (MBS) market. In these two counties, the mortgage 

system — the collection of economic agents acting within a playing field with 

institutions, rules, and policy — are structurally different even if they have similar end 

products for borrowers. 

 The U.S. system was however not spared from the Financial Crisis of 2007. 

On the contrary, it was one of the factors that led to the global economic downturn 

we are experiencing now in 2009. Back in 2007, falling housing prices in the U.S. 

lead to the sub-prime mortgage crisis which hit less creditworthy borrowers (Reinhart 

& Rogoff 2008). Defaults among the less creditworthy borrowers affected the MBS 

market and triggered further drop in housing prices and a loss of investor confidence 

in the mortgage bond market. A year later, Lehman Brothers went bankrupt, 

                                                        
1
 See Frankel et al. 2004 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Countrywide Financial was bought out by Bank of America, and Wells Fargo was 

infused with capital from the U.S. Treasury. On September 7, 2008, Fannie Mae and 

Freddie Mac, two agency Mortgage Liquidity Facilities (MLF) in the US were de facto 

nationalized or put on conservatorship of the Federal Housing Finance Agency 

(FHFA). Many homeowners in the U.S. are currently on or are in danger of negative 

equity positions —where the value of their house is worth less than their mortgage — 

which increases the incentive for them to walk away from their loan obligations. The 

sub-prime mortgage mess, falling hosing prices, the loss of investor confidence on 

the U.S. mortgage market, and several other factors have brought about the 

Financial Crisis of 2007. 

 Amidst the current economic slowdown, review of the U.S. mortgage system 

is under way. Critics such as George Soros (2008), the moneymaker dubbed as “the 

man who broke the Bank of England” in 1992, have called for a quick and complete 

overhaul of the US mortgage system on the fear that “house prices will overshoot on 

the downside and put further pressure on the banksʼ balance sheets”. He indicated 

that “our current system [in the U.S.] has broken down because the originators of 

mortgages have not retained any part of the credit risk.” The interest of the mortgage 

intermediaries “are not identical with the interests of the ultimate owners” or the MBS 

investors. Soros also held that the U.S. Government Sponsored Enterprises (GSEs) 

such as Fannie Mae, and Freddie Mac are the “are at the root of the problem” but 

“should provide a route to the solution.” He recommended to adapt the Danish 

System as it “is an open system in which all mortgage originators participate on 

equal terms, and it operates without government guarantees”. 
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 The Danish Mortgage System boasts a long successful history. It was first 

conceived two years after the Fire of Copenhagen in 1795 and has never defaulted 

any bond series till today (Moodyʼs 2002). In 2003, the total volume of mortgage 

loans as a percentage of GDP was 101% in Denmark and only 81% in the U.S. 

(Frankel 2004) The Danish Mortgage bonds or MBS are “very strong and very low-

risk financial instruments” and non-performing loans 2amount to only .02% to .12% of 

total loans according to Moodyʼs (2002). MBS issues are transparent and are quoted 

at the Danish Stock Exchange.3 They are highly regulated by the Danish Financial 

Services Authority, they match the cash flow, maturity, and currency with the 

underlying mortgages, they are highly standardized, and they carry a peculiar feature 

where the MBS is identical and interchangeable with the underlying mortgages. 

 On the other hand, the Danish System is not without deficiencies itself. The 

biggest issue economists hold against the it is the concentration of credit risk on the 

eight undiversified MCIs that operate in the market. The Danish System also requires 

MCIs to have a large equity cushion in the case of mortgage defaults (even if default 

rates are .02% to .12% of total loans since the MCIs are liable for the loans they 

make). High loan-to-value (LTV) ratios reduce home ownership in general and there 

is a heavy reliance on regulation and uniformity (Wallison 2004). 

 Advocates of the Danish System usually point to its history to reinforce its 

credibility. While the Danish system may not necessarily work in different economies 

because of different political, economic, and social factors, the system is worth 

considering in light of the current global financial crisis, particularly in the context of 

the U.S. This paper aims to compare the Danish and American mortgage systems, 

                                                        
2
 Residential mortgages, industry and agricultural loans 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identify the weakness in the American system, propose how the financial crisis could 

have been avoided had a Danish system been implemented in the U.S., and lay out 

the issues of adopting elements the Danes use in their mortgage market in the U.S. 

The Danish Mortgage system is a more effective model, it could have prevented the 

Financial Crisis of 2007, and the weakness is rooted in how credit risk is handled 

within the structure of the U.S. system. 

Mortgage Basics 

 In old french, a mortgage translates to “dead pledge”. Todayʼs usage is not far 

in that death here refers to the end of an IOU, a loan, a promise to pay a sum of 

money in an agreed period in the future. A mortgage “dies” when the obligations of 

the mortgager are met by the maturity date or when the asset that is pledged as 

security is repossessed due the inability to keep to payments. A mortgage is 

basically a name given to a particular loan and is typically backed, secured, or 

guaranteed by a real asset such that in event that the borrower cannot pay back the 

loan or a default, the lender can take possession of the real asset to recover the 

principal amount that was lent out. 

