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Preface


We’re an odd couple. We’re a law professor and a real estate economist separated by a generation and, on a good day, about two hours on the Acela Express. We’ve been collaborating on scholarship and policy work since 2008, and we owe our acquaintance to the financial crisis that followed the collapse of the Great American Housing Bubble.

In September 2008, when the entire US economy appeared to be imploding, we both found ourselves participating in a number of conference calls as part of “brain trusts” to which members of Congress were turning for ideas on how to help bail out not just banks but also beleaguered homeowners. We recognized in the course of those calls that we could do a lot more together than we could separately. Adam knew something about the mechanics of securitization and foreclosures, and Susan knew quite a bit more about real estate economics. We realized that by putting these pieces together we could articulate a much more coherent critique of what went wrong—and a much sharper formula for how to fix it—than we could individually. Over the years we have batted ideas back and forth and educated each other, while working through our thinking on housing finance in a series of articles, book chapters, congressional testimonies, and policy briefs. This book is the culmination of our efforts.

Our immodest goal in this book is to provide the definitive account of the creation and collapse of the Great American Housing Bubble and to set forth tangible principles and metrics to guide housing finance reform. Put differently, this book is about what went wrong in housing finance and how to fix it. Astonishingly, over a decade after the bubble burst, no definitive account yet exists of the bubble, which brought on the greatest destruction of wealth in modern memory, culminating in the financial crisis of 2008. While there are numerous accounts of the financial crisis of 2008, the events of the fall of 2008 are very much an epilogue to the story of the bubble. The question that concerns us is what went wrong in the housing finance market such that there was a bubble in the first place.

As of our writing, in the beginning of 2020, the housing finance system in the United States remains broken. The bubble drove home prices in some parts of the country to record highs. The collapse of the bubble triggered the worst financial crisis since the Great Depression. It also left a legacy of over 7 million homes sold in foreclosure—one in every nineteen housing units in the United States, with millions of families displaced and many others trapped in houses that they could not sell without taking a loss. More than a decade later, the effects of the collapse still linger in the form of depressed interest rates. Although the housing finance system is currently stable, it remains on government life support and is, incredibly, still in limbo.

Understanding what caused the bubble is paramount for preventing a recurrence and for ensuring a stable housing finance system going forward. If we don’t understand what caused the Great American Housing Bubble that destroyed trillions of dollars of wealth, destabilized numerous communities, precipitated millions of home foreclosures, and played a key role in tectonic shifts in global financial markets, how can we ever hope to prevent future bubbles?

We believe it is important to understand what happened in the housing market not only for its own sake, but also because of the lessons it holds for rebuilding the housing finance market. Given the far-reaching effects of housing finance in consumers’ lives (where and how we live), in the economy ($11 trillion of mortgage debt, financed through $9.5 trillion of various mortgage-related securities), and ultimately even in the political system (homeownership affects civic participation), it is imperative the housing finance system ensure Americans have access to affordable, stable, and fair housing finance.

The story we tell is not about people directly, or at least it does not feature individuals. You will not meet colorful stock characters from the bubble years like the charlatan mortgage broker, the wily house flipper, the hapless subprime borrower, the do-nothing regulator, the Cassandra professor, the unctuous lobbyist, the smarmy politician, the rube asset manager, the eccentric genius investor, or the rapacious Wall Street financier. They make great fodder for journalistic accounts, and we love reading about them, but their personality quirks are a distraction from the search for what went wrong; more importantly, these synecdoches, although helpful for casual discussion, offer no help in figuring out how to fix the market.

Instead, ours is a story of two intertwined markets—the housing market and the housing finance market—that are populated by institutions, financial products, and regulations. These markets are indelibly connected for a simple reason: most Americans purchase their homes on credit; without mortgage credit, our housing stock and our whole way of life in America would look radically different. Ours is a tale of the possibilities—and limits—of markets, and the complicated role of government in markets. Ultimately it is a story about what sort of country we live in and what sort of country we will leave to our children and grandchildren: can we bequeath them a country with a strong homeownership culture, stable neighborhoods, and sources of retirement savings, and fair access to adequate credit? The question of who can get housing financing and on what terms affects consumer behavior, community makeup, local democracy, and the economy as a whole.

These lofty points aside, every story needs a protagonist, and we have one. The hero of our story is the thirty-year fixed-rate mortgage (FRM) or “30-year fixed”—the “American Mortgage,” a uniquely American financial product that has unusual benefits for consumers and market stability. The American Mortgage only emerged following World War II. It is the product of substantial regulatory interventions in the mortgage market and requires a certain institutional and regulatory environment to thrive. The story of the American Mortgage is one of enormous social benefits resulting from government interventions in the market.

A good story also needs an antagonist, and we have one of those too. The tale we tell of the housing bubble is a tale of the temporary eclipse of the American Mortgage and the return of a modern form of the “bullet loans” that prevailed before the New Deal. Bullet loans were short-term, interest-only loans with a “bullet” of principal that was due at maturity. The interest-only structure kept monthly payments lower than they would be on an amortized loan that has payments of interest and principal. The expectation was that borrowers would generally refinance bullet loans as they approached maturity, so they would never have to make the bullet payment.

During the bubble years, a variety of nontraditional mortgage products proliferated that shared some of the key characteristics of bullet loans. Some nontraditional mortgage products were interest-only or partially amortized loans, while others had initial low-rate teaser periods. All of these loans offered lower initial payments, which enabled borrowers to buy more house because the loans were underwritten based on the borrower’s ability to afford the initial payments, not the maximum possible payment. A larger “bullet” payment always loomed. Moreover, most nontraditional loans were low- or no-documentation loans that were underwritten without verifying the borrower’s ability to make even the initial teaser payments.

Nontraditional mortgage products thus enabled borrowers to bid up home prices beyond what would have been possible with the 30-year fixed. The shift in mortgage products eased credit constraints on borrowers, but this easing was not sustainable because the nontraditional mortgage products relied on the borrower’s ability to refinance before monthly payments increased and the “bullet” hit. Refinancing, however, is not possible if a borrower’s credit quality has declined, the collateral property’s value has declined, or the markets are in turmoil.

The return of bullet loans was possible only because of a shift in the way mortgages were financed. The 30-year fixed is a product cultivated by three unique financial institutions that are the linchpin of the postwar American housing finance market: Fannie Mae, Freddie Mac, and Ginnie Mae. These institutions are granted special privileges in exchange for facilitating housing finance in the United States, and they are subject to a particular set of regulations. Most importantly, Fannie, Freddie, and Ginnie bear the credit risk—the risk of nonpayment—on all the mortgages they finance, but they generally pass along the interest rate risk—the risk that the mortgages are at a below-market interest rate or will be refinanced—to investors.

Fannie, Freddie, and Ginnie provided the financing that made the American Mortgage the dominant housing finance product for decades. They did so in part through securitization. Securitization is a financing technique that transforms various types of assets into securities. In the case of mortgages, securitization involves the issuance of debt securities collateralized by pools of mortgage loans. (Other types of assets are also securitized, but mortgages are the dominant asset class in the securitization market.) Mortgage securitization thus links consumer borrowers with capital market investors, who indirectly fund the consumers’ mortgages. Securitization is important to the 30-year fixed because banks eschew funding long-term mortgages with short-term liabilities such as deposits. This is because banks risk insolvency if they fund long-term, fixed-rate assets with short-term, fixed-rate liabilities: the bank will lose money if the interest rate it pays on the deposits rises above the rate it earns on the mortgages.

Starting around 2003, the American Mortgage was displaced from its dominant position in the US housing market as the mortgage finance market shifted away from securitization by Fannie, Freddie, and Ginnie (collectively, “agency securitization”) toward what is known as “private-label securitization” (PLS), meaning securitization undertaken by Wall Street banks. PLS differed substantially from agency securitization in that investors in private-label mortgage-backed securities bore not just the interest rate risk on the mortgages but also the credit risk.

The PLS investor base included virtually all major financial institutions—banks, insurance companies, hedge funds, pension plans, money market mutual funds, and so on. PLS investors were more willing to finance riskier products (bullet loans) than were Fannie, Freddie, and Ginnie. These investors did so at rates that did not reflect the systemic risk that the mortgages generated because of the correlated nature of home prices. When the bullet loans exploded, the losses fell on the broad swath of PLS investors. This started a chain reaction within the financial system because of the uncertainty over the extent of the losses and where they lay within the system. The uncertainty meant that the solvency of all parties within the financial system was suspect, which resulted in a system-wide contraction of credit that was, of course, self-fueling, because concerns about insolvency resulted in illiquidity, which in turn begat actual insolvency.

The story of the bubble, then, is this: the shift from regulated agency securitization to unregulated PLS produced an oversupply of underpriced mortgage finance in the form of bullet loans. These loans enabled previously credit-constrained borrowers to bid up housing prices. This set off an arms race in which otherwise unconstrained buyers were compelled to borrow more in order to compete to purchase a limited supply of housing. The result was a rapid increase in housing prices. PLS was the high-octane fuel that powered the housing bubble. At the same time, PLS and the modern bullet loans it financed all but ensured that the boom in housing prices—and the enormous borrowing predicated on it—would be unsustainable.

We thus lay the blame for the bubble, in the first instance, on PLS and the bullet loans it financed. We are not the first or only ones to point to bullet loans and PLS as essential to the housing bubble, although we marshal new and powerful evidence for that point. But merely identifying bullet loans and PLS as the culprit leaves many questions unanswered.

Our work here is to unravel the full mystery: How did it happen? Why did the market shift from agency securitization to PLS, and why did it do so when it did? PLS, after all, was not a novel financing technique; PLS dates back to 1977 but remained a fringe part of the economy until 2003, when it took off like a rocket. Why did the market fail to price in the risk posed by the growth of bullet loans? Why did credit rating agencies, short investors, and credit-sensitive subordinated debt investors all fail to price against the growth in risk in the housing market? Why is housing uniquely threatened by “innovative” lending products and not other assets? You’ll have to read further to find the answers, but here’s what you can expect—a summary tour of the book.

The introduction presents an argument in favor of homeownership. The policy goal of expanding homeownership has come under frequent criticism since the 2008 financial crisis. We argue that this criticism is misplaced and fails to understand some of the critical value of homeownership, both to homeowners in the form of a hedge against rent increases and to society generally because of the stability of housing tenure engendered by ownership.

The introduction explains how housing markets have become indelibly linked with financial markets because most homes are purchased on credit. It also shows that this linkage is problematic owing to three unique features of housing markets: the correlated nature of home prices, the feedback loop (endogeneity) between home prices and credit terms, and the difficulty for investors in shorting housing. These three features make housing markets uniquely prone to credit-fueled bubbles.

Chapters 1 through 4 provide an overview of the US housing market at the end of the twentieth century and the history of the US housing finance system in that century. These chapters provide the institutional context for understanding the housing bubble that emerged in the twenty-first century. Bubbles and busts in real estate have happened many times before, so a historical perspective is important. These chapters also present an extended analysis of the development of the 30-year fixed. The advent of the American Mortgage provided the backdrop for a historic and sustained expansion of homeownership in the United States in the post–World War II period. Nonetheless, the 30-year fixed has come under attack recently as a less-than-ideal product because of the interest rate risk it places on lenders and its mismatch with actual housing tenures. We present a defense of the 30-year fixed, which we believe is a well-designed product that benefits consumers and lenders alike and is necessary for stable homeownership.

Chapter 5 relates the denouement of the housing bubble: why the bubble collapsed, how the bubble connected with and sparked the financial crisis, and how the aftereffects still reverberate. During the bubble, housing-related assets became an important component of financial institutions’ highly leveraged balance sheets, while their liabilities were frequently short-term and flighty, meaning that spooked creditors could often demand immediate repayment. This meant that any perceived impairment in the value of the housing-related assets risked triggering a liquidity crisis for financial institutions because they were unable to roll over their own borrowings in the repo and swaps markets. We also explain how housing as an asset class is uniquely vulnerable to downward price spirals, just as it is to bubbles, and how foreclosures further depressed housing prices and exacerbated the collapse of the bubble.

Chapter 6 turns to the question of identifying the bubble. While there is broad agreement that there was a bubble in the housing market, there is far less agreement about when it began and ended, or even how to define it. We argue that the bubble began quite late—only in 2003–2004—and that the increase in housing prices in 2001–2002 was driven by changes in economic “fundamentals,” namely historically low interest rates that made home purchases more affordable relative to rentals and the expanded use of automated underwriting technology. Locating the beginning of the bubble is particularly important to identifying its causes; any explanation of the bubble must be able to explain its timing.

Chapters 7 and 8 address existing theories of the bubble. In Chapter 7, we demonstrate empirically that the housing bubble was, in the first instance, a supply-side rather than demand-side phenomenon, as the supply of mortgage financing increased and its price dropped even as risk was rising. This is consistent only with the bubble being predominantly a mortgage debt supply-side phenomenon, which means that demand-side theories that point exclusively to irrational borrower exuberance, local housing supply constraints, or low-income housing needs do not explain most of the bubble. This is not to say that we deny the basic claims of these theories, but rather that we do not believe they are capable of explaining the bubble overall. Instead, we believe that the bubble was set off by an expansion of the mortgage-financing supply that enabled previously credit-constrained borrowers across income groups to bid up home prices. Otherwise unconstrained borrowers responded with their own increased borrowing in order to remain competitive in the home purchase market. As a result, mortgage debt increased across the credit spectrum, not just for subprime borrowers. Mortgage suppliers more than met this demand increase, by churning out increasing amounts of debt that was poorly underwritten and not priced for the risk.

In Chapter 8, we turn to an examination of supply-side theories of the bubble. What caused the expansion of the mortgage supply in the 2000s? We first show that supply-side theories pointing to affordable housing policy and monetary policy fail to match the timing of the bubble or to explain developments in other related markets, such as that for commercial real estate. We then explore the “global savings glut” theory propounded by former Federal Reserve Board chairman Ben Bernanke, which argues that the bubble was the result of a surplus of international savings seeking “safe,” AAA-rated assets. The excessive demand for AAA-rated PLS drove down the cost of mortgage credit, as investors were willing to accept less yield relative to risk. We show that Bernanke’s global savings glut theory is incomplete because it fails to account both for the workings of PLS, which was the financing channel for the housing bubble, and for the division of the globe into bubble and no-bubble countries.

In Chapter 9, we probe the source of the increase in supply in mortgage financing and present our theory of the bubble. We show that the bubble was a supply-side phenomenon driven by nontraditional mortgages financed by PLS, but that the growth in the PLS-financing channel was possible only because of the emergence of a new type of investment vehicle, called the collateralized debt obligation (CDO). PLS could be marketable only given a demand for both the AAA-rated tranches and the lower-rated tranches. Traditionally, these lower-rated tranches had been purchased by savvy credit risk investors, but during the bubble years they were outbid by CDOs, which had a set of misaligned incentives that encouraged investment in lower-rated PLS tranches irrespective of risk. As a result, rather than pricing adversely in response to the rising risk on US mortgages, CDOs’ conflict-ridden underpricing of risk on PLS resulted in the flooding of the mortgage market with underpriced mortgage financing. This underpriced financing enabled previously credit constrained borrowers to enter the home purchase market or to make larger bids for homes, which in turn pressured previously unconstrained borrowers to borrow up to their constraints as part of a mortgage arms race. The result of the credit expansion was that borrowers bid up home prices beyond fundamental values, resulting in a bubble. Because the mortgages financing these purchases were poorly underwritten, they were not sustainable, and the bubble burst.

In Chapter 10, we turn to the question of why the market did not recognize the bubble. We show that it was not possible for the market to identify a bubble in the US housing market in real time because of the heterogeneity and opaqueness of PLS and because housing prices continued rising. A bubble can be identified when there is a rise in prices that cannot be explained by fundamentals coupled with a compression of credit spreads with rising risk. This combination indicates an underpricing of risk. Credit spread compression must be calculated on a risk-adjusted basis, but PLS heterogeneity and opacity frustrated the analysis of risk. As a result, the mortgage market underpriced two imbedded options in mortgages—a default “put” option and a leverage “call” option—with the effect that the market was substantially riskier than anyone was able to recognize. Investors could not observe the universe of data necessary to evaluate credit spread compression in real time. Informational problems delayed the recognition of a bubble in real time. Once the smart money in the market finally caught on to the bubble, it was already too late.

The smart money did catch on to the bubble, but it faced a problem of how to go short. The illiquid nature of housing means that it cannot be directly shorted. Instead, housing can be shorted only through derivatives, but as Chapter 11 explains, the move to credit default swaps in particular as the method for shorting housing necessarily increased the housing-based leverage in the financial system and exacerbated the effect of the bubble’s collapse. While the shift to PLS produced the expansion of the mortgage finance that fueled the bubble, an inability to recognize and effectively short an overpriced market was the fundamental failure that enabled the bubble.

Chapter 11 turns to the regulatory and market developments in the wake of the bubble’s collapse. It covers regulatory responses to the bubble, such as the Qualified Mortgage (QM) Rule promulgated by the Consumer Financial Protection Bureau (CFPB) and the Regulation AB II reforms enacted by the Securities and Exchange Commission (SEC). It also presents a set of critical market developments: the reduction of Fannie Mae and Freddie Mac’s investment portfolios, the advent of Fannie Mae and Freddie Mac credit risk transfer transactions, and the use of increasingly fine-grained risk-based pricing for mortgages.

Chapter 12 takes up the question of housing finance reform. The financial system has, in the decade since the crisis, already experienced both a massive regulatory reform and a subsequent partial regulatory rollback. Housing finance reform, in contrast, remains largely unaddressed. Various legislative proposals have all withered in Congress. Housing finance is one of the most politically intractable issues, in no small part because of continued disagreement over what caused the bubble, an issue we hope to put to rest.

The collapse of the housing finance system in 2008 presents an opportunity for rational reform and improvement. American housing finance has never been a rationally designed system. It has been formed by extemporized reactions to crises, rather than designed ab initio. Indeed, the problems that emerged during the bubble occurred in no small part because the system developed to rely on informal regulation of the market by Fannie Mae and Freddie Mac through their duopolist market position, rather than direct government command-and-control regulation. This system worked well enough as long as Fannie and Freddie maintained their duopoly power and did not themselves compete for market share in risky products—but instead confined their competition to the provision of service to the lenders from which they purchased loans. When Fannie and Freddie lost their market power with the growth of PLS, the informal regulatory structure failed.

Today, however, it is possible to engage in a rational ground-up redesign of the system. In Chapter 12, we identify the key issues that need to be addressed in a reform of the housing financing system and the trade-offs and dilemmas involved. In particular, we focus on the tension between wanting private capital to hold the risks in the housing finance system and the reality that when housing prices spiral up and down and crash the system, there are inevitably enormous negative spillover effects on households and the economy.

In this chapter, we also identify a set of detailed and tangible principles for any housing finance system. Our overriding goal is a system that produces a stable housing finance market and ensures the availability of affordable housing finance to all Americans. Doing so requires addressing the market failure we identify in Chapter 10. We argue that the information part of the market failure is best addressed by ensuring a high degree of primary and secondary market product standardization because homogeneity makes it possible to observe compressions in credit spreads in close to real time. Enabling closer observation of credit spreads would enable lenders to better price the embedded default “put” option that exists in all US mortgages, which encourages borrowers to pursue additional leverage.

We also argue that the overriding goal of any housing finance system should be to produce stable and financially sustainable access to mortgage lending. The widespread availability of the 30-year fixed as the standard product achieves this (although it does not preclude carefully underwritten adjustable-rate mortgages or shorter-term fixed-rate mortgages as options). The 30-year fixed is not only a product particularly well suited for fostering financial stability; it is also one that ensures deep and sustainable affordability. The 30-year fixed is not a naturally occurring product. Ensuring its widespread availability requires active intervention in housing markets, particularly narrowly cabining competition in the housing finance system, lest it produce a short-termist race to the bottom in standards and products as competitors underprice each other to gain market share.

Standardizing markets around the 30-year fixed would help ameliorate the information failures that plague the mortgage market. Likewise, we advocate for a repeal of an obscure statutory provision that prevents lenders from controlling the combined loan-to-value ratio on their properties by prohibiting junior mortgages. This prohibition is a unique feature of American mortgage regulation that imbeds a leverage “call” option in all mortgages, enabling borrowers to increase their leverage without the consent of existing mortgagees. A relic of congressional attempts to address 1970s inflation, the prohibition on junior mortgage limitations had little importance until the rise of second mortgage lending during the housing bubble. We argue that homeowners should not have the unlimited right to increase leverage on their properties because leverage creates externalities on other lenders and borrowers. Instead, mortgages should contain specifically enforceable, but waivable, negative pledge clauses, which would allow the first mortgage lender to limit encumbrance through junior mortgages and, more importantly, ensure that lenders are aware of the extent of junior mortgages.

We also aim to address the incompleteness of housing markets. Because housing cannot be shorted directly, it is necessary to have firm regulatory control over credit standards, coupled with adequate information about credit spreads for lenders. But regulators can still benefit from market signals. We argue that this can be provided through a market in synthetic credit risk transfers reflecting the entire mortgage market. This derivative market would enable the pricing of overall credit risk. A liquid market in synthetic credit risk transfers will provide valuable market feedback for regulation.

We go a step further, however. Any housing finance system must address the unique nature of housing as an asset: home values are correlated geographically and serially and are tied to the particular credit terms available to borrowers. One’s home may be one’s castle, but it turns out that the castle’s walls are shared with other castles, such that a breach in one wall is a breach in all.

Consider the unique price correlation in housing: whereas the value of your neighbor’s car has no effect on the value of your car, the value of your neighbor’s home affects the value of your home. Likewise, whereas the value of a car yesterday does not affect the value of an identical car today, the sale price of a home yesterday affects the price of a similar home today. And whereas the interest rate that your neighbor pays on a car loan does not affect the value of your identical car, the interest rate and terms that your neighbor pays for his or her mortgage can affect the value of your house, which will in turn affect how much lenders will lend prospective buyers of your house. Housing is unique as an asset class in that property values are tied together and to the mortgage market. Housing is, in a sense, a communitarian asset.

The indelibly connected nature of home prices and credit terms means that a stable housing finance market cannot be subject to the volatility of continuous risk-based pricing; that is, the price of credit will adjust along a spectrum according to the borrower’s risk profile. Risk-based pricing will, by definition, go to extremes whenever there is an increase in the risk of a disaster. A market with risk-based pricing will be self-fulfilling in terms of its risk predictions. As the market prices adversely to risk, it increases risk, not just for the adversely priced borrower, but for all borrowers by depressing home prices. Thus, risk-based pricing will actually result in more expensive mortgages, because the instability generated by risk-based pricing will itself be priced.

Accordingly, it is imperative that a reformed housing finance system eschew the increased risk-based pricing that has emerged since the 2008 financial crisis in favor of a pricing of credit risk that is sustainable over the cycle. This means having countercyclical pricing and the accumulation of reserves in good times against future losses. Such sustainability will limit housing price volatility and make homeownership less risky and more affordable. The effect will be to enlarge the pool of mortgages, which will make them more liquid while simultaneously reducing systemic instability and amplifying the social benefits of homeownership. This ultimately benefits all borrowers because it produces a more stable and sustainable housing finance market, enabling all borrowers to avoid a volatility premium and society to avoid systemic crises. In Chapter 12 we explain the sort of system design features necessary to prevent pro-cyclical risk-based pricing.

The book’s final chapter, Chapter 13, builds on the previously identified principles and design features to succinctly present our proposal for a reformed housing finance system: a federally regulated securitization utility (or possibly utilities) that we call Franny Meg, which would replace Fannie Mae and Freddie Mac. Franny Meg would issue standardized mortgage-backed securities on which it would guaranty the timely payment of principal and interest. That structure would shift interest risk to capital market investors. Credit risk would be allocated in layers among Franny Meg’s own private capital, capital market investors in credit-linked notes (synthetic risk transfers) that reference Franny’s entire book of business, and an explicit and paid-for line of credit with the US Treasury. Franny Meg would thus prevent the problem of socialized losses and privatized gains.

Critically, the spreads on credit-linked notes that reference the entire US housing market would inherently internalize the externalities created by correlated housing prices. This means that the spreads on the credit-linked notes would indicate to Franny Meg’s regulator the state of risk in the mortgage market overall, such that rising spreads would signal the need to curtail Franny Meg’s payment dividends and for Franny Meg to build up reserves through retained earnings.

The Franny Meg utility structure would complete housing markets by creating both a source of information about the level of risk in mortgage lending and home prices, and a liquid, tradable vehicle for investors to express long and short positions on housing. Franny Meg would enable markets to price interest rate risk and credit risk, while maintaining lending standards over the cycle and preventing the races to the bottom that have marked competition in securitization. The Franny Meg vehicle would thus harness the power of the market to ensure systemic stability, affordability, and continued access to homeownership for American families.






 



Introduction

In Praise of Homeownership


LET’S FACE IT: housing finance isn’t exactly sexy. It’s hard to get excited about mortgages. Talk of the “mort-gage” or “death pledge” is a surefire conversation killer at most cocktail parties. “I study housing finance,” is not a great pickup line (or so we’re told). And yet the housing finance system is a topic society ignores at its own peril.

It is hard to overstate the importance of housing finance in modern life and in the modern economy. The type of housing finance system we have determines our built environment and the nature and quality of our lives as individuals. It determines where and how we live. It determines who among us can become homeowners, and it determines what kind of houses, what kind of neighborhoods, and what kind of communities we live in. It affects the stability of the economy and the level of economic equality. And it even affects our ability to participate fully as citizens in our local communities. Some of these effects are direct and tangible; others are indirect and diffuse, but important nonetheless.

Some commentators have suggested that the collapse of the bubble should cause us to rethink long-standing public policies to encourage homeownership.1 We think this is entirely the wrong lesson to take from the bubble. Instead, the lesson is a reminder of just how valuable homeownership is to society and the need to build a strong and durable housing finance system that can support broad and sustainable homeownership going forward.

This introduction sets forth the importance of homeownership, and by necessity housing finance, in virtually every aspect of American life. Our purpose in starting with this paean to homeownership is simple: we want to convince you of the importance of understanding the housing finance system, why we need to understand what went wrong with it during the housing bubble, and what needs to be done to reform it, and that is all about the importance of promoting homeownership.


Homeownership’s Benefits for Consumers

Let’s start with a simple observation: everyone needs shelter. Yet few people can afford to buy a home outright, or at least one in which they want to live. The reality of American economic life is that median household’s pretax income in 2018 was around $60,000.2 Part of this income is used to pay taxes and basic consumption expenses, leaving the median household with perhaps $45,000 in annual disposable income. Over the last quarter-century, the average household has generally saved only around 6 to 7 percent of its annual disposable income.3 That means that a median household might save around $3,000 per year if its savings rate is near average. Many households, of course, do not consistently save at this level.

If households had to purchase homes out of their accrued savings, their ability to purchase homes would be nearly impossible. Few households would be able to cobble together more than several thousand dollars of savings for a home purchase, even after a few years of average savings. Imagine what sort of homes one might be able to purchase solely out of accrued savings. Would they have garages? Central air conditioning? Indoor plumbing? It’s not likely. If Americans had to rely solely on accrued savings for home purchases, homeownership would have to be postponed long beyond the usual age for family formation, many fewer households would be homeowners, and our homes would look more like third-world dwellings.

Because of the limitations on accrued savings, most home purchases are financed with loans, and the house is pledged as collateral under a mortgage to secure repayment of the loan. Mortgage finance facilitates the smoothing of income over the borrower’s lifetime by enabling him or her to telescope future anticipated income into the purchase price. This enables borrowers to become homeowners at the time of household formation, rather than having to save up for years, while facing high, rising, or uncertain rents.4 Without mortgage finance, Americans would live in substantially different and inferior homes. Housing finance—whether for owner-occupants or for landlords of multi-family housing—makes possible the construction and maintenance of our communities.

Housing is critical as shelter, but it is not only shelter. It also provides access to community services, education, utilities, and jobs. Owner-occupied homeownership also helps build good communities, as homeowners are more civically engaged than renters.5

Housing is also a financial asset. Home equity is the largest financial asset for most American families and is often the centerpiece of a household’s retirement savings.6 Not only does home equity provide a source of retirement savings, but once a home is paid off, it keeps expenses for shelter in check and offers a source of collateral for subsequent borrowing, through a home equity loan or a reverse mortgage. Indeed, when a home is purchased with an amortizing mortgage—a mortgage on which the principal is reduced with every installment payment—the home becomes a savings commitment device. Every mortgage payment is an accrual of savings (in the form of home equity) that can be used in the future, and once the mortgage is paid off, the family’s housing expenses are drastically reduced, effectively producing on-going savings.

A large body of commentary exists on whether homeownership is a good investment relative to a diversified portfolio of equities.7 Some studies, including a recent comprehensive study that covers many countries and provides results over many time periods, show returns similar to those of stock markets.8 Other studies find that in a strict horse-race contest, renting plus stock market investments often results in higher wealth accumulation than an investment in a home.9 This result, however, is contingent on the renter reinvesting any rental savings.10 Many renting households lack the ability to do so, so the forced savings commitment of an amortizing mortgage results in homeownership generating greater wealth accumulation for homeowners.11

Simply comparing the returns on an investment in a home versus in equities misses what may be the most important value of the home as a financial asset: it is a hedge against the risks of renting. Specifically, homeownership is a hedge against gentrification, inflation, and unequal economic growth.12 If a neighborhood gentrifies or improves in any way, home prices—and rents—will go up. Homeowners reap the benefit of such neighborhood improvement; renters end up paying more and risk being priced out of their own neighborhoods. Likewise, homeowners are shielded from inflation, even if they are mortgaged. A fixed-rate mortgage is, obviously, fixed, and adjustable-rate mortgages are tied to index rates that do not necessarily track inflation. Renters, however, get squeezed by inflation. Most rental contracts are short-term (one-year) contracts, allowing the rent to be regularly repriced, absent rent controls. Economic growth in general is also threatening to renters, particularly if wages do not keep pace with economic growth, as they have failed to do for the last generation in the United States. Homeownership thus provides an important set of hedges that protect homeowners against risks associated with their cost of shelter.13

Homeownership is also generally cheaper than renting for comparable properties. For the mobile household, renting makes sense, because the transaction costs involved in buying a home are far higher than for renting. But otherwise, in general, homeownership is cheaper. This is not only because homeownership has a built-in hedge against rising rents, but also because rental markets involve a so-called renter externality. All else being equal, rents are higher than homeownership costs because of the difficulty of monitoring renter behavior and the natural tendency to take better care of what we own. The higher costs are passed on to renters in general.14 Landlords generally offer the same terms to all tenants, but they cannot prospectively distinguish between good tenants, who will pay on time and care for the property, and bad tenants, who will pay late or damage the property. Accordingly, landlords offer terms (rent, security deposit, etc.) that reflect the expected mix of good and bad tenants and the extent of the damage from bad tenants.15 All tenants pay higher rent because of the costs imposed by bad tenants, whereas homeowners do not have to pay for this renter externality.

Homeownership also offers a better cushion than renting against temporary disruption to income.16 When considering the benefits of homeownership, it is also worthwhile considering the life of a renter. Renters, particularly low-income renters, live with the threat of eviction hovering over them. Eviction is the story of many low-income renters’ lives,17 and with the displacement from eviction come a host of negative social spillovers. Any disruption in income that results in a month’s missed rental payment can be the trigger for an eviction. Every state allows for landlords to terminate a lease within 30 days of non-payment. Few landlords with a standard twelve-month lease will wait for the rent to be more than 30 days late before terminating a lease and commencing an eviction action. In contrast, a mortgage lender is forbidden from commencing a foreclosure to terminate the mortgage and force the sale of the collateral property until the borrower is 120 days delinquent on the loan.18 This means that a homeowner has a much longer cushion than a renter for recovering from temporary disruptions to income.19



Homeownership’s Connection with the Financial and Real Economy

Housing debt is a significant factor on consumer balance sheets. The home mortgage is often the largest financial obligation of a household.20 In aggregate, American home mortgage debt amounts to an enormous market measured in trillions, not millions or billions. As of summer 2019, there was nearly $11 trillion in home mortgage debt outstanding in the United States,21 accounting for almost 70 percent of all consumer debts in the economy.22 By way of comparison, also as of summer 2019, corporate debt of nonfinancial firms was less than $10 trillion.23

Mortgage debt alone, however, is not the full measure of the housing finance system. Mortgage debt gets amplified by secondary market borrowings used to fund it, such as the $9 trillion in securities of various sorts issued by Fannie Mae, Freddie Mac, the Federal Home Loan Banks, and Ginnie Mae that were outstanding as of 2019. The US mortgage securities market is the largest single debt market in the world. It is a larger market than that for either US Treasury securities or corporate bonds. Much of this debt is owned, directly or indirectly, by US consumers, often through retirement funds. Thus, housing finance appears on both sides of the household balance sheet: as debt in the form of mortgage debt, and as an asset in the form of mortgage investments and home equity. Housing finance ties the lives of real people to the financial system; it is the key link between Elm Street and Wall Street.

Housing also provides a key link between the consumers and Main Street businesses. Housing finance is one of the key engines of the economy, not just because of the scale of the housing market itself, but also because it affects other sectors such as home building and home furnishings, as well as the property taxes that finance many local government services. While housing itself has generally had around a 16 percent share of gross domestic product over the last several decades, it exerts a multiplier effect by supporting jobs for construction, realtors, and home furnishers, such that every two home sales indirectly support one to two new jobs.24

Accordingly, because most homes are purchased on credit, housing finance is one of the major channels of monetary policy transmission. Lower interest rates make home purchases more affordable, and loosened credit constraints on consumers encourage greater purchase activity and ultimately economic growth, because of the multiplier effect. Housing is the single largest connector between consumer balance sheets and the rest of the economy, and no financial asset class is more deeply embedded in the real economy than housing.

There is a flip side to the multiplier effect, however. When housing prices fall, the effects also reverberate negatively through the economy. They do so through four transmission mechanisms: the balance sheet channel, the construction channel, the collateral channel, and the housing supply channel.

First, lower home prices reduce the value of assets on household balance sheets, which results in consumers, who feel poorer, cutting back on spending and borrowing.25 Second, when home prices fall, construction activity halts, so the related jobs disappear. Third, declining home prices are often accompanied by mortgage defaults, which erode the financial system’s capital and willingness to lend generally. This last transmission mechanism can be recursive, for as financial institutions curtail lending, home prices fall further, and so on.26

Finally, residential mortgage defaults can trigger their own downward spiral. The distinguishing characteristic of owner-occupied housing is that foreclosure results in the borrower being put out of the home, thereby increasing the supply of housing available for sale without a concomitant increase in the demand for homeownership, because the foreclosed resident will generally not have the credit quality to buy a home. The excess supply can be significant given the slow growth in demand. Thus, the excess supply weighs down housing prices, causing further foreclosures in an ongoing spiral.27 Price declines usually increase demand, resulting in a new market clearing price, but in housing, downward price movements increase supply through foreclosure, which leads to a vexing spiral of further price declines.