 There are typically two main obligations for mortgages; the interest payment 

and the principal payment. The interest payment is the cost of borrowing money, 

typically a rate of the money received by the borrower. Depending on how the 

mortgage is written, interest payments may be made periodically, as a lump sum at 

maturity, or a mixture of both. The principal payment is the value of the loan or the 

money received by the mortgager at the time of signing the contract. Again, 

depending on how the contract is written, principal payments can be a lump sum 

                                                                                                                                                                            
3
 Nasdaq OMX Nordic: http://www.nasdaqomxnordic.com/bonds/denmark/ 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when the loan matures or divided and paid within a number of periods; in this case is 

called amortization. 

 In the event that a borrower fails to pay the obligations required or decides to 

default on a mortgage, the creditor will have the authority to take possession of the 

real property the mortgage loan is secured against. The creditor or originator usually 

forecloses or sells the asset and uses the proceeds to recover the face value or the 

principal of the loan. Depending on how the mortgage contract was written and the 

laws governing repossession, a creditor may take possession of the real property in 

a matter of weeks or years. If the mortgage is a recourse mortgage, the creditor will 

be able to seek deficiency payments or the remaining value of the loan after the 

foreclosure amount has been subtracted from the par value. 

 Generally, there are three different types of risks associated with mortgages. 

These are credit risk, market risk, and prepayment risk. Credit risk is the probability 

that the mortgager will not pay the obligations stipulated in the mortgage contract — 

in other words, it is the risk of default. Market risk is the probability that the value of 

the mortgage will rise or fall due to changes in market conditions such as fluctuations 

in interest rates. Lastly, prepayment risk is the probability associated with 

mortgagers prepaying their obligations and therefore canceling future interest 

payments to the investor. Prepayments adds uncertainty to a loan and in the case of 

changing market conditions, the creditor is faced with the problem of reinvesting 

prepayments at the same interest rate. 

 There are two general types of loans: the fixed-rate mortgage and the 

adjustable-rate mortgage (ARM). The fixed-rate mortgage consist of constant 

periodic interest payments (usually part of the principal and interest payment) 
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throughout the life of the loan. The interest rate is fixed for the entire loan. On the 

other hand, the interest payments on ARMs are generally a margin above a variety 

of indexes such as the 1-year constant-maturity Treasury (CMT) securities, the Cost 

of Funds Index (COFI), and the London Interbank Offered Rate (LIBOR) (Federal 

Reserve Board 2009). ARMs typically have lower than the otherwise equivalent 

fixed-rate mortgage. Expectations of higher interest rates will usually induce the 

creation of fixed rate mortgages such that borrowers will minimize the total interest 

payments. Conversely, expectations of lower interest rates will induce the creation of 

ARMs as borrowers can renegotiate their loans at a lower interest rate in the future. 

There are also mortgages that blend the fixed-rate mortgages and the ARM, 

however, these may carry higher transaction costs and they are less standardized. 

 Generally, there are two ways to fund mortgages. The first is the deposit 

financing structure (see figure 1a) which was predominantly used in the mortgage 

market till the late 1970s and early 1980s in the U.S. (Kendall 1996). This finance 

structure makes use of the banking model where banks use savings and deposits to 

fund long-term mortgages. Mortgages are originated and then held till maturity or the 

originate-to-hold model. As in the business of banking, there are maturity 

mismatches between the mortgages and the deposits, more so for the fixed-rate 

mortgages than for ARMs which are significantly lower. The bank thus assumes the 

credit risk, the prepayment risk, and the market risk. Banks usually do not have any 

problems with taking in credit risk and prepayment risk. However, taking in market 

risk for long periods will require the institutions that hold these financial assets to 

have a large equity cushion to cover for default write-offs. 



  10 

 
 
 The second way to fund mortgages is by channeling funds from the capital 

markets or what we call the bond financing structure (see figure 1b). This structure 

came about in the 70s when a financial innovation called securitization was 

introduced. By securitizing a pool of debt instruments, one is able to make a 

standardized asset that can be sold to capital markets and then traded in secondary 

markets. In between the borrowers and the investors are the financial intermediaries 

whose function is to originate loans, package them, securitize them, and sell them to 

capital markets as MBSes. Today, investors, including banks, hold MBS instead of 

mortgages on their balance sheets. The securitization model is primarily used in 

developed markets such as the U.S. and Denmark and its purpose is to finance 

mortgages with cheap credit.  

 Intricate to the system of bond financing is the mortgage intermediary. These 

financial institutions are responsible for the securitization process. They first originate 

mortgages, then package similar mortgages in a pool of assets, and fund these by 

issuing mortgage bonds or MBS. The responsibility given to financial intermediaries 

is essential to understanding the bond finance structure. Mortgage intermediaries 

must originate hundreds of mortgages such that a securitization becomes cost 

effective. The investors that buy the MBS do not know what or who the asset (s)he is 
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funding. Finally, the intermediary must assume all cost associated in collecting 

payments and diverting the streams of cash flows to MBS holders. 

 Depending on market regulation, some MBS are pass-through securities 

where the capital issued directly goes to the borrowers. In non pass-through cases, 

intermediaries first issue MBS then use the proceeds to purchase mortgages. In the 

latter case, the interest rate of the MBS may be higher than that of the mortgage 

loan. In the former case, the interest rate of the borrower matches that of the lender. 

 The development of MBS in recent years is a financial innovation that falls 

under the category of structured finance. Structured finance has been important in 

increasing the size of the mortgage market as more credit is available than in the 

deposit financing model. The end goal of structured finance is to transfer risk by 

several processes such as securitization, tranching, and credit enhancing. 

Securitization is the process of repackaging various financial assets and selling the 

pool as a security in capital markets. Tranching is the process where a pool of 

investments are sliced up into different investor classes such that one tranche has a 

higher rating than the other. Credit enhancing is done either by tranching a pool of 

assets where one asset class is given a higher priority over cash flows or by 

overcollateralizing where loans (assets) are greater than the balance of bonds 

issued. Using these techniques, structured finance has created a number of 

instruments such as Collateralized Debt Obligations (CDO), Asset-backed Securities 

(ABS), MBS, Credit derivatives, etc. that repackages various financial assets to form 

different looking types of assets. It is probably important to note that one can 

securitize already securitized securities and to avoid this tongue twister, we will call 

these new layer and further layers of securitized assets as resecuritized instruments. 
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With the use of these instruments, the capital markets have increased the market 

size. 

Table 1 below, summarizes the comparison between the Danish and American 

mortgage systems. 

 Danish System U.S. System 
Policy provide cheap credit for 

mortgages increase homeownership 

Regulatory 
Authority Finanstilsynet (The Danish 

Financial Supervisory 
Authority) 

Office of Federal Housing 
Enterprise Oversight (OFHEO) 

under the Department of 
Housing and Urban 
Development (HUD) 

Regulatory 
Authority 
Mission 

“preserving confidence in the 
Danish financial sector from 
citizens and companies in 

Denmark and abroad” 

“increase homeownership, 
support community 

development and increase 
access to affordable housing 
free from discrimination” HUD 

Mortgage 
Originator Mortgage Credit Institution 

(MCI) 
Primary Mortgage Lenders 
(Mortgage Banks, Brokers, 

etc.) 
# of originators 8 7771 

Mortgage 
Liquidity 
Facility 

MCI 
Non-Agency (Wall Street), 

Agency (GSEs - Fannie Mae, 
Freddie Mac, FHLB, etc.) 

Resecuritized 
Market no evidence Lots 

Debt Security Pass-Through Securities 
(required by law) 

Generally Pass-Through 
Securities 

Credit Risk borne by the MCI transferred to MBS and 
resecuritized assets 

Prepayment 
Risk 

transferred to debt security 
holder 

depends on the “prepayment 
clause” 

Market Risk transferred to debt security 
holder 

transferred to debt security 
holder 

Principal 
Guarantee MCI 

FHA, Ginnie Mae, Fannie 
Mae, Freddie Mac, FHLB, 
Banks, Finance Houses, 

federal agencies 
Investor 
Security 

Guarantee Fund for 
Depositors and Investors 

(Garantifonden) - in event of 
liquidation 

Implicit Guarantee by the U.S. 
Government 

Securitization Follows the balance principle pass-through securities & 



  13 

- cash flow matching - a 
pass-through security 

pooled mortgages financed by 
issued debt (not pass-through) 

Standardization Highly standardized - 
mortgagers can buyback the 
equivalent bond shares and 

cancel out loan 
several standards 

competition 
only with product innovation 
and distribution capabilities 

mortgage originators compete 
on fees, limited competition on 

the level of credit risk 
intermediaries 

buyback can purchase corresponding 
bonds and cancel out 

mortgage 
no 

due on sale 
clause 

no - can pass on the 
mortgage to new homeowner 

yes - must prepay if one 
relocates 

outstanding 
mortgages/gdp 101% in 2003 81% in 2003 

bond defaults since 1797, no single bond 
series default 

just look at the current 
financial crisis 

Clientele anyone who passes credit 
risk assessment 

Low income, medium income, 
high income - bonds divided 
into prime, alt-a, subprime 

How mortgage 
intermediaries 
were created? 

response to copenhagen fire 
of 1797 

response to financial crisis 
(rise in foreclosures, drop in 

housing prices) - great 
depression 

Maximum Loan 
to Value Ratio 0.80 1.00 

 

Danish and American Mortgage Systems 

 If we shift gears and turn to the main study of this paper, we find that the U.S. 

and Danish mortgage systems produce similar end products for borrowers. The 

spread of Danish and American MBS are comparable where average yields are 

around 150 to 140 bps above the yield on government bonds (Frankel et al. 2004). 

However, if we delve deep into the structure and the investment products these 

systems churn out, we find very significant differences between the two. As with any 

mortgage system in the world, the political policy in forming the mortgage system is 

worth looking at to shed light on the development of a systemʼs institutions. In 
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comparing the two systems, we will first look at the political motivation behind each 

system and then delve into taking apart and comparing the technical structures of 

each of these systems. 