In contrast, defaults on commercial real estate mortgages do not create such an upheaval because ownership is separate from residency. If a commercial property’s landlord defaults on its mortgage, the property might be sold in foreclosure, but there will typically not be evictions of paying tenants and thus an increase in the supply of available rental properties.

All of these factors—from the direct effects of declining house prices to the indirect effects of panic and the self-fulfilling dynamic—depress consumer confidence and reinforce growing expectations of negative growth. Weak consumer confidence, therefore, became its own self-fulfilling prophecy, potentially setting off another vicious cycle, with the potential of a growing shadow inventory plus the large number of homeowners who are underwater. Thus, the dynamic of falling prices increasing demand and decreasing supply—the normal path to equilibrium—does not hold.

Residential real estate is also unique in its ability to cause systemic disruptions. No other asset class has such a potentially far-reaching and destabilizing effect on the economy. This is again because of the financialization of housing. The links between housing markets and financial markets run both ways. Housing, like bank deposits, is an essential store of wealth for consumers. Just as consumers cannot effectively monitor banks against the risk of failure, so too are they unable to effectively protect themselves from the risk of home price declines. Homeowners are unlikely to be able to identify a bubble; it is difficult even for financial specialists to do so. Rather, homeowners are likely to believe that nominal home prices will continue to rise. But even if they could identify a bubble, there is not much that homeowners can do about it. They cannot sell their home to others in the expectation that they will buy their specific home back in the bust; houses cannot be sold short.28 Because the financial sector is heavily exposed through mortgages to the housing sector, it too is at risk.

The lesson from the housing bubble is that a failure of the housing sector means a failure of the financial sector and massive macroeconomic consequences. This does not counsel for a retreat from policies meant to support homeownership, however. Attempting to avoid systemic risk by backing away from homeownership is to throw away the baby with the bathwater. As we argue in the following section, homeownership has tremendous societal benefits that should be encouraged. The fact that housing is financialized means that it is a locus of systemic risk, but this merely counsels for renewed attention to designing a stable, resilient housing finance system that can produce stable, affordable homeownership for all households that wish to be homeowners.



Social Benefits of Homeownership

Homeownership affects not only consumers themselves and the economic system, but also society more broadly. Homeownership has major positive spillover effects—“externalities,” to use the economics jargon—that benefit society. These positive externalities come in the form of more stable communities, deeper civic engagement, lower crime rates, better health and educational achievement, lower reliance on public assistance, and better care and maintenance of properties.

Conversely, declines in homeownership in the form of foreclosures have strong negative social externalities. Unlike other assets, including commercial real estate, a mortgage default often requires the eviction of the owner-occupant. Evictions from foreclosures strain communities and families, exacerbating unemployment, inequality, and even public health.29

There is obviously a strong correlation between homeownership and factors such as income, education, age, and marital status, among other factors. The scholarly literature on homeownership benefits, however, has striven to isolate the effect of homeownership itself and has found that homeownership has benefits in terms of community stability, educational achievement, crime reduction,30 civic engagement, and property maintenance and improvement. Homeownership benefits community stability. Renters move nearly five times as often as homeowners, in large part as the result of eviction.31

Residential stability strengthens community ties because it allows for the building of long-term relationships.32 The benefit of stability, however, requires a long-term fixed-rate mortgage, because adjustable-rate mortgages leave households vulnerable to being priced out of neighborhoods when interest rates rise.

Homeownership also appears to relate to educational achievement. There is a correlation between homeownership and higher high school graduation rates,33 as well as reading and math performance.34 Conversely, changing schools, which is associated with moving and thus more closely associated with renting, has a negative impact on low-income and minority educational attainment.35 It is unclear whether the causal factor for improved educational outcomes is homeownership, housing stability, or favorable neighborhood conditions that make extended residence attractive. One study found that neighborhood stability beyond homeownership improves educational outcomes,36 but given that homeownership contributes to neighborhood stability, it too may contribute to improved educational outcomes.

Homeowners’ greater financial stake in a community and their higher transaction costs of selling and moving also incentivize them to be more active in the political process to protect the value of their property.37 Homeowners are more politically active than renters,38 vote at much higher rates,39 and have greater awareness of the local political scene, as well as involvement in voluntary civic organizations and organized religion.40 Indeed, to the extent that civic engagement results in an improvement in a community, it will also result in an increase in property values. This benefits homeowners but harms renters, who will be faced with higher rents.

Civic engagement may well be a product of long-term residency rather than homeownership per se. Homeownership achieves stability of residency, as does renting if rents are controlled or long-term, such as through public housing or rent controls. Generally, however, rents are not controlled, and rental contracts are short-term. That means that unlike homeowners, many renters can be readily priced out of a community or simply not have their leases renewed if the property owner wishes to use the property otherwise.

Not surprisingly, homeownership is associated with better maintenance and improvements of properties. Because rental contracts are typically short-term, renters have little incentive to spend their own funds on property improvements or even maintenance, just as no one buys new tires for or washes a rental car. Conversely, owner-occupants maintain their homes better than landlords because of pride of ownership.41 Moreover, because landlords cannot distinguish between renters who will maintain the property and those who will cause damage, they charge rents accordingly based on the expected (blended) level of care. As a result, consumers who plan to care for their dwellings are motivated to purchase homes rather than pay rents that are inflated to reflect the risk of lack of care.42 The better maintenance and improvement of properties by homeowners redounds to the benefit of the property value of neighboring properties, and because many communities are zoned such that owner-occupied properties are clustered together separately from rental properties, the positive property value externality of homeownership is captured primarily by other homeowners. Similarly, factors such as better educational achievement and lower crime rates benefit property values, and those benefits are captured by homeowners, not renters, who instead bear the cost of higher rents when property values increase.

All in all, renters are not only exposed to different set of risks than homeowners, but renters are also missing out on economic gains that accrue to homeowners. Since the 1990s, returns to investment in housing have been a growing share of gross domestic income (see Figure I.1). In other words, an ever-larger slice of the economic pie is going to homeowners. Indeed, while there has been a growing recognition of the inequality in the distribution of income between labor and capital,43 the long-term rise in the share of capital income has consisted exclusively of the rise in the return on housing.44 The rate of return on nonhousing capital has remained stable.45 The increase in income from housing has accrued to homeowners, not renters, and is likely to have implications for intergenerational wealth distribution.46

The divide between renters and homeowners is not as neat as it might seem. Most Americans will, at some point in their lifetime, be homeowners. While homeownership at any moment in time has never risen much above two-thirds of households, renters tend to be concentrated among both younger households—which have not accumulated the capital necessary for a home purchase or lack the career stability for a home purchase to make sense—and older households that have moved into rental retirement housing. In this sense, even though there is always a large minority of households that are renters, homeownership remains the American Dream, a point of financial and lifestyle stability to which most households aspire for at least part of their lives. In the aftermath of the crisis, however, homeownership rates have decreased, particularly for Millennials, not just relative to their older sisters and brothers who became homeowners during the bubble, but relative to their parents’ generation. Abating recent decreases in the accessibility of homeownership will require a robust financial system that is not yet in place.

For all the positive spillover benefits that are associated with homeownership, there is one that we believe trumps them all: homeownership is the bedrock of modern American democracy. Homeownership not only gives a household a financial stake in the quality of its local community, but lack of homeownership deprives households of full civic participation. Consider what happens when a renter successfully advocates for better schools in the neighborhood: home prices—and rents—go up. The homeowners benefit from this increase in property values, but the renter gets priced out of the neighborhood. While there are obviously many examples of civically engaged renters, homeownership ensures that one can enjoy the fruits of one’s civic labors. The renter’s civic engagement will always suffer from the free riding of the homeowner. Accordingly, we believe that homeownership is fundamental to American participatory democracy, particularly as practiced on a local scale.47
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Figure I.1.   Returns to Housing as a Share of Gross Domestic Income, 1970–2018

Data source: US Bureau of Economic Analysis. Returns to housing are calculated as the quotient of the sum of (a) net housing value added: net operating surplus: rental income of persons with capital consumption adjustment (series B1035C1A027NBEA); (b) net housing value added: corporate profits with inventory valuation and capital consumption adjustments (series B1036C1A027NBEA); and (c) net housing value added: net operating surplus: proprietors’ income with inventory valuation and capital consumption adjustments (series B1034C1A027NBEA) over (d) gross domestic income: net operating surplus: private enterprises (series W260RC1A027NBEA). Returns to capital (excluding housing) are calculated as the quotient of gross domestic income: net operating surplus: private enterprises (series W260RC1A027NBEA) over gross domestic income: net operating surplus: private enterprises (series W260RC1A027NBEA).


Given the enormous social benefits of homeownership, we believe it is imperative to have a housing finance system that supports wide and deep homeownership. By this we mean not only a high level of homeownership, but also sustainable homeownership—homeownership financed by affordable mortgages that do not themselves create instability in consumers’ financial lives. The mortgage products that are offered determine whether sustainable homeownership is possible, and which products are offered depends on the structure of the housing finance system. Why this is so and what is needed beyond markets to preserve stability comprise the subject of this book.



Incomplete and Inefficient Markets

We are a pair of academics who study markets because we are fascinated by their power—markets generally work and do a good job setting prices. This is an amazing phenomenon, akin to the laws of physics or nature. So, what are we doing here making a full-throated argument in favor of a housing finance system that goes beyond market forces?

To understand why, it is necessary to recognize that housing markets are not like other markets. Housing is an inherently incomplete and inefficient market with enormous externalities. Some are negative externalities, such as spillover effects from foreclosures. Others are positive externalities, however. For example, the dominance of the 30-year fixed and the pricing cross-subsidy among borrowers inherent in Fannie Mae and Freddie Mac underwriting (see Chapter 12) both produce positive systemic stability externalities that not only benefit all homeowners financially, but also ultimately promote American democratic capitalism.

Housing is different from other assets in many ways. First, housing markets are incomplete markets because housing cannot be shorted, at least directly, because housing is insufficiently commoditized and liquid. One house (even in a Levittown-type community) is not interchangeable with another. Differences in location, construction, and condition matter, such that law has long treated contracts for the sale of real property as unique, enabling buyers to demand specific performance of the contract in the event of a breach by the seller, rather than the usual remedy of monetary damages.

Contrast this with a publicly traded stock, which is highly liquid. If you think the value of IBM stock will rise in the future from 100 to 110, you can go and buy shares on the market, perhaps for 101. And if you think the value of IBM stock will fall in the future from 100 to 90, you can go and sell IBM stock short, meaning you can sell the stock today (without yet owning it) at, say, 95 (to a very happy buyer) for delivery to the buyer on a future date. If IBM stock indeed falls to 90, you can buy the stock at 90 in time to meet your delivery obligation. You will have sold the stock for 95 and only paid 90 for it, pocketing the difference in prices as your profit.

Alternatively, you might go short on the IBM stock by buying a put option, which would give you the right to sell the stock at a particular price on a future date. If you think the stock will fall from its current price of 100 to 90 and you buy a put option to sell it at 97, you can wait until the stock price falls, buy it at 90, and exercise the put option to then sell it for 97, with the difference in prices again serving as your profit.

With housing, however, neither method of shorting is possible. Investors who think that prices of property in a neighborhood are going to go up can express this view by buying the properties in the neighborhood. While any particular property might not be available for sale, some properties are likely to be available. Investors who think that a property’s price is going to fall, however, cannot readily express this view by selling property in the neighborhood because they do not own it. Thus, if you think that the value of your neighbor’s house is going to fall in the future, you can’t sell it short the way you would the IBM because there is no way you can meet your delivery obligation to your buyer—you don’t own your neighbor’s house, and your neighbor isn’t selling it. Similarly, you can’t buy a put option on your neighbor’s house because you won’t ever be able to meet the delivery obligation on the option unless your neighbor is willing to sell. This means that there is only long (that is, upward) pressure on home prices. There are no shorts in the residential real estate market, so long pressure is not offset by short (that is, downward) pressure.

Second, and relatedly, housing is not a liquid asset. In part this is because housing is not standardized: the split-level located a block off the interstate and the colonial overlooking the lake aren’t interchangeable. It is also in part because there are high transaction costs in the sale and purchase of housing. Closings are expensive and cannot be done immediately, especially if the purchase is financed.48 But another reason is simply that homeowners are not looking to buy and sell all the time. This is because houses are not just a financial asset. Homeowners do not generally sell when their home price moves. Instead, they sell because of reasons relating to their lives—new jobs, growing or shrinking families, marriage or divorce, or changes in their finances. This means that home prices are slow to adjust up or down compared to, say, the market for IBM stock.

Third, home prices are correlated geographically and serially. The value of my house affects the value of neighboring houses, and vice versa. This is geographic correlation. For example, if you leave a rusting car up on cinderblocks on your front lawn, it will diminish the value of your neighbor’s house (for who wants such an unattractive vista?), whereas if you plant a beautiful garden, it will increase the value of your neighbor’s home. Similarly, if your house goes into foreclosure, it will push down the value of neighboring homes. Indeed, one study found that pricing spillovers from foreclosures accounted for a third of the total decline in property values in 2007–2009.49 In contrast, the value of your car does not affect the value of your neighbor’s car. If you don’t wash your car, it has no impact on the value of your neighbor’s car, and if you trick out your ride with a new stereo system, the value of your neighbor’s car also won’t budge.

Likewise, home pricing is correlated serially. Most homes are purchased on credit,50 and the amount of credit lenders will make available depends on the lender’s valuation of the house, because lenders will only loan up to a specified loan-to-value (LTV) ratio. Valuations are based on appraisals, and appraisals are generally based on the sale prices of comparable properties. So, if housing prices have been rising for a type of property—say, split-levels in the neighborhood—then appraisals will also go up, and lenders will make more credit available while holding the LTV constant. The result is that the prospective buyer will bid up the house price, thus making home prices serially correlated.51

Finally, housing is different because the value of your house (and hence your neighbor’s house, given the geographic correlation) depends in part on the credit terms you receive. It is hard to overemphasize the importance of the circular connection between housing prices and mortgage credit terms. The terms of mortgage credit are based in part on housing prices—in the form of collateral valuations—and an expectation of relative stability of those valuations. Yet housing prices are themselves dependent on the terms of mortgage credit, because easier credit enables buyers to bid up prices, and the reverse is true as well. This means there is an endogeneity between the mortgage market and the housing market, such that the terms on which one lender will lend may affect housing prices, and thus the risk on other lenders’ loans. No lender has an underwriting model capable of accounting for this endogeneity of risk. Because most homes are purchased on credit, the interplay between credit terms and housing prices is critical for addressing the stability of the housing and housing finance markets.

Because of these differences, housing finance markets cannot be expected to function like normal markets. If credit terms are tightened due to an exogenous shock, housing prices will fall, but slowly. The fall is predictable and ongoing, and housing finance markets will respond by curtailing credit, further destabilizing the market. Lender X does not care what its lending terms do to the value of a home that is collateral for lender Y. More generally, neither lender X nor lender Y cares about the systemic risk externality that results from its own overly risky lending practices, and even if X cared about the externality from Y’s easy credit standards, there is little it could do to protect itself short of not lending.

The interlinked housing and housing finance markets are incomplete and involve asset price correlations and connections to the credit market on a scale not exhibited by other markets. The implication from this is that the housing finance market cannot be expected to set prices in a socially efficient fashion. Just letting laissez-faire markets price the financing for housing will lead to mispricing because of the massive negative externalities. Markets cannot and will not take into account the correlated nature of home prices; while we know of such correlations, they cannot be readily translated into pricing models.

As we have seen, there are also enormous positive social benefits from stable homeownership, yet terms set by the market will not account for those positive externalities either. This means there is a strong public interest in ensuring that the terms of housing finance are those that maximize the positive social externalities.52 A stable housing finance system requires using the tools of regulation to harness and channel market power constructively.

The social nature of housing means that we are really all interconnected. Our home prices are tied together because of geographic and serial price correlation. Ensuring that any future reforms of housing finance ensures that the system’s stability is of the highest order of importance. It is important not just for the stability of the housing finance system, but also for the well-being, financial and political, of the American middle class, and with it, American democratic capitalism. Stability in the housing finance system bolsters American democracy by bolstering homeownership, and thus civic involvement. A nation of homeowners is a modern translation of the Jeffersonian ideal of yeomen farmers.

A century ago, the real estate industry promoted homeownership as an antidote to Bolshevism and anarchism, saying, “Homeowners don’t riot.” Our concern is not a Red Menace, but rather a deep change in American society, the full consequences of which are hard to predict, but one that leans toward greater inequality and perhaps political extremism. A nation of homeowners is a nation in which all households share in the prosperity that has generally gone with homeownership and in which all households are protected from the risk faced by renters—the risk of being priced out of one’s own community by gentrification, inflation, and economic growth.

Maintaining broad access to homeownership is thus critical for preserving the broad economic equality that is necessary for the preservation of American democratic capitalism. Nothing less than that is at stake with the future of housing finance reform. So, while the technical details of housing markets may not be the stuff of blockbuster films, it is a topic that we ignore to our own peril as a society. Establishing and maintaining a stable housing finance system is vital for ensuring social and economic prosperity across America for generations to come. That is the world we want for our children and grandchildren. That is why we wrote this book.

Welcome home.







 



CHAPTER ONE

Housing Finance before the New Deal


THE MODERN AMERICAN housing finance system is built on a New Deal foundation. The products and institutions that shape today’s market originated in the New Deal’s response to the collapse of the housing finance system during the Depression. To understand these products and institutions and the problems they were designed to address, we need to go back and examine the state of the housing finance market before the New Deal.

There is limited material on housing finance before the Great Depression. No comprehensive history exists. Primary sources, to the extent they exist, provide only an atomistic view of the market, and the available data are often spotty and of questionable reliability. With these caveats, however, a clear picture of the pre–New Deal mortgage market nevertheless emerges.

Before the New Deal, America had low homeownership rates and smaller, but more expensive, housing with far fewer amenities. Pre–New Deal housing markets were local, not national. Housing finance was scarce, and rates varied substantially among regions. Short-term, nonamortizing loans with high down payments were the standard loan product. Noninstitutional lenders were a substantial portion of the market—that is, many loans were made by individuals. There were virtually no secondary markets, and there was no federal governmental involvement in the housing finance market outside of a brief intercession during World War I.


Homeownership before the New Deal

The most salient feature of the pre–New Deal housing finance market is a substantially lower homeownership rate than today. (See Figure 1.1.) Renting, rather than owning, was the pre–New Deal norm. The first US Census Bureau study of homeownership, from 1890, put homeownership rates at 48 percent.1 Homeownership rates hovered in that range until 1930, when they declined during the Depression. There were large variations in homeownership rate by state, ranging from 29 percent in South Carolina to 78 percent in North Dakota.2 Homeownership also varied considerably by race. While white homeownership rates were 51 percent in 1890, just 17 percent of black households were homeowners.3
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Figure 1.1.   US Homeownership Rates, 1890–2018

Data source: US Census Bureau, “Current Population Survey / Housing Vacancy Survey,” Series H-111 Reports; US Census Bureau, “Historical Census of Housing Tables, Homeownership”; US Census Bureau, Report on Farms and Homes: Proprietorship and Indebtedness in the United States, at 19, tbl. 7 (1890).


Among homeowners in 1890, most (72 percent) owned their homes free and clear, meaning that only 13 percent of the total population had a mortgage.4 White homeowners were much more likely to have mortgages than black homeowners, with 29 percent of white homeowners having a mortgage, compared with just 11 percent of black homeowners, a situation reflecting racial disparities in access to credit.5 Likewise, there were substantial regional disparities in mortgage finance. Nearly half the homes and farms in the Central Plains were mortgaged, and the northeastern states also had a high rate of mortgage finance, but less than 10 percent of homes and farms in the South were mortgaged.6 Despite these variations, a mortgage was the exception rather than the rule in pre–New Deal homeownership, so consumers’ ability to purchase housing was generally constrained to current income and savings.

Prior to World War I, the United States was predominantly a rural nation, with much of the population engaged in agriculture. As a result, farms were an important part of the US housing stock, but they differed substantially from other housing by virtue of being income-generating properties. The large percentage of the population living on farms also meant that farm finance was, in part, housing finance, and farm policy was housing policy. Homeownership was much higher on farms (66 percent) than for houses generally (36 percent), and especially as compared to urban areas (22 percent in large cities).7 Again, there were huge regional disparities, with farm tenancy being much higher in the South than elsewhere.8



Housing before the New Deal

Simply comparing homeownership rates does not tell the full story of the pre–New Deal housing market. Home type, amenities, and size were also considerably different from today. Single-family detached housing has remained at around 60 percent of the housing stock since 1900, but there has been a shift in the nature of multifamily housing. Multifamily buildings were, historically, primarily two- to four-family units; they have been increasingly replaced by large, multiunit buildings.9

Likewise, home amenities were substantially different in pre–New Deal America. In 1920, only 1 percent of US homes had both electricity and indoor plumbing.10 Even in 1940, 45 percent of homes lacked complete indoor plumbing (hot and cold piped water, a bathtub or shower, and a flush toilet).11

Historically, houses were also considerably more crowded. The average home size was smaller, and it contained more people than today. At the beginning of the twentieth century, the average new home had 700–1,200 square feet of living space.12 In contrast, the average new home completed in 2018 had 2,588 square feet of living space.13 In 1890, there were, on average, five people per housing unit, a number that has dropped to approximately two today.14 Thus, real population density in homes has declined something around tenfold over the past century, substantially changing the nature of people’s interactions and expectations of privacy.

While pre–New Deal housing was more modest than today’s, housing costs, relative to income, were higher. In 1900, the average home price was around $5,275. This was at a time when median household income was around $750, making the median home price about seven times the median income. In 2018, median household income was $63,179,15 while the median existing home sold in July 2018 for around $269,600, or over four times the median income.16

Thus, not only was homeownership substantially lower before the New Deal, but it was ownership of less house and cost much more.



The Pre–New Deal Mortgage

An important reason why homeownership rates were lower in pre–New Deal America is because the availability of mortgage finance was limited. Some of the limitations on mortgage financing were a function of the characteristics of the pre–New Deal mortgage, which were heavily shaped by the institutional nature of lenders and legal constraints on lending.

What little data that exist on the pre–New Deal housing finance market all indicate that the standard loan was a “bullet loan”—a fixed-rate, interest-only, short-term loan with the principal due in a “bullet” payment at maturity.17 Most mortgaged homeowners did not have the cash to pay off the balance at maturity, however, so they would refinance, or “roll over,” the loan. The refinancing would often be from the same lender, thus effectively extending the term of the original loan, but giving the lender the opportunity to adjust the interest rate or decline to continue to lend based on changed market or borrower conditions.

In terms of specific maturity lengths, an 1894 study found an average loan lifespan of 4.81 years.18 This is consistent with a study of the 1925 Chicago real estate market that found that 93 percent of residential mortgages had terms of five years or less (with 81 percent having five-year terms),19 and only 2 percent had terms over ten years.20 There appears to have been some variance, however, based on type of lending institution; savings and loan associations extended longer-term credit, with contract lengths averaging around ten years. (See Figure 1.2.)

Loan-to-value (LTV) ratios on pre–New Deal mortgages were also relatively low, meaning a high down payment (or junior mortgage) was required for a purchase. (See Figure 1.3.) A multistate 1893 study found the average LTV on home mortgages to be 42 percent,21 while an 1894 study found an average LTV between 35 and 40 percent.22 LTVs might have gone up over time, however, as in Chicago in 1925, the average LTV on first-lien loans was 50.5 percent,23 in keeping with what contemporary scholars called “the conventional 50 percent first-lien” loan.24
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Figure 1.2.   Average Contract Length of Mortgages on 1–4 Family Residences, 1920–1947

Data source: Leo Grebler et al., Capital Formation in Residential Real Estate: Trends and Prospects 234, tbl. 67 (1956).
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Figure 1.3.   Average Residential Mortgage Loan-to-Value Ratio, 1920–1947

Data source: Leo Grebler et al., Capital Formation in Residential Real Estate: Trends and Prospects 503, tbl. O-6 (1956).


While first-lien LTVs were low, they were not the whole story. Second mortgages were very common in pre–New Deal America. In Chicago in 1925, roughly half of properties had second lien mortgages.25 Those properties with a second lien typically had combined LTVs of 65 percent, with first-lien LTVs of 41 percent.26

The pre–New Deal mortgage was also typically nonamortized—that is, it was an interest-only obligation.27 To be sure, there were institutions, namely building and loan societies and certain life insurance companies, that offered somewhat longer-term and amortizing first-lien mortgages.28 Indeed, the amortized mortgage became a hallmark of building and loan association lending, as amortization was “an adaptation of the concept of a continuing savings plan.”29 Paying down principal meant building up savings in the form of home equity. From its beginning, the amortizing mortgage was an alternative savings product—an alternative to the deposit account as a safe place for consumer savings. Long-term, amortized mortgages were a niche product in the pre–New Deal market,30 however, perhaps because they cost 80 to 100 basis points more than bullet loans, consistent with the increased interest rate risk borne by the lender.31

Not only were interest rates higher on amortized loans, but because of amortization, so too were the periodic payment burdens. The bullet loan structure made periodic mortgage payments more affordable for borrowers. Yet because the bullet loan was designed to be rolled over into a new loan, it always carried the risk that refinancing would not be possible. Not surprisingly, foreclosure rates were substantially higher on nonamortized or partially amortized loans.32 (See Figure 1.4.)

There was very limited credit reporting in pre–New Deal America, so mortgage lenders lacked standardized metrics or data sources for consumer creditworthiness. Instead, loans were made based on individualized evaluations. (This lack of standardized underwriting data and reliance on in-person borrower evaluation contributed to discriminatory lending, an issue discussed in subsequent chapters.)

In the era before credit scoring, LTVs providing critical credit protection; loans were asset- rather than income-based. Although the homeowner might default due to a decline in income or disruption to cash flow or inability to refinance, there was likely to be a significant equity cushion in the property that would limit the lender’s losses in the event of a foreclosure. Pre–New Deal foreclosure rates were quite low; they were around 0.3 percent in 1929,33 compared with an average of around 1 percent between 1978 and 2007.34
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Figure 1.4.   Cumulative Home Mortgage Foreclosure Rates 1920–1934 by Amortization and Loan Origination Year

Data source: Raymond J. Saulnier, Urban Mortgage Lending by Life Insurance Companies 140, tbl. B11 (1950).


On the other hand, in the event of a severe market downturn, such as the Great Depression, borrowers could find themselves with a depleted equity cushion, such that they would not be able to refinance. In such a case, the borrowers would be faced with having to make the large balloon payment out of pocket, and would likely default. Moreover, because many loans were adjustable rate, a sudden increase in rates could leave many borrowers unable to afford their monthly payments. Borrower exposure to interest rate risk increased lender exposure to credit risk. The default risk engendered by short-term mortgages in a volatile monetary environment offset some of the protection of low LTV ratios.



Sources of Mortgage Finance

The design of the pre–New Deal mortgage discouraged homeownership. Another factor limiting homeownership in pre–New Deal America was the restricted sources of mortgage finance. The United States lacked a fully integrated capital market prior to the Depression. There were pre–New Deal advances toward the creation of a national capital market—the creation of the Federal Reserve System, the development of a national commercial paper market, and the rediscounting of bank notes35—but regional capital disparities remained, particularly for housing finance.

In a fully integrated capital market, investment capital is transferred to the most attractive investments regardless of location.36 In the pre–New Deal United States, however, legal, transactional, and informational barriers kept capital—especially mortgage capital—regionally segmented, and resulted in an inevitable misallocation of capital.

The pre–New Deal housing finance market was intensely local. As one of the earliest scholarly works on the mortgage market noted in 1894, “in America the making of a mortgage loan is essentially a local transaction.”37 There was substantial variation in terms of the institutions lending in any given community. For example, some communities had well-established building and loan associations, which often had a significant impact on homeownership rates, whereas building and loan associations did not exist in other communities.38 Even within communities, however, there were also bifurcated lending markets—many financial institutions would simply not lend to borrowers of color or various immigrant populations. While some minority-owned institutions emerged, such as black life insurance companies, black building and loan associations, and various ethnically or religiously associated benevolent societies, institutional mortgage lending was highly constrained within minority communities.

The fact that the United States was a predominantly rural nation prior to the First World War contributed to the localized nature of the housing finance market.39 Lending against rural properties poses particular challenges in terms of property valuations, because of a lack of appropriate comparables, because of the expense and difficulty in getting appraisers to travel to rural properties, and because many rural properties are essentially commercial properties—farms—with a residential unit attached.40 These valuation difficulties are especially problematic for nonlocal lenders, who have limited knowledge of local conditions.

The pre–New Deal housing market was vulnerable to national economic conditions, such as the seasonal flows of capital from money centers to the interior in conjunction with the harvest. Even so, interest rates and the availability of financing varied significantly by locality and region. There was much greater mortgage availability in capital-rich regions like the East than in capital-poor regions like the South and West.41 Moreover, the pre–New Deal economy as a whole was much more localized, and consumer credit was more sensitive to local economic conditions. The result was that mortgage financing was highly cyclical and geographically based. The local nature of the pre–New Deal lender base was the major factor in the local variation in mortgage financing availability and terms.

Individuals were a major source of mortgage finance well into the 1950s. As of the 1890s, over half of mortgages by dollar amount were held by individuals.42 (See Figure 1.5.) Even as late as 1939, individuals still held a third of all mortgage debt.43 Second mortgages, in particular, were often seller financed, meaning that they were made by individuals. In Chicago in 1925, one study found that 78 percent of second mortgages were seller financed.44 Most individual lenders were unlikely to lend outside of their local area.45 The prevalence of individuals as a source of mortgage finance meant that a major source of mortgage capital remained local.
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Figure 1.5.   Share of Mortgage Debt Held by Financial Institutions, 1896–2018

Data source: Bd. of Governors of the Fed. Reserve Sys., Statistical Release Z.1, Financial Accounts of the United States, tbl. L.218 (difference of line 5, series FL893065101, and the sum of lines 6 through 8, series FL153065103, FL103065105, and FL113065103) (data for years 1945–2018); Leo Grebler et al., Capital Formation in Residential Real Estate: Trends and Prospects 468–471, tbl. N-2 (1956) (data for 1896–1944).


A broad range of financial institutions participated in the pre–New Deal mortgage market: banks, savings institutions (savings and loans, building and loans, mutual savings banks, stock savings banks, credit unions), insurance companies, and mortgage banks.46 (See Figure 1.6.) A variety of legal restrictions on operations generally or on mortgage lending in particular applied to different institutional lenders. These restrictions limited the geographic movement of mortgage capital, as well as the size and terms of loans.

Depository institutions were legally restricted in their ability to operate outside limited local or regional markets. Most states had some form of branch banking restrictions that limited banks to operating branches solely within the state, or even within single counties.47 This had the effect of localizing mortgage credit.
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Figure 1.6.   Share of Residential Mortgage Debt Outstanding, 1896–1932

Data source: Leo Grebler et al., Capital Formation in Residential Real Estate: Trends and Prospects 468–471, tbl. N-2 (1956).


Some institutions, like life insurance companies and mutual savings banks, did lend interregionally via loan correspondents—mortgage companies—that originated and serviced the loans on their behalf.48 The life insurance companies and mutual savings banks, however, never comprised more than a limited part of the market. Their ability to form capital was limited, and correspondent lending posed the additional risk of thinly capitalized correspondents taking advantage of informational asymmetries with the ultimate lenders to sell shoddy loans. As a result, mortgage capital remained primarily local.

There were also legal restrictions specific to mortgage lending. Some banks (“national banks”) have their corporate charters from the federal government, while others have their charters from state governments. Prior to 1913, national banks were forbidden to originate any real estate mortgage loans.49 They were permitted to take real estate mortgages as security for or in satisfaction of existing debts, but the mortgages could be for no more than five years.50 In 1913, the restrictions were relaxed in regard to originating farmland mortgages,51 but national banks were not permitted to make loans on non-income-producing residential real estate until 1927, and even then loans were limited to 50 percent LTV and five-year terms and could not, in the aggregate, exceed 25 percent of bank capital.52 It was not until 1983 that restrictions on national banks’ real estate lending were completely lifted,53 and not until 1994 that interstate branch banking restrictions were eased.54

There were also major limitations on mortgage lending by state-chartered banks. State-chartered banking institutions were often prohibited from purchasing out-of-state loans55 and were limited by regulation in the percentage of assets they could deploy in mortgage loans,56 in the LTV ratios for individual loans,57 or in the maturities of their real estate loans.58

Similarly, state-licensed insurance companies were subject to a variety of restrictions. Some were limited to investing in mortgages only within the state of their licensure or neighboring states.59 Life insurance company mortgages were also generally subject to LTV limitations.60 Other limitations on insurance company mortgage holding included loan size restrictions and requirements that the property be improved or income-producing and the security be a first lien.61

Restrictions of financial institutions’ mortgage lending were shaped by safety and soundness concerns. As far back as 1790, Treasury secretary Alexander Hamilton had warned against mixing commercial banking and real estate lending.62 Land speculation, the original American pastime, had been implicated in most of the busts of the nineteenth century, including the failure of the Second Bank of the United States,63 and the American passion for real estate speculation was sufficiently well-known that it was satirized by the likes of James Fenimore Cooper, Mark Twain, and Charles Dickens.64 It was a hard-learned lesson that the potential volatility in land values (against which there was no complete hedge) combined with real estate’s illiquidity to make real estate lending fundamentally incompatible with safe and sound deposit taking or insurance activity.



Limited Secondary Markets

Before the New Deal there was no national secondary home mortgage market. This meant that housing was not financialized—there was not a widely tradable asset class based on housing. While individual lenders could contract to sell mortgage loans to private investors, the norm was for originators to retain mortgages on their books. As a nineteenth-century study noted, “American mortgages are not available securities, and usually remain all their life the property of the mortgagees themselves.”65 This meant that originators bore a liquidity risk, even if it was mitigated by the short duration of the loans. Keeping the mortgages on the books also limited originators’ lending capacity; funds that were tied up in a mortgage could not be redeployed. The problems of liquidity and lending capacity were particularly acute for lenders such as banks that financed themselves through short-term liabilities such as demand deposits, because a run on the bank would leave a balance-sheet-solvent institution unable to cover its liabilities as they came due.

A closer look at the contemporaneous international scene places US market developments in context. By the mid-nineteenth century, deep secondary mortgage markets were well-established in both France (the state-chartered joint stock monopoly Crédit Foncier) and the German states (cooperative borrowers’ associations called Landschaften and private joint stock banks in Prussia and Bavaria). As economic historian Kenneth Snowden has observed, “By 1900 the French and German market for mortgage-backed securities was larger than the corporate bond market and comparable in size to markets for government debt.”66 Although there were significant design differences in the European systems, they all operated on a basic principal—securities were issued by dedicated mortgage origination entities. Investors therefore assumed the credit risk of the origination entities. Because these entities’ assets were primarily mortgages, the real credit risk assumed by the investors was that on the mortgages.