 The Danish mortgage policy can be summed up to provide cheap credit for 

mortgage borrowers without compromising the stability of the financial system. 

Mortgage lending activities in Denmark are regulated by the Finanstilsynet (The 

Danish Financial Supervisory Authority), who also supervises other banking and 

financial institutions. The following two statements are the regulatory authorityʼs 

mission statements: 

• Finanstilsynet contributes to the mission of the Ministry of Economic and 

Business Affairs to create future-oriented conditions for growth for citizens 

and companies in an increasingly globalised world. 

• Finanstilsynet contributes by assisting in preserving confidence in the Danish 

financial sector from citizens and companies in Denmark and abroad.4 

Of the two statements, the former alludes to growth and the latter on the stability of 

the financial sector. This is rather trivial as most textbooks will suggest, as financial 

intermediaries ought to be governed by similar values. Nonetheless, the American 

equivalent is very different. 

 The Department of Housing and Urban Development is the authority that 

regulates mortgage-lending activities in the U.S. This regulatory authorityʼs mission 

is to “increase homeownership, support community development and increase 

access to affordable housing free from discrimination”.5 Here we see a major 

difference in how the two systems are politically motivated. In the case of Denmark, 

                                                        
4
 taken from the Finanstilsynet website - about us - mission 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the mortgage system is regulated by a government arm whose mission to promote 

growth and stability of the Danish financial system. Across the Atlantic, the American 

mortgage system is governed by a government arm whose goal is to increase 

homeownership by creating a system that increases access to affordable housing. 

 
 

 
 
 Looking at the structure of the Danish System (see figure 2 above), we find 

that the Danes use a cookie cutter model of the bond financing structure. Borrowers 

are linked to the capital markets by the mortgage intermediary — the MCI — which 

                                                                                                                                                                            
5
 taken from the HUD website 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in theory should represent and match the interests of both parties on the opposite 

ends. For the Danish borrower, (s)he deals with the MCI from mortgage application 

to the final payment of a mortgage. On the other hand, if we look at the American 

System, (see figure 3) we find that mortgages must pass through several 

intermediaries before an MBS is made. Essentially, the intermediaries are separated 

into two camps by function; origination and securitization. 

 Mortgage origination is the function of the primary mortgage lenders (PML), 

which are composed of mortgage banks, brokers, and credit unions, and there are 

upwards of seven thousand of these institutions registered. While there are eight 

MCIs in Denmark originating loans, the reality in the U.S. is the opposite and a large 

percentage of mortgages are originated by thousands of small PMLs.6 

 Securitization is the function of the mortgage liquidity facility (MLF) and this is 

divided into two groups. A mortgage is securitized by the agency MLF if it meets 

certain borrower quality standards or is a conforming loan. Mortgages that do not 

meet the standards defined by the agency MLFs are securitized by the non-agencies 

composed of finance houses such as Lehman Brothers, Wells Fargo, and 

Countrywide Financial.7  

 From a structural standpoint, both systems follow the same three segment 

bond financing model. We have the mortgager, the mortgage intermediary, and the 

capital market. However, the U.S. model separates origination from securitization 

into two separate institutions unlike the MCI that does both activities in Denmark. 

The American PMLs adapt a originate-to-distribute model and the MLFs securitize 

mortgages bought from the PMLs. 

                                                        
6
 taken from Investopedia http://www.investopedia.com/terms/m/mortgage_originator.asp 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 When we look at the risk of the products that come out of the securitization 

processes of the two systems, we see MBS with different risks. In Denmark, credit 

risk is retained at the MCI level and does not get passed onto the MBS. This is 

mandated by Danish financial law. MCIs must also be liable for the principal or the 

par value of the loan for the entire life of the mortgage. The Danish regulation behind 

this addresses the moral hazard problem of originating loans because MCIs that 

originate bad loans increase write-offs and reduce equity. In the American system, 

credit risk is usually passed onto the MBS. There is no specific regulation that 

mandates the retainment of credit risk on the level of the MLF and in effect, creates a 

moral hazard problem. On one side note, Agency MBS tend to be credit risk free 

because the institutions that issue these assets are implicitly backed by the U.S. 

government. It is the non-agency MBS, which are not backed by the U.S. 

government, that brings about a moral hazard problem and transfers credit risk to the 

MBS issued in capital markets. 

 Another risk inherent to mortgage finance is prepayment risk. In Denmark, 

financial legislation mandates that prepayment risk must be passed onto the MBS. 

MCIs cannot hold this risk as it distorts the principle of balance which states that 

mortgages must be matched as closely as possible with MBS. In the U.S. however, 

there is no legislation that mandates the retainment of prepayment risk on the level 

of intermediaries. PMLs usually pass all mortgage risks to MLFs. Some MLFs will 

bear prepayment risk and others will pass it onto securitized assets. The party 

responsible for prepayment risk is dependent upon the terms of contract of the MBS. 