Secondary market transfers of credit risk can pose what economist George Akerlof has termed a “lemons” problem.67 In Akerlof’s lemons model, sellers have informational advantages over buyers. As a result, sellers snooker buyers by selling them “lemons”—substandard products priced as quality products. Lemons markets are inherently unsustainable. Once buyers recognize that a market is a lemons market, they retreat from it, resulting in its collapse.

Secondary mortgage markets necessarily have informational asymmetries between sellers and buyers. Unless such asymmetries are held in check, these markets are not sustainable. Instead, mortgage- and bond-underwriting standards will necessarily decay to enable mortgage originators and bond sellers to take advantage of the investors’ overestimation of the quality of the mortgages, and thus the bonds. Avoiding the lemons problem is a central challenge for any secondary mortgage market.

The European systems avoided the lemons problem through two mechanisms that protected investors from credit risk. First, there were close links between the mortgage origination entities that issued the securities and the state. Mortgage investors thus believed there to be an implicit state guaranty of payment on the securities they held. Second, and relatedly, the state required heavy regulation of the mortgage market entities, including underwriting standards, overcollateralization of securities, capital requirements, dedicated sinking funds, auditing, and management qualifications.68 These regulatory safeguards and the implicit state guaranty kept the secondary market lemons problem at bay in European systems.

The story played out differently in the United States. In the United States, no secondary residential mortgage market emerged before the New Deal. But there were secondary markets for farm and commercial mortgages that developed—and collapsed—during the late nineteenth and early twentieth centuries. Every one of these failed secondary markets played out Akerlof’s lemons script. This history is instructional for understanding what happened in the housing bubble in the 2000s and the issues confronting a reform of the housing finance system.

A secondary commercial mortgage market first appeared in the United States in the 1870s.69 It was an attempt to import the Crédit Foncier model, as eastern mortgage companies formed to finance western city building, such as the reconstruction of Chicago after the Great Fire.70 This system attempted to link eastern capital to western development needs. The eastern mortgage companies used local loan correspondents to originate and service loans that they purchased. The eastern companies then financed the loans by issuing bonds. When the loans provided by correspondents were found to be of poor quality, however, the eastern companies, which were affiliated with the leading eastern financial houses, ceased underwriting the mortgage bonds because of concerns for their reputation.71

A second attempt at developing a secondary market emerged in the 1880s. This time, western mortgage companies formed to finance farms along the frontier, as national banks and many state banks were prohibited from making real estate loans.72 The western companies originated and serviced the loans and assigned the ownership of the loans to trust accounts in eastern banks. The western companies then issued debentures using the trust accounts as collateral. The companies did not pledge their own capital as well.73 This resulted in a process quite similar to modern securitization, as “the debentures were issued in series backed by specific mortgage pools.”74

In 1893, however, the western land boom collapsed, and most of the western mortgage companies failed.75 The companies had been thinly regulated by state government in the eastern markets (primarily New York, Connecticut, and Massachusetts) where they sold the debentures.76 Regulatory postmortems of the mortgage companies revealed that they often violated their stated underwriting standards and securitized only the lowest-quality collateral. This should not be surprising, as there was neither incentive alignment through capital at risk nor regulatory oversight.

Despite these early debacles, within a couple of decades another secondary commercial mortgage market emerged, this time for residential multifamily housing. Prior to 1900 the financing of apartments was primarily by savings banks and insurance companies.77 A 1904 New York law permitted title guaranty companies, which traditionally insured only good title to a property—a business with very low loss correlation—to also insure payments of bonds and mortgages—a business with high loss correlations.78 This enabled a type of private mortgage insurance industry called the “mortgage investment guaranty.”79 A further amendment of New York law, in 1911, permitted title companies “to invest in, to purchase, and to sell with guaranty of interest and principal or with guaranty of title, such bonds and mortgages as were legal for insurance companies.”80 This permitted title companies to originate mortgage loans, insure them, and then sell debt securities backed by the mortgages. The favored form of securities was the participation certificate, which allocated the cash flow from the underlying mortgage pool in proportionate shares, much like later Fannie Mae / Freddie Mac Pass-Thru Certificates.81 These participation certificates thus created a sort of secondary market in mortgages. The purchasers of the participation certificates believed that they were assuming the credit risk of the title company that insured the mortgages rather than the borrower, so they were not particularly concerned with the quality of the mortgage underwriting.

As defaults in the housing market rose in 1928–1934, the guarantied participation certificate market collapsed. Poor regulation and malfeasance by the title companies made it impossible to weather a market downturn. The title companies were required to reserve a percentage of their capital, rather than a percentage of their commitments, against losses.82 Title insurance companies had historically incurred only negligible and uncorrelated losses, and they were still regulated as if their business were primarily in title insurance.83 Thus, many of the companies’ commitments far outstripped their capital. New York required a maximum LTV ratio of 50 percent but regulators did not conduct their own appraisals, so the LTV limit merely encouraged overly high property appraisals.84 The companies also routinely violated their underwriting standards, used unregulated subsidiaries to hold defaulted assets,85 and served as their own trustees and depositaries and swapped collateral among insured pools to cover losses.86

The collapse of the housing market led New York to take over forty-seven mortgage guaranty companies in 1934.87 Massachusetts, New Jersey, and California also took other companies into receivership.88 In response, New York and other states prohibited mortgage guaranty insurance.89 Private insurance of mortgage loans was thus not possible until 1957, when the Wisconsin State Insurance Department passed an administrative rule permitting the insurance of mortgages,90 which led to the emergence of today’s private mortgage insurance market.

In addition to the participation certificates, in the 1920s another type of secondary market instrument emerged, the single-property real estate bond. Whereas participation certificates were issued against a pool of mortgages, single-property real estate bonds were backed by a single building, a distinction roughly analogous to that between securitization and project finance.91 Single-property real estate bonds were used to finance large construction projects, such as the skyscrapers of New York and Chicago, including the Chrysler building, the Wrigley building, and the Tribune Tower.92 In a single-property real estate bond, the owner of the property would execute a deed of trust pledging interests in the land and all improvements as security for payment on the debt owed to the trust.93 The borrower would also agree to make periodic payments to a trustee for bondholders, as well as to a sinking fund.94 The borrower would then issue bonds that entitled the holder to a pro rata share in the cash flow from the loan.95 The bonds carried the same default risk as the loan made against the deed of trust—that of the property owner.96 There were no additional credit enhancements.

Real estate bonds revolved around real estate bond houses that would originate and service the loans, underwrite and distribute the bonds, and serve as the bonds’ trustee.97 Although the bonds were rated by rating agencies,98 their marketability was established via the underwriter, the real estate bond house.99 As economic historian Kenneth Snowden has observed, “All bonds distributed by a given house tended to trade at a single yield that did not vary with characteristics of the specific borrower. This indicates that investors evaluated the quality of the bonds according to the reputation of the issuer even though it had accepted no formal liability.”100

Although there was no formal liability for the real estate bond house, it did have reputational liability, and real estate bond houses generally agreed to buy the securities.101 The bonds were treated as separate assets classes by the name of the bond house—Strauss bonds, Miller bonds, Greenebaum bonds, and so forth—rather than by the specific properties that backed them.102 The real estate bond houses did nothing to correct this impression; they advertised the bonds as under their own name first and that of the borrowers’ secondarily.103

In the 1920s boom market, reputation was the bond houses’ primary constraint, but their position as trustees for the bonds allowed them to control information flowing to bondholders, as well as to cover up defaults. Investors had to rely on the bond houses in their underwriter roles to properly price the bonds, which involved a valuation of the underlying collateral. By the late 1920s, the bonds were often issued on properties that were under construction, making valuation very difficult.104 Moreover, although each bond issuance was backed by a separate collateral property, the real estate bond houses treated the collateral as a common trust and mingled the accounts of all outstanding securities, enabling them to cover up defaults with sinking fund payments on other loans.105

As long as the public was willing to continue purchasing the bonds, the system worked, even as underwriting standards declined.106 This meant that single-purpose real estate bonds turned into little more than a Ponzi scheme.107 By the Depression, the real estate bond houses had all collapsed. Over half their bonds defaulted, and recovery rates were only 50 percent.108

The 1920s real estate bond market had attempted to use sellers’ reputation and claims about past bond performance to assure bond buyers of the quality of the bonds, but this reputational assurance was only good while it lasted. Once the bond houses began to fail, the reputational assurances and performance history were worthless. The single-property real estate bonds left as their enduring legacy some of America’s most iconic buildings and also the major federal securities law protecting bondholders, the Trust Indenture Act of 1939,109 which imposed postdefault duties on indenture trustees and limited the ability of majority bondholders to force amendments of payment terms on minority bondholders.

What we see, then, is that every iteration of failed secondary mortgage markets in the United States fit with Akerlof’s lemons problem. These early American secondary mortgage markets shared several commonalities. First, all were purely private enterprises; there was no government involvement whatsoever. Second, none was conceived of as an attempt to create a planned secondary market. Rather, they were created out of expediency. In the 1870s, eastern capital was looking for an outlet, and the correspondent system was the only practical way to deploy it in western markets. Similarly, in the 1880s, the western mortgage companies lacked sufficient capital to finance frontier farm development themselves and needed a means of funding their origination operations. Neither of these episodes envisioned using secondary markets as a means of implementing any sort of policy goals; they were simply means of deploying or obtaining capital. Third, they were virtually unregulated, and what regulation existed was wholly inadequate to ensure prudent operations. Fourth, they all suffered from an inability to maintain underwriting standards, because the loan originators had no capital at risk in the mortgages themselves, because regulation was scant, and because investors in the mortgage-backed bonds lacked the ability to monitor the origination process or the collateral. In light of investors’ informational disadvantages, there was ample opportunity for originators and bond underwriters to engage in fraud. And fifth, they all failed, an outcome closely related to the lack of government involvement, lack of regulation, and inability to maintain underwriting standards (itself a symptom of lack of government involvement and regulation). In contrast, successful European structures, “were either publicly financed or sponsored and were subject to intense regulatory scrutiny.”110 France’s Crédit Foncier, for example, had a monopoly on the mortgage market, so there were no competitive pressures on underwriting. Sustainable secondary mortgage markets have always required significant government oversight and involvement in order to ensure against decays in underwriting standards; even so, there are strong political pressures against the government holding the line on such standards.



Negligible Federal Government Involvement in Housing Policy

The final notable characteristic of the pre–New Deal housing finance market is the absence of federal government involvement, including a lack of enforceable antidiscrimination laws. The contrast with the post–New Deal world is enormous. Today there is a substantial federal role in housing and in housing finance markets. Yet with two exceptions, for the century and a half preceding the New Deal, the federal government never played a direct role in any part of the housing market.111

One exception was the pre–New Deal farm finance system. Farms are not just commercial units, but also include residences. The farm finance system, however (which is discussed in Appendix A), was never conceived of as a housing finance system. The other exception was the short-lived, but intense, government involvement with housing during World War I.


Addressing World War I Labor Unrest

World War I placed huge demands on American industrial production, particularly shipbuilding. The United States had significant shipping needs for transporting and supplying an expeditionary force in Europe, as well as supplying its European allies. Meanwhile the German U-boat campaign was decimating the American merchant marine fleet.

The federal government responded by authorizing the US Shipping Board, the newly created regulator of the merchant marine fleet, to create a subsidiary Emergency Fleet Corporation to manage the nation’s merchant shipbuilding program. The wartime boom in shipbuilding resulted in enormous labor market migrations. The merchant shipbuilding industry grew from 50,000 workers in 1916 to 380,000 workers in 1918.112 These workers were concentrated in a limited number of communities with shipyards. The huge influx of labor to shipyard communities placed pressure on those communities’ housing stock.

At the same time, home-building activity ground to a halt because of the war effort’s demand for construction materials, labor, and capital. (See Figure 1.7). Indeed, these effects were felt even before America’s entry into the war because home-building activity was displaced by the demand for materials, labor, and capital from war-related exports.
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Figure 1.7.   Housing Starts, 1889–2018

Data source: Historical Statistics of the United States, New Residential Construction, Series Dc510 (Susan B. Carter, et al., ed., 2006) (1889–1958 data); US Census Bureau and US Department of Housing and Urban Development, “Housing Starts: Total: New Privately Owned Housing Units Started [HOUST],” retrieved from FRED, Federal Reserve Bank of St. Louis, at https://fred.stlouisfed.org/series/HOUST (1959–2018 data).


The result was America’s first housing crisis. The poor and expensive housing conditions faced by shipyard workers contributed to labor turnover and unrest,113 including strikes that threatened the war effort.114

Congress responded in March 1918 by authorizing the Emergency Fleet Corporation to acquire, build, or finance housing,115 and ultimately appropriated $75 million (around $1.33 billion in 2018 dollars) for it to do so.116 While the Emergency Fleet Corporation acquired or built housing in a few cases, typically it made loans to shipyards, which would form subsidiary realty companies to buy or build housing that would secure the loans.117 The Emergency Fleet Corporation, however, controlled sales, rents, and property restrictions on the housing until six months after the war’s end and limited shipyards’ dividends until its mortgages were paid off.118 The Emergency Fleet Corporation ended up financing housing for 30,000 shipyard workers plus their families, for a total of perhaps 60,000 people.119

There were concerns, including from Franklin Roosevelt, then assistant secretary of the navy, that the Emergency Fleet Corporation’s activities were inadequate to address the housing needs of US war industries.120 Thus, in June and July 1918, Congress appropriated $100 million (around $1.67 billion in 2018 dollars):


for the purposes of providing housing, local transportation, and other general community utilities for such industrial workers as are engaged in arsenals and navy yards of the United States and industries connected with an essential to the nation defense, and their families … only during the continuation of the existing war.121



To carry out this task, a Bureau of Industrial Housing and Transportation was created within the Department of Labor, which then created a government corporation called the United States Housing Corporation, “to administer all government housing for industrial workers.”122 The US Housing Corporation purchased land (including through eminent domain), planned residential communities, and built and managed them.123

The armistice was signed before the US Housing Corporation could complete its projects, and after the war, Congress required the units that were built to be privatized.124 The properties of the Emergency Fleet Corporation were also privatized,125 although there was interest, including from President Woodrow Wilson, in preserving them as model industrial communities.126 The programs produced some nascent calls for a more permanent federal government role in housing, but these urgings went unheeded until the crisis of the Depression.127

The Emergency Fleet Corporation and the US Housing Corporation represented different approaches to the housing problem. The Emergency Fleet Corporation provided financing, but did not build or act as a landlord. In contrast, the US Housing Corporation directly provided housing.

Neither effort, however, was the result of reformist goals. Instead, both were motivated by the need to maximize industrial output for the war effort. They were purely instrumental engagements that did not reflect general housing policy concerns.128 They were also collectively very modest endeavors, reflecting less than 1 percent of US World War I expenditures.129 Nonetheless, the Emergency Fleet Corporation and the US Housing Corporation created a precedent for federal government involvement in housing finance as a response to market failures—namely, the failure of the market to respond in a timely fashion to the housing needs of a geographically shifting labor market. Moreover, many of the individuals involved in the World War I housing effort “reentered government service and worked for New Deal agencies” when the federal government again became involved in housing.130

More importantly perhaps, the federal intervention in housing markets during World War I was an implicit recognition of the importance of housing within the social fabric of the nation. Policy makers began to recognize that housing was not just about a place to live. Although housing was not yet financialized as it is today, they began to recognize housing’s strong connection with the economy as a whole.



Homeownership as a Defense against Bolshevism

Historically, developments in the housing market have been inextricably linked to the sociopolitical atmosphere of the era. The World War I interventions had been motivated in no small part by concerns over the disruptive effects of labor unrest on the war effort. Post–World War I America was haunted by the specter of labor radicalism, particularly in light of the experience of the Bolshevik Revolution in Russia and failed communist revolutions in Bavaria and Hungary. Some observers directly tied homeownership to the fight against the Red Menace. The chairman of the Board of the Federal Reserve Bank of Cleveland proclaimed that “the home is the savior of the nation, and men who own their own homes do not think of Bolshevism, I.W.W.’ism and kindred diseases spreading over the country.”131 Similar sentiments were expressed in the American Building Association News: “Every home erected in this land means one more powerful argument against Socialism, Bolshevism, Anarchy.”132 As a speaker at the American Bankers’ Association’s Convention observed, “It is impossible to associate radicalism with home-ownership—and home-ownership is the only known insurance against these “isms.”133 The United States League—the trade association of savings and loan associations—even adopted the slogan, “The American Home—the Safeguard of American Liberties.”134

Homeownership offered workers a stake in the established order—and also reduced labor mobility, and thus labor’s bargaining power. There was an undeniable logic to the belief that homeowners do not riot. Still, the mortgage industry’s appeal to the colors matched its own financial interests, irrespective of the real threat of revolution, as the industry stood to gain from increases in homeownership. Notably, however, the mortgage industry did not call for continued government intercession in the market in order to boost homeownership. Homeownership was to be promoted, but privately.

Concerns over working-class radicalism also fueled calls for urban renewal and mediation of slum and tenement conditions. As Frederick Law Olmsted, Jr., wrote, it was “self-respecting home life upon which the security of our democracy rests.”135 Olmsted argued that “the country must come to recognize the house problem as a national problem of the most vital importance to the security of our democracy.”136 This required dealing with poor housing conditions for the working class, he explained, as “there is probably no other activity in the nation which does more to fix the conditions that determine the health and mold the character of our people than housing.”137 Indeed, the post–World War I housing shortage was perceived as a public health issue.138

While the proponents of the mortgage industry and others strongly promoted homeownership, there was little interest in improving the conditions of renters in urban slums, and the industry opposed legislation that would “multiply the evils of renting tenantry.” Renting was seen by the mortgage industry as nothing less than anti-American. Instead of ameliorating the conditions of renters, the only hope was to transform them into homeowners, as an editorial in the American Building Association News explained:


It is certain that a rent-paying tenant misses many of the vital factors that go to make up … The dangerous and destructive doctrines [of the “Wobblies,” anarchists, and Bolsheviks] were never formulated around the firesides of any American home, but they have been hatched out in the fetid slums of our great cities and have been incubated around the camp fires of wandering, hopeless, homeless hoboes. No man ever waved the red flag of anarchy over a home of his own which sheltered himself, his wife and his children.139



Despite the belief that homeownership was “an antidote for Bolshevism”140 and the recognition that housing conditions affect public health, and social and labor stability, the Red Scare did not result in government intervention in the housing market. While the Department of Labor and later the Department of Commerce sponsored the “Own Your Own Home” public messaging campaigns promoted by the National Association of Real Estate Brokers,141 there was no substantive federal government involvement in the post–World War I housing or housing finance markets. Postwar efforts to have the federal government support greater home construction and ownership went nowhere. A bill proposing a Federal Home Loan Bank—a reserve bank system for the savings and loan industry—was introduced in Congress in 1919 but failed to get out of committee.142

State and local governments as well did little in this period to improve housing conditions.143 Indeed, even during World War I, few states attempted to regulate rents, in sharp contrast to other countries’ wartime approach.144 There were some small attempts to draw more capital into housing by making mortgages a legal investment for different types of financial institutions or providing tax exemption,145 but little happened on the local or national levels.

World War I did not result in an enduring federal government involvement in housing markets and did not entail any federal participation in housing finance, but it did create a precedent for later federal intervention in housing markets in pursuit of public policy and the use of government-owned corporations as vehicles for state action.

The aftermath of the war presented the United States with its first real housing crisis because of the standstill in home construction during the war as well as increasing urbanization. Between 1919 and 1922, there was an acute national housing shortage, as the construction loan and mortgage finance markets suffered from lack of capital.146 The real estate certificates and bonds “had withered to one-half of [their] former volume.”147

The housing capital shortage appears to have been due to several factors. Changes to the new federal income tax along with high yields offered on short-term securities and the tax-free bond market led to a flight of capital from mortgage investments.148 Moreover, the building and loans, institutions that made up about 40 percent of the mortgage market (as shown in Figure 1.6), relied on financing from commercial banks, but commercial banks did not want to loan to the building and loans against their mortgage assets because mortgage collateral was ineligible for rediscounting at Federal Reserve Banks.149

The postwar housing shortage rapidly became a housing boom, as war-repressed demand became a flurry of construction (as shown in Figure 1.7).150 The factors contributing to the boom have not been well explored by the scholarly literature, but the effects of unleashing previously repressed housing demand appears to have been spurred on by easy monetary policy, greater confidence in market stability under the new Federal Reserve System, the emergence of real estate bonds, and what may have been a decline in lending standards.151 The postwar housing boom peaked in 1925, well before the 1929 stock market crash that ushered in the Great Depression, but the precipitous drop in prices and in housing starts did not occur until 1929, when financial markets froze, cutting off financing for construction.

The pre–New Deal housing finance system was a highly localized world in which individual, noninstitutional lenders played an enormous role and in which there were no real secondary markets. Many Americans financed their home purchases, but housing was not yet financialized. No widely traded asset class based on housing had yet developed. While there were glimmers of products and financing structures that would eventually come to define the American housing finance system,152 pre–New Deal housing finance was largely built around short-term, nonamortizing products, which were a recipe for disaster when the Great Depression hit. The federal government’s response to the crisis completely reshaped the American housing finance market, as we shall explain in the next chapter.








 



CHAPTER TWO

The New Deal Mortgage


AMERICAN HOUSING FINANCE was completely transformed during the New Deal. The New Deal created a host of institutions that remain central to US housing markets and collectively gave birth to the crown jewel of American housing finance: the 30-year fixed-rate mortgage, or the American Mortgage.

None of this was planned beforehand, however. The New Deal reforms were ad hoc responses to different exigencies and interest groups, rather than part of an overall plan for the reform of housing finance. Nonetheless, these reforms created a system of governmental and quasi-governmental institutions that functioned as a type of “public option” for the secondary housing finance and insurance markets. In the New Deal era, the public option was primarily through mortgage and deposit insurance provided by the government; any secondary market operations by the government were extremely limited.

The story of the New Deal reforms begins with the housing crisis caused by the Great Depression. The economic contraction during the Depression brought with it a sharp rise in foreclosures, a decline in home construction, and a precipitous drop in mortgage finance availability due to the failure and retrenchment of financial institutions.

As unemployment soared, many homeowners found themselves struggling to make mortgage payments. The predominant interest-only bullet loan structure only exacerbated the situation. Even if a homeowner could still make the periodic interest payments, the bullet payment of principal loomed. Before the Depression, homeowners would simply roll over or refinance the loan upon maturity. But the decline in housing prices fueled by defaults—as much as 50 percent in some areas1—meant that homeowners were often underwater and unable to refinance. Even though loan-to-value ratios (LTVs) were relatively low on first mortgages, many homeowners had second mortgages, which pushed combined LTVs upward. As a result, some homeowners found themselves without equity in their homes and unable to refinance the bullet loan before maturity. Even when homeowners were not underwater, however, refinancing was not always possible because of the Depression’s credit contraction.

The pre–New Deal funding channels for the American housing market were particularly vulnerable to a credit contraction. In 1932, around 40 percent of mortgage debt was held by individuals,2 with another 40 percent held by various types of thrift institutions—savings banks and building and loans.3 (See Figure 2.1.) While all funding sources for mortgage finance cut back on lending during the Depression, individuals and thrifts were especially hard-hit because of their lack of diversification, vulnerability to disintermediation, and lack of federal liquidity support.
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Figure 2.1.   Residential Mortgage Market Share by Institution Type, 1932–1947

Data source: Leo Grebler et al., Capital Formation in Residential Real Estate: Trends and Prospects 468–71, tbl. N-2 (1956).


Individual mortgage lenders had limited funding capacity to begin with and were vulnerable to their own unemployment. In addition, they were extremely undiversified, as they would make only a few loans at a time, all in a single geographic area, with loans that were large relative to their assets. In an uncertain market, it was only natural that individuals would pull back on lending.

The same was true for savings institutions, or “thrifts,” such as savings and loans (S&Ls). Many of the thrifts’ mortgage loan assets were in default, while their deposit base evaporated with bank runs and, prior to the institution of deposit insurance, a large shift in deposits to the federal Postal Savings System, which functioned as a type of ersatz deposit insurance.4 Between 1929 and 1934, there was a 28 percent decline in S&L deposits,5 and many more thrifts prohibited withdrawals until loan repayments came in,6 meaning that the decline in lendable deposits was substantially greater. The contraction in the thrift deposit base was accompanied by a 77 percent contraction in S&L mortgage lending.7 The disintermediation of deposits to the Postal Savings System was particularly devastating for thrift institutions because this system could not relend to them, only to commercial banks.8

Whereas commercial banks—which accounted for around 10 percent of the mortgage market—had had, since 1913, the possibility of emergency liquidity support from the Federal Reserve through the Fed’s discount window, there was no such liquidity source for thrifts. Thrifts could not borrow at the Fed’s discount window, and the Fed was not yet permitted to make advances against mortgage collateral.9 Instead, thrifts seeking liquidity had to look to commercial banks for loans,10 but this was a runny source of funds. Whenever there were adverse economic conditions, commercial banks called their loans, and this was very much true after 1929.11

Thus, the bullet loan mortgage structure that predominated before the New Deal left homeowners dangerously exposed to macroeconomic risk, which, by its very nature, is likely to produce large, correlated losses, which in turn further macroeconomic downturns. While no mortgage structure can protect against unemployment and price declines, the long-term, fixed-rate, amortized mortgages would not have exposed borrowers to the refinancing risks of underwater homes and frozen markets and would not have so badly decimated financial institutions in turn.

The combination of bullet loans, unemployment, declining home prices, and frozen finance markets meant that half of all residential urban mortgages were in default at the beginning of 1934.12 Foreclosure starts soared, although many were not completed, in part because of extraordinary state and federal foreclosure prevention measures.13 Indeed, completed foreclosures remained relatively rare, topping out at 1.33 percent of nonfarm properties in 1933, although this was roughly three times historical levels.14 The delayed and avoided foreclosures helped mitigate the immediate social impact of high mortgage default rates, but may have contributed to the length of the crisis by preventing the housing market from clearing, which involves achieving a supply-demand equilibrium such that there is no longer excess supply or unmet demand.

The collapse in housing prices produced a vicious cycle with employment. As housing prices fell, so too did construction. New housing starts dropped 90 percent from their peak in 1925 to 1933,15 and residential construction expenditures fell by 94 percent during the same period.16 (See Figure 2.2; also refer back to Figure 1.7.) The sharp contraction in home building contributed to unemployment in home-building and related industries, which in turn created a downward spiral of unemployment, declines in home prices, foreclosures, and construction contraction.
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Figure 2.2.   Residential Construction Expenditures, 1915–1945

Data source: Historical Statistics of the United States, 1789–1945 (1949), Series H 4, 14.


The New Deal response to this crisis was for the federal government to directly assist in the provision of adequate housing for Americans in order to spur economic recovery by encouraging the residential construction industry and to rejuvenate financial institutions by improving their balance sheets and easing cash flows to enable them to make more loans. As part of this massive societal reconstruction, the Franklin Roosevelt administration also undertook an overhaul of the housing finance system by building, initially, on work done by a blue ribbon commission convened by the Herbert Hoover administration.17

There were four key pieces of the initial New Deal overhaul of housing finance.18 The initial two components were responses to immediate Depression exigencies, while the latter two were responses to the problems created by the first two components.


Federal Home Loan Bank System and Federal Savings and Loan Insurance Corporation

First, in 1932, under President Hoover, Congress created the Federal Home Loan Bank (FHLB) system, a credit reserve system modeled after the Federal Reserve, with twelve regional FHLBs mutually owned by their member institutions and a central Federal Home Loan Bank Board (FHLBB) to regulate the system.19 The idea of an FHLB system was not new—it was expressly modeled on the Federal Reserve System and the Federal Farm Loan Bank System. Indeed, legislation for a federal building loan bank had been proposed after World War I.20

The regional FHLBs were authorized to make both short-term unsecured advances to member institutions as well as long-term advances against mortgage collateral. Membership in the regional FHLBs was initially limited to safe and sound S&Ls, building and loan associations, savings banks, and insurance companies that were in the business of making long-term loans.21 This limitation meant that the FHLBs only supported institutionalized mortgage lending; there was no support for individual lenders, including incorporated firms that were not structured (and regulated) as thrifts, banks, or insurance companies.

FHLB membership was obtained through a subscription of stock in a regional FHLB. The FHLBs were initially capitalized with a stock subscription from the US Treasury.22 They were also authorized to borrow, including by issuing tax-exempt bonds23 with joint and several liability among the twelve regional banks.24 The FHLBs’ debt was explicitly not backed by the federal government.25 Figure 2.3 presents a contemporary illustration of the FHLB system as a type of Hoover Dam, holding a “reservoir of capital” pooled from three separate funding streams—sale of debentures, paid-in capital, and the deposits of member institutions—that could be used to power the mortgage industry.

The FHLB system provided a liquidity backstop for the thrift industry by making advances to thrifts that were secured by the thrifts’ mortgage loans. Thrifts could borrow against their loan holdings via the FHLB system, which thus freed thrift associations from relying on commercial banks for credit. Not surprisingly, the FHLB system was met with strong opposition from commercial banks, which lost a captive market, but was supported by the thrift industry, which gained a funding source. FHLB rediscounting made mortgages overall a more liquid asset,26 although that liquidity was constrained by the resources in the FHLB system and the statutory limits on FHLB advances.
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Figure 2.3.   The FHLB System as Hoover Dam

Source: Federal Home Loan Bank Board, Fifth Annual Report, 1936–37, 10 (1937).


Initially, the FHLBs were permitted to make advances only on loans with a maturity of no more than fifteen years and a size under $20,000 and that were no more than six months delinquent.27 The size of the advance, however, depended on the terms of the mortgage. If the loan was an amortized loan with a term of at least eight years, then advances could be as large as 60 percent of the principal of the loan, capped at 40 percent LTV. All other loans were eligible for advances of only 50 percent, capped at 30 percent LTV.28 These terms were later liberalized.29 The advances to any member were limited to twelve times the amount of its paid-in stock.30 The FHLBs were also permitted to make short-term unsecured advances (for no longer than a year) of up to 5 percent of a member’s assets.31 The FHLBs were additionally initially permitted to be a direct lender of last resort to consumers.32

The FHLBs were subject to a variety of regulations. They were supervised and subject to examination by the FHLBB. Their capital was regulated; they were required to maintain reserves of 100 percent of their paid-in capital, augmented with 5 percent of their net earnings semiannually, an obligation that ranked as senior to any payments to their shareholders.33 The FHLBs also had their rate of return limited by statute. The maximum rate permitted on their debentures was 5.5 percent, and the maximum margin was 1.5 percent.34 This effectively limited the terms on which the FHLBs could advance funds, and that in turn reduced the rate that lenders who funded themselves through FHLB advances could charge borrowers. Additionally, all loans made by FHLB member institutions, whether or not used as collateral for advances, were also subject to state usury laws or, if no usury law applied, an 8 percent all-in cost cap.35 The rate of return and rate cap regulation meant that the FHLBs were disincentivized from taking on risky mortgages because the risk premium they could charge was capped.

Starting in 1933, the FHLB system also assumed regulatory oversight of the new federal S&Ls authorized by the Home Owners’ Loan Act of 1933.36 This new type of lending institution was designed to promote mutual savings and mortgage lending. The Home Owners’ Loan Act limited federal S&L lending activity: all lending had to be against real estate, and loans beyond 15 percent of total assets had to be secured by first liens on properties located within fifty miles of the S&L’s home office and with a property value cap.37

Oversight authority over the federal S&Ls included resolution authority for failed institutions.38 Resolution authority was bolstered in 1934 with the creation of the Federal Savings and Loan Insurance Corporation (FSLIC).39 FSLIC provided deposit insurance for S&Ls, just as the Federal Deposit Insurance Corporation (FDIC), created in 1932, provided for commercial banks. Federal deposit insurance for S&Ls increased their attractiveness to savers and helped make them competitive with commercial banks for deposit gathering.40

While the S&L industry did not witness a boom in the 1930s, the creation of the FHLB system, the federal thrift charter, and FSLIC insurance set the stage for the later ascendance of the S&L industry in mortgage lending from the 1950s to the 1980s.



Home Owners’ Loan Corporation

The FHLBs had originally been given temporary mortgage origination authority,41 but it was only as a direct mortgage lender of last resort when no other source would lend. The FHLBs made scant use of this authority;42 the requirement that no other lender be available meant that FHLB’s direct loan applicants were inherently poor risks.

Faced with a growing problem of mortgage defaults, Congress responded in 1933 by authorizing the FHLBB to create the Home Owners’ Loan Corporation (HOLC), a US government corporation initially capitalized via a stock subscription by the US Treasury,43 which was authorized to refinance troubled mortgages. The creation of the HOLC ended the need for FHLB direct lending, and the authority for it was repealed.44

The HOLC purchased defaulted mortgages from both financial institutions and noninstitutional lenders in exchange for tax-exempt 4 percent eighteen-year bonds.45 The financial institutions had to consent to a haircut on the refinancing, as the HOLC would loan up to the lesser of 80 percent of LTV (but using a generous appraisal standard) or $14,000.46 The HOLC then restructured the mortgages into fifteen-year, fixed-rate, fully amortized obligations at 5 percent interest rates (or 4.5 percent after 1939), which significantly reduced mortgage payments by allowing borrowers to pay off the mortgages over a longer term.47 The HOLC originated and serviced all its mortgages in-house.

The HOLC received applications from 40 percent of residential mortgagors in its first year of operation and refinanced half of them.48 The HOLC resulted in a sudden and massive government entrance into the mortgage market—within a year it owned over 10 percent of all mortgages. When its lending authority expired in 1936, it still held over 10 percent of the mortgages in the United States, having restructured over a million mortgages.49 Yet “it was well understood that in the HOLC no permanent socialization of mortgage lending was intended and no attempt to preserve home ownership irrespective of public cost.”50 The HOLC was pitched only as a one-off, crisis-driven intervention in the market. Therefore, it “did not serve to divide opinion on any fundamental issues. Creditors were relieved of a crushing weight of frozen assets in a time of great stress, and debtors obtained more favorable credit terms than had ever before prevailed in this country.”51

Because the HOLC would not refinance loans at 100 percent LTV, its refinancings required consent of the existing mortgagee. At first, the federal government guarantied only the timely payment of interest on HOLC securities, but not repayment of principal. Lenders were reluctant to accept HOLC refinancing, as they were both taking an instant loss and assuming the credit risk of the HOLC, whose assets were, by definition, a bunch of distressed loans.52 Therefore, in order to facilitate HOLC refinancings, the federal government began to guaranty the principal on HOLC securities too,53 and these securities eventually traded at par.54

The HOLC had wound down by 1951, but it had accomplished three major feats. First, it had turned a large pool of mortgages into marketable securities.55 Thus, the HOLC demonstrated the viability of a government-backed mortgage securities market. Second, it had set the long-term, fully amortized, fixed-rate mortgage as the federal government standard and demonstrated its feasibility.56 The HOLC’s use of the long-term, fully amortized, fixed-rate mortgage, along with the creation of the FHLB system, marked the government’s commitment to supporting “the practice of the savings and loan associations of making long-term amortized first mortgage loans with relatively small down payments and modest monthly payments.”57 As Marc A. Weiss has noted, the HOLC, along with “other New Deal programs[,] adapted the S&L model and vastly extended it to a large number and wide range of financial institutions, increasing the length of first mortgage loans from 3 to 30 years, decreasing the down payments from 50% to 10% or less, and significantly lowering interest rates.”58

Third, the HOLC standardized many mortgage lending procedures, including standardized national appraisal methods, use of credit reports, mortgage forms, and origination, foreclosure, and REO management processes.59 In particular, it pioneered an appraisal process that used an equally weighted formula of (1) the estimated current market price, (2) the cost of purchasing a similar lot plus constructing a similar building, minus depreciation, and (3) capitalization of the last decade’s worth of imputed rental income.60 Many appraisers became trained in HOLC methodology, and its methodology was subsequently adopted and spread by the Federal Housing Administration (FHA) as part of its mortgage insurance requirements.

The HOLC’s legacy, however, has been marred by its association with redlining, that is, the refusal to lend in certain geographic areas because of that area’s racial makeup.61 The term comes from the practice of lenders and insurers literally drawing a red line on a map around areas they would not serve.62 The practice of redlining seems to have predated the HOLC,63 and the HOLC itself did not engage in redlining in its own refinancings.64 But starting in 1936, after most HOLC lending was complete, the HOLC created a set of residential security maps that assigned areas one of four grades, which corresponded to a color on the map. The grading was not solely a reflection of neighborhoods’ racial makeup,65 but also the condition of housing.66

While the HOLC’s maps do not appear to have been widely available to private lenders, they were available to the FHA,67 which went on to undertake its own residential security mapping project,68 and a property’s residential security coding was a factor in FHA underwriting guidelines.69 Because lenders wanted FHA insurance (and the liquidity such insurance gave their loans), FHA residential security maps translated into redlining by lenders. Redlining not only affected minorities, it also operated to discourage the creation of racially integrated neighborhoods, as the FHA would not insure mortgages of white borrowers who lived too close to black neighborhoods absent some clear physical barrier between the neighborhoods, such as Detroit’s infamous Eight Mile Wall.70



Federal Housing Administration Insurance

Mortgage insurance was the third piece of the housing finance overhaul, and it came in the form of federal mortgage insurance from the FHA. The HOLC was designed to deal with existing mortgages. It helped financial institutions move illiquid, nonperforming assets off their books in exchange for liquid, government-guarantied assets. The HOLC, however, was limited in its ability to inject new funds into the economy to stimulate mortgage lending or home building, and as urban historian Kenneth T. Jackson has noted, President Roosevelt wanted to “stimulate building without government spending and that would rely instead on private enterprise.”71 For this goal, a more ambitious apparatus needed to be created. It was laid out in the 1934 National Housing Act.72

The National Housing Act created the FHA, a government agency, to provide ongoing encouragement of mortgage lending and homebuilding. The FHA partially insures payment of principal and interest on mortgages in exchange for a small insurance premium charged to the originator and passed on to the borrower. FHA insurance settlements are paid out either in cash or in FHA debentures with maturities linked to the maturity date of the loan.73 FHA debentures are guarantied by the US Treasury.74 Originally, the Treasury guaranty of the debentures was intended to be a “strictly temporary measure to insure early adoption” of the FHA mortgage, and were to lapse in 1937.75 In 1938, however, the insurance was made permanent to assist in the creation of a secondary market for FHA-insured loans.76

Because of the credit risk assumed by FHA, FHA insurance was available only for loans meeting certain characteristics. The maximum interest rate permitted on FHA-insured mortgages (exclusive of the insurance premium) was originally 5 percent.77 FHA was also willing to insure long-term and (for the first time) high-LTV mortgages. At first, FHA would insure loans with terms up to twenty years and 80 percent LTV, but after the 1937 recession, terms were liberalized to provide construction stimulus.78 FHA also required that mortgages be fixed-rate and fully amortized.79 These terms were modeled on the terms of HOLC refinanced mortgages but were later liberalized. Eventually FHA was willing to insure up to 97 percent LTV and thirty-year terms (and even forty years on certain property types).80

As with FHLB membership, FHA insurance was only available for institutional lenders, not individuals.81 The long-term impact of the FHA’s exclusion of noninstitutional lenders was to almost fully institutionalize the mortgage market.82

Because of the credit risk it assumed, FHA had to continue the work of HOLC in developing standard national procedures for appraisal and property management.83 The methods that FHA developed acquired widespread acceptance in the mortgage industry as a whole.84

FHA-insured loans were designed to assist in improving housing affordability for the middle class. They were not, however, designed to expand homeownership for the poor. The New Deal exhibited tensions between those who sought to regenerate the old economic system and those who wanted to create a new, more socialized economic system. In the housing sphere, this reflected itself in the question of federal involvement in public housing. When FHA was created, it was not intended to be in the public housing business;85 its goal was, instead, to reinvigorate the collapsed mortgage finance sector by acting as “a mutual mortgage insurance system to which all mortgage lenders had access, the expenses and liabilities of which were to be covered by insurance premiums collected by the lenders from the borrowers.”86

The National Housing Act had a small set-aside for low-income housing, but the major New Deal push to create public housing was instead tasked to the United States Housing Agency, a 1937 creation that financed slum clearance and the building of low-income housing units. Eventually FHA picked up the role tasked to the United States Housing Agency, but FHA was not originally meant to insure low-income housing.

Instead, FHA-insured loans were a middle-class affordability product. Low down payment requirements and long terms more than offset the impact of full amortization on monthly payments, and rate caps further ensured affordability even if they rationed credit. The government’s assumption of credit risk created a cross-subsidy among riskier and less risky borrowers, but the government’s ability to diversify credit risk across the insurance pool likely resulted in lower mortgage costs as well.87

Although FHA-insured loans were geared toward affordability, they offered benefits to both borrowers and lenders. Borrowers were insulated against mortgage payment risk since rates would not be impacted by market shocks, while lenders were protected against default risk because of the government guaranty.

In order to ensure the realization of the affordability benefits of FHA-insured mortgages, it was necessary to free financial institutions from legal restrictions on their lending activities. Thus, FHA-insured loans made by national banks were exempt from the LTV and maturity restrictions of the National Bank Act.88 The FHA also embarked on a successful campaign to get all forty-eight state legislatures to amend their banking and insurance regulations in order to permit state-chartered institutions to originate and hold all FHA-insurable loans.89

Notably, the removal of state mortgage lending restrictions was done in concert with the creation of federal restrictions and standards. Thus, the Home Owners’ Loan Act’s exemption of federally chartered thrifts from state usury laws must be seen in the context of the FHA insurance interest rate cap and FHLB member rate cap.90 The FHA interest rate cap served as a federal usury law for mortgages. It directly limited rates on FHA-insured loans,91 and it indirectly limited rates on conventional loans through competition between FHA and conventional products.

The creation of FHA changed the institutional balance in mortgage lending. The FHA and the National Housing Act had been strongly supported by commercial banks and insurance companies because it removed restrictions on their urban mortgage lending and made mortgages a more economically feasible investment by providing liquidity.92 Not surprisingly, FHA was opposed by the S&L industry. S&Ls had just gotten the FHLB system for their exclusive use in 1932, a major improvement in their position from their prior dependence on commercial bank credit. Moreover, S&Ls were local institutions and not particularly interested in free national capital movement.93 The FHA increased competition for the S&Ls in their core mortgage lending business from insurance companies and commercial banks, not just locally, but also from out of state.94 The S&Ls were also at a disadvantage in this competition because the dividends they paid on their depositors’ shares were at higher rates than the interest commercial banks paid on time deposits. Accordingly, S&Ls made a smaller spread on FHA-insured mortgages than commercial banks.95

The FHA insurance system was a response to several problems. First, it was a reaction to the government finding itself a major mortgagee as the result of the HOLC refinancings. The government hoped to be able to sell the HOLC refinanced mortgages to private investors, but no investors would take the credit risk on the HOLC mortgages. Offering a credit guaranty of the mortgages was the only way to move them off the governments’ books as a whole.

Second, the government was hoping to attract more capital into the battered mortgage sector. The FHLB system and FSLIC insurance encouraged S&L mortgage lending, but to encourage commercial bank capital deployment in the mortgage sector, more was needed. Commercial banks were reluctant to become deeply committed to mortgages not least because of the illiquidity of mortgage assets.

FHA insurance had the effect of standardizing the credit risk on insured mortgages. Standardization via FHA insurance was intended to transform mortgages into more liquid assets. Notably, FHA insurance was not originally intended as a long-term intervention in the housing market—hence the original temporary duration of the Treasury guaranty of FHA debentures. Instead, FHA was intended to deal with the problem of unloading the pool of HOLC mortgages and jump-starting the housing sector. Only when it became apparent that the sector needed longer-term care did FHA evolve into an ongoing guaranty program to ensure greater housing affordability going forward.

When FHA was created, private mortgage insurance did not exist. There had been a mortgage insurance industry of sorts at the beginning of the twentieth century, but it faltered and collapsed in scandal during the Depression.96 States only began to allow insurance companies to insure mortgages starting in 1957.97 Thus, when the FHA was created, it was not competing against private insurance.

Like the HOLC, the FHA was a response of expediency to a problem, rather than a systematically planned housing finance structure. The FHA insurance system developed as a parallel, rather than a complement, to the FHLB system. As political scientist David French explained, the FHLBB aimed to “unite the strength of local credit institutions in a national system bulwarked by central reserve facilities, standardized national charters, and share insurance. The Federal Housing plan, on the other hand, attempts to unify, not the lending institutions themselves, but the form and security of the mortgage loans they make.”98

Accordingly, the FHLBB plan appealed to S&Ls, which were local and did not have access to a national supply of credit or discount window access, while the FHA plan appealed to life insurance companies and banks, which wanted guarantied loan returns. The New Deal interventions in the mortgage market were not meant to be permanent, nor were they particularly coordinated. Instead, they represented simultaneous programs for different interest groups: the FHLBB system for the savings banks and the FHA for the banks and life insurance companies.

Despite its haphazard origins, FHA insurance, along with HOLC refinancings, played a major role in standardizing mortgage terms. The importance of standardization cannot be overstated because it was the precondition for the development of a national secondary mortgage market. Secondary markets are built around liquidity, and nonstandard instruments are not liquid because each individual instrument must be examined, which adds transaction costs.

FHA insurance also supplied a second precondition for a secondary market. A secondary mortgage market cannot function unless credit risk is perceived as negligible or monitorable. Elimination, or at least the standardization of credit risk, is itself part of standardizing the instruments to trade in a secondary market; as long as there is heterogeneous credit risk among mortgages, secondary market liquidity will be impaired. As economic historian Kenneth Snowden has observed:


The key to successful securitization is to issue marketable assets only on the default-free cash flow implicit in the underlying mortgage pool—for uninformed investors will be unwilling to share any of the risk associated with default. Broad and thick secondary markets arise for mortgage-backed securities like these, and they trade at yields comparable to government bonds. Secondary markets are much thinner, on the other hand, when the entire cash flow from the underlying mortgage is securitized or when the default insurance component is only partially split off. In the extreme, mortgage-backed securities that carry default risk may not be marketable at all.99



Thus, in earlier secondary market experiments, credit risk on the mortgages, which investors could not easily ascertain, was perceived as being eliminated via sureties, as with the mortgage guaranty participation certificates or the single-property real estate bond houses. As early as 1943, Paul Matthew Stoner, the FHA’s assistant director for Statistics and Research had recognized this. He argued that FHA insurance was necessary to replace the discredited mortgage guaranty certificate system.100 For capital markets to fund mortgages, credit risk had to be neutralized (or at least perceived as such).

FHA mortgages were sufficiently standardized in their terms and credit risk to allow for an institutional market supporting them.101 Thus, as economists Leo Grebler, David Blank, and Louis Winnick noted:


Government insurance of residential mortgage loans has created a debt instrument that can be shifted easily from one lender to another. From the lender’s point of view, government insurance endows mortgage loans with greater uniformity of quality that has ever been the case before, and it reduces the necessity for detailed examination that usually accompanies the transfer of loans from one mortgagee to another. As a result, an active “secondary market” for FHA and VA [(Veterans Administration)] loans has developed, which in turn has widened the geographical scope of the market for mortgage loans and given it some of the characteristics of national capital markets.102



FHA insurance alone, however, was not sufficient for a secondary mortgage market to develop.103 For that, the final New Deal innovation was required.



Fannie Mae: The Federal National Mortgage Association

Investors had little appetite for buying individual mortgages in the secondary market, even if the mortgages were insured, because of the liquidity and interest rate risk involved, as well as the transaction costs of diligencing individual mortgages. Therefore, the National Housing Act of 1934 also contained the fourth element of the housing finance overhaul. It provided for a federal charter for “national mortgage associations” that would purchase these insured mortgages at par and thus create a secondary mortgage market.104 The goal was to create a secondary market that would encourage mortgage originators to make new loans by allowing them to capitalize on future cash flows through a sale of the mortgages to the national mortgage associations, which would fund themselves by issuing long-term fixed-rate debt with maturities similar to those of the mortgages.

There were no applications for a federal national mortgage association charter, however. Therefore, the Reconstruction Finance Corporation (RFC), the so-called “fourth branch” of government during the New Deal, a government corporation that was active in many areas of the market as a financier because of the unwillingness of private institutions to lend, created a subsidiary, the Reconstruction Finance Corporation Mortgage Company, a Maryland state corporation. The RFC Mortgage Company purchased FHA-insured mortgages, but only on existing properties.105 The reasons for this limitation in activity are not clear. When no applications for a federal national mortgage association charter were forthcoming even by 1938, the RFC created another subsidiary under the federal charter provisions, the Federal National Mortgage Association of Washington (later the Federal National Mortgage Association, and now Fannie Mae).106 Fannie Mae was originally a wholly owned subsidiary of the RFC, itself a US government corporation. Unlike the RFC Mortgage Company, Fannie Mae originally purchased FHA-insured mortgages on new construction.107

As Figure 2.4 shows, Fannie purchased mortgages from financial institutions in exchange for its debt securities, which were backed (at this time) by the full faith and credit of the United States government. Fannie would either keep the mortgage loans in its own portfolio, against which it issued bonds (which it used to fund its operations), or resell the loans whole to private investors. This meant that Fannie was able to pass on some of the interest rate risk on the mortgages to its bondholders, as their bonds had fixed-rate coupons. Neither the Fannie bondholders nor the lenders that sold mortgages to Fannie in exchange for its debt securities assumed any credit risk, however, because Fannie was a government corporation.
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Figure 2.4.   Fannie Mae Funding of Mortgages through Corporate Debt

Original creation by the authors.


Fannie’s activities before World War II were limited. Fannie Mae’s prewar activity peak was in 1939, when it purchased $88 million in mortgages,108 or 3 percent of the $2.9 billion in originations that year.109 Not until a decade later did Fannie surpass this level of activity.110

During World War II Fannie Mae largely ceased purchase operations. In 1942, the RFC Mortgage Company and Fannie seem to have assumed the same (limited) activities. The US mortgage market was moribund during the war and did not need government support because the wartime demand for mortgage finance was extremely limited and private investors were eager for wartime outlets.111 Fannie purchased almost no mortgages between 1943 and 1947 (and none in 1944) and let its holdings dwindle to almost nothing.112

Fannie Mae’s prewar accumulation of mortgages (as well as those of the RFC Mortgage Company) “were expected to decrease as soon as the FHA type mortgage had proved itself.”113 The RFC Mortgage Company was even dissolved in 1947.114 Lack of wartime construction created an acute postwar housing shortage, but the immediate postwar period was also flush with long pent-up funds that could finance construction and mortgages.115 By 1948, however, other, more attractive investment outlets had become available, and the mortgage market was strapped for funds.116

In 1944, aiming to make housing more affordable to discharged servicemen, Congress had authorized the Veterans Administration to guaranty mortgages for veterans. The VA would originally guaranty up to 50 percent of the loan, required no down payment, and capped interest rates at a level equal to or below FHA insurance eligibility caps.117

VA mortgages were fixed-rate, fully amortized loans with terms of as long as 30-years.118 The increase in the amortization period from 15 years to 20, then 25, and finally 30 years made housing even more affordable to servicemen by reducing monthly payments, which were spread out over a longer time period. The FHA soon adopted the 30-year fixed as its standard as well, which spread to private lenders too.

FHA and VA loans accounted for over 40 percent of mortgage dollars outstanding by the 1950s. (See Figure 2.5.) Thus, by the end of the 1950s, most mortgages were 30-year fixed with down payments of 20 percent.119 This mortgage, a 30-year, fixed-rate, fully amortized, fully prepayable mortgage with 20 percent down established itself as the standard product in the US mortgage market, the American Mortgage.

Fannie Mae was virtually reborn in 1948, when Congress amended its charter to authorize the purchase of VA-guarantied mortgages.120 Fannie Mae entered the VA-guarantied market in force. From June 30, 1948 to June 30, 1949, Fannie Mae’s holdings increased 809 percent, as the agency extended advance purchase commitments in order to stimulate the construction market.121
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Figure 2.5.   Conventional and Insured Mortgage Shares of the Residential Mortgage Market, 1945–1956

Data source: Saul B. Klaman, The Volume of Mortgage Debt in the Postwar Decade 38, tbl. 1 (1958).


In its first decades, Fannie Mae accomplished five key things. First, Fannie created a secondary market for FHA and VA mortgages. By 1950, a third of FHA-insured loans and a quarter of VA-guarantied loans had been acquired by their holders through a secondary market purchase rather than origination, compared with only 11 percent of conventional loans.122 This secondary market provided liquidity for mortgage originators by linking capital market investors to mortgage lenders (and ultimately to mortgage borrowers).

Second, the Fannie Mae secondary market reduced regional discrepancies in interest rates and financing availability.123 Fannie was able to harness investor capital from capital-rich regions to purchase or invest in mortgages from capital-poor regions. This helped smooth out the impact of regional economic booms and busts on the housing sector.

Third, the secondary market created by Fannie Mae enabled geographic diversification for investors in the housing market, which provided a form of insurance for regions that were hit by temporary economic dislocation. Borrowers gained from the stability and lower interest rates that would result from this geographical diversification.124

Fourth, Fannie Mae provided stability to the housing market by serving as a buyer of last resort through its portfolio operations. As mortgage interest rates rose during 1949 to 1951, the supply of credit for VA-guarantied loans, which bore a maximum interest rate of 4 percent, shrank. Fannie Mae responded by stepping up its purchases of VA loans to help maintain the supply of low-cost VA loans.125 Fannie was thus able to support the market by expanding or shrinking its investment portfolio like an accordion.

Fannie’s “accordion” portfolio provided an important countercyclical balance in the housing sector. As housing economist Jack Guttentag has observed, Fannie’s secondary market operations mitigated fluctuations in residential construction activity because Fannie “maintained fixed or ‘sticky’ mortgage purchase prices.”126 Fannie’s holdings rose more rapidly with declining construction and falling mortgage prices. The agency thus had a countercyclical effect on the housing construction market.127 From time to time, Congress also passed special legislation to enhance Fannie’s countercyclical impact on the mortgage market. For example, in 1949–1950 and again in 1958, Congress authorized Fannie to make extra purchases at an above-market price.128

Fannie increased its purchases during the late 1940s and early 1950s through the issuance of advance commitments to purchase any and all FHA or VA mortgages at par. These advance commitments let mortgage lenders originate loans with a guarantied resale market. Lenders were thus relieved of both liquidity risk and interest rate risk. While most originators of FHA and VA mortgages would hold the mortgages on their books, Fannie Mae’s advance commitment gave them the option to convert the long-term payment stream of a mortgage into immediate cash via a sale to the agency. Moreover, if interest rates rose, originators could avoid holding assets that yielded less than market rates by selling them at par, rather than at a discount, to Fannie. Fannie thus assumed the interest rate risk on mortgages under its advance commitment program. Ultimately, Fannie’s advance commitment program encouraged the growth of mortgage banks with this originate-to-distribute model.129

Fannie kept the advance commitment offer in place during most of the period from 1948 to 1954.130 The Housing Act of 1954 required that Fannie Mae acquire mortgages under its principal program at market prices,131 but even after 1954, Fannie Mae tended to lag behind the market in price adjustment.132

Finally, Fannie continued the work of the HOLC in establishing the 20 percent down, self-amortizing, 30-year fixed-rate mortgage as the national standard. The subsidized cost of funds for the 30-year fixed due to Fannie’s government backing helped crowd out other mortgage products. In contrast, outside the United States the long-term fixed-rate mortgage was and remains a rarity.

The Housing Act of 1954 rechartered Fannie Mae with a structure that envisioned a gradual quasi-privatization, but without any timeline specified. Under the new charter, Fannie would have both nonvoting preferred stock and nonvoting common stock. Treasury would provide the original subscription for the preferred stock, which was to be retired over time, but without any deadline.133 Until the preferred stock was retired, Treasury was allowed to purchase debt obligations that Fannie has issued to support its secondary market operations and to issue full faith and credit debt to do so.134 Sellers of mortgages to Fannie were required to purchase the common stock in amounts equal to 3 percent of the unpaid principal amount on the mortgages.135 Thus, eventually, Fannie Mae would end up having solely private capital. While the common stock was freely transferrable, it had no governance rights: the charter provided that Fannie’s board of directors would be made up of government appointees, even after Treasury’s preferred stock was retired.136 While the rechartered Fannie Mae was initially prohibited from making advance purchase commitments,137 this restriction was subsequently rescinded in 1956, giving Fannie an important tool for providing liquidity to the market.138

The rechartered Fannie was given two main tasks. First, it was charged with providing a secondary market facility for FHA and VA loans to ensure their liquidity. Fannie was directed that it should have purchase standards equivalent to those of private investors, price its loan purchases to “prevent excessive use” of its facilities (that is, slightly above competitive market rates), and ensure that it was self-supporting.139 Fannie was authorized to issue debt to finance its secondary market operations, but it was required to clearly indicate that its debt issuances were not obligations of the US government, but only of Fannie itself.140

Second, Fannie was tasked with providing “special assistance” to the US mortgage market. The legislation gave the president the power to temporarily authorize Fannie to purchase any sort of mortgage, not only insured loans, as part of a “special assistance function”; that is, to stabilize the housing market or provide funding for “segments of the population unable to obtain adequate housing under established home financing programs.”141 Treasury was authorized to purchase Fannie’s debt securities to support the special assistance even if its preferred stock had been retired.142

On the one hand, the legislation’s goal was for Fannie Mae to be “financed by private capital to the maximum extent feasible,” and to this end, it was to be gradually privatized, and its debt obligations would not bear the eagle. On the other hand, the government maintained complete control over Fannie’s governance, and the special assistance power meant that the government could use Fannie as a policy instrument at will, exposing the mandated private risk capital to risks that private capital had, by definition, shunned. The Fannie Mae rechartering was an attempt for the government to have its cake and eat it too. The result was that Fannie transformed into a government-controlled, mixed-ownership corporation. While Fannie shifted to private risk capital, the government still called the shots.



Regulation of the Post–New Deal Mortgage Market

Coming out of the New Deal, the primary mode of regulation of the US housing finance system was through the insurance market, rather than the secondary market. Fannie Mae’s holdings in the postwar years were minimal.143 Fannie’s importance at the time lay in providing a put option for mortgage lenders, rather than its actual operations. FHA and VA, however, insured or guarantied a sizable percentage of the market, peaking at 45 percent for combined share. (Refer back to Figure 2.4.) While FHA and VA loans were never a majority of the market, they set the standard there. The American Mortgage prevailed,144 whether insured by the FHA and VA or originated by S&Ls without insurance.

There were differences, to be sure, between FHA and VA products and conventional loans. FHA / VA products were the lower down payment / higher-LTV option, but at higher cost. Moreover, lending standards evolved and differed between FHA / VA and conventional loans, most particularly in regard to alleged redlining. FHA / VA redlining ended in the late 1960s, as the agencies reversed course and began launching high-LTV urban lending initiatives.145 S&L lending patterns shifted later in response to antidiscrimination legislation like the Fair Housing Act of 1968,146 the Equal Credit Opportunity Act of 1974,147 and the Home Mortgage Disclosure Act of 1975,148 as well as in response to the Community Reinvestment Act of 1977, which encouraged insured depositories to lend in their communities.149

The basic contours of the American Mortgage, however, permeated the entire market because of the influence of FHA / VA standards. While S&Ls, the dominant mortgage origination institution, eschewed FHA lending (but not VA lending),150 there was competition between S&Ls and FHA / VA originators, such as mortgage banks (which often then resold the loans to life insurance companies) and commercial banks. Among the S&Ls themselves, competition was more limited both because of regulatory restrictions on the rate of return they could pay depositors151 and the local nature of the institutions.152 Because of consumer demand for the 30-year fixed, competition among different origination channels pushed the entire market toward the American Mortgage, even for non-FHA / VA lenders.

Regulation also played a significant role in the prevalence of the American Mortgage. Most importantly, federal thrifts and national banks were prohibited from making adjustable-rate loans,153 and some states prohibited all lenders from making adjustable-rate loans.154 Federal thrifts and national banks were restricted in the LTV155 and geographic scope of their lending156 and required to make amortizing or partially amortizing loans, with greater LTVs allowed for amortizing loans.157 In addition, mortgage underwriting was impacted by what FHA / VA would insure and what Fannie Mae would buy or the mortgage collateral against which the FHLBs would advance funds. Prior to 1982, the FHLBs were restricted by statute in terms of the mortgage collateral against which they could make advances.158 These restrictions pressured the S&Ls to adopt the American Mortgage, as the FHLBs were the primary source of liquidity for S&Ls, and the FHLBs were permitted to make larger advances against amortizing loans with minimum term lengths.

Originally, the FHLBs were permitted to advance up to 60 percent of the amount of the mortgage loan (capped at 40 percent of the appraised value of the collateral property) for amortizing, first-lien, one- to four-family mortgages with terms of at least eight years but no longer than fifteen years.159 Advances on all other mortgages were capped at the lower of 50 percent of the loan or 30 percent of the appraised value of the property.160 Mortgages with terms of over fifteen years were ineligible as collateral for advances.161

The statutory restrictions on FHLB advances were amended several times, keeping pace with changes in FHA and VA term limits.162 Eventually the terms of advances settled at limits of 90 percent for FHA / VA loans and 65 percent of amount and 60 percent of appraised value for conventional amortizing, first-lien, one- to four-family mortgages with terms of at least six years, but no longer than thirty years.163 Advances on other loans were limited to 50 percent of the loan or 40 percent of appraised value, and the maximum term permitted was thirty years.164 The effect of these tiered limitations on advances was to favor longer-term, amortizing mortgages over nonamortizing or shorter-term mortgages. Thus, the terms of FHLB advances helped established the American Mortgage outside the FHA / VA market.

While it was formally possible for lenders to make loans other than the American Mortgage, there was no secondary market for these loans and more limited liquidity provision against them. Lenders were therefore generally unwilling to assume the risks on these loans themselves. Thus, the federal government was able to effectively regulate the mortgage market through the domination of the insurance market by a public option—public provision of services that competed with private-market providers—as well as through traditional command-and-control prohibitions on adjustable-rate loans, limitations on the interest rates paid to depositors, and restrictions on FHLB advances. In combination, the public option and command-and-control regulation constrained the products and rates on offer, which limited risk in the market, even though it did limit credit availability at the margins.



A Snapshot of the Postwar Housing Market

Following World War II there was an explosion in the US housing market. The affordable, self-amortizing, long-term mortgages provided by the new mortgage institutions enabled a dramatic rise in homeownership that has persisted for most of the post–World War II period. As Figure 2.1 shows, the HOLC assumed substantial market share between 1933 and 1935, but thereafter its portfolio gradually wound down as its mortgage purchases were curtailed. Savings institutions and noninstitutional lenders dominated the market, but the role of noninstitutional lenders was gradually diminishing and would rapidly fade post–World War II. Commercial banks and life insurance companies were the other major players in the market, but they occupied a decidedly smaller space than savings institutions. Finally, Fannie Mae played a very limited role in the market. At this juncture, the main value provided by Fannie Mae was the possibility of liquidity for insured loans, rather than serving as the actual financing channel for a significant volume of mortgage lending.

The key development in the postwar mortgage market was less in terms of the type of lending institution shifts and more in terms of the loan product terms—full amortization over a longer amortization period and higher LTV tolerances. These product shifts were facilitated by changes in the governmental backing of the mortgage market and were largely responsible for the increase in homeownership, most dramatically seen among young households, which could afford homeownership earlier than otherwise.165 (See Figure 2.6.) The increase in homeownership was accompanied by a movement to the newly built suburbs. The New Deal mortgage institutions transformed the United States from a nation of renters to a nation of homeowners. The new financing institutions, along with the invention of the automobile and the building of circumferential highways, created the suburbs, as returning servicemen moved to the new Levittowns, which were then in construction. The postwar American middle class resides in a housing market made possible by massive government intervention in mortgage design.
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Figure 2.6.   Homeownership by Age Group, 1900–2014

Data source: Daniel K. Fetter, “How Do Mortgage Subsidies Affect Home Ownership? Evidence from the Mid-Century GI Bills,” 5 Am. Econ. J: Econ. Pol’y. 111, 144 (2013).


The postwar years also saw a boom in home building, which had been limited during the Depression and again during the war. It exploded in the postwar years as GIs returned home and started new lives and families. (Refer back to Figure 1.7.) Suburban development boomed, encouraged by the development of highway systems. In addition to the wide availability of housing finance through FHA and VA, the lower cost of land and newly built housing in the suburbs enabled affordable homeownership. Typical housing quality also improved significantly. Crowding fell substantially from 1940 to 1970, dropping from 20 percent of units classified as crowded (more than one person per room) to just 8 percent,166 with severe crowding declining from 9 percent to 2 percent.167 During the same period the percentage of housing units with complete plumbing went from nearly 55 percent to over 93 percent.168 Not surprisingly, the median home price (in constant dollars) more than doubled from 1940 to 1970.169

Despite these gains in quality of housing, it is important to recognize that the postwar housing market did not serve everyone. While the Civil Rights Act of 1866 prohibited housing discrimination on the basis of race,170 it did not provide for federal enforcement. Federal law did not prohibit discrimination on the basis of race, religion, or national origin in home sales, rentals, or mortgage lending until 1968. The Supreme Court prohibited racially based zoning in 1917,171 but private deed restrictions and restrictive covenants effectively prevented racial, religious, and ethnic minorities from purchasing in many neighborhoods. These covenants and deed restrictions ceased to be legally enforceable as of 1948,172 but they continued to be unofficially encouraged by the FHA’s underwriting manual until 1968 and were used to signal who was welcome in a neighborhood. Realtors also discouraged blacks from buying into white neighborhoods or blocks, or simply refused to show blacks properties there.173

In addition, Americans of color often found themselves excluded from the institutional housing finance market. While FHA would insure loans to black borrowers, FHA redlining made it difficult for blacks to obtain housing credit from institutional lenders, particularly in the cities to which they were migrating after World War II.174 When black buyers were able to obtain institutional loans, they often had to pay the lender a high up-front commissions in addition to an interest rate. These commissions ranged from 15 to 35 percent, compared to 3 to 6 percent for whites.175 Instead, much of black homeownership was financed by private lenders.176

These lenders often used an abusive financing instrument called a “contract for deed,” rather than a straight mortgage or deed of trust. A contract for deed is essentially a rent-to-own arrangement, in which the borrower only gets title to the property after repaying the entire loan. That means that the borrower does not have any equity in the property until the entire loan is paid off, so if the borrower defaults, then all the borrower’s payments will be forfeited, no matter the value of the property.

Thus, while there were sources of mortgage credit for blacks, they were decidedly more limited than for whites and on less favorable terms.177 The result was that black homeownership substantially lagged behind white homeownership, even though both rose significantly in the postwar years. (See Figures 2.7 and 2.8.)

Black homeownership was stymied not only by discrimination in the housing market, but also by discrimination in the employment market. Employment discrimination made it more difficult for black families to save up for down payments without FHA assistance, and they often had to show better credit quality for the same loan.178 Because the black population lacked capital for down payments, it was largely a population of renters. Discrimination was more likely to exist in the rental market because of the ongoing relationship between landlord and tenant that does not exist in the seller-buyer relationship. The supply of rental housing available for blacks was inadequate, resulting in overcrowding and higher rents. While the black population was around 9.7 percent in 1950, only 6.5 percent of housing units were available to them.179 As a result, black households ended up paying roughly 50 percent more than white immigrant communities for housing in worse condition.180
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Figure 2.7.   Black and White Homeownership Rates, 1870–2019

Data source: William J. Collins & Robert A. Margo, “Race and Home Ownership from the End of the Civil War to the Present,” 101 Am. Econ. Rev. 355 (2011), online appendix, at https://assets.aeaweb.org/asset-server/articles-attachments/aer/data/may2011/P2011_3441_app.pdf, at 7, tbl. 2 (data for 1870–1970); Urban Institute, Nine Charts about Wealth Inequality in America (Updated), Oct. 5, 2017, at https://apps.urban.org/features/wealth-inequality-charts/data/Homeownership.xlsx (data for 1976-1993); US Census Bureau, Homeownership Rate for the United States: Black or African American Alone [BOAAAHORUSQ156N], retrieved from FRED, Federal Reserve Bank of St. Louis, at https://fred.stlouisfed.org/series/BOAAAHORUSQ156N (data for 1994-2018); US Census Bureau, Homeownership Rate for the United States: Non-Hispanic White Alone [NHWAHORUSQ156N], retrieved from FRED, Federal Reserve Bank of St. Louis, at https://fred.stlouisfed.org/series/NHWAHORUSQ156N (data for 1994-2018).
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Figure 2.8.   Black-White Homeownership Rate Gap, 1870–2019

Data source: William J. Collins & Robert A. Margo, “Race and Home Ownership from the End of the Civil War to the Present,” 101 Am. Econ. Rev. 355 (2011), online appendix, at https://assets.aeaweb.org/asset-server/articles-attachments/aer/data/may2011/P2011_3441_app.pdf, at 7, tbl. 2 (data for 1870–1970); Urban Institute, Nine Charts about Wealth Inequality in America (Updated), Oct. 5, 2017, at https://apps.urban.org/features/wealth-inequality-charts/data/Homeownership.xlsx (data for 1976-1993); US Census Bureau, Homeownership Rate for the United States: Black or African American Alone [BOAAAHORUSQ156N], retrieved from FRED, Federal Reserve Bank of St. Louis, at https://fred.stlouisfed.org/series/BOAAAHORUSQ156N (data for 1994-2018); US Census Bureau, Homeownership Rate for the United States: Non-Hispanic White Alone [NHWAHORUSQ156N], retrieved from FRED, Federal Reserve Bank of St. Louis, at https://fred.stlouisfed.org/series/NHWAHORUSQ156N (data for 1994-2018).