                                                                                                                                                                            
7
 these three finance houses are among the top six private issuers in 2006 (see Rosen 2007) 



  18 

 Danish MBS are highly standardized. They are quoted on the Danish Stock 

Exchange — Nasdaq OMX8 — and information about the price of the bond, the 

prepayments, the number of defaults, the delinquency rate, the number of 

mortgages, and other relevant information are all freely available to investors. The 

Danes are quite transparent with their mortgage securitization, as it is required by the 

authorities. Also, when new mortgages are made, the interest rates offered to clients 

are usually market driven. MCIs do not come up with the interest rate; the market 

dictates it. Furthermore, danish borrowers have the ability to buy back the share of 

their mortgage at the market price and present this to the MCI to have their loan 

reduced or fully canceled. 

 American MBS, on the other hand, are not as standardized. Boyce (2008) 

argues that “a transparent standardized mortgage market is the solution” to the loss 

of confidence in the U.S. mortgage market. While one can freely access MBS data 

for the agency MLFs, one needs to pay an access fee for non-agency securities.9 If 

one does a quick search at the Securities and Exchange Commission (SEC), MBS 

disclosure requirements are just proposals which date back to 2004. As far as May 

2009, these do not seem to have been implemented. As far as mortgage interest 

rates are concerned, these are dictated by the intermediary and not the market. 

 When a MBS is released onto the capital markets, investors can, in theory, do 

as (s)he pleases. The MBS can be sold, be used to make derivative assets, and also 

be subject to structured finance. Unless there are specific laws prohibiting or 

imposing a boundary on what structured finance can do, investors are free to do as 

                                                        
8
 see footnote 3 

9
 Inside Mortgage Finance Publications charge upwards of $100 for access to MBS data 

(http://www.imfpubs.com/data/) 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they please with their MBSes. In both economies, the capital markets have the ability 

to splice, dice, pool, resecuritize, and tranche as they please as long as the new 

structured asset is sale able in the capital markets. In the U.S., we find a huge 

market for structured finance assets which include MBSes in them. However, we find 

little or no evidence of this activity in Denmark. What the recent financial crisis has 

revealed is an alphabet soup of structured finance products in the U.S. such as 

CDOs, ABS, Credit Derivatives, etc. and these instruments were basically created to 

extend the capital markets to purchase increasingly riskier MBSes. The 

resecuritization market is rather an uncontrollable market. As long as financial 

houses have the freedom to contract, there will be a possibility in any market for the 

creation of resecuritized assets. In the Danish system, there seems to be no law that 

prohibits financial institutions from repackaging Danish MBSes. However, there has 

been little to no evidence that Danish MBS are being repackaged as credit risk is not 

passed onto the capital markets and there is also no reason to use structured 

finance transfer the low risks (prepayment and market risk) associated with Danish 

bonds. 

 Up to this point, we have been describing how the two systems differ but we 

have avoided the legal and regulatory framework that serves to glue together the 

three segments of mortgage finance. In Denmark, mortgage law dates back to 1850 

when they introduced the principle to protect investors and at the same time provide 

cheap funding for homeowners (Moodyʼs 2002). On the other hand, the Americans 

have a relatively lose regulation and the authority regulating mortgage finance is 

more aligned with the policy of the executive branch of the government rather than 

the efficient functioning of the capital markets. 
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 Danish law is quite effective in regulating the mortgage market. The balance 

principle that mandates close matching of cash flows, interest rates, currency, and 

duration between mortgages and MBS, keeps the securitized products of a certain 

standard (Moodyʼs 2002). Foreclosure and recovery are “speedy” and supported by 

strict laws — typically a foreclosure process takes no more than six months after a 

borrower defaults (Moodyʼs 2002). Danish Mortgages are also full recourse debt. 

This means that in the event of a default and the proceeds from the foreclosure of 

the house are not enough to cover the face value of the loan, the mortgager is liable 

for the remaining balance. This effectively minimizes strategic defaults. 

 The American experience in mortgage regulation is actually quite the opposite 

of the Danish system. Matching of cash flows, interest rates, currency, and duration 

are left to the discretion of the MLFs. Foreclosure laws vary from state to state. 

American MBS are not full recourse debt and there are many cases of strategic 

defaults where borrowers just walk away from the mortgage because the loan is 

much higher than what the real property they purchased is worth. 

 Lastly, unlike the U.S. System, there is no “due on sale” clause in Danish 

Mortgages. This means that if a mortgager wants to move out of their house, they do 

not need to prepay the remaining value of the mortgage. Instead, the mortgager has 

the ability to pass on the mortgage to the next homeowner. This reduces transaction 

costs of terminating the outgoing homeownerʼs mortgage and creating a new 

mortgage for the incoming homeowner.. 

Which system is more effective? 

 In comparing the Danish and American systems, this paper will consider the 

effectiveness of producing the intended results — that is harnessing cheap credit for 
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the purpose of financing homeowners. The whole point of transitioning a mortgage 

financing system from a deposit-based system to a bond market based system is to 

increase the available credit in the market. With this assumption, an effective system 

channels credit from the capital markets to borrowers with minimal transaction costs 

and low uncertainty, generates loans to reasonably creditworthy borrowers, and 

performs without the need for structural or organizational change as the economy 

progresses through the business cycle. 