Upper- and middle-class blacks were often interested in buying homes, but private builders generally did not build new housing stock in black neighborhoods.181 Instead, blacks wishing to buy had to do so in transitioning neighborhoods, where there was often limited housing stock available to them, and often only properties in need of renovation.182 As a result, the sale price was often an above-market price.183 The high sale price also meant that many buyers would struggle to maintain the obsolescent properties because they had committed a large proportion of earnings to the home purchase.184

Discriminatory lending marred the postwar housing finance market. Yet the basic institutional structure of the market, built on the rock of the 30-year fixed-rate mortgage and a set of federally endorsed institutions, enabled a tremendous expansion in homeownership and was a model of stability until the interest rates shocks of the 1960s and 1970s, which the next chapter explores.







 



CHAPTER THREE

The Rise of Securitization



Limitations on Depositary Funding of Fixed-Rate Mortgages

Homeownership massively expanded in the three decades following World War II, with the homeownership rate rising from 44 percent in 1940 to nearly 66 percent in 1980. (Refer back to Figure 1.1.) This expansion of homeownership was the dividend from the New Deal reforms that produced the American Mortgage and marked a substantial transformation of American society, as it accompanied the suburbanization of America. While discrimination remained a scourge in the housing market, homeownership expanded, not just for whites, but for all groups, such that by 1980 white homeownership was at 71 percent, while black homeownership was at 49 percent. (Refer back to Figure 2.7.)

In the 1980s, however, homeownership rates stalled and declined slightly as interest rates rose. The historic rise in inflation in the 1970s sent the mortgage industry into turmoil because of the vulnerability of the S&Ls—the leading institution in the postwar mortgage market—to inflation.

S&Ls ruled the postwar US mortgage market until the mid-1980s. (See Figure 3.1.) But the S&Ls had a particular vulnerability built into their method of financing mortgages. S&Ls, along with the other major institutional players in the mortgage market, commercial banks, and insurance companies, all financed mortgage loans through their balance sheets. This means that these firms took consumer or business deposits (or insurance premia) and invested them by making mortgage loans. The mortgage loans remained on the institutions’ books. The funding sources for S&Ls, commercial banks, and insurance companies were all potentially flighty, however. Deposits are often withdrawable on demand, and insurance policies can be canceled at will. If depositors or policyholders are concerned about an institution’s solvency or can get a better deal elsewhere, they can readily move their business. This mismatch between the duration of these institutions’ assets (long-term mortgages) and the duration of their liabilities (demand deposits and redeemable life insurance policies) meant that these institutions could readily find themselves in a bind whereby they lack the liquid funds to satisfy withdrawal and redemption requests.

[image: ][image: ]
Figure 3.1.   Residential Mortgage Market Share by Institution Type, 1948–2008

Data source: Bd. of Governors of the Fed. Reserve Sys., Statistical Release Z.1, Financial Accounts of the United States, tbls. L.218–219 (providing data for 1952–present); Leo Grebler et al., Capital Formation in Residential Real Estate: Trends and Prospects 468–71, tbl.N-2 (1956) (data for 1948–1951).


As the United States experienced economic turmoil in the 1960s and 1970s, it became increasingly clear that the intermediation of housing finance through depository and insurance company balance sheets was vulnerable to disruption, which ultimately materialized in the S&L crisis of the 1980s. The increasing strains on the S&L industry from a mismatch between asset and liability durations set the stage for one of the most important developments in housing finance: securitization, a financing technique that enables securities markets, rather than bank deposits and insurance premia, to be the source of funding for mortgages. Securitizations are complicated transactions, and we will explore them in more detail in this chapter, but for now, it is only necessary to understand that they involve the issuance of bonds, the repayment of which comes from the payments on a discrete pool of mortgage loans.

Several distinct types of securitization emerged in the US housing finance market: Ginnie Mae, Fannie Mae, Freddie Mac, and “private-label” securitization. The differences are extremely important in our story, and we will delve into them in some detail. But from a big-picture view, it is also important to keep sight of the commonalities of securitization, namely, its potential benefits and risks.

There are three substantial benefits from securitization relative to balance-sheet financing. First, securitization potentially facilitates a much greater diversification of investment. Whereas an S&L is intensely exposed to the housing market in the local community in which it lends, a securitization can be backed by a diversified, nationwide pool of mortgages. Second, the funds invested in a securitization are locked in and not redeemable, so there is no risk of a mismatch between asset and liability durations. Third, securitization is amenable to “structuring,” which is the allocation of risks to investors on something other than a pro-rated basis. Whereas all depositors rank equally with each other in terms of a claim on an S&L’s assets, a securitization can be structured to give the claims of some investors priority over others (who are presumably compensated with a higher yield). This sort of structuring allows securitizations to capitalize on distinctions in investors’ risk appetites.

At the same time, securitization poses a different set of risks than balance-sheet lending. Two of these risks are particularly important. First, securitizations are not diversified in terms of asset classes. Whereas a depository, even an S&L, would not make solely mortgage loans, a mortgage securitization is concentrated on a single asset class. Second, securitization is more heavily intermediated than balance-sheet lending, which opens the door to information asymmetries between the investors (who bear the risk) and the intermediaries. Intermediaries may attempt to capitalize on this information asymmetry to undercompensate investors for the risks they assume. Put another way, securitization is susceptible to moral hazard, as the intermediaries who arrange the securitization do not bear the risk of the performance of the securitization, unless they separately choose to guaranty it.

The remainder of this chapter explains how securitization evolved and replaced S&L balance-sheet lending as the dominant form of US mortgage finance. That transformation began in 1966, when the United States encountered its first postwar credit crisis.1 The economy was expanding more rapidly than the Federal Reserve Board believed to be prudent, so the Fed took a series of actions that had the effect of raising market interest rates.2 The problem was that prior to 1980, the interest rate that depository institutions could pay on all types of deposit accounts was also regulated by a Federal Reserve regulation (Reg Q).3 Reg Q was designed to protect depositories from an interest rate mismatch between their short-term and demand deposit liabilities and their holdings of long-term fixed-rate mortgages by preventing them from competing on rates for deposits. Despite Reg Q, the innovation of money market mutual funds, which invested in commercial paper and competed for funds by offering higher interest rates, meant that an asset-liability mismatch for depositories was inevitable if the depositories were not to lose their deposit base.

The Fed refused to raise the Reg Q ceiling on interest rates payable by depositories on deposits to keep pace with the unregulated interest rates on commercial paper and Treasury securities.4 As a result, capital flowed out from depository institutions into Treasury bonds (“Treasuries”) and commercial paper, creating a capital shortage in the private market financed by bank loans.5 This capital shortage in depositories hit large ticket items, like mortgage loans, the hardest, and mortgage originators found themselves without the resources to make new loans. As a later Federal Reserve chair noted, the “tightening of monetary policy in 1966 contributed to a 23% decline in residential construction between the first quarter of 1966 and the first quarter of 1967.”6 With global inflation, the banking industry’s colloquial “3-6-3 rule”—“borrow from depositors at 3 percent, lend at 6 percent, and golf at 3 o’clock”—could no longer work, as money market funds offered rates far higher than 6 percent.

Despite the credit crunch, Fannie Mae continued to buy FHA / VA mortgages, which helped stabilize the housing market. Fannie’s market share soared as a result, but its profitability suffered, and concerns arose about its future viability. In 1968, the Lyndon B. Johnson administration, which was eager to make room in the federal budget for Great Society spending and the Vietnam War,7 split Fannie Mae into two entities.8

One entity, which continued to bear the name Fannie Mae (or Fanny May, as it was often called at the time), was privatized.9 The newly privatized Fannie Mae continued to conduct secondary market activities, but at first it continued to buy only FHA / VA mortgages. The new Fannie Mae, under a revised federal charter, was privately capitalized but under government regulation, and with a third of its board of directors appointed by the president of the United States.10 At the time, the Department of Housing and Urban Development (HUD) had to approve Fannie’s securities issuance, and the HUD secretary had the authority to require Fannie to engage in mortgage purchases “related to the national goal of providing adequate housing for low and moderate income families, but with reasonable economic return to the corporation.”11 Thus, even while privatized, the federal government maintained a substantial degree of control over Fannie Mae.



Ginnie Mae and the Advent of Securitization

The other entity remained government-owned and was christened the Government National Mortgage Association, or “Ginnie Mae.”12 Ginnie Mae’s mission was restricted to guarantying securities backed by FHA-insured and VA-guarantied mortgages.13

As noted above, the issuance of securities backed by discrete pools of assets is the essence of the financing technique known as securitization. Securitization is centered around segregating selected cash-flow-producing assets of a firm from the firm’s liabilities and other assets. The separation of select cash-flow-producing assets enables investment based solely on the risks inherent in the selected cash flows, rather than in the total package of the firm’s assets and liabilities.

This type of financing is often advantageous for both investors and borrowers. Investors can invest in a more targeted, bespoke package of risks than when investing in an operating firm, and, through securitization, borrowers may be able to raise capital at a lower cost than if they borrowed directly. For example, a firm with high-quality cash flows but significant liabilities can raise funds at costs set solely on the quality of the cash flows by segregating them and issuing securities against them. Thus, a petroleum company with excellent cash flows but major environmental liabilities might be able to borrow funds itself at BBB rates (available to the firms with the lowest investment grade credit quality), but it could raise funds more cheaply at AAA rates (available to the firms with the highest investment grade credit quality) through securitization of the cash flows.14

The details of securitization vary by asset class, but residential mortgage securitizations generally involve the pooling of mortgage loans by a financial institution. The financial institution will then sell the loans to a special-purpose entity, typically a trust, which will have no assets other than the transferred assets. Through the sale, the mortgage loans are legally isolated from those of the financial institution and thus shielded from claims of, or against, the financial institution. The trust will pay for the mortgage loans by issuing securities, which the financial institution will then sell into the market. The debt service on the securities (as well as the trust’s administrative costs) is covered by the collections on the mortgages. To the extent that the cash flows from the trust’s assets are insufficient to make the periodic payments on the securities, the investors do not have recourse against the financial institution, absent specific contractual arrangement. Only the payments on the mortgages to the trust back the securities. Accordingly, the securities are known as “mortgage-backed securities” (MBS).15

What Ginnie Mae adds to a securitization is a layer of secondary government insurance. If a transaction meets Ginnie Mae’s requirements, Ginnie Mae will guaranty the timely payment of principal and interest on the MBS in exchange for a guaranty fee from the financial institution. Ginnie Mae is just a governmental monoline MBS insurer.

What are called Ginnie Mae MBS are not, in fact, securitized by Ginnie Mae, but rather by private financial institutions, pursuant to Ginnie Mae guidelines. In a Ginnie Mae securitization, a private financial institution originates or acquires a pool of FHA-insured or VA-sponsored mortgages. The financial institution then issues MBS backed by a designated “cover pool” of mortgages. The cover pool is not necessarily a legally separate entity, but simply a bunch of assets held by the issuer that are earmarked for providing payments on the MBS.16 Indeed, Ginnie Mae MBS are not true securitizations, but really a type of “covered bond.” Thus, the payments on the mortgages in the cover pool are designated for payment of the MBS.17

Unlike most MBS, Ginnie Mae MBS include full recourse to the issuer. The financial institution that undertakes a Ginnie Mae securitization is responsible for making principal and interest payments to the MBS investors on any delinquent loans, as well as to “repurchase” from the cover pool any loans that go into foreclosure or are modified or fail to comply with representations and warranties made by the issuer.18 The issuer can turn around and attempt to recover the funds from the FHA or VA, but that may take time. Only if the issuer is insolvent does the Ginnie Mae guaranty kick in.19 Figure 3.2 shows the general structure of a Ginnie Mae securitization.

Thus, in a Ginnie Mae securitization, there are several layers of capital. First, there is the homeowner’s monthly mortgage payments. Next, there is the collateral securing that mortgage, followed by FHA / VA insurance. Then there is the securitizing financial institution, which is liable for any losses that exceed the FHA / VA insurance. Only if the securitizing financial institution itself fails is Ginnie Mae’s guaranty triggered. Because Ginnie Mae plays only a remote role of guarantor and standard setter, it is an incredibly small government agency: in 2018, it had only 154 employees (up from 59 in 2009).20

The critical feature of a Ginnie Mae MBS is the presence of the Ginnie Mae guaranty, which functionally standardizes the securities, at least in terms of their credit risk profile. While Ginnie Mae has hundreds of issuers, their identity is irrelevant to investors because the investor assumes the credit risk of the US government.
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Figure 3.2.   Ginnie Mae Securitization

Original creation by the authors.


It is important to see what a Ginnie Mae securitization adds to a loan that is already insured or guarantied by the FHA or VA. FHA insurance and VA guaranties do not promise timely payment; there can be a lag between the time of a default and the time an insurance payment is made. The benefit of the Ginnie Mae structure is that it guaranties MBS investors the timely payment of principal and interest on the bonds backed by the FHA-insured or VA-guarantied mortgages, whether by the homeowner, the financial institution that undertook the securitization, or Ginnie Mae itself. Thus, investors in Ginnie Mae MBS do not have to worry about disrupted payment streams because of mortgage defaults: the securitizing institution or Ginnie Mae will make up any shortfall on the mortgage payments and then look to recover on the mortgage insurance from FHA or VA. The result is a security with a completely reliable payment stream: credit and investment liquidity risks are eliminated for Ginnie Mae investors.

Ginnie Mae guarantied its first securitization in 1970, in a securitization of $7.5 million in FHA-insured loans originated by Tower Mortgage.21 Ginnie Mae’s guaranty of timely payment transformed federally insured mortgages into highly liquid, federally insured securities. Ginnie Mae’s provision of secondary market liquidity had the effect of lowering FHA borrowing rates by 60 to 80 basis points at a time when mortgage rates were 4–5 percent.22 The market was willing to pay a substantial premium for the liquidity provided by bonds over insured whole loans.

Ginnie Mae was restricted to securitizing FHA / VA loans, but other parts of the mortgage market recognized the benefits of securitization and pushed for a securitization option for non-FHA / VA loans. Although Fannie Mae was authorized in 1968 to itself issue or guaranty MBS,23 it did not do so until 1981, perhaps because leveraged financing of a portfolio, although riskier, was significantly more profitable than MBS.24 Instead, the next advance in securitization required the creation of Freddie Mac, the second GSE.



The Creation of Freddie Mac

In 1969–1970, another market interest rate spike caused a further round of financial disintermediation. Still constrained by Reg Q, depositories were unable to offer competitive interest rates, and capital flowed out of them into rate-unconstrained investments. Moreover, as interest rates (and inflation) rose, home prices rose, and mortgages became less and less affordable.25 Congress responded in 1970 with the Emergency Home Finance Act. The act authorized Fannie Mae to purchase conventional (non-FHA / VA) mortgages.26

The act also created another secondary market entity, the Federal Home Loan Mortgage Corporation, or Freddie Mac, which was similarly authorized to purchase conventional mortgages.27 Freddie Mac began to purchase conventional mortgages in 1971, and Fannie began to do so in 1972.28 In the early 1970s, FHA, Fannie, and Freddie also started to lower their down payment requirements to help support the housing market.29

The move to create a secondary market in conventional loans was an acknowledgment of the stresses of financial disintermediation on S&Ls. The FHLBs were concerned that they could not provide sufficient financing for the conventional mortgage market simply by rediscounting the S&Ls’ loans.30 Congress could have expanded Fannie Mae’s mandate to include the conventional market, but Fannie Mae was viewed with suspicion by the S&Ls, which saw it as dominated by the interests of mortgage banks because of their FHA-insured business and unsympathetic to the concerns of S&Ls, which had traditionally avoided the FHA-insured market in which Fannie had operated.31 The S&Ls, therefore, lobbied for their own secondary market organization under the aegis of the FHLB system, membership in which was, at the time, still limited to S&Ls.32 Accordingly, Fannie Mae was given authority to deal in conventional mortgages, and Freddie Mac was created to do the same, but for S&Ls.

Thus, contrary to an oft-repeated claim, Freddie Mac was not created to generate competition for Fannie Mae, but rather to create a separate parallel market to serve a particular interest group. The story of Freddie Mac’s creation was simply one of interest group politics, rather than of some compelling economic logic.

Freddie Mac was originally a subsidiary of the FHLB system. Freddie Mac was initially capitalized through a sale of nonvoting stock to the FHLBs, which were, in turn, owned by their member thrift institutions.33 Freddie Mac was, therefore, not originally a publicly traded company, unlike post-1968 Fannie Mae. Instead, Freddie Mac was originally designed specifically to provide a secondary market for thrifts, enabling them to expand lending even when deposit growth slowed or declined.34

Although both Fannie and Freddie were authorized to issue MBS, as well as to hold loans in portfolio,35 Freddie Mac originally operated quite differently from Fannie Mae. Through the 1970s, Fannie Mae held loans in portfolio, which it funded by issuing long-term bonds and short-term notes, but it did not undertake securitizations.

Freddie Mac, in contrast, was primarily as a securitization operation. Freddie Mac did not originally hold loans in portfolio, in order to avoid competing with the thrifts from which it bought mortgages (and which owned it indirectly). This difference meant that Fannie was exposed to both interest rate risk and credit risk, while Freddie only had credit risk.

Freddie Mac securitization operated differently from Ginnie Mae securitization. Whereas Ginnie Mae merely guarantied the MBS issued by qualified lenders, Freddie Mac would undertake the securitization itself. This meant that Freddie Mac would buy the mortgage loans from lenders. Freddie would then sell the mortgage loans to trusts it created and for which it served as trustee. The trusts would pay for the mortgage loans by issuing debt securities, repayment of which was backed by payment on the mortgages—hence, these were mortgage-backed securities. Freddie would then pay the lender either with the MBS (a “securities execution”) or in cash (a “cash execution”).

In a securities execution, as shown in Figure 3.3.a, the lender would then sell the securities to the public (or hold them itself), while in a cash execution, as shown in Figure 3.3.b, Freddie would sell the securities to the public (or hold them itself). In either case, Freddie Mac would guaranty timely payment of principal and interest on the MBS, such that Freddie Mac would hold all the credit risk on the mortgage loans, and the MBS investors would hold all the interest rate risk.

In a Freddie Mac securitization, the lender might continue its involvement in the securitization if it retained the servicing rights (selling on a “servicing retained” basis). Servicing rights are the rights to a servicing fee in exchange for day-to-day management of the loan, such as collecting payments and handling defaults. Alternatively, the lender might sell the loan on a “servicing released” basis, in which case Freddie Mac could sell the servicing rights separately to other servicers.
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Figure 3.3.a. Freddie Mac Funding of Mortgages through Securitization (Securities Execution)

Original creation by the authors.
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Figure 3.3.b. Freddie Mac Funding of Mortgages through Securitization (Cash Execution)

Original creation by the authors.


Freddie Mac created a secondary market for thrifts through the securitization of mortgages. Although Freddie Mac and Ginnie Mae securitizations were originally both guarantied pass-through MBS, there were significant differences. Ginnie Mae mortgages were securitizations of FHA / VA insured loans, while Freddie Mac securitized conventional mortgages.36 Whereas Ginnie Mae merely guarantied that the MBS that were privately issued in accordance with Ginnie Mae guidelines, Freddie Mac would purchase the mortgages itself (but utilize third-party servicers, often the original lenders) and undertake the securitization itself. Ginnie Mae bears credit risk only through a secondary guaranty, such that it does not pay unless the issuer is insolvent. In contrast, Freddie Mac bears credit risk through a primary guaranty of timely payment of the principal and interest on the MBS, meaning that it covers all delinquent payments on its MBS. Thus, investors in Freddie Mac MBS assume the interest rate risk of a particular pool of securitized mortgages in which they invested as well as the overall credit risk of Freddie Mac, not of the mortgages. Finally, whereas the Ginnie Mae guaranty is formally backed by the full faith and credit of the US government, Freddie Mac’s guaranty was not (and is not). Nor was it backed by the FHLB system and its members because Freddie Mac was a mere subsidiary of the FHLB system and limited liability law shielded the other assets of the FHLB system from claims against Freddie Mac.

As interest rates rose dramatically in 1974–1975 and 1979–1981, Fannie’s long position on mortgage debt placed it under severe financial pressure.37 Fannie had to finance itself at higher rates than the yield on the mortgages it held in portfolio.38 Freddie Mac did not face this interest rate risk because it had no portfolio beyond what was in its securitization pipeline.

As a result of interest rate pressures, Fannie Mae began to engage in securitization in 1981.39 In 1989 Freddie Mac was rechartered and privatized as part of a reform of the thrift industry and its regulation. Once Freddie Mac was privatized, the Fannie and Freddie models converged, with Fannie undertaking securitizations that are analogous to those of Freddie, and Freddie issuing corporate debt to finance mortgages that it held in portfolio. Still, it is important to recall that Fannie and Freddie began with different business models.40

The critical move presented by both Fannie and Freddie (the government-sponsored enterprises, or GSEs) was the division of credit risk from interest rate risk. Investors in the GSEs’ MBS assumed interest rate risk on the securitized mortgages, but not credit risk on them. Instead, they assumed the GSEs’ credit risk, which was implicitly backed by the federal government. Similarly, investors in GSE corporate debt were really investing in interest rate risk plus an implied government security.

Congress’s goal in creating secondary market institutions that were authorized to deal in conventional mortgages was to create a marketable, standardized conventional mortgage instrument.41 Thus, the standardization move that began in the government-owned or government-guarantied mortgage market spread to the conventional mortgage market. Notably, however, while there was a standardization of mortgages, there was no standardization of MBS; it was in the interest of Fannie and Freddie to have noninterchangeable MBS, as product differentiation rationalized the existence of two separate entities, enabling some competition. Indeed, until the June 2019 implementation of the Uniform MBS structure, under regulatory directive, Fannie Mae and Freddie Mac MBS were not a good delivery for each other in the forward contract market, because they had different payment schedules, among other things.42

The creation of a robust secondary market for non-FHA / VA mortgages, under the then-privatized Fannie Mae and the eventually privatized Freddie Mac, appreciably loosened regulatory control over housing finance. The significance of this deregulation through privatization was not immediately apparent because numerous constraints on underwriting still existed in the mortgage market in the 1970s, but it set the stage for later developments in the 2000s, when market pressures and further deregulation loosened the remaining constraints on mortgage underwriting.

The privatization of Fannie Mae and Freddie Mac meant that their management would be subject to pressure from shareholders, who were not particularly concerned with the policy goals embodied in the GSEs. The privatized GSEs were subject to some command-and-control regulation. They were required to maintain minimum capital levels of 2.5 percent for on-balance-sheet obligations and .45 percent for off-balance-sheet obligations.43 The GSEs’ loan purchases were also subject to single exposure limitations (conforming loan limits) and LTV limitations absent mortgage insurance.44 Generally, however, underwriting was left up to the GSEs, which chose to purchase only prime, conventional, conforming mortgages, and which were subject only to loose supervision by the Federal Home Loan Bank Board until 1992, and then by the Office of Federal Housing Enterprise Oversight (OFHEO) until 2008. The potential menu of loans that the GSEs could purchase was also impacted by what was possible in the loan origination market, so the GSEs were in effect also constrained by state and federal regulation of the primary market.



The Changing Face of the Mortgage Origination Market

The mortgage origination market changed significantly in the postwar years. While a range of secondary market institutions had been developed during the New Deal, they still played a relatively small role in the mortgage market prior to the 1980s. Most mortgages were still held either by their originators or by institutional lenders that worked through origination agents.45 While secondary market institutions were able to provide liquidity and stability to the market, they were seldom used between the Depression and the late 1960s, except during a brief window in the late 1940s. As Figure 3.1 shows, the market share of Ginnie Mae, Fannie Mae, and Freddie Mac (collectively listed as Agency / Government Sponsored Enterprises Portfolios & MBS) was negligible until the late 1960s, and it was only in the 1980s that their market share soared from under 20 percent to 50 percent. The main effect of the GSEs prior to the 1980s was to provide assurance of liquidity—if the market needed it.

Even before the secondary market took off, other changes were occurring in the institutional makeup of the mortgage market. Noninstitutional lenders largely disappeared from the mortgage market in the postwar years.46 While the market was becoming increasingly institutionalized prior to World War II, the FHLB’s membership restrictions, the FHA’s restriction on insurance endorsements to institutional lenders, and Fannie Mae’s refusal to deal with noninstitutional parties drove the individual mortgage lender out of the market.

The makeup of institutional lenders also changed. While today one might think of “banks” as being the primary mortgage lenders, the term “bank” covers a broad range of financial institutions with varying business models and regulation. Most important for our purposes are the differences among commercial banks (whether state- or federally chartered), S&Ls and other savings institutions (collectively “thrifts”), and mortgage banks (also known as “mortgage companies” or “nonbanks”). Today the US financial landscape overall (and especially in consumer finance) is dominated by large commercial banks, but historically commercial banks were limited players in residential mortgage lending, not least because of legal limitations on their investment in home mortgages.47 Instead, S&Ls and mortgage banks dominated the postwar mortgage origination market. (Refer back to Figure 3.1.)

S&Ls and mortgage banks had very different business models and market specializations. S&Ls were originally associations of savers in a single geographic area who banded their money together to invest in home purchase and home construction loans to each other.48 The S&L business model, then, was to originate loans and retain them on their books, making a profit on the spread between what they paid their depositors for funds and what they earned on their mortgage investments.49

Mortgage banks, in contrast, largely emerged with the development of FHA / VA insurance / guaranties. They originated insured loans with the goal of selling them into the secondary market, either to Fannie Mae or to other institutional investors, like life insurance companies,50 while retaining the servicing.51 The mortgage banks were the original originate-to-distribute business model. Because the mortgage banks did not retain the credit risk on the mortgages they originated, they do not appear as a large part of the market in Figure 3.1, which reflects the levels of titular holders of mortgages at the time of reporting rather than flows of mortgages.

Given the mortgage banks’ reliance on FHA / VA insurance to cover credit risk, they focused primarily on the FHA / VA market, while the S&Ls led the conventional mortgage market.52 Thus, there was essentially a bifurcation of the origination side of the mortgage market, which mapped onto the secondary market side as well. The S&Ls originated conventional loans and obtained liquidity through the FHLBs. Because of interstate branch banking restrictions, their lending remained highly localized, leaving them exposed to local credit conditions. The mortgage banks, in contrast, originated FHA / VA loans and obtained liquidity through Fannie Mae, which tapped into national credit markets. Commercial banks and rapidly disappearing noninstitutional lenders rounded out the postwar origination market. (Refer back to Figure 3.1.)



The S&L Crisis

While securitization emerged in the 1970s, the mortgage market was still dominated by balance-sheet lending by S&Ls. As Figure 3.1, shows, from the late 1940s to the late 1970s, S&Ls reigned supreme in the US mortgage market. At their height, S&Ls held 55 percent of the residential mortgage loans outstanding. The first half of this period was one of relative stability in US housing finance markets and saw the massive suburbanization of the nation.53

The S&Ls, however, were unequipped to handle rising interest rates in the late 1960s and especially the 1970s. As rates rose with inflation, depositors sought rates of return that kept pace with inflation. Reg Q continued to restrict the interest rates that depositories could pay, and the advent of money market instruments54 had resulted in a tremendous disintermediation from the depository system into the securities system.

Congress and federal regulators responded to this problem through deregulation of the S&Ls. Prior to the 1980s, the S&Ls were still subject to a battery of command-and-control regulations in addition to Reg Q. State-chartered S&Ls were subject to state regulations. The Home Owners Loan Act was interpreted as preempting state regulations for federal thrifts,55 but the FHLBB had its own set of command-and-control regulations that limited the type of products S&Ls could originate.

In 1980, as part of the Depository Institutions Deregulation and Monetary Control Act (DIDMCA),56 Congress revoked the Federal Reserve Board’s authority to regulate the interest rate on nondemand deposits (with a six-year phaseout). Freed from Reg Q, the S&Ls began to offer ever-higher interest rates on deposits in order to retain their deposit base in the face of disintermediation. The S&Ls’ assets, however, were long-term, fixed-rate mortgage loans. The result of paying higher interest rates on liabilities than those received on assets was the decapitalization of the S&Ls.

Congress attempted to address S&L decapitalization by enabling the S&Ls to invest in higher-yielding asset classes in addition to residential mortgages (“direct investment rules”) and by enabling the S&Ls to engage in mortgage lending at higher interest rates. The direct investment rules allowed S&Ls to invest in assets with potentially higher yields than home mortgages, thereby offering the possible relief of their borrowing-return mismatch.57 Also as part of DIDMCA, Congress abolished all interest rate ceilings set by state law on first-lien mortgage loans on residences and mobile homes, as well as limitations on points, broker and closing fees, and other closing costs.58 FHA regulations had historically limited insurance eligibility to loans with an interest rates (exclusive of the insurance premium) below a cap that had varied between 4 and 5 percent.59 This meant that the riskiest mortgages had a de facto national usury rate that was well below most states’ usury caps. FHA’s authority to restrict interest rates as an eligibility criteria was repealed in 1983, however.60 The effect of the repeal, combined with DIDMCA, meant that there was no restriction on the rates of first-lien mortgages.61

Continuing the deregulation of the home mortgage market, Congress passed legislation in 1982 that preempted state laws prohibiting adjustable-rate mortgages, balloon payments and negative amortization.62 The 1982 legislation further prohibited “due-on-sale” clauses in mortgages, which had prohibited second mortgages absent the first mortgagee’s permission.63 The FHLBB also rewrote its regulations for federal thrifts, allowing them to underwrite adjustable-rate mortgages.64 These actions were all intended to revitalize the S&L industry by enabling S&Ls to lend more confidently in an environment of rapidly rising interest rates. Their effects reached further because the state regulation of interest rates, adjustable-rate mortgages, balloon payments, and negative amortization had the effect of limiting aggressive mortgage lending to riskier borrowers who could not handle the payments on a traditional 30-year fixed-rate, fully amortized mortgage. The preemption of state mortgage regulation ultimately paved the way for the nontraditional mortgage products that were the hallmark of the housing bubble in the 2000s.

In the short term, however, the deregulation of the S&Ls resulted in a different disaster, namely, the collapse of the S&L industry. In trying to fix one problem—the S&Ls’ mismatch of asset and liability duration—Congress opened the door to another one—S&Ls chasing yield in markets in which they lacked experience. Freed of regulatory constraints, the decapitalized S&Ls doubled down on their bets and expanded into new and often ill-advised asset classes: commercial real estate, junk bonds, race horses, and so forth. As a result, many S&Ls found themselves insolvent and failed. The implosion of the S&L industry set the stage for the next chapter in American housing finance, the ascendancy of the GSEs.







 



CHAPTER FOUR

The Boom and the Bubble


THIS CHAPTER TELLS the story of how Fannie Mae and Freddie Mac came to dominate the US mortgage market in the wake of the S&L crisis and how so-called “private-label securitization”—securitization by Wall Street banks—emerged to briefly displace Fannie and Freddie and, in the process, fuel a housing bubble.

Although secondary market institutions had existed in the US mortgage market since the 1930s, they played a relatively small role until the 1980s. Instead, mortgages were still financed primarily through depository balance sheets. This was important because depositories were heavily regulated in terms of their safety and soundness. The collapse of the S&L industry in the 1980s resulted in agency securitization becoming the dominant financing channel for mortgages in the United States.

While Fannie and Freddie were private entities by the 1980s, they were still subject to the limitations of their special charters, which included constraints on their underwriting and a dedicated, if ineffectual, regulator. While there was no longer a strong regulatory hand on the secondary mortgage market, as there had been when Fannie was a governmental entity and FHA had a de facto usury cap, the nature of the Fannie / Freddie duopoly kept underwriting standards, and hence mortgage market risk, in check. Fannie and Freddie had little reason to stretch their underwriting standards because in a duopoly, there would be no long-term gains in market share from doing so; if Fannie lowered its underwriting standards, Freddie could readily match it, and vice versa. The duopoly enabled a tacit agreement to avoid a destructive race to the bottom in underwriting standards to gain market share. While Fannie and Freddie were both subject to political pressure regarding underwriting, the pressure was in the form of targeted results—that is, the percentage of mortgages purchased for affordable housing, and so on—rather than in the form of specific underwriting directives. This enabled Fannie and Freddie to seek the safest ways of achieving their politically dictated targets, and it did not open the door to further declines in underwriting.

As long as Fannie and Freddie maintained their duopoly, there was a natural check on risk in the housing finance market, even though it was being done through duopolistic market power rather than command-and-control regulation. Fannie and Freddie lost their duopoly, however, in the years following the implosion of the Internet bubble in 2001. Low interest rates following the bubble’s collapse produced the largest wave of refinancings ever seen. These refinancings were traditional 30-year fixed-rate mortgages (FRMs) funded through Fannie and Freddie. But they were followed by a marked shift in the housing market away from the 30-year fixed to nontraditional mortgage products, financed through private-label securitization. The rise of private-label securitization undid the Fannie-Freddie duopoly and set off a race to the bottom in underwriting standards as Wall Street banks sought to gain market share in the lucrative securitization market. This looser underwriting unleashed a glut of easy mortgage credit that allowed borrowers to bid up housing prices, setting off the bubble.


The ARM Experiment

In the previous chapter we saw how the S&Ls collapsed in the face of rising interest rates: the S&Ls had large books of long-term FRMs but flighty funding from demand deposits, which could be withdrawn on short notice. In order to retain their deposit bases, the S&Ls had to offer ever higher rates of interest, even above that generated on their assets. The result was that the they became decapitalized and pursued ever riskier investments in an attempt to earn their way back to solvency.

The primary lesson from the S&L crisis was that depositories were poorly suited for making long-term fixed-rate loans. Instead, they could either make adjustable-rate loans or sell their loans into the secondary market. While adjustable-rate loans had long been impossible to make given regulatory limits, that situation began to change. Regulatory restrictions on ARMs were removed between 1979 and 1981,1 and by 1982, ARMs accounted for 40 percent of all mortgage originations, a percentage that rose to 68 percent of mortgage originations by August 1984.2 The market share for ARMs then fell as interest rates fell, but it again rose in 1987–1989, peaking at 69 percent of originations in 1987.3 The proportion of ARMs as a share of outstanding mortgage debt rose as well, comprising just 9 percent of all residential debt at the end of 1983, but rising to 20 percent by 1985 and estimated at 25 percent in 1990.4

Notably, as soon as the regulatory carapace was lifted to permit ARMs, lenders started to advertise ARMs with “teaser rates”—lower initial fixed rates, followed by adjustment to an indexed rate.5 While the interest rates on fully indexed ARMs were not significantly lower (on a non-option-adjusted basis) than FRMs, the spread between the teaser rates and FRMs made them very attractive to borrowers, both in the first ARM boom, in 1982–1983, and then in the second boom, in 1987–1989.6 The ARM with a teaser rate was functionally a return to the pre-Depression bullet loan, as borrowers would seek to refinance on the expiration of the short teaser rate, much like the bullet loan borrower’s need to constantly roll over or refinance the loan.