 In the American System, credit from capital markets is not necessarily 

standardized. MBSes are generally pass through securities but specific regulation to 

maintain such a standard are not in place. Some intermediaries may first issue 

bonds to the capital markets and then use the proceeds to fund the purchase of 

mortgages from the PMLs, which introduces uncertainty, risk, and eventually higher 

transaction costs within the system. For the second criterion, the MLF split between 

agency and non-agency institutions is arguably a conduit for the generation of bad 

loans. Mortgages that do not meet agency MLF standards are passed on to non-

agencies who securitize these non-conforming loans. There is a moral hazard 

problem in the non-agencies that securitize non-conforming mortgages as structured 

finance aids in the apparent transfer of risk and these intermediaries are not liable for 

the MBSes. This system in place in the U.S. is apparently generating bad loans. 

Having zero-down loans in a mortgage system is not necessarily beneficial as the 

borrower will be at a negative equity position when housing prices fall. The situation 

where the asset is worth less than the debt increases the likelihood of strategic 

defaults. Having a fraction of mortgagers taking up strategic defaults as business 

cycles change is an unacceptable occurrence in an effective mortgage system. 
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Nationalization or having agency MLFs being put under conservatorship of the U.S. 

government shows us that the U.S. system cannot stand the test of time. Generally, 

the U.S. system is not an example of an effective system. 

 Denmark, on the other hand, has an effective system. There are laws in place 

to minimize transaction costs and uncertainty. When a danish MBS is issued, 

proceeds flow directly to the borrower and no uncertainty is introduced. Transaction 

costs are also kept to a minimum because competitions among the MCIs are in the 

form of keeping fees down, increasing distribution channels, and innovating 

products. As for the second criterion, uncreditworthy borrowers are not given access 

to credit. Danish MCIs have an incentive to conduct stringent creditworthiness 

checks because they are liable to the investors for the principal of the mortgages 

they originate. Data about Danish mortgage default rates are between 0.02% to 

0.12% of total loans as mentioned before. As for the last criterion, the Danes have 

not defaulted on any mortgage bond series since its inception in 1797. Furthermore, 

the Danish MBSes are quoted in the Danish stock exchange, which ensures a 

degree of transparency and also indicates the presence of a market maker unlike the 

closed equivalent market in the U.S. It is therefore no surprise that they have been 

quite resilient in todayʼs financial crisis and do not require structural change in 

response to crisis unlike their U.S. counterparts. On the borrower level, they have 

legislation backing up full recourse mortgages to prevent strategic defaults. The 

danish system is therefore an example of an effective system. 

Could the Financial Crisis have been avoided? 

 The financial crisis of 2008 was primarily started with the collapse of the 

market for non-agency MBS like sub-prime mortgages. There is little disputation that 
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the collapse was started from falling housing prices. What made the collapse a 

systemic problem that led to a financial crisis was caused by several factors. Among 

those factors include structured finance, the U.S. Mortgage system, regulation (or the 

lack thereof), free markets, financial innovation, and several others. What I plan to 

argue in the next few paragraphs is that the financial crisis in the U.S. could have 

been avoided from its origination in the sub-prime mortgage market if credit risk were 

not passed onto MBS and if there was one unified securitization standard for agency 

and non-agency MLFs. A mortgage system that allows credit risk to be passed onto 

MBSes and with little or no regulation over the quality of mortgages originated and 

securitized is a recipe for a mortgage market collapse. 

 The fall of housing prices became a problem in the U.S. system because the 

creation of uncreditworthy loans were promoted, which was caused by two reasons. 

The first is the inability of retaining credit risk at the level of the mortgage 

intermediary to stop the origination of bad loans and the second is the little 

restrictions imposed on non-agency MLFs which was a conduit for securitizing bad 

mortgages. 

 If we go back to the comparison between the Danish and U.S. mortgage 

systems, we find that the Danish retain credit risk at the level of the intermediary; 

MCIs are liable for the mortgages they originate. Bad loans are stopped before 

origination. This is not the case in the U.S. where credit risk is passed onto the 

MBSes. PMLs follow the originate-to-distribute model and do not take any 

responsibility for defaults. The quality of mortgages being originated is left to the 

MLFs, and the MLFs securitized whatever was demanded by the market. The credit 
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risk from origination in the U.S. system was passed on to the securitized assets the 

mortgage system originated. 

 The other problem in the U.S. system is the split between the agency and 

non-agency MLFs. In theory, the split between the two exists because there are two 

general types of loans: conforming and non-conforming. Conforming loans target a 

certain standard defined by the agency MLFs. Non-agencies then pick up the 

leftovers and with the magic of structured finance, they can churn up assets that are 

demanded by the market. As long as the market will buy the non-agency MBSes with 

uncreditworthy underlying loans, non-agencies will continue to securitize the 

leftovers. What we end up with is the systematic creation bad loans in the U.S. 