The immediate emergence of teaser-rate ARMs following deregulation suggests that when left to its own devices the market will produce some version of the bullet loan rather than the American mortgage. Indeed, outside the United States, adjustable-rate products, often with short-term fixed teaser periods, are the prevailing mortgage product.7 At the same time, the fact that lenders needed to market ARMs with teaser rates indicates that American consumers have shown a strong taste for FRMs precisely because of their myriad benefits for household finances: a fixed, predictable monthly payment, forced savings, and protection against inflation and gentrification. These teaser rates are essentially a bet on whether enough consumers are sufficiently financially able and savvy to refinance into a fixed-rate mortgage when interest rates rise.

While many factors affect the market share of ARMs,8 there is also a strong consumer taste for fixed-rate loans, around which they can budget.9 This meant that there was always market demand for FRMs. Demand for FRMs plus the lessons of the S&L crisis fueled the rapid growth of the secondary market, which, in the 1980s consisted primarily of the government-sponsored enterprises (GSEs).10

Fixed-rate lending had previously prevailed worldwide, but inflationary pressures in the 1970s caused a shift to adjustable-rate lending. The United States started down that path in the 1980s, but reversed course due to the rise of the GSEs, which assumed the interest rate risk that depositories were ill-equipped to handle. As Figure 4.1 shows, the market share of depository institutions fell from around 75 percent of the market in the late 1970s to around 33 percent of the market by the 1990s. Almost all the decline in the depositories’ market share was mirrored by a gain in market share for the GSEs, which rose from around 15 percent to around 50 percent during this period.
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Figure 4.1.   Residential Mortgage Market Share by Institution Type, 1970–2004

Data source: Bd. of Governors of the Fed. Reserve Sys., Statistical Release Z.1, Financial Accounts of the United States, tbl. L.218. “Depositories” consists of the sum of lines 11 through 14 (series FL763065105, FL753065103, FL743065103, and FL473065100). “GSEs” consists of the sum of lines 18 and 19 (series FL403065105 and FL413065105). “PLS” is line 20 (series FL673065105). “Other” consists of the difference between line 5 (series FL893065105) and the sum of Depositories, GSEs, and PLS.


The shift of interest rate risk to the GSEs relieved depositories of the need to engage in large-scale adjustable-rate lending. Instead, they could cater to the strong consumer taste for fixed-rate loans. The result was the heyday of the GSEs and a rebirth of the American Mortgage.



Fannie and Freddie Ascendant

As the S&Ls faded, the GSEs became the dominant player in the mortgage market. In 1980, the S&Ls were 49 percent of the mortgage market, while the GSEs were a mere 16 percent, but the S&Ls were rapidly losing market share while the GSEs were expanding.11 The GSEs overtook the S&Ls in 1987, and by 1995, the situation was completely flipped: S&L market share was down to 16 percent and the GSEs had over 48 percent of the market.12 Fannie and Freddie continued to dominate the mortgage market until 2003, when the market shifted to private-label securitization (PLS) with the onset of the bubble.13

The GSE ascendancy was a period of stability in the mortgage market that saw a substantial growth in homeownership. After stagnating in the 1980s and first half of the 1990s, homeownership began to rise again as the mortgage market moved to the GSEs. Overall homeownership was 64 percent in 1985, the year the GSEs became the dominant players in the mortgage market. It remained at that level until 1995, when it began a rise to a high of 69 percent in 2004, the year after the GSE’s market share peaked.14 The gains in homeownership were shared by white and black homeowners alike. White homeownership rates rose from 70 percent in 1995 to 76 percent in 2004,15 while black homeownership rates rose from 42 percent in 1985 to 49 percent in 2004.16 (Refer back to Figure 2.7.)

Multiple factors contributed to the increase in homeownership from the mid-1990s until the end of the GSE ascendancy. First, in 1993, HUD set Affordable Housing Goals for Fannie and Freddie, which encouraged the GSEs to seek out more low- to moderate-income and minority borrowers.17 Second, Fannie and Freddie engaged in substantial outreach, particularly to minority communities. In this effort, Fannie and Freddie would sponsor job fairs and community events and partner with minority community development financial institutions. Finally, and most importantly, Fannie and Freddie each adopted automated underwriting technology (Desktop Underwriter and Loan Prospector, respectively) in 1995, and strongly encouraged its use by mortgage lenders who wished to sell them loans.18

Traditionally, each originator did its own underwriting pursuant to guidelines issued by Fannie and Freddie, but the originator had a lot of discretion in the process, which could set the stage for discrimination by loan originators. At the same time, originators tended to rely on “hard” factors of the three “Cs”—capacity (for example, debt-to-income ratios), collateral (for example, loan-to-value ratios), and credit (for example, credit scores).19 Yet risk can be layered within these factors, and the interaction among the different variables that contribute to each factor can rapidly exceed human analytical capacity.20 In particular, whether a certain combination of strengths in a borrower’s loan application compensate against other weaknesses can be nearly impossible for an individual human underwriter to determine with statistical accuracy. Moreover, because traditional underwriting is dependent on humans’ subjective judgment, it is susceptible to the biases of the underwriters, who are often able to directly observe the applicants and thus perceive their race or ethnicity.

Automated underwriting substituted a standardized computer algorithm for individual originators’ disparate human underwriting methods. This early application of “Big Data” was able to draw on statistical analysis of past mortgage performance of enormous volumes of mortgage loans to analyze millions of possible risk combinations.21 This enabled the use of compensating factors in underwriting that allowed Fannie and Freddie to qualify borrowers who would not have previously been able to get a loan.

Because the underwriting was automated, it removed both subjective human judgment and direct observation of the applicant’s appearance, and thus reduced the likelihood of discrimination in the underwriting process. To be sure, the possibility of unintended discrimination through proxy variables remained, and to the extent that current wealth and income reflect past discrimination, a certain level of discrimination is inherently baked into the underwriting algorithms.

Automated underwriting also substantially lowered closing costs and sped up the underwriting process.22 Lower closing costs are particularly important for promoting homeownership for lower-income households, as funds that would normally be spent on closing can instead be committed with significant leverage, to purchase prices. Likewise, a faster underwriting process reduces uncertainty from the mortgage-borrowing decision, enabling greater certainty and efficiency in the home sale market. In short, GSE automated underwriting was the original iteration of financial technology that enabled an expansion of the borrower base based on nontraditional underwriting factors.

Critically, the lending that Fannie and Freddie financed through their automated underwriting was primarily in the form of fully underwritten 30-year fixed-rate mortgages. While Fannie and Freddie were able to expand mortgage credit to traditionally underserved populations, they did so with a sustainable product, and not surprisingly, even though foreclosure rates increased, they remained low in absolute terms throughout the GSE ascendancy, despite the expansion of credit.23 To be sure, there was a small amount of subprime lending concentrated in minority urban communities, but that was a separate phenomenon that was financed primarily by subprime finance companies and some early PLS, not by the GSEs.

No bubble resulted from the expansion of credit in the late 1990s, both because it was consistent with a shift in fundamentals enabled by new technology and because it was limited in volume. Some of these mortgages were refinanced into nontraditional products in the bubble years of the 2000s (often with cash out refinancings), but the key point is that Fannie and Freddie sustainably expanded mortgage credit, including to more marginal borrowers, in the second half of the 1990s.

The late 1990s expansion of credit was in no small part dependent on the secondary market’s highly centralized structure. Automated underwriting required a substantial degree of standardization in the underwriting process, including in terms of data collection. This standardization and implementation of new technology would have been difficult to coordinate and fund but for the centralized GSE secondary market. The centralization of the secondary market gave Fannie and Freddie the market power necessary to facilitate the adoption of technological improvements that individual mortgage lenders might have otherwise resisted or at least taken longer to adopt. A more diffuse secondary market would have found it more difficult to push for the adoption of new technology and standards.

A major downside to this new technology was that the automated underwriting algorithms assumed housing prices would be unchanged by the expansion of credit that the technology enabled. In other words, the automated underwriting did not account for the endogeneity between credit terms and housing prices. Because the expansion of credit in the adoption period was limited, there was no major destabilizing impact on housing prices, and the credit box was widened to successfully expand homeownership. The successful expansion of credit in the late 1990s may have led some to believe that credit availability could be further expanded without adverse consequences, and as the scale of credit expansion increased during the bubble years through the PLS financing channel, the lack of recognition of the link between credit conditions and housing prices would come to haunt the housing market.



The Agency Securitization Market

Fannie and Freddie finance their mortgage purchases both through their corporate balance sheets and through securitization. Until the early 1990s, Fannie financed mortgages primarily through its balance sheet, whereas Freddie engaged primarily in securitization. Since the early 1990s, however, their business models converged, as did their once-distinct clienteles of mortgage banks and thrifts, respectively.

Fannie and Freddie balance-sheet financing involves funding mortgage purchases by issuing corporate debt, whose proceeds are used to purchase mortgages. This sort of balance-sheet funding posed the inverse duration risk to the S&Ls’ balance-sheet funding. Whereas the S&Ls were funding long-term assets with short-term debt, the GSEs were historically issuing substantial amounts of noncallable debt, so the duration of their debt obligations could exceed that of the fully prepayable mortgages.24 Therefore, the GSEs faced the risk that in a market with falling interest rates, the interest rate on their debt could exceed the rate they earned on their mortgage investments.

GSE securitization involves the GSE first purchasing mortgage loans from financial institutions sellers that have either originated the loans themselves or aggregated loans from smaller originators.25 The GSE then transfers pools of these mortgages to legally separate, specially created trusts, which pay the GSE for the mortgages by issuing MBS.26 The GSE guaranties the timely payment of principal and interest on the MBS to investors, just as Ginnie Mae does for Ginnie Mae MBS.27 GSE MBS, together with Ginnie Mae MBS, are known as “Agency” MBS.

The defining feature of Agency MBS is that the credit risk on the securitized mortgages is held by Fannie, Freddie, or Ginnie, while investors assume the interest rate risk on the mortgages. This is not to say that there is no credit risk for investors in Agency MBS, but the credit risk they assume is primarily the credit risk of the GSEs (or of the U.S. government, for Ginnie Mae MBS), not that of the homeowners. Secondarily, however, for GSE MBS, investors also indirectly assume the credit risk on the mortgages because the GSEs’ financial strength is heavily dependent upon the performance of the mortgages, but this risk is offset by the federal government’s implicit guaranty of the GSEs.



The Financialization of Housing

The rise of securitization via the GSEs had a critical secondary effect: the financialization of housing, meaning that housing became a financial asset. A single mortgage loan, by itself, is a relatively illiquid investment. It is a concentrated risk exposure on a single borrower that is also exposed to interest rate risk and geographically and serially correlated asset prices movements. The single mortgage loan cannot be readily shorted, so there is no price discovery or market arbitrage.

Yet when mortgage loans are bundled together in securitizations, they become financial instruments that can be traded, arbitraged, and speculated on, by both longs and shorts. Securitization turned housing into a financial asset. The implicit US government guaranty of the GSEs added an imprimatur of safety to MBS as an asset class, as did the potential geographic diversification of the underlying mortgages, both of which protected investors from concentrated exposure to the regional housing markets. Not only did MBS become a major investment class themselves, but their apparent stability meant that they also began to be used as collateral by financial institutions and investors who were seeking to borrow funds. Housing debt became almost cash-like in its liquidity.

The financialization of housing was not limited to housing becoming a capital market asset. Housing also became monetizable for consumers, who were able to tap their home equity with cash-out refinancings and home equity lines of credit. Cash-out refinancings and home equity lines of credit make it possible for consumers to transform housing wealth into cash without having to sell the property, which would both impose substantial transaction costs and require the consumer to find alternative shelter. The ability to transform housing wealth into cash without selling the property makes housing a leveraged financial investment.

Indeed, housing became the only major leveraged investment class available to consumers. Consumers can purchase securities on margin—that is, on credit—but margin rules limit consumers’ leverage to 50 percent,28 meaning that they must pay at least 50 percent of the purchase price of the securities. Moreover, when securities’ prices fall, the consumer may face a margin call—a requirement to pay more so as to limit the lender’s exposure, so the consumer must have sufficient liquidity to meet the margin call. This risk of a margin call further limits consumers’ effective leverage, by limiting their borrowing. Housing, in contrast, can readily be purchased with only 20 percent down, and frequently with much lower (or no) down payments. Additionally, a drop in home prices does not trigger a margin call.

If a consumer is looking to monetize housing most effectively, the best way to do so is to maximize leverage. Any increase in the property’s value accretes to the consumer, who can cash it out, while a decrease in the property’s value is only a loss to the consumer to the extent that he or she has paid money down or made subsequent mortgage payments. If the property value declines, the consumer can simply walk away from the property and allow the lender to foreclose. To be sure, the consumer is often liable for any deficiency resulting from the foreclosure, as most mortgage loans are formally recourse loans, but limitations on wage garnishment, the possibility of bankruptcy, and statutes of limitations make it hard for lenders to collect such unsecured deficiencies. Thus, the consumer effectively has a put option on the house, with the strike price comprising the down payment plus subsequent payments made.

With such a put option, the rational move for a consumer is to maximize leverage. Borrowers may choose to execute this option if the price of the home drops beneath the mortgage value. The upside of the investment will be the consumer’s, and the downside will be the lender’s, but with downside externalities on neighboring properties and the community. A foreclosure will exert downward pressure on nearby housing prices, affecting municipal tax bases and possibly imposing direct costs on the municipal tax base if the foreclosed property becomes a public health or public safety problem. As it turns out, for reasons we will discuss later, in the event of price declines, borrowers do not typically exercise this option, yet the option exists.

Another financial option imbedded in the American Mortgage is the refi option, because when interest rates fall, borrowers can refinance at lower rates without a penalty. This is an option that borrowers generally do pursue. Moreover, with mortgage rates tied to global interest rates, any substantial change in interest rates impacts housing markets because they are integrated with financial markets. Indeed, investors in mortgage securities demand a globally determined yield on the securities they purchase to compensate for the risks that they perceive, and that yield will, in turn, determine the interest rates on mortgage loans. The market-clearing yield can change minute by minute. Such changes in yield, and hence mortgage rates, impact housing costs for new borrowers with FRMs and all borrowers with ARMs, with feedback effects on the overall economy through the changing costs of homeownership to households.

The financialization of housing for both investors and consumers did not happen immediately following the entry of the GSEs into the market. It was a process that took time, but it fundamentally transformed the nature of housing, tying it to financial markets, such that it was both exposed to shocks in financial markets and could provide the shock to those markets both directly and through the consumer spending channel. The full impact of these changes would not be felt until the de facto regulation of securitization became undone. As long as lending standards were set by the GSEs and FHA/VA, as opposed to markets, and rates moved in parallel with Treasuries, the volatility of mortgage rates and terms was limited.



GSEs as Market Setters

Because of the GSEs’ dominance in the secondary market, the terms on which Fannie and Freddie were willing to purchase mortgages set the terms for much of the primary mortgage market. Fannie and Freddie’s underwriting standards for loan purchases were de facto underwriting standards for mortgage origination. Thus, Fannie and Freddie generally mandated the use of their standardized mortgage documentation for loans that were to be eligible for purchase.29 They also refused to purchase loans with credit scores of under 660 on the same terms as those with higher scores.30 The 660 credit score became the de facto subprime cutoff (although 620 later emerged as a standard, and later still, in the aftermath of the financial crisis, 700 has become the new normal). Similarly, Fannie and Freddie’s refusal in 2004 to purchase mortgages with binding mandatory arbitration clauses meant that these clauses remained generally absent in mortgages, even as they proliferated in other consumer financial products.31

Nor was Fannie and Freddie’s market-setting role limited to underwriting standards per se. It also extended to the embrace of automated underwriting models and the use of credit scores in mortgage underwriting, just as the valuation methods pioneered by HOLC and FHA had, decades earlier, become the market standard.

During the 1990s and early 2000s, Fannie and Freddie generally maintained underwriting standards for the mortgages they were willing to purchase. Because the GSEs bore the credit risk on the mortgages, they were incentivized to insist on careful underwriting.32 Moreover, because of their effective duopoly, they had little incentive to lower underwriting standards to gain market share. Any move made by one could be quickly matched by the other, resulting greater risk without any gain in market share. Accordingly, competition between Fannie and Freddie was less on price than on service to financial institutions from which they bought loans.

The duopoly status, as much as anything, held mortgage credit risk in check during the GSEs’ ascendancy. There were only two noteworthy statutory restrictions on Fannie and Freddie’s underwriting: (1) the conforming loan limit, which restricted the size of the mortgage loans that the GSEs could purchase, and (2) the requirement of private mortgage insurance (or recourse to the seller) for mortgages with loan to value ratios (LTVs) of over 80 percent.33 Fannie and Freddie were never subject to statutory restrictions on borrower credit quality or other underwriting features.

The conforming loan limit and LTV limit both had an effect of limiting the formation of bubbles. Because the conforming loan limit was likely to lag behind any rapid housing price appreciation, it meant that housing markets could only overheat by a significant degree if there was a financing channel available beside the GSEs. Likewise, the LTV limit meant that if borrowers wanted to bid up housing prices by incurring greater leverage, they would have to pay private mortgage insurance premia, which would increase the cost of borrowing and thus reduce the ability to bid up prices. Again, this limit only mattered if the GSEs were the only financing channel.

Although Fannie and Freddie were not statutorily required to have other underwriting criteria, their duopoly status enabled them to maintain such criteria as a prudential matter, and they generally refused to purchase loans from borrowers with poor credit quality or loans that were not fully amortized or had teaser rates.

While there were few formal requirements for Fannie and Freddie underwriting standards, their own prudential limitations on underwriting shaped the market. GSE “regulation” through underwriting standards were not the only limitation on the terms they obtained in the mortgage market. GSE underwriting was layered on top of other federal or state mortgage regulation. The federal Home Owners Equity Protection Act (HOEPA) of 1994 created a number of protections for borrowers of certain high-cost mortgages.34 Additionally, although many state regulations had been preempted in the early 1980s by the federal Depository Institutions Deregulation and Monetary Control Act of 1980 and the Alternative Mortgage Transaction Parity Act of 1982, states still had some ability to regulate mortgage lenders, and some enacted their own mini-HOEPA anti-predatory lending statutes. As long as these direct regulations of the mortgage market were in place, Fannie and Freddie could be assured of a certain minimum quality of any mortgages they purchased. Further regulatory changes in the 1990s and 2000s, however, undermined what was left of the state mortgage regulation structure on which Fannie and Freddie’s underwriting standards piggybacked, and left the mortgage market vulnerable to a disruption of the GSE duopoly that prevented competition on underwriting standards.



Deregulation via Preemption

Between 1996 and 2007, federal banking regulators pursued a single-minded campaign of deregulation via preemption, unraveling both state consumer protection laws and state attempts to enforce federal laws.35 This campaign included both preemption via regulation (arguably exceeding the federal agencies’ statutory authority) and via litigation. The litigation culminated in the Supreme Court’s 2007 ruling in Watters v. Wachovia, which upheld the Office of the Comptroller of the Currency’s preemption of Michigan’s attempt to regulate a subprime lender that was an unregulated operating subsidiary of a national bank.36

At the same time that federal banking regulators were blocking states from regulating mortgage lending, the federal regulators refused to enforce the powers they had. Federal banking regulators brought only a handful of enforcement actions under their power to prosecute “unfair and deceptive acts and practices” during the entire period from 1990 until 2006, and almost never on issues involving mortgages.37 Even when Congress directed regulators to take action, they did not. In 1994, in response to concerns about predatory lending (which was then a more limited problem), Congress passed HOEPA, which prohibited certain predatory lending practices for certain “high-cost” refinancing loans.38 The act regulated balloon payments, negative amortization, postdefault interest rates, prepayment penalties, due-on-demand clauses, lending without regard to the borrower’s ability to repay, and payments to home improvement contractors.39 It also required special additional Truth in Lending disclosures and counseling for borrowers and imposed assignee liability that trumped state holder-in-due-course status, which would otherwise protect good faith purchasers of mortgages from most liability,40 enabling (among other things) rescission of loans made in violation of Truth in Lending Act requirements.41 HOEPA also directed the Federal Reserve Board to prohibit unfair or deceptive mortgage loans or refinancings that are “abusive” or not in the interest of the borrower.42

HOEPA’s narrow scope limited its effectiveness because lenders could avoid its application by pricing loans just under the act’s rate triggers. Moreover, the Federal Reserve, under Alan Greenspan’s chairmanship, engaged in a studious policy of inaction or “nonfeasance,” refusing to engage in a HOEPA rulemaking despite repeated requests from consumer groups and in derogation of its statutory duty.43 While many states, however, passed their own mini-HOEPA statutes,44 these statutes were nullified by federal regulators’ preemption campaign.

The preemption campaign of the 1990s and 2000s was materially different from previous federal preemption efforts. In the 1930s and 1940s, the federal government had pushed preemption under the Home Owners Loan Act (HOLA) in order to enable FHA-insured lending. FHA-insured lending, however, came with national standards that substituted for preempted state regulations. The goal of HOLA preemption was the standardization, rather than the gutting, of regulation.

In contrast, the preemption campaign of the 1990s and 2000s was not coupled with substitute federal regulation. Its goal was simply to unshackle federally regulated depositories from any regulation. As a result, a regulatory vacuum replaced disparate state regulation. The preemption campaign of the 1990s and 2000s followed on the heels of the significant statutory deregulation of mortgage lending by Congress in the early 1980s, which was part of an attempt to save the S&L industry by enabling it to originate nontraditional mortgage products that would have less of a mismatch between asset and liability duration.45 The remaining state regulation was undercut through federal preemption and refusal to implement the HOEPA or otherwise limit aggressive mortgage lending.46 The result, by the early 2000s, was a multi-trillion-dollar national mortgage market with little remaining regulation. At the same time, financial institution leverage was increasing generally and being amplified through the growth of credit derivatives markets, which eroded the financial system’s ability to withstand a shock.



Structural Pressures on the GSEs

Even as state and federal regulation of the mortgage market was undermined, the GSEs held the line on underwriting into the early 2000s. To understand why, it is important to recognize that the GSEs had little reason to loosen their underwriting criteria. Until the early 2000s, the GSEs’ only real competition for market share was each other. The GSEs competed, but primarily on service to their sellers, not on underwriting, which would have been mutually cannibalistic. Thus, as long as GSE securitization dominated the mortgage market, credit risk was kept in check, and there was not much of a market for nonprime, nonconforming, conventional loans.

While Fannie and Freddie helped to maintain a stable mortgage market in the 1990s, they were far from perfect institutions. Their private ownership structure meant that they faced shareholder pressure to expand their business and increase returns, even when competition was not necessarily ideal for market stability. In a normal private business, shareholders must balance their desire to see business expansion with the risk of business failure. If a business is too aggressive in its expansion, it may fail. The quasi-governmental nature of the GSEs warped the traditional shareholder calculus. Fannie and Freddie were (rightly) understood as implicitly guarantied by the federal government.47 As a result, shareholders were less concerned about the possibility of failure.48 At the same time, the GSEs’ creditors—such as the purchasers of their corporate debt and guarantied MBS—were willing to tolerate greater levels of credit risk because of the implicit government guaranty. Accordingly, investors were not as worried about the quality of the GSE underwriting and did not demand detailed information about the default risk on the mortgages; what investors cared about was information that could help them anticipate prepayment speeds so they could gauge the MBS’ convexity risk—the risk of losses resulting from adverse changes in MBS’ market price relative to their yield.49 This information was fairly easy to obtain, particularly on standardized mortgage products, and modeling and pricing the interest rate risk was a far simpler task than modeling the credit risk. As a result, the usual measure of market discipline on GSE credit risk was weaker for the GSEs than it would have been for private firms.

Fannie and Freddie also faced bipartisan political pressure to increase homeownership. Both the Clinton and George W. Bush administrations made increased homeownership a cornerstone of the domestic policy in the ideal of an ownership society, and Fannie and Freddie found their statutory Affordable Housing Goals repeatedly increased. These affordable housing goals were targets for the percentage of the GSE business that would qualify as “affordable housing.” The push for expanding homeownership put pressure on the GSEs to loosen their underwriting standards. It remains unclear how much this political pressure actually changed their behavior, however. While many of the GSEs’ critics have harped on the politicization of the GSEs (as discussed in Chapter 8), the evidence does not indicate that affordable homeownership policies had a significant effect on the GSE’s underwriting.50



Emergence of the Private Secondary Market: Private-Label Securitization

Although the GSEs dominated the post-S&L crisis mortgage market, competition began to emerge in the form of a completely private, largely unregulated secondary mortgage market. This new market was the private-label securitization (PLS) market, in which Wall Street investment banks sponsored (organized) the securitization transactions.

As with GSE securitization, PLS involved the pooling of thousands of mortgage loans that were then sold to specially created trusts that would issue MBS to pay for the mortgage loans. Unlike the GSEs, however, the PLS sponsors did not guaranty the timely payment of interest and principal on the PLS. PLS investors, therefore, assumed both credit risk and interest rate risk on the MBS, in contrast to GSE MBS, for which investors assumed only interest rate risk. (See Figure 4.2.)

Significantly, whereas the GSEs would purchase only loans that conformed to their underwriting guidelines, there were no such general guidelines for the investment banks that served as PLS sponsors.51 The only constraint was whether a buyer could profitably be found. Thus, PLS created a market for both nonprime and nonconforming conventional loans.52
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Figure 4.2.   Funding of Mortgages through Private-Label Securitization

Data source: Adam J. Levitin, Business Bankruptcy: Financial Restructuring and Modern Commercial Markets 124 (2nd ed. 2018).


Some securitizations, such as many Ginnie, Fannie, and Freddie MBS offerings, are pass-throughs, in which the payments on the mortgages are simply passed through, on a pro rata basis to the MBS holders (minus administrative expenses). Thus, in a pass-through structure, a pool of thirty-year mortgages that have a weighted average 5.00 percent coupon might support thirty-year securities, all of which would have a 4.75 percent coupon (with 0.25 percent of the mortgage coupon paying for the administration, or “servicing,” of the securitized loans). Any credit losses and prepayments would be shared pro rata among the MBS investors. This means that an investor holding 10 percent of this pass-through MBS issuance would receive 10 percent of the monthly principal and interest payments collected on the underlying mortgages, net administrative expenses.

Other securitizations, including most PLS, are “structured securities,” meaning that they are produced through a transaction design method known as “structured financing.” Structured financing refers to transactions that purposefully produce a tiered allocation of risks and rewards among investors. This is achieved through the use of senior-subordinate structures known as “tranching” or slicing, because the risks are divvied up into “tranches” or slices, with the subordinated tranches holding more risk than the senior tranches, but correspondingly higher returns. Credit risk and interest rate (prepayment) risk are often tranched separately in a PLS transaction.

The variety of risk / return profiles that tranching produces enables structured securitizations to cater to particular risk appetites and thereby maximize on investor demand. Thus, in a structured securitization, the pool of 30-year mortgages with a weighted average coupon of 5.00 percent from the previous example might now support a variety of securities with 3-year, 10-year, 20-year, and 30-year durations, and interest rates ranging from 4.00 to 6.00 percent. Credit losses might be allocated first to the 3-year securities, which might also receive all prepayments until paid off. The point here is not about the specifics, but rather that the design of the structured securities is flexible and can be tailored to specific investor tastes.

The easiest way to understand structured financing is by analogy to a grade point average. If a student has a B grade point average, that could indicate that he or she got straight Bs. However, it could also indicate that the student had a mix of As and Cs, or even some A+s to counterbalance an F, and so on.

Structured securities work the same way. A nonstructured MBS, such as a Freddie Mac pass-through, allocates risk and reward on a pro rated basis to all investors. This is equivalent to the student who has gotten straight Bs. Every investor in the pass-through gets a security with the same risk / reward profile as every other investor.

The structured security, in contrast, would take that B average but break it down into a bunch of As and Cs or A+s and an F (each one being a technically separate security). Some investors would have very safe securities (the A+s and the As), while others would have less safe ones (equivalent to the Cs and Fs). Thus, a structured security, such as almost all PLS, is deliberately designed to produce an uneven allocation of risk and reward to investors. Some investors take on less risk and less reward and some take on more of both.

To give a very simple illustration, imagine a pool of three mortgages that all have a B credit rating. A pass-through security based on these mortgages would also, presumably, have a B credit rating. But let’s now imagine that the pass-through security is split into three securities, which are then given a senior-subordinate payment structure, so that all payments first go to the senior security, then to the mezzanine, and then to the junior security. This sort of senior-subordinate credit risk tranching is the hallmark of PLS. It means that in any particular distribution period, some securities were paid first out of the collections on the mortgages. This senior-subordinate structure is sometimes referred to as the “cashflow waterfall” because the cash collected on the mortgages is poured in at the top, where it flows to the senior securities first and only then, after they have received their full payment for that distribution period, trickles down to more junior securities.

In our example, this senior-subordinate structuring might result in the senior security getting an A rating, the mezzanine getting a B rating, and the junior getting a C rating. Thus, A-rated securities can be created out of a set of B mortgages, but it is only possible with a byproduct of C or F securities with concentrated credit risk. This is the alchemy of structured financing. Financial lead can be turned into gold, but only with a radioactive byproduct. Structured financing can be used to generate seemingly indefinite quantities of investment-grade, and even AAA-rated, securities. It does not do so by eliminating risk, but rather by shifting it to a set of noninvestment-grade securities that feature highly concentrated risk.

PLS emerged slowly. The first deal was done in 1977,53 but market share remained small until the mid-1990s. The shape of the early PLS market reflected the fact that the initial investors in PLS were familiar with interest rate risk on mortgages, from GSE MBS, but not with credit risk. Thus, the PLS market initially developed products with a low credit risk, particularly jumbo mortgages—loans that were larger than the GSEs’ conforming loan limit. Jumbos were essentially prime, conventional mortgages for larger amounts than conforming loans. Although PLS investors did face credit risk on jumbos, it was low. In part this was because only high-quality jumbos were securitized because credit-rating agencies initially insisted that jumbo securitizations follow GSE underwriting guidelines (other than conforming loan limits) in order to be rated.54 Loss rates on jumbos between 1992 and 2006 were less than 0.5 percent.55

Credit risk for jumbos was mitigated on both the loan level, through high down payments (low LTVs) and private mortgage insurance, and at the MBS level, through credit enhancements, particularly credit risk “tranching.” Jumbo PLS settled on a largely standardized form—the “six-pack” structure, in which six subordinated tranches supported a senior, AAA-rated tranche that comprised well over 90 percent of the MBS by dollar amount.56

Moreover, jumbo PLS became sufficiently standardized to be priced based on Agency MBS, which trade in a forward contract market known as the To-Be-Announced (TBA) market. This is a market in which MBS are sold even before they are actually issued because it is sufficiently easy to find an MBS that meets the sale delivery requirements.57 The TBA market facilitates interest rate hedging and also makes it possible for consumers to get rate-locks on mortgage offers. A forward market in MBS is only possible when there is a liquid secondary market for the mortgages with sufficient mortgage standardization. The importance of the TBA market to the smooth functioning of the mortgage market generally is a topic we return to in detail in Chapters 11 and 12.

The success of PLS products depended heavily on the ability to achieve high-investment-grade ratings for most securities because fixed-income investor demand is highest for high-investment-grade products.58 For jumbos, it was relatively easy to achieve AAA ratings because of the solid underlying collateral.59 Over time, however, the PLS market began to expand beyond prime jumbos, encouraged in part by the work of the Resolution Trust Corporation (RTC), a receiver for failed S&Ls, in securitizing nonperforming, nonconforming mortgages—mortgages that were originally prime, but were in default when the RTC securitized them.60 Starting in the early 1990s, PLS products backed by nonprime mortgages (now referred to as “subprime” mortgages, but at the time referred to as “B&C” mortgages) began to appear. We have not been able to definitively identify the first nonprime PLS deal, but it is clear that nonprime mortgages were being securitized into PLS products by 1993.61

For the securitization of nonprime mortgages, greater credit enhancements and structural creativity were necessary to obtain the credit ratings that made the securities sufficiently marketable. For example, the mean number of tranches in nonprime PLS products in 2003 was approximately ten, compared with seven for jumbo six-packs. By 2007, the mean number of tranches for PLS products had increased to over fourteen.62 Other types of internal and external credit enhancements were also much more common in nonprime PLS products: overcollateralization,63 excess spread,64 shifting interest,65 reserve accounts,66 and pool and bond insurance.67

Nonprime PLS thus inevitably involved more complex and heterogeneous deal structures to compensate for the weaker quality of the underlying assets.68 The growing heterogeneity frustrated comparative and market-level analysis, especially as the available data were limited and not loan level. Prior to 2006, securities law did not require any specific disclosures for PLS products, only the general requirement of disclosure of material terms in offering materials for those that were publicly offered. Beginning in 2006, the Securities and Exchange Commission (SEC) began to require pool-level disclosures about the underlying mortgages—that is, the disclosure of aggregate characteristics of the loans—but did not specify exactly which characteristics had to be disclosed or the precise manner of the disclosure.69 Investor visibility into PLS was limited and inconsistent.



A Tale of Two Booms

Nonprime PLS products remained a small share of the mortgage-finance market from their origins in 1977 through the 1990s. As of 2003, nonprime first-lien loans were only 10 percent of all mortgage originations and subprime / Alt-A PLS products were only 10 percent of all MBS issuance.70 Nonprime PLS products did not take off until 2003, at which point they grew rapidly until the bursting of the housing bubble. (See Figures 4.3 and 4.4.) The inflection point came with the introduction and spiraling growth of nonprime mortgages in 2003 and 2004, as PLS products jumped from being 22 percent of MBS issued by dollar volume in 2003 to 46 percent in 2004. (See Figures 4.3 and 4.4.) By 2006, almost half of all mortgage originations were nontraditional products, and private-label securitization had grown to 56 percent of the securitization market.71
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Figure 4.3.   Share of MBS Issuance by Securitization Type, 1970–2018

Data source: Inside Mortgage Finance, 2019 Mortgage Market Statistical Annual.
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Figure 4.4.   Annual Market Share and Volume of Subprime / Alt-A MBS Issuance, 1992–2018

Data source: Inside Mortgage Finance, 2019 Mortgage Market Statistical Annual.


The nonprime-mortgage market (and nonprime-PLS market) boomed as a consequence of the tapering off of a preceding prime refinancing boom. From 2001 to 2003, historically low interest rates brought on an orgy of refinancing. In 2003, mortgage originations peaked, with 72 percent of originations (by dollar volume) as refinancings.72 Virtually all the refinancing activity from 2001 to 2003 was in prime FRMs.73 (See Figure 4.5.) The prime refinancing boom meant that mortgage originators and securitizers had a few years of increased earnings.

By 2003, however, long-term interest rates had started to rise (short-term rates moved up starting in 2004), and the refinancing boom ended. This meant that the mortgage industry was hard-pressed to maintain its 2001–2003 earnings levels.74 The solution post-2003 was to find more product to move in order to maintain origination volumes and hence earnings. Because the prime borrowing pool was exhausted, it was necessary to loosen underwriting standards and look more to marginal borrowers to support origination volume levels. This meant a growth in subprime and alt-A (limited documentation) mortgages, as well as in second mortgages (home equity loans).75 (See Figures 4.6 and 4.7.) As a result, combined loan-to-value (CLTV) ratios increased and borrowers’ income was less well documented, if at all. (See Figure 4.8.)
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Figure 4.5.   A Tale of Two Booms: Residential Mortgage Originations by Type, 1990–2018

Data source: Inside Mortgage Finance, 2019 Mortgage Market Statistical Annual.
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Figure 4.6.   Residential Mortgage Originations by Mortgage Type, 1990–2018

Data source: Inside Mortgage Finance, 2019 Mortgage Market Statistical Annual.
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Figure 4.7.   Share of Residential Mortgage Originations by Mortgage Type, 1990–2018

Data source: Inside Mortgage Finance, 2019 Mortgage Market Statistical Annual.
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Figure 4.8.   Erosion of Residential Mortgage Underwriting, 2001–2007

Data source: Morris A. Davis et al., “A Quarter Century of Mortgage Risk,” FHFA Staff Working Paper No. 19-02, Oct. 2019, data supplement, at https://www.fhfa.gov/PolicyProgramsResearch/Research/PaperDocuments/wp1902-data-supplement-october-2019.xlsx.




Fueling the PLS Boom: The Rise of Nontraditional Mortgages

The decline in underwriting standards after 2003 was also reflected in a shift in mortgage products.76 Nontraditional mortgage products are generally structured for initial affordability; the costs are back-loaded, either with balloon payments or increasing interest rates. Table 4.1 illustrates the relative initial affordability of various mortgage products. It shows that adjustable-rate mortgage (ARM) products, particularly nontraditional ARMs with balloon payments due to limited or extended amortization, can drastically reduce initial monthly payments for borrowers.

During this same time in 2004 and 2005, the yield curve—the relationship between interest rates and loan maturities—was flattening. When the yield curve is upward sloping—meaning that the cost of long-term borrowing is greater than the cost of short-term borrowing, as reflected by initial rates—borrowers rationally choose ARMs because it costs more to borrow with an FRM. In 2000, the yield curve was flat but shifted to an upward slope from 2001 to 2003. But then the yield curve began to flatten out in 2004 and 2005 and became flat in 2006 and 2007.

Prior to 2005, borrowers had shifted from ARMs to FRMs at every point in recent history when yield curves flattened in order to lock in lower long-term rates.77 Despite the flat yield curve during the peak of the housing bubble, however, borrowers increasingly chose ARMs. The explanation for the shift to ARMs cannot be found in the cost charged over the full term of the mortgage; rationally, borrowers considering the full-term cost would have gravitated to FRMs. Instead, the explanation lies in the relatively low initial payments of the ARMs.




	
Table 4.1. Relative Affordability of Mortgage Products







	
Mortgage Product


	
	
Initial Monthly Payment


	
	
Payment as Percentage of Fixed-Rate-Mortgage (FRM) Payment





	
FRM


	
	
$1,079.19


	
	
100.0%





	
ARM


	
	
   $903.50


	
	
   83.7%





	
Extended-Amortization ARM


	
	
   $799.98


	
	
   74.1%





	
Interest-Only ARM


	
	
   $663.00


	
	
   61.4%





	
Negative-Amortization ARM


	
	
   $150.00


	
	
   13.9%





	
Payment-Option ARM


	
	
<$150.00


	
	
<13.9%





	
Source: Ben S. Bernanke, chairman, Fed. Reserve Sys., Speech at the Annual Meeting of the American Economic Association: Monetary Policy and the Housing Bubble (Jan. 3, 2010), at fig. 7, available at http://www.federalreserve.gov/newsevents/speech/bernanke20100103a.htm. Note: The figures we present assume a prime borrower with a $180,000 mortgage securing a $225,000 property (20 percent down), 6 percent APR FRM, and 4.42 percent APR.







This means that there were two possible, nonexclusive “supply-side” reasons for the expansion of ARM market share, that is, the expansion of lending due to changes in lender behavior. First, ARM share growth could be explained by the fact that ARMs were affordability products, into which financial institutions were able to underwrite weaker borrowers. And second, ARM market-share growth could be explained by a drop in the price of the implicit put option on nonrecourse mortgages. The implicit put option refers to homeowners’ ability to walk away from a nonrecourse (or functionally nonrecourse) mortgage without personal liability by surrendering the house. If the cost of the put option—which is included in the cost of mortgage finance—was becoming cheaper relative to renting, it would mean that consumers were more willing to speculate on rising housing prices with nonrecourse mortgages.78 Thus, cheaper mortgage credit made it easier to gamble on housing.

There is reason to believe that both explanations are correct. The phenomenon of house flipping—treating houses as pure (or primarily) investments rather than mixed investment and consumption assets—became pronounced during the bubble. A cheaper put option due to underpriced mortgages would have encouraged this sort of investment.

There is also reason to believe that the growth in ARMs reflected their role as an affordability product that enabled market expansion, both in terms of the number of borrowers and the size of loans. The annual price of housing finance has two main components: a cost of funds and a risk premium. The cost of funds is a function of long-term interest rates, whereas the risk premium is a function of underwriting (including product type). A decline in either component reduces the cost of housing finance and thus allows borrowers to borrow more and bid up home prices.79 The deterioration of underwriting standards and the shift in mortgage products had the same effect as falling interest rates: all these factors reduced the initial cost of mortgage credit, thereby increasing the quantity of mortgage credit that was consumed, and putting upward pressure on home prices.80

Much of the growth in mortgages was in nontraditional products81 such as interest-only mortgages;82 payment-option mortgages;83 forty-year, extended-amortization balloon mortgages;84 and hybrid ARMs.85 (See Figure 4.9. Also refer back to Figure 4.8.) Borrowers were generally approved based on their ability to pay the initial below-market teaser rate rather than their ability to pay for the product through its full term. Moreover, borrowers were approved more frequently at higher debt-to-income ratios.86 (Refer back to Figure 4.8.) Each of these factors increased risk, and these risk factors were frequently layered and cumulative.
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Figure 4.9.   Growth of Nontraditional Mortgage Products, 2004–2013

Data source: Inside Mortgage Finance, 2014 Mortgage Market Statistical Annual.


Freed of its New Deal regulations, the U.S. mortgage market quickly reverted to Depression-era “bullet” loans, shifting interest rate and refinancing risk back to borrowers.87 Nonamortizing loans, and even negatively amortizing loans, proliferated in the private-label market, as did loans like so-called 2 / 28s and 3 / 27s—nominally 30-year loans with short-term fixed-rate teaser periods of two or three years before resetting to much higher adjustable rates. These mortgages were designed to be refinanced upon the expiration of the teaser period, just like bullet loans, and they carried the risk that the borrower would not be able to refinance either because of a change in the borrower’s finances, a decline in the value of the property, or a market freeze. Because these new bullet loans were at high LTVs, only a small decline in property values was necessary to inhibit refinancing. As noted above, the teaser rate bullet loans had briefly reappeared before in the 1980s with the initial emergence of ARMs.88

The expanded share of these products was a sure sign of an increasingly risky mortgage market, as they were not products underwritten for long-term success, only for immediate-term affordability. Yet for lenders, nontraditional mortgages were gifts that kept giving. The back-loaded cost structure of these mortgages created an incentive for borrowers to refinance when monthly payments increased, thereby generating future refinancing origination business. The exotic products that marked the housing bubble were just the reincarnation of pre–New Deal bullet loans—nonamortizing products designed to be refinanced frequently.

Nontraditional mortgage products also fueled their own proliferation as part of a homebuyers’ arms race. The expansion of the borrower base and borrower capacity because of loosened underwriting standards also increased demand for housing supply and drove real-estate prices upwards. As housing prices rose, nontraditional affordability products became increasingly attractive to borrowers who saw their purchasing power diminish. Thus, nontraditional mortgage products generated additional origination business. The growth of nontraditional products suggests the shift to ARMs was driven by their use as initial affordability for market expansion.

While the lower initial monthly payments on nontraditional mortgage products enabled borrowers to bid up home prices, the increase in home prices did not translate into an increase in home equity for many homeowners. This is because the boom in home prices was also accompanied by substantial home equity extraction. As borrowers refinanced their mortgages, they maintained their LTVs, meaning they borrowed more money against their higher home price, cashing out the equity they had built up. Whereas nontraditional mortgage products expanded homeownership in the short run, cash-out refinancings had no effect on homeownership, only on the risk in the housing finance system.

The growth in cash-out refinancings was substantial. From 2003 through 2007 over $1.1 trillion of home equity was cashed out by borrowers, a sum equal to 22 percent of the $5 trillion increase in aggregate home equity from 2002–2006 (we are assuming refinancings lag home price increases).89 Given that a substantial portion of aggregate home equity (well over half) is held by unmortgaged households, the equity extraction accounted for a major share of the equity gains of mortgaged households. As Figure 4.10 shows, the total amount cashed out as a percentage of the total unpaid balance on the mortgages that were refinanced soared from 5 to 10 percent to over 30 percent during the bubble.

The effect of depleting home equity was to leave borrowers more vulnerable in the event of price declines, for if a borrower ends up with no equity, it is difficult to sell the home. Thus, not only did nontraditional mortgage products add to the increased risk in the mortgage market by enabling prices to be bid up unsustainably, so too did the home equity extraction that followed the price increases, as there was now more aggregate debt without a corresponding increase in home equity.

Private-label securitization was the dominant funding mechanism for nontraditional mortgages.90 PLS made the expansion in the nontraditional mortgage market possible, and nontraditional mortgages made the expansion of the PLS market possible. Without PLS, most nontraditional mortgages would not have been originated because banks would simply have been unwilling to carry the risks from nontraditional mortgages on their balance sheets. Similarly, without nontraditional mortgages, PLS would have remained a market of under $300 billion in issuance per year, rather than one that grew to nearly $1.2 trillion. Indeed, as Figure 4.11 shows, PLS share of MBS issuance closely tracks the share of nontraditional mortgage product origination. The GSEs’ economies of scale and implicit government guaranty gave them operating efficiencies that PLS could not match for traditional, conventional conforming loans; but for the growth of nontraditional mortgages, the only market left for PLS would have been in financing conventional jumbo mortgages.91
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Figure 4.10.   Total Cash-Out Dollars as a Percentage of Aggregate Refinanced Originations’ Unpaid Principal Balances for Freddie Mac Originations, 1994–2018

Data source: Freddie Mac, “Quarterly Refinance Statistics,” at http://www.freddiemac.com/fmac-resources/research/docs/q3_refinance_2019.xls.
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Figure 4.11.   Residential Mortgage Market Share of Nontraditional Mortgage Products and Private-Label Securitization, 1990–2018

Data source: Inside Mortgage Finance, 2019 Mortgage Market Statistical Annual.


Ultimately, the expansion of PLS and nontraditional mortgages was its own undoing. PLS based on nontraditional mortgages enabled more mortgage credit, which bid up housing prices, and those increased housing prices then became part of the underwriting that enabled the further expansion of mortgage credit. During the bubble, however, housing price appreciation depended on the continued expansion of the borrower base, much like a pyramid scheme. Yet not all consumers were looking to purchase homes, and the increase in house prices eventually priced out other potential homeowners, even with loosened (or fraudulent) underwriting standards.92 The inability to keep expanding the borrower base made price increases unsustainable. Without home price appreciation, homeowners could not refinance their way out of highly leveraged, nontraditional mortgages when payment shocks—large increases in monthly mortgage payments upon the expiration of teaser interest rates—occurred. Moreover, without the continued expected price appreciation, prices did not simply level off, but actually collapsed because part of the high prices was due to the expected future increase in prices.93 The recognition that this was the case may also have played a part in the bubble’s collapse because mortgage credit tightened, becoming a self-fulfilling prophecy. The result was a cycle of declining housing prices and rising foreclosures: the bubble had burst.







 



CHAPTER FIVE

The Bubble Bursts


THE STORY WE have told thus far is one of the rise and fall of the American Mortgage—the 30-year fixed. The American Mortgage and the institutions that support it emerged in the New Deal and postwar period in reaction to the collapse of pre–New Deal housing market and its bullet loan products. During the Great American Housing Bubble, however, the American Mortgage was displaced by nontraditional mortgage products that harkened back to pre-Depression bullet loans—interest-only and adjustable-rate products designed to be frequently refinanced. The shift to more initially affordable nontraditional mortgages was part of a market share race to the bottom. The shift enabled buyers to bid up home prices, but with products that were inherently unstable because of payment shock risk built into the product should refinancing be impossible because of a decline in the borrower’s credit quality, a decline in home prices, or a market freeze.

This chapter tells the story of the bursting of the bubble and the regulatory reaction, thus bringing us up to the present day. Our interest here is not in the financial crisis of 2008 writ large. The story of how the financial crisis unfolded in fall 2008 as the housing bubble burst is an important story, but it is not really a housing story. It is also a story that has been ably related in numerous other works. Accordingly, we do not aim to tell the full story of the 2008 financial crisis here. Instead, we summarize the crisis as seen from the housing market’s perspective. This means that we will not concern ourselves here with the crisis’s spread into broader financial markets except to the extent that it, in turn, affected the housing finance market.


Early Signs of the Crisis: Collapse of Warehouse Lending

Residential mortgage securitizations involve the pooling of hundreds or thousands of mortgages into an investment vehicle. It can take a while for a securitization sponsor to assemble such a pool of mortgages, which means there is a lag between when a mortgage is originated and when it is securitized. That lag—termed “pipeline” delay—can be days or months. During that lag the originator needs to finance the mortgage: the originator laid out cash to make the loan and needs to replenish its cash stock to make more loans. In order to finance the mortgage, the originator must either sell the loan borrow against it. Some originators would simply sell to third parties that would ultimately securitize the loans, but those third parties faced the same need as the originators for financing the loan. Borrowing against loans that are being held for securitization is known as “warehouse financing.” Warehouse financing typically consists of lines of credit secured by the mortgages.

Warehouse lenders must themselves find financing. Many warehouse lines of credit come from banks. Banks use their deposit funding bases to finance the revolving warehouse credit. While the deposits are often demand liabilities, they are sticky to the extent that they are FDIC insured, so there is not a tremendous danger of a mismatch in asset and liability durations with the warehouse line. Even if the securitization pipeline time lengthened, banks would be unlikely to find their depositors demanding their funds back. Still, banks are wary of credit risk, and warehouse lines of credit come with various types of debt covenants, a violation of which entitles the lender to cut off the line of credit and demand immediate repayment of the outstanding balance.

Among those covenants are cross-default clauses providing that among the events of default on the loan is a default on the borrower’s line of credit from another warehouse lender. Cross-default clauses make warehouse lending one of the most fragile parts of the securitization pipeline; if one warehouse lender gets skittish and declares a covenant default, it can pull the plug on its loans, and cross-default clauses will result in other lenders to the same borrower doing the same, resulting in the collapse of the securitization program, and leaving originators without a source of funding for new originations.

Exacerbating the flightiness of warehouse lending are the 2005 amendments to the Bankruptcy Code. Warehouse lending was traditionally structured as secured lines of credit. But the Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 changed the bankruptcy and bank insolvency treatment of mortgage repo agreements, giving them better treatment than secured lines of credit. As a result, warehouse lending shifted from secured lines of credit to mortgage repos.

A mortgage repo agreement is comprised of the sale and repurchase agreements for the financed mortgages. The borrower (the repo seller) sells the mortgages to the lender (the repo buyer) and agrees to repurchase those mortgages at a future date for a price that is higher than the original sale price. The repo transaction is equivalent to a secured loan, with the difference between the sale prices being the finance charge and the mortgages that are sold serving as the collateral; if the repo seller is unable to meet its repurchase obligation, the repo buyer can sell the mortgages to a third party and apply the proceeds against the repurchase obligation.

A key feature of bankruptcy law (and bank insolvency law) is that following a bankruptcy filing, a federal injunction known as the “automatic stay” stops most collection activity by creditors outside the bankruptcy process. The stay has the effect of channeling all collection activity into the bankruptcy proceeding and preventing creditors from engaging in a race to grab the debtor’s limited assets.

The 2005 bankruptcy amendments exempted mortgage repos from the automatic stay.1 This meant that a mortgage repo lender could liquidate the mortgage collateral posted by the originator repo borrower as soon as the originator filed for bankruptcy. In contrast, a traditional secured line of credit would still be subject to the automatic stay, meaning that the lender could not liquidate the collateral without the leave of the bankruptcy court and would have no right to receive periodic payments on the line of credit in the interim. Moreover, if the lender were undersecured, meaning that the collateral value was less than the loan amount, the lender would not accrue any interest on the debt during the bankruptcy.

The change in bankruptcy law encouraged warehouse lenders to shift the form of their loans to mortgage repo agreements (which were seen as safer than secured lines of credit) and thereby encouraged them to lend more liberally because they believed that their bankruptcy risk was reduced, as they could immediately liquidate the mortgages posted as collateral by the originator in the event of that party’s bankruptcy. Even if the repo lender were undersecured, it could still reinvest the liquidation proceeds and receive interest on them immediately, while also avoiding the uncertainty of the bankruptcy.

The result was greater and cheaper warehouse credit availability, which facilitated private-label securitization. At the same time, however, the shift to repo financing made warehouse lending flightier because warehouse lenders would not be locked into existing repos by the automatic stay. Indeed, the exemption from the stay strengthened the incentive for lenders to use their cross-default clauses to flee a troubled borrower. Thus, even while they were intended to protect lenders, the 2005 bankruptcy amendments made the US financial system more fragile.

Warehouse lending was the canary in the coalmine for the US mortgage market. The earliest signs of trouble emerged in 2006. In the first two quarters of 2006, there was a substantial uptick in the number of early payment defaults—defaults within the first few months of the loan—particularly on subprime loans. Whereas only 0.84 percent of subprime loans were in foreclosure within their first six months since origination in the first quarter of 2005, by the second quarter of 2006, the rate of early payment defaults had risen to 2.59 percent.2 A rise in early payment defaults is a red flag for fraud by either the borrower or originator because a properly underwritten mortgage should not default in the first few months absent extreme life events of death, divorce, dismissal, or disability. The rate of such events tends to be relatively steady in the market, so a sharp uptick without a major rise in unemployment is suspicious.

The rise in early payment defaults was not visible market-wide in real time; it took some time for information to be collected, disseminated, and analyzed. Yet by fall 2006, the increase in early payment defaults was known.3 The initial consequence of these early payment defaults was that subprime lenders were forced to repurchase loans that they had sold. This shifted the losses to the lenders, which were also forced to reserve more funds for future repurchases. The losses and reserving constrained the liquidity of these subprime lenders, but the real hit was to come later in the fall, when warehouse lenders began to cut off their lines of credit. On November 15, 2006, JPMorgan Chase, the distribution agent for subprime lender Ownit Mortgage Solutions’ “wet” line of credit, which financed loans before they were made, declared an event of default.4 The precise basis for the event of default is not public, but warehouse lines generally had covenants against excessive early payment defaults.5 Other lenders exercised their cross-default clauses and subsequently made margin calls on Ownit, leaving it with no liquidity and no choice but to file for bankruptcy.6

The failure of Ownit and two other subprime lenders, Sebring Capital Partners LP and Harbourton Mortgage Investment Corporation, in December 2006, spooked the warehouse lending market. Wet lenders significantly lowered their advance rates on funds to subprime lenders, meaning that the subprime originators had to post additional collateral as security for funds.7 When the originators could not, their lines were shut down and they were out of business. Thus, other subprime lenders started to fail in early 2007. Merrill Lynch seems to have been particularly aggressive in making margin calls based on early payment defaults, both with Ownit and with Mortgage Lenders Network and ResMae.8

In January 2007, months after subprime lenders had started to fail, Moody’s credit rating agency came out with a detailed report on these defaults that removed any doubt about the rising problems in subprime.9 Subprime and other nontraditional lending fell sharply in 2007 (see Figure 7.5 in Chapter 7), and by the end of 2007, almost all subprime lending had ceased.10 Thus, in 2006, “expanded credit” lending (subprime and Alt-A loans) plus home equity loans (mainly second-lien loans) had peaked at nearly 50 percent of originations by dollar amount.11 By 2008, “expanded credit” accounted for only 4 percent of lending, with home equity loans comprising another 8 percent.12 This contraction resulted in over $1 trillion of annual funding for mortgages leaving the market. (See Figure 5.1.)
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Figure 5.1.   Flow of Funds to Home Mortgages, 2000–2009

Data source: Bd. of Governors of the Fed. Reserve Sys., Statistical Release Z.1, Financial Accounts of the United States, tbl. F.218, line 1 (series FA893065105).




The Crisis Spreads

The crisis spread from the housing market to financial markets more broadly for a simple reason: MBS were frequently used as collateral for all sorts of financing deals between financial institutions, particular the repo and securities lending markets. When the value of that collateral became uncertain or ratings were downgraded, lenders made margin calls demanding the posting of additional collateral. The valuation uncertainty of mortgage-related securities put the solvency of many highly leveraged financial institutions in question, such that counterparties refused to deal with them. And to the extent that financial institutions were creditors of firms with large mortgage market exposure, their own solvency became questionable because it was unclear what and when they could recover from their own debtors.

A key link in the transmission chain involved the structured investment vehicles (SIVs) and asset-backed commercial paper (ABCP) conduits. SIVs and ABCP conduits were investment structures that financed themselves by issuing medium-term notes and commercial paper, respectively. While some SIVs and ABCP conduits engaged in a simple duration arbitrage—financing longer-term assets with shorter-term liabilities—others were used as warehouse financing channels by securitization sponsors. Many securitization sponsors supplemented warehouse lines of credit from unaffiliated lenders with in-house financing from an affiliated SIV or ABCP conduit. SIVs and ABCP were often supported with market-value swaps that would cover any decline in collateral value between purchase and securitization. These market-value swap providers could place margin calls, just like warehouse lenders, if the value of the mortgage-related collateral declined.

As 2007 went on, SIVs found themselves unable to roll over their debt because of concerns about their mortgage market exposure and thus were forced to go into wind-down, further constraining the flow of credit to the mortgage market and depressing house prices. The slow run on mortgages became a self-fulfilling prophecy as the credit contraction pushed down home prices. As home prices fell, mortgage defaults rose and credit-rating agencies downgraded PLS, starting with a massive downgrade of 431 subprime PLS in July 2007.13 This drove a reinforcing cycle of price declines and credit contraction. The downgrades triggered margin calls, constraining liquidity throughout the highly leveraged financial system. The great contraction had begun, and the result was a market freeze in fall 2008.

Critically, the trigger for the crisis was not the actual realization of losses on home mortgages themselves. As Figure 5.2 shows, most loss recognition on mortgages occurred after the crisis broke in fall 2008. From 2007 through the third quarter of 2008, only $125 billion of losses had been recognized on home mortgages—just 11 percent of the total losses on mortgages eventually recognized between 2007 and 2016, the last year with elevated mortgage charge-offs.
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Figure 5.2.   Quarterly Home Mortgage Charge-Offs, 2007–2018

Data source: Bd. of Governors of the Fed. Reserve Sys., Statistical Release Z.1, Financial Accounts of the United States, tbl. F.218, line 23 (series FV893065153).


Instead, the trigger for the crisis was the market’s recognition of the coming losses on home mortgages and the uncertainty about both the precise size of the losses and their allocation. It was clear by fall 2008 that there were going to be losses on home mortgages, but it was not yet clear just how massive those losses would be. More importantly, perhaps, it was not clear where those losses lay. Financial institutions could not be sure of the extent of their counterparties’ exposure to the mortgage market, either directly (through mortgage holdings), derivatively (through holdings of MBS), or indirectly (as counterparties to other parties with direct or derivative exposure).

The uncertainty about the extent of counterparty exposure to mortgages meant that firms could not be sure if their counterparties were impaired or would be money good on obligations, and this risk could not be adequately priced. Moreover, the use of collateral could not assuage concerns regarding counterparty risk because PLS, a favored form of collateral, were of questionable value, as were all institutional obligations. The uncertainty about the extent and distribution of losses prevented the market from clearing. The result was the market freeze that forced substantial intervention by the federal government to instill confidence in firms that their counterparties would be able to meet their payment obligations. And of course, this market freeze then redounded to push down housing prices, thus becoming a self-fulfilling prophecy by exacerbating losses on mortgages and thus on PLS.



GSE Conservatorship and Federal Interventions to Support the Market

Among the firms with substantial exposure to the mortgage market were, of course, Fannie Mae and Freddie Mac. Fannie and Freddie’s exposure was not simply through the loans they held in portfolio or the securitizations they guarantied, but also through their investments in PLS. Fannie and Freddie had large holdings of PLS, and valuation adjustments prompted by ratings downgrades on these PLS eroded the GSEs’ capital, even as they began to see losses on their own mortgage holdings and guaranties rise.

Even as warning signs appeared for the GSEs, they were encouraged to expand their mortgage purchase activity to serve as a type of buyer of last resort to support the housing market, since serving as a market stabilizer is part of their mission. At the same time, since 1992, the GSEs had been required to maintain equity capital equal to 2.5 percent of their on-balance-sheet exposures and 0.45 percent of their off-balance-sheet exposures (including guaranties on MBS).14 Additionally, in 2006, in response to an accounting scandal and the finding that the GSEs were not sufficiently capitalized, the Office of Federal Housing Enterprise Oversight (OFHEO), the GSEs’ regulator from 1992 to 2008, had required the GSEs to have a 30 percent capital surplus and placed restrictions on the growth of the GSEs’ retained mortgage portfolios. OFHEO lifted the portfolio caps and reduced the 30 percent surplus requirement in March 2008, hoping that this would enable the GSEs to expand their activity to stabilize the falling housing market.

As late as summer 2008, just before the financial crisis fully erupted, Congress was also encouraging the GSEs and FHA to expand their activity to support the housing market. Congress’s first response to the declining housing market was the Housing and Economic Recovery Act of 2008 (HERA), passed at the end of July 2008. HERA raised conforming loan limits substantially for “high-cost” areas, from $417,00 to $729,000.15 This enabled Fannie and Freddie to support previously jumbo loan markets in areas where housing prices had been bid up during the bubble.

HERA also authorized the Hope for Homeowners program for FHA to insure up to $300 billion of thirty-year fixed-rate refinancing loans for up to 90 percent of newly appraised value for distressed borrowers.16 The refinancing, however, required existing mortgagees to accept the proceeds of the insured loan as payment in full. In other words, for the borrower to get the refinancing, existing lenders had to agree to a write-down to 90 percent LTV calculated using the prices in the current, declining market. Moreover, if the property were sold in the first five years after the refinancing, the government would be entitled to up to half the appreciation. This refinancing program was projected to help 400,000 homeowners, but it was a complete bust—only 2,342 applications were received before the program was terminated in September 2011, and only 655 loans were refinanced.17 Hope for Homeowners was not the first unsuccessful government refinancing program. In August 2007, FHA announced a new program called FHASecure, which was designed to refinance conventional mortgages with recent rate resets into FHA mortgages. The program had little success, however, and refinanced only 4,130 delinquent mortgages before it was terminated at the end of 2008.18 Current borrowers were also eligible, but it is impossible to determine how many were able to refinance only because of the program.

HERA’s most significant contribution, however, was to reform the regulation of the GSEs by creating a new regulator, the Federal Housing Finance Agency (FHFA), to replace the OFHEO.19 OFHEO was an office within HUD, whose Director could be removed at will by the President. OFHEO was also funded via congressional appropriations. In contrast, FHFA is an independent agency whose director serves a five-year term (longer than a presidential administration) and can only be removed for cause. Moreover, FHFA is not funded through congressional appropriations, but instead through fees it charges the GSEs. This means that FHFA is much more insulated from political pressure from either the White House or Congress than was OFHEO. FHFA was also given stronger tools for putting the GSEs into conservatorship if their financial situation sufficiently deteriorated.

On September 6, 2008, FHFA placed both Fannie Mae and Freddie Mac (but not the Federal Home Loan Banks) into conservatorship. OFHEO had found both GSEs to be adequately capitalized as of June 30, 2008, with several billion dollars of capital above the statutory minimums, but the GSEs’ capital situation rapidly deteriorated over the summer, and they had found themselves unable to raise capital or issue debt, according to some reports. The conservatorship meant that FHFA assumed overall management of the GSEs, which continued to operate. The FHFA has not attempted to manage the day-to-day operations of the GSEs, but has instead reconstituted the GSEs’ boards of directors and charged them with running these enterprises, subject to FHFA review and approval of certain critical matters.

The GSEs were able to remain in conservatorship rather than being taken into receivership (and liquidated) only because of financial commitments from the Treasury Department known as Senior Preferred Stock Purchase Agreements. Upon the commencement of the conservatorships, the Treasury Department gave each GSE a $100 billion commitment to be drawn upon to the extent the GSE’s liabilities exceeded its assets.20 In exchange for the commitment, the GSEs each gave the Treasury $1 billion in nonvoting senior preferred stock accruing 10 percent annual dividends,21 and warrants to purchase up to 79.9 percent of the common stock in the GSEs at a nominal price.22 (An 80 percent or higher stake would have resulted in the GSEs coming onto the federal government’s balance sheet.)

As part of the Senior Preferred Stock Purchase Agreements, Treasury also gained significant veto rights over GSE activities, including the termination of the conservatorship.23 This meant that the continuation of the GSEs’ conservatorship was no longer simply a decision for the FHFA, an independent agency, but also one for Treasury, a political agency under direct presidential control.

Additionally, the initial version of the Senior Preferred Stock Purchase Agreements required the GSEs to reduce their portfolios of mortgages and MBS by 10 percent per year until each reached $250 billion, roughly a two-thirds reduction in the size of both GSEs’ portfolios from their 2008 10-K valuations.24 The GSEs would still be able to guaranty any number of mortgages up to the conforming loan limits, but would be limited in their capacity to invest in mortgages or MBS.

Treasury and the GSEs have since amended the terms of the Senior Preferred Stock Purchase Agreements several times. Most significantly, an August 2012 amendment eliminated the 10 percent dividend on the senior preferred stock. The amendments instead entitled Treasury to sweep the GSEs’ quarterly net worth based on a formula that generally meant that all profits would be swept into Treasury.25 The change from a fixed dividend to a profit sweep occurred at a time when the GSEs had returned to profitability. The profit sweep ensured that the GSEs would not be able to pay dividends to their other shareholders (including by drawing on the Treasury line of credit), and instead that all profits would go to Treasury. It also prevented the GSEs from recapitalizing themselves through retained earnings. Additionally, the 2012 amendment accelerated the reduction of the GSEs’ portfolios from 10 percent annually to 15 percent annually, so that by 2018 the portfolios were supposed to each be reduced to $250 billion.26

The August 2012 amendment was a de facto nationalization of the GSEs. From 2012 to 2019, The Department of the Treasury retained all the upside of each GSE’s performance over the $6 billion in combined capital reserves and formally hold all the downside risk beyond that reserve up to $100 billion. For all purposes, though, there is an unlimited commitment from Treasury, given how critical the GSEs remain to the national economy. Treasury also maintains substantial control over major GSE actions through the covenants in the Senior Preferred Stock Purchase Agreements. The arrangement is one in which the GSEs remain formally private companies, albeit in a never-ending conservatorship, and are functionally nationalized. The fact that the GSEs retain control of their day-to-day operations is solely by the grace of the FHFA.

This de facto nationalization has been loosened in degree, but not in kind. In 2017, the Senior Preferred Stock Purchase Agreements were again amended, with Treasury agreeing to allow each GSE to retain a $3 billion capital reserve,27 enough to allow the GSEs from having to make an embarrassing draw on the Treasury line of credit on account of limited losses. Then, in 2019, as a first step to recapitalizing the GSEs, Treasury permitted Fannie Mae to retain capital up to $25 billion and Freddie Mac to retain capital up to $20 billion, before any profit sweeps.28

While the 2019 amendments allow Fannie and Freddie to retain substantial capital, they are still a far cry from complete recapitalization. To wit, in 2018, the FHFA proposed new capital requirements for Fannie and Freddie. Had the proposed rule been in effect on September 30, 2017, the GSEs would have been required to have core capital (equity value plus retained earnings) of at least $103.5 billion under one proposed alternative and $139.5 billion under another.29

The 2019 amendments enable the GSEs to build up a substantial first-loss capital barrier ahead of any losses the Treasury may incur. But without the 2019 (and 2017) amendments, all GSE profits would have been swept into Treasury, so any GSE losses would have simply been offset against these profits. The current arrangement enables the future privatization of GSE profits accumulated during conservatorship, even while Treasury remains formally committed during the conservatorship for up to $100 billion for each GSE and functionally committed to an unlimited amount, for which it is not being compensated. In other words, the 2017 and 2019 amendments enable a future privatization of GSE gains, while losses remain socialized.

Beyond the virtually unlimited support for the GSEs through Treasury’s Preferred Stock Purchase Agreements, Congress and the Federal Reserve also acted to prop up the housing finance market through a number of programs designed to provide liquidity to effectively insolvent financial institutions, which could then recognize losses over time as they returned to solvency by retaining their earnings. Some of these programs involved the Federal Reserve buying large amounts of MBS, essentially taking the bad assets off the books of financial institutions and parking them on the balance sheet of “bad banks” created by the Fed (the Maiden Lane LLCs). The Fed also undertook measures that lowered interest rates to near zero, while Treasury undertook initiatives to subsidize modifications and refinancings of underwater mortgages.

The immediate effect of these interventions was an environment with very low interest rates, but also highly constrained credit. Lenders’ own cost of funds was quite low, but many originators were out of business, and those that remained were chary of lending to any but low-risk borrowers with high FICO scores (a common type of credit score) and low LTVs. Additionally, put-backs (contractually required repurchases by originators of mortgages that fail to conform to specifications) and threats of put-backs from the GSEs and Ginnie Mae chilled the market. Even when the market stabilized, the contraction in lending continued to put downward pressure on home prices.