 To summarize what Iʼve outlined, the U.S. system has the ability to transfer 

credit risk to the MBS market and the ability to create riskier mortgage subclasses. In 

simpler terms, the U.S. has a mortgage system that promotes the creation and 

funding of risky mortgages from origination to securitization. If the U.S. had in place 

regulation that would mandate credit risk to be held at the intermediary level and a 

unified MLF that has the restrictions and mortgage standards, the financial crisis 

would not have erupted with the collapse of the sub-prime mortgage market. 

 For those who are familiar with Hyman P. Minskyʼs financial instability 

hypothesis (FIH), the sub-prime mortgage crisis should not be surprising. Minsky 

suggested that business cycles are endogenous to the capitalist system and states 

that when markets are left on their own, stability breeds instability through 

speculative investment activities.10 Interventions and regulations play an important 

role in the capitalist system because they are designed to keep the economy 

                                                        
10

 for more information, look at Minsky 1992, and Wray 2008 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operating within reasonable bounds. The U.S. mortgage system is a case where 

interventions and regulations were not present and therefore a financial crisis came 

about. On the other hand, the Danish System is highly regulated and it has been 

resilient to the mortgage crisis. Minskyʼs FIH is a theory that backs up the argument 

that the U.S. system must be more regulated than it is today. This also implies that 

the financial crisis could avoided the sub-prime problem if more regulation was in 

place to keep the economy operating within certain boundaries. 

Adapt the Danish System in the U.S.? 

 Given the problems of the U.S. System, credit risk and regulation must be 

somehow addressed. The solution here is to impose retainment of credit risk at the 

intermediary level and the corresponding regulations, but these are tied to several 

different problems. One problem for instance is the conflict between providing credit 

for creditworthy borrowers and U.S. HUDʼs policy to increase homeownership. The 

more stringent creditworthiness checks are, the smaller the clientele will be and this 

will lead to lesser homeownership — in conflict with HUDʼs policy. Another difficulty 

in adopting the Danish system in the U.S. is the fairly large equity cushion required 

for the intermediaries to functionally take in the credit risk of the mortgages they 

securitize. Finally, the biggest problem is dealing with intertwined the structured 

finance products and transitioning to a more effective mortgage system. Lets say if 

we convert current mortgages into new mortgages that will reflect the terms of a 

more effective financing system as Soros suggested, how will the liabilities for 

investors be addressed especially if they are intertwined into resecuritized products? 

 In Sorosʼ chapter on An Economic Recovery Program, he outlined the 

following logic to transition the U.S. mortgage system (2008). First, the government 
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should exercise control of the agency MLFs — the GSEs — and introduce new 

mortgages based on the Danish model. The GSEs should also reduce fees and 

extend mortgage size limits to consolidate the MLFs as the non-agencies are 

currently frozen. Then to retain credit risk at the intermediary level, guarantees for 

the MBSes the GSEs issue must be guaranteed. Lastly, a standardized system for 

cheap financing should be introduced to transition current mortgages to the new 

system with several incentives. 

 Sorosʼ suggestion seems straightforward but several issues must be 

addressed. The most daunting would be to address the issue of transitioning current 

MBSes subjected to resecuritization. How will this be dealt with functionally? 

Extending mortgage size limits, reducing fees, and introducing guarantees will be will 

be large expenses on the side of the GSEs and what party should bare this? 

 The ideas Soros puts forward are valid and the key to restructuring the U.S. 

mortgage system is to retain credit risk at the intermediate level and consolidate the 

agency and non-agency MLFs and maybe in the long run, the PMLs and the MLFs. 

 
Conclusion 

 As suggested by George Soros, the U.S. mortgage system is broken. Credit 

risk is being passed onto the market which is using structured finance to seemingly 

transfer risk. Loose regulation in the intermediary is channeling the creation of bad 

mortgages through the non-agency MLFs which froze at the start of the sub-prime 

mortgage crisis. The U.S. mortgage system can benefit from standardization and 

transparency like the Danish system where MBSes are quoted at the stock 

exchange. As Boyce (2009) suggested: “the [U.S.] system needs to have 
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transparency built in. The moment a mortgage is issued, it is sold into a bond series 

of mortgages with identical terms. The mortgage obligation never sits on any bankʼs 

balance sheets and never vanishes into a complex web of securitizations.” These 

improvements should increase investor confidence and allow the smooth functioning 

of the market. With financial innovation materializing in structured finance, a 

mortgage system without clearly defined boundaries will result in credit flowing to 

uncreditworthy borrowers. The regulation instituted in the Danish system contribute 

to the smooth functioning of the system with a history of more than 200 years. All 

these suggestions are not wholly without flaws. Though the Danish system is more 

effective, there are only eight intermediaries in the market and all are undiversified — 

they only hold mortgage assets and liabilities. There is also a question on how to 

transition the U.S. mortgage system which is left unanswered in this paper. The 

insufficiently regulated mortgage intermediaries in the U.S. led to the development of 

structured finance which supported the creation of sub-prime loans. 
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Glossary 

Amortization 

We amortize when we distribute a lump-sum cashflow over a series of installments; 

several periods to minimize high amounts of cash flow at one time. 

Collateralized Debt Obligation (CDO) 

An instrument of structured finance that pools together debt securities and uses 

bonds, mortgage backed securities (MBS), or other financial assets as collateral. 

CDOs typically are overcollateralized, subordinated, and carry excess spread. 

Collateralized Mortgage Obligations (CMO) 

Mortgage-backed securities that are broken up into tranches with one tranch having 

principal repayment priority over the other. These is a product of structured finance 

that allows one tranche to have a higher credit rating than the other. 

Credit Risk 

is the risk that the borrower does not pay the obligations stipulated in the loan 

contract. This can result in the loss of the principal value (or the amount of the loan 

when it was created). 

Realkreditobligationer (Danish Mortgage Bonds) 

Danish Mortgage Bonds that are issued only by the eight authorized Mortgage Credit 

Institutions in Denmark. These financial instruments are highly regulated by the 

Danish Financial Supervisory Authority. 
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Debt Security 

A classification of a financial asset that is standardized and easily traded in 

secondary markets. Debt securities represent a loan or an obligation with a known 

maturity — the date when a loan is due — whereas an equity security represents 

ownership which is assumed to extend to the indefinite future. Examples of debt 

security include government bonds, corporate bonds, and collateralized securities 

(CDOs, CMOs, MBS, etc.). Mortgages packaged into standardized pools through the 

process of securitization are turned into debt securities as opposed to a standard 

mortgage debt. 

Default Risk 

also known as Credit Risk 

Face Value 

The face value of a loan is the amount of the loan at the point when the contract was 

made. 

Fire of Copenhagen 

On the afternoon of June 5, 1795, a fire started in a warehouse for coal and barrels 

that spread throughout the city of Copenhagen in Denmark. In the finance world, this 

event marked the creation of the oldest and arguably the most efficient mortgage 

finance system in the world. Kreditkassen for Husejerne i Kjøbenhavn 

(Copenhagenʼs Credit Organization for House Owners) was an association formed 

two years after the fire to allow more favorable mortgage financing for homeowners 

who lost their properties in the Copenhagen Fire. By 1850, the danish wrote down 

their first mortgage law which establishes the ʻbalance principleʼ that ensures the 
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closest possible match between mortgage loan payments and bonds issued in the 

market. For over 200 years, the danish system has modified and adapted new laws 

for the mortgage market but the balance principle has been kept in place. 

Interest Rate Risk 

Risk that the value of a debt security will rise or fall due to changes in market 

conditions. 

Lump-Sum 

One time outgoing cash flow from the perspective of a borrower. This could be the 

principal payment at the end of a mortgage loan. 

Market Risk 

Also known as Interest Rate Risk. 

Mortgage 

is a form of collateralized loan. An IOU, a promise to repay an amount in the future 

with a guarantee of a real asset if one fails to pay the stipulated obligations. 

Mortgage Bond 

Also known as mortgage-backed securities. 

Mortgage-Backed Security (MBS) 

A mortgage bond is a debt security that represents mortgages. Mortgage bonds as 

opposed to plain mortgages are funded by standardized debt securities that are 

tradable in capital markets. This is the instrument that is used by mortgage 

intermediaries to tap credit from capital markets for mortgagers. 

 

 

 



  34 

 

Mortgage Liquidity Facility (MLF) 

A financial intermediary that links mortgagers or borrowers with capital markets. In 

the U.S. system, they buy mortgages from Primary Mortgage Lenders (PMLs) and 

assume the process of mortgage securitization. The end product for investors is 

usually a mortgage-backed security (MBS). 

Mortgage Originator 

The party that borrowers deals with in order to secure a mortgage. 

Prepayment Risk 

Risk associated with the early return of principal or face value amount of a debt 

obligation. This introduces uncertainty for the investor that holds this type of asset. 

Prepayment can be seen as a call option embedded in a debt obligation. 

Primary Mortgage Lenders (PML) 

These institutions originate mortgages in the U.S. mortgage system. Mortgage 

banks, brokers, and credit unions are examples of PMLs. 

Principal Value 

See face value. 

Resecuritization 

The process where securitized assets are packaged and pooled with other debt 

instruments to form another standardized financial instrument tradable in secondary 

markets. (See securitization) 
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Securitization 

The method or process where financial debt instruments are packaged or pooled 

together to form a standardized asset that is tradable in secondary markets. (See 

structured finance) 

 

Strategic Default 

Is when a mortgager walks away from a mortgage obligation because of a high 

negative equity position — the value of the mortgage liability is greater than the value 

of the property in the market — which means that (s)he is paying for a property than 

what its worth less in the market. 

Structured Finance 

An area of finance that uses methods such as credit enhancement, 

overcollateralization, securitization, and tranching to reduce or transfer risk of various 

financial assets. Examples of structured finance instruments include asset-backed 

securities (ABS), mortgage-backed securities (MBS), collateralized mortgage 

obligations (CMO), collateralized debt obligations (CDO), and credit derivatives. 

Sub-Prime Mortgages 

Sub-Prime mortgages with higher credit risks. They are typically non-conforming 

U.S. agency loans and are bought by non-agency Mortgage Liquidity Facilities 

(MLF). 