Market Clearing through Foreclosures

Governmental market stabilization programs were primarily targeted at propping up financial institutions by providing liquidity and capital support. Relatively little was done to stabilize the market on the consumer side, even as delinquency and foreclosure rates soared. (See Figure 5.3.)

The bailout legislation of September 2008, which was dubbed the Emergency Economic Stabilization Act, called for funds to be used to help homeowners, but it did not specify how, leaving the decision in the hands of Treasury.30 In February 2009, the Barack Obama administration announced a pair of new consumer-assistance programs, the Home Affordable Modification Program (HAMP) and the Home Affordable Refinancing Program (HARP). HAMP was a program that paid bounties to mortgage servicers for modifying loans in accordance with Treasury guidelines, while HARP was a program that allowed underwater homeowners whose loans were owned or guarantied by the GSEs to refinance their mortgages into lower-rate mortgages without acquiring PMI.

The main goals of HAMP and HARP were to keep consumers current in their mortgages. This was not simply for consumers’ sake, but also because doing so enabled financial institutions to avoid recognizing losses and helped to support home prices by reducing the inventory of homes coming on the market through foreclosure sales.
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Figure 5.3.   Percentage of Home Mortgage Loans in Foreclosure, 1979–2018

Data source: Mortgage Bankers Association, “National Delinquency Survey.”


Generally, HAMP loan modification consisted of term extensions and temporary interest rate reductions. Principal reduction was uncommon, particularly in the early years of the program. The rate reductions and term extensions had the effect of reducing monthly payments, which addressed problems of unaffordability, but the program’s lack of aggressive principal reduction meant that it never squarely addressed the problem of underwater mortgages. Indeed, many modifications capitalized delinquent interest and fees, thereby increasing loan balances, which undercut the effect of rate reductions.31 When a homeowner has an underwater mortgage, he or she has a reduced incentive to make the mortgage payments; if the payments are at all a stretch, the homeowner may well rationally decide to walk away from the home because he or she is not building any equity in the property and is also not losing any equity value in the foreclosure. Moreover, US debt collection laws make it difficult for creditors to collect any deficiencies owed on the mortgage.

Nationwide, aggregate home mortgage debt exceeded aggregate home equity starting in 2007 and continuing until 2012. (See Figure 5.4.) The aggregate figures do not tell the whole story, of course, as home equity and mortgage debt are not evenly distributed. At the height of the crisis, nearly 12 million mortgages—a quarter of all mortgages or around 10 percent of all properties—were underwater. (See Figure 5.5.) Another 2.5 million mortgages—3 percent of all mortgages—had “near-negative equity,” meaning that they had so little positive equity that the properties could not be sold without a loss after accounting for sale expenses. Underwater and near-underwater properties were heavily concentrated in a handful of “bubble” states: Nevada, Florida, Arizona, Georgia, and Michigan in particular. At one point over 72 percent of mortgages in Nevada were underwater.32
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Figure 5.4.   Total Home Mortgage Debt and Equity, 1990–2018

Data source: Bd. of Governors of the Fed. Reserve Sys., Statistical Release Z.1, Financial Accounts of the United States, tbl. L.218 and tbl. B.101. Total Home Equity is tbl. B.101, line 4 (series LM155035015), multiplied by the quotient of tbl. L.218, line 1 (series FL893065105), over tbl. L.218, line 2 (series FL153165105), in order to reflect home purchases through corporate entities. Total Home Mortgage Debt is tbl. L.218, line 1 (series FL893065105).
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Figure 5.5.   Percentage of Mortgages with Negative Equity, 2009–2018

Data source: FirstAmerican CoreLogic.


The goal of HAMP, however, was never to clear the housing market by reducing mortgage principal to housing prices, which would have enabled underwater borrowers to sell their homes. Instead, the program’s goal was to buy time for the market to rebound such that housing prices would catch up with mortgage debt (which would be lowered by additional payments) and bring borrowers back into positive equity.33

The main tool for addressing negative equity was not HAMP, but rather HARP, a program (extended until December 2018) that allowed for the refinancing of loans that were underwater but performing. HARP thereby helped underwater homeowners take advantage of the lower-rate environment that obtained post-2008, thereby lowering monthly payments. HARP refinancings also often extended the loan’s term, which lowered monthly payments further. HARP refinancings, however, did not reduce borrowers’ principal, and in fact increased it if they financed their closing costs. Still, by lowering monthly payments, HARP lowered borrower default rates. Because the program only applied to loans owned or guarantied by the GSEs, however, it was of no assistance to borrowers with loans securitized into PLS, which is precisely where the most troubled loans were.

Some 2.5 million borrowers began trial modifications under HAMP, and 1.7 million borrowers moved on to permanent loan modifications before the program closed at the end of 2016.34 As of the end of 2017, 650,000 borrowers had flunked out of their permanent modifications and 200,000 had paid off their loans, leaving 875,000 modifications that were still active.35 Borrowers who did not qualify for HAMP often received some other sort of modification, but many still ultimately lost their house, whether through a negotiated exit (a deed in lieu of foreclosure or a short sale) or a foreclosure. Additionally, over 3.4 million loans were refinanced via HARP through 2018,36 but not all HARP refinancings were of underwater mortgages.

In comparison with the 1.7 million permanent HAMP modifications commenced from 2008 to 2016, there were over 7.2 million foreclosures completed between 2008 and 2016 (not to mention another 600,000 in 2007). (See Figure 5.6.) When HAMP’s numbers are viewed against the total number of foreclosures, it would appear to be an abject failure: at best, HAMP will help 1 million homeowners keep their homes long term, and likely it will help far fewer. When seen in this way, HAMP had roughly a one in nine success rate. From the perspective of consumers desperate to hang on to their family homes, HAMP stacks up poorly.
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Figure 5.6.   Number of Completed Residential Mortgage Foreclosures by Year, 2000–2016

Data source: CoreLogic, United States Residential Foreclosure Crisis: Ten Years Later, 4–5 (Mar. 2017), https://www.corelogic.com/research/foreclosure-report/national-foreclosure-report-10-year.pdf.


From a macroeconomic perspective, however, HAMP is more complicated. While it did not prevent most foreclosures, it did delay several million foreclosures, which relieved downward pressure on the housing market from the flood of foreclosure properties. The delay also enabled financial institutions to recognize losses over a longer period of time, which allowed them to recapitalize themselves through retained earnings.

Despite the intervention of HAMP, the primary form by which the housing market “cleared” was through foreclosure. When housing prices fall, a mortgaged homeowner’s debt obligation is not reduced correspondingly; on the contrary, the debt amount is fixed. If the home price falls below the amount owed on the mortgage, the homeowner is underwater, and cannot sell the house at market rates without the consent of the lender because all mortgages contain “due on sale” clauses that require payment of the mortgage when the property is sold. While it is possible for a lender to approve a “short sale” of the property, that is a sale for less than the amount owed, lenders are traditionally wary of short sales, lest the buyer be in collusion with the seller, and mortgage servicers have often not wanted to trouble themselves with dealing with them. Thus, with a quarter of mortgaged properties underwater, the housing market was not clearing—willing buyers and willing sellers could not do transactions at market prices because of the presence of mortgages that exceeded the value of the homes.

The housing market eventually cleared, but it did so through foreclosures, which are a particularly poor clearing mechanism because foreclosure sales are not true arm’s-length sales. The precise mechanism for foreclosure sales varies by state (and even by county), but the basics hold true throughout: sales are not advertised the way a private sale would be advertised, potential buyers have no right to enter to inspect the property before bidding, and properties are sold “as is.” As a result, foreclosure sale prices are typically at far below the price that would obtain in an arm’s-length private sale. Because they lack the ability to inspect the property, foreclosure sale bidders must discount the price to account for the possibility that the home is in poor condition. Buyers may not know the home’s layout, whether the fixtures have been stripped, whether it is up to code, and so on. In perhaps the most extreme case, a foreclosure sale buyer in New Jersey paid $2.6 million for a property, only to discover that the house was uninhabitable due to an infestation of at least 142 cats, both living and dead, including in the walls.37 While this particular unfortunate buyer was able to reverse the sale, that is the exception in foreclosure sales. Stripped fixtures or piping or other damage not observable from inspection of the outside of the property are not usually grounds for reversing a sale.

The rule of caveat emptor depresses prices in foreclosure sales as does the general stigma of foreclosed properties. Moreover, the bidding is house by house, so transaction costs are higher, and the lender’s ability to credit bid against the debt chills third-party bidding. The frequent result in foreclosure sales is that the foreclosing lender wins the bid and is then able to inspect the house (although this may first require an eviction action if the former homeowner has not vacated the property), after which the lender resells the property in a private sale. The market only clears with the second, private sale out of real estate owned (REO) properties. Even so, properties sold by lenders generally bring in lower prices than properties sold by owners. In part this is because lenders are incentivized to sell fast in order to avoid the costs of carrying the house (for which they receive no consumption value, unlike a natural person owner). Lower sale prices may also be due to the fact that unoccupied houses tend to sell for less, perhaps because prospective buyers have trouble picturing themselves living in the unoccupied houses.

The negative price effects of residential foreclosure are not limited to the property in foreclosure. Foreclosure sale properties, in turn, depress the price of nearby properties.38 In part this is because properties that are in foreclosure may not be adequately maintained; a house with an unmowed lawn affects the neighboring house prices adversely. It is also in part, however, because foreclosure sales compete with regular sales and thereby push down prices. A flood of foreclosed properties has the fire-sale effect of depressing the whole market. On top of everything, there is a limited institutional bandwidth for foreclosures in states that conduct foreclosure sales judicially, but delayed foreclosure can result in a serious depreciation of property value as well as a public nuisance.39 Indeed, residential foreclosures have tremendous spillover costs and tax municipal resources,40 and they can even create public health problems.41 All of this meant that the housing market overcorrected in many places, as the clearing price was not an arm’s-length sale price, but rather a foreclosure sale price.

Yet it was ultimately left to the foreclosure process to clear the housing market. The main legislative proposal for fixing the market was a proposal to loosen bankruptcy laws to enable consumers to use bankruptcy proceedings to reduce their mortgage debt to the current market value of the property, as could be done with nearly all other types of secured debt. This “cramdown” proposal would have cleared the market to judicial valuations of property—the norm in bankruptcy—and without the social dislocations and other spillover effects of foreclosures.

The argument against cramdown was that underwater borrowers would opportunistically default to get access to a principal reduction in bankruptcy when they could, in fact, continue to make payments. In fact, almost 75 percent of underwater homeowners continued to pay their mortgages (perhaps in the expectation that prices would rise, thus making ruthless default nonoptimal). This meant that lenders did not have to mark to market defaulting mortgages—that is, write them down to their actual value on their balance sheets—at a time when the solvency of the banking system in its entirety was in question. If the loans were marked to market, the decapitalization of lenders would have been apparent to all and lenders would have been required to raise more capital (basically equity). The cramdown proposal was passed by the House but failed to get a final vote in the Senate in the face of the quiet opposition of the Obama Treasury Department, which worried that it would destabilize financial institutions’ balance sheets.42

The inadequate and often inept government and market response to the foreclosure crisis exacerbated the already serious consequences of the collapse of the housing market. As bad as the parallel commercial real estate crisis was (see Chapter 8 and especially Figure 8.1), it did not decapitalize American households or lead to a downward spiral of housing prices because the tenants in commercial properties continued to occupy the properties and pay rents even if the landlord was in foreclosure. Residential foreclosure, by comparison, is an incredibly inefficient process that generates tremendous deadweight loss, but the regulatory response concentrated on protecting bank balance sheets from immediate loss recognition, rather than preventing households and communities from the ravages of foreclosure.

In light of this outcome, it’s worth considering the final “bill” for the housing bubble, which amounted to over $1 trillion in losses on home mortgages. (See Figure 5.7.) Nearly 8 million homeowners lost their properties in foreclosure, a potentially traumatic event with far-reaching consequences: families having to relocate, kids having to change schools, dreams lost. Investors saw their assets disappear as home prices plunged, and municipal tax bases were eroded. The collateral damage from the collapse of the housing bubble is immeasurable in dollar amounts, but there is no understating the havoc it wreaked on the United States and on the global economy.
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Figure 5.7.   Cumulative Mortgage Charge-Offs, 2007–2018

Data source: Bd. of Governors of the Fed. Reserve Sys., Statistical Release Z.1, Financial Accounts of the United States, tbl. F.218, line 23 (series FV893065153).
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Figure 5.8.   Distribution of Mortgage Losses, 2006–2014

Data source: Mark Zandi et al., “Who Bears the Risk in Risk Transfers?” Moody’s Analytics, Aug. 2017, at 3, available at https://www.economy.com/mark-zandi/documents/2017-08-02-who-bears-the-risk.pdf.
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Figure 5.9.   Foreclosure Rate by Product Type, 1998–2015

Data source: Mortgage Bankers Association, “National Delinquency Survey.”


The losses from the collapse of the housing market were not distributed equally in the mortgage market. Just over half the losses were in the PLS market, with almost another quarter involving depositories. (See Figure 5.8.) The GSEs were but 14 percent of the losses, and even counting most of the mortgage insurance losses as being insurance on GSE loans, the GSEs, mortgage insurers, and FHA collectively accounted for only a quarter of the losses, despite Agency MBS never being less than 63 percent of outstanding MBS.43

Similarly, Figure 5.9 shows the foreclosure rate by product class, with subprime conventional loans, which were the product funded primarily through PLS, having a substantially higher foreclosure rate than all other types of loans.44 Moreover, the rise in subprime foreclosures is discernible even in late 2006, and then spiking in 2007–2008, whereas prime foreclosures do not start moving upward until around 2007, and had their largest rise in 2008–2009. This lag is consistent with the possibility that subprime foreclosures drove price declines, which then put pressure on prime homeowners, setting up half of the double trigger of default: negative equity and income disruption.

More than anything else, these foreclosure rate and loss figures tell the story of the bubble—that it was a private-label securitization affair first and foremost. Thus, it is to the rise of private-label securitization that we must turn to ferret out the origins of the housing bubble.







 



CHAPTER SIX

Timing the Bubble


THE PRECEDING CHAPTERS of this book have presented an extended narrative history of housing finance in the United States leading up to the collapse of the housing finance market in 2008. This chapter and subsequent ones turn to a more explicitly analytical consideration of the housing bubble that burst in 2008. This chapter begins with an examination of the timing of the bubble, which is critical for evaluating the competing causal explanations of the bubble to which we then turn. Subsequent chapters address whether the bubble was a supply- or demand-side phenomenon, consider various theories of the bubble, and present our argument about what caused it.

In order to determine the timing of the bubble, we have to begin at a more fundamental point, namely what is a bubble?1 A bubble is known by its bursting: a bubble is marked by a rise and then subsequent collapse in an asset price. Not all rises in asset prices, however, are bubbles. Instead, we can distinguish between asset price increases that are driven by changes in fundamental values—the consumption value of an asset or the interest rates used to value assets—and those that are not. In our view, a bubble exists when asset prices deviate materially upward from fundamental values, such that prices are based solely on irrational expectations of future values.2

When, then, did asset prices begin to depart from fundamentals in the US housing market? Identifying the beginning of the bubble is particularly important to identifying its causes; any explanation of the bubble must be able to explain the bubble’s timing. To the extent that an explanation points to a cause that does not align with the timing, such an explanation is not credible.

There is little consensus among commentators as to when the bubble began, and surprisingly little direct discussion of the issue in the literature, given how critical the timing question is to evaluating causal explanations. This much is clear: on a nominal basis, national housing prices marched upward from 1997–2006, but there was substantial local variation in when the upward price movement began.3 Thus, some commentators place the start of the bubble in 1997, when the period of unabated appreciation began,4 and others place the start of the bubble in 2001–2002, when the Federal Reserve lowered short-term interest rates significantly.5

We believe the bubble began substantially later—only in 2004 (or possibly 2003). There was an increase in nominal home prices starting in 1997, but a movement in nominal home prices alone does not necessarily indicate a bubble. To get a true sense of the bubble, we need to examine inflation-adjusted housing prices (presented in Figure 6.1) rather than the nominal housing prices that are typically reported by housing price indices (see also Figure 6.2). Figure 6.1 shows that while housing prices moved upward from 1997 until 2007, inflation-adjusted housing prices did not pass their previous peak level until 2000. The increase in housing prices from 1997 to 2000 was within the regular historic range of inflation-adjusted housing price fluctuations, indicating that they were not necessarily part of a bubble.
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Figure 6.1.   US Nominal and Inflation-Adjusted Housing Price Indexes, 1890–2019

Data source: Robert J. Shiller, irrationalexuberance.com.
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Figure 6.2.   Nominal US Housing Price Index and Rental Consumer Price Index, 1981–2019

Data source: S&P / Case-Shiller Housing Price Index (HPI); Bureau of Labor Statistics, Rent of Primary Residence (Rental CPI).


Housing prices also kept pace with rental prices during the period from 1997 to 2000, as Figure 6.2 shows.6 The rate of appreciation of both housing and rental costs remained basically identical, as they had since at least 1981, when the Bureau of Labor Statistics began to compile a rental price index. This indicates that into 2000, housing prices did not stray from their fundamental values.

Starting in 2000, however, housing prices began to appreciate at a much faster rate than rental prices, as Figure 6.2 shows. This divergence in rates of appreciation does not necessarily indicate the existence of a bubble. Instead, the years 2001–2003 were marked by historically low interest rates. Low interest rates explain the faster increase in housing prices than rental prices from 2001 to 2003 because they made home purchases relatively cheaper. With fully amortized fixed-rate mortgages—the overwhelming bulk of the mortgage market prior to 2004—the cost of financing a home purchase is heavily dependent on interest rates.7 With low mortgage interest rates during this period, the cost of homeownership fell relative to the cost of renting. Indeed, this is consistent with the finding by real estate economists Fernando Ferreira and Joseph Gyourko that the upward rise of housing prices in local markets was driven first by conventional mortgage financing, with nontraditional mortgages substituting later.8 Accordingly, it follows that housing prices would rise faster than rental prices. Indeed, real estate economists Charles Himmelberg, Chris Mayer, and Todd Sinai have argued that the increase in housing prices through 2004 was not a bubble, but in fact reflected fundamentals, as shown by the imputed annual rental cost of owning a house.9 The housing price increase that accompanied the refinancing boom in 2001–2003 does not appear to have been a bubble, but was instead driven by fundamentals.10

From 2004 onward, however, real estate fundamentals did not support any further price increases. Interest rates rose, thereby reducing the attractiveness of homeownership relative to renting, yet price increases still occurred. This is a strong indication that although there was housing price appreciation from the mid-1990s, there was not a bubble until 2004.11 As discussed in the next chapter, this timing does not appear to be coincidental. Instead, it fits neatly with the change in the financing channel, which shifted from semi-regulated GSE securitization of prime, fixed-rate mortgages to unregulated private-label securitization of nontraditional adjustable-rate mortgages.

What we see, then, is that only the last few years of the decade-long appreciation in home prices that started in the 1990s were actually a bubble. The rest of the appreciation is explained by fundamentals. The bubble only lasted from 2004 until 2006. Home prices started to fall in mid-2006, although the bottom did not fully fall out until 2008. In other words, the bubble itself was a very short period.

Timing the bubble not only provides an important tool for evaluating causal explanations, it also points to the limitations on market discipline in preventing bubbles. It did not take very long for a massively destructive housing bubble to form. Given how quickly a bubble can form, it is very hard for the market or regulators to identify a bubble before it is too late. Housing price and mortgage performance data do not percolate into the market in real time. Instead, they are generally delayed by months, and even when data does reach the market, it may take several months for there to be enough data for trends to become apparent and to be able to discount the possibility that a single data point is an outlier. This means that by the time the market recognizes that a bubble is forming, it is too late: the bubble is already there. Market discipline depends on real-time information and an investment vehicle for acting on that information effectively. In the absence of a system with real-time information, market discipline cannot prevent bubbles. This problem is one to which we will return in Chapter 10 when considering information failures during the bubble, and Chapter 12, when considering how to reform the housing finance system.






 



CHAPTER SEVEN

Demand or Supply?


IN THE PREVIOUS chapter we established that the bubble was a very brief affair, from roughly 2004 to 2006. The growth in real home prices in the 2001–2003 period can be explained by changes in fundamentals, but the meteoric growth in 2004–2006 cannot.

But it is not enough merely to identify a bubble. The real question is: what caused the bubble? There is no shortage of theories about what caused the housing bubble, and these different theories point to very different policy responses, ranging from stricter regulation to deregulation.

All theories of the bubble can be categorized in two groups: demand-side theories and supply-side theories. The demand-side theories argue that the bubble was spurred by consumer demand for housing, either because of a secular increase in consumer demand or because of naturally increasing demand running into constraints in housing supply or because irrational exuberance takes over previously rational decisions to buy. In all cases, consumer demand for housing translated into consumer demand for housing finance. Most consumers buy homes on credit, and consumers used more and more credit to bid up housing price, as they anticipated ever higher home prices.

In contrast, supply-side theories see the bubble as driven by a glut of cheap mortgage financing that enabled previously credit-constrained consumers to bid up housing prices. In both demand-side and supply-side theories, then, it is mortgage borrowing that drives the housing bubble. Indeed, as Figure 7.1 shows, first-lien purchase-money mortgage borrowing rose in sync with home price increases, as purchase prices and loan amounts went up in lock step.1 This should hardly be surprising, as most home purchases are made on credit, and with home prices rising faster than incomes, credit was needed to make up the difference. The question is whether that increase in credit was a response to demand growth or whether easier credit was the factor that unleashed existing, but credit-constrained demand to bid up home prices.
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Figure 7.1.   Home Prices and Purchase Money Mortgage Borrowing, 1975–2018

Data source: FHFA, Monthly Interest Rate Survey, tbl. 9; S&P / Case-Shiller National Home Price Index (monthly June index values, 1975 = 100).


Whether the bubble was a demand- or supply-side phenomenon matters for two reasons. First, in thinking about how to prevent future bubbles, it is necessary to understand the cause of this one. If the bubble was supply-driven, it is possible to prevent future bubbles through regulation of the financial sector. In contrast, demand-driven bubbles may be more difficult to prevent, particularly if they are based on human psychology.

Second, the different theories of the bubble predict different impacts on mortgage finance pricing and availability, and therefore enable us to test them. In particular, a demand-side theory posits a rightward shift of the demand curve, meaning an increase in the price of mortgage finance and an increase in the quantity provided. (See Figure 7.2.)

A supply-side theory, in contrast, posits a rightward shift of the supply curve, which would mean a decrease in mortgage pricing and an increase in mortgage quantity. (See Figure 7.3.)
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Figure 7.2.   Demand-Side Theory: A Rightward Shift in Housing Finance Demand Curve

Original creation by the authors.


We can empirically test which scenario—a shift of the demand curve or of the supply curve—fits with the movements of price and quantity in the mortgage market. It is possible, of course, that there was a shift in both the demand and supply curves. Observations of price and quantity movement only tell us which shift predominated; they do not disprove that a lesser shift could have occurred in the other curve.

The evidence concerning both the quantity and the price of mortgage lending points to the bubble being predominantly a supply-side phenomenon.


Mortgage Quantity

Data on mortgage lending volume has not always been readily available, much less in real time and for the entire market. Even today, the FHFA’s Mortgage Interest Rate Survey, which claims to be “the nation’s most comprehensive source of information on conventional mortgage rates and terms,” excludes refinancings, nonamortizing loans and junior lien loans, which were a substantial share of the market during the bubble years.2
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Figure 7.3.   Supply-Side Theory: A Rightward Shift in Housing Finance Supply Curve

Original creation by the authors.


Overall mortgage lending volume (including refinancings) peaked in 2003, but it was at historically elevated levels throughout the 2002–2007 period. (See Figure 7.4.) As noted, however, there was a marked shift in mortgage products during the bubble. Nontraditional mortgages, such as interest-only and balloon mortgages, proliferated, as did underwriting based on stated income and assets (otherwise known as “liar” loans). Moreover, the bubble years were marked by an increase in so-called subprime mortgages made to borrowers with poor credit quality as measured by credit scores. Prior to the bubble years, these borrowers were often credit constrained; there were a limited number of lenders who were willing to treat with them, and these lenders charged a premium because of the risk posed by these borrowers.
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Figure 7.4.   Residential Mortgage Originations, 1990–2018

Data source: Inside Mortgage Finance, 2019 Mortgage Market Statistical Annual.


Figure 7.5 shows that nontraditional mortgage lending (subprime and alt-A) grew from 2000 to 2005 and fell only slightly in 2006 before declining steeply in 2007, once home prices were already falling. Home equity loans—both second-lien loans and first-lien non-purchase money, non-refinance loans for extracting equity from homes already owned free and clear—also increased sharply during this period but lagged behind the growth of nontraditional mortgages by about a year. Figure 7.6 shows that not only did the dollar volume of these loans increase, so too did their combined market share, which reached hitting nearly 50 percent of all lending in 2006.

We also show, in Table 7.1, that these years saw an increase in private-label securitization, which funded much of the nontraditional and subprime lending and grew its share of total origination from 13 percent in 2000 to nearly 40 percent in 2006. Notably, Figure 7.7 shows that while there was a surge in PLS backed by nonprime or subprime mortgages, there was no growth during the bubble years in the PLS backed by prime jumbo mortgages. The PLS boom was entirely linked to nontraditional mortgages.
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Figure 7.5.   Nontraditional Mortgage and Home Equity Loan Originations, 1990–2018

Data source: Inside Mortgage Finance, 2019 Mortgage Market Statistical Annual.
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Figure 7.6.   Market Share of Nontraditional Mortgage Originations, 1990–2018

Data source: Inside Mortgage Finance, 2019 Mortgage Market Statistical Annual.


Such an increase in the volume of subprime and nontraditional mortgage lending during the bubble years of 2004–2006 is itself consistent with both demand-side and supply-side theories. It is consistent with a growth in demand for the cheapest possible mortgage credit founded on expectations of ever-higher home prices, but it is also consistent with an easing of supply constraints. Thus, it is to mortgage pricing that we must turn to resolve the question of whether the bubble was primarily a demand-side or supply-side phenomenon.






	
Table 7.1. Volume of Subprime Mortgage Originations, 2000–2008






	
Year


	
	
2000


	
	
2001


	
	
2002


	
	
2003


	
	
2004


	
	
2005


	
	
2006


	
	
2007


	
	
2008





	
Total Originations ($ billions)


	
	
1,048


	
	
2,215


	
	
2,885


	
	
3,945


	
	
2,920


	
	
3,120


	
	
2,980


	
	
2,430


	
	
1,485





	
Total Mortgages Securitized ($ billions)


	
	
   615


	
	
1,355


	
	
1,857


	
	
2,716


	
	
1,882


	
	
2,156


	
	
2,045


	
	
1,864


	
	
1,264





	
% of Originations Securitized


	
	
  59%


	
	
  61%


	
	
  64%


	
	
  69%


	
	
  64%


	
	
  69%


	
	
  69%


	
	
  77%


	
	
  85%





	
PLS Issuance ($ billions)


	
	
  136


	
	
  267


	
	
  413


	
	
  586


	
	
  864


	
	
1,191


	
	
1,145


	
	
  707


	
	
    58





	
PLS Issuance as % of Total Originations


	
	
  13%


	
	
  12%


	
	
  14%


	
	
  15%


	
	
  30%


	
	
  38%


	
	
  38%


	
	
  29%


	
	
    4%





	
GSE MBS Issuance as % of Total Originations


	
	
  46%


	
	
  49%


	
	
  50%


	
	
  54%


	
	
  35%


	
	
  31%


	
	
  30%


	
	
  48%


	
	
  81%





	
Source: Inside Mortgage Finance, 2019 Mortgage Market Statistical Annual.
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Figure 7.7.   Prime versus Subprime PLS Issuance, 1996–2018

Data source: Securities Industry and Financial Markets Association (SIFMA), U.S. Non-Agency Commercial and Residential Real Estate Securities (CMBS and RMBS) Issuance.




Mortgage Pricing and Risk during the Bubble

The risk of subprime mortgages increased noticeably during the bubble years in several dimensions, while the spreads on these mortgages over maturity-matched Treasuries decreased. Thus, risk-adjusted pricing on these mortgages fell even as the volume of mortgage lending increased. The increase in quantity, accompanied by a decrease in the price of risk, indicates that the bubble was primarily a supply-side phenomenon.

Specifically, looking back before the bubble to 2001, we see the average loan size in subprime securitizations grew substantially, from around $96,000 in 2001 to almost $200,000 in 2007.3 The growth of loan sizes is hardly surprising. Loan sizes and housing prices were in an upward spiral: as we saw in Figure 7.1, larger loans allowed borrowers to bid up home prices, and higher home prices necessitated more borrowing. Indeed, for the period 2001–2007 there is a 96 percent correlation between the average loan size and housing prices. (See Figure 7.8.) As housing prices peaked in 2006, it is not surprising that loan size plateaued in 2007, especially as the volume of subprime originations fell by over two-thirds.4 Again, however, recall that house price increases alone are not necessarily a bubble.
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Figure 7.8.   Correlation between Subprime Loan Size and Housing Prices, 2001–2007

Data source: Levitin-Wachter Subprime PLS Database (average subprime mortgage amount; annual July 1 dates used); S&P Case-Shiller CS-10 Index (housing prices) (January 1, 2001 = 100).


While loan sizes increased substantially from 2001 to 2007, LTVs remained basically static, only rising from 79 to 81 percent. The fact that LTVs remained constant on first liens meant that loan sizes were keeping pace with property valuations, which in turn meant that the security of the loans was based on the maintenance of home prices. This was a particularly risky gamble in a market in which home prices are both serially and geographically correlated such that one lender’s bad lending can have spillover effects on the value of another lender’s collateral.

Credit scores in subprime PLS also remained largely static, rising about 10–15 points from 2001–2002 to 2004–2007. One should not read much into this rise for two reasons. First, credit scores under 650 are definitional for subprime PLS; and second, it is unclear whether weighted-average credit scores rising from 613 to 625 is in any way significant in terms of credit quality. In any event, one would expect to see some increase in credit scores in the face of a booming economy, as credit scores are most heavily influenced by borrowers’ recent payment history. In a strong economy, one would expect borrowers’ payment history to improve overall.

Declared owner occupancy levels remained stable throughout the 2001–2007 period, in the low 90 percent range. The percentage of fully documented loans dropped noticeably, however, starting in 2004. In the 2001–2003 period, over 70 percent of loans were fully documented, and during the 2004–2007 period, the percentage of fully documented loans fell to around 60 percent.

Interest-only periods were rare for subprime loans prior to 2004. Starting in 2004, however, a substantial portion of loans—ultimately over 15 percent—began to have such periods.5 The appearance of interest-only products in 2004–2007 is notable for two reasons.

First, the increase in interest-only loans is a sign of lenders seeking to expand the borrower base by decreasing monthly payments on loans, which enables them to buy more. The beneficiaries of lower payments are not necessarily first-time home buyers or even low- to moderate-income households, but include existing home buyers seeking to upgrade and property investors.6 The interest-only periods that were offered were typically between one and five years, and they had the effect of decreasing the monthly payment amount due on the loan.

Second, loans with interest-only periods are similar to those with teaser rates: there will be a payment shock when the interest-only or teaser period ends. If the loan is underwritten based on the interest-only payment or the teaser rate, the borrower will be unlikely to be able to afford the full payment rate and will default. Thus, interest-only loans, like loans with teaser rates, are dependent on the borrower being able to refinance before the expiry of the interest-only period. Many of these loans had prepayment penalties, however, which disincentivized refinancings. The increase in interest-only loans thus marked a sharp increase in the riskiness of subprime mortgage loans.

A similar (and related) story appears with the incidence of balloon loans, including thirty-year loans with forty- or fifty-year amortizations and fifteen-year loans with thirty-year amortizations. The balloon payment structure has the effect of decreasing monthly payments prior to the balloon coming due and is, in a sense, an affordability product. As with interest-only loans, the maturity of the balloon payment presents the risk of a payment shock, and thus a default if the loan has not been refinanced. Balloon loans were relatively uncommon prior to 2006, when they shot up to nearly 29 percent of lending volume, and by 2007 they were nearly 37 percent of lending volume. Beyond interest-only and balloon payments, payment-option ARMs, which gave borrowers an option of negative amortization, also proliferated.

Another measure of risk in PLS—the frequency of second liens being included in the collateral backing these products—also increased starting in 2004, rising from around 2 percent in the 2001–2003 period to as high as 9 percent in 2006. Second liens have a higher risk of loss on default than first liens because of their subordinate lien position, so an increase in the volume of second-lien loans in securitizations is a mark of an increase of risk in those securitizations.

Simultaneously, lending volume moved away from FRMs to ARMs, further increasing the credit risk on the loans because of the risk of rate shock. By 2006, ARMs accounted for 70 percent of the number and 80 percent of the dollar volume of loans in private-label securitizations,7 and nearly half of overall originations by dollar volume.8

What we see, then, is that by several measures—loan size, full-documentation percentage, interest-only percentage, balloon loan percentage, second-lien percentage, and ARM percentage—the loans securitized into subprime PLS grew markedly riskier from 2004 to 2007. (Table 7.2 provides a summary.) These risks were not offset by changes in LTV (which actually increased) or in credit scores (which saw only a modest increase). Indeed, because these risk factors were often layered in the same loan, the total measure of risk increased more than any single factor reflects.

The increase in risk in subprime PLS between 2001 and 2007 is not itself indicative of a supply- or demand-side bubble. This determination depends on whether that risk was being priced in the market. One would expect that riskier mortgages would bear greater spreads over a risk-free rate (such as a maturity-matched Treasury security). Or, alternatively, one would expect the volume of lending to shrink as risk rose.

Neither of those things happened, however. Instead, spreads on the mortgages in subprime PLS decreased during the 2001–2006 period (rising only slightly in 2007), and volume increased substantially. (Refer back to Figure 7.7.) Figure 7.9 shows the spread between the weighted-average interest rate of the mortgages that were securitized in subprime PLS over seven-year constant-maturity Treasuries.9 Figure 7.9 includes a polynomial trend line that facilitates the identification of the movement of spreads. What it shows is that spreads were in the range of 5–6 percent in 2001 and fell to around 3 percent in 2004–2005. The spreads rose slightly in 2006 to between 3 and 4 percent, but still remained at much lower levels than in the 2001–2003 period. Thus, during the bubble years of 2004–2006, there were significantly compressed spreads on subprime mortgages.






	
Table 7.2. Subprime Mortgage Loan Risk Characteristics





	
Deal Year


	
	
Loan Size


	
	
LTV


	
	
Credit Score


	
	
Owner Occupied %


	
	
Full Doc %


	
	
IO%


	
	
Balloon %


	
	
Second Lien %





	
2001


	
	
  $96,209


	
	
79.6


	
	
613


	
	
90.7


	
	
75.7


	
	
  0.5


	
	
10.1


	
	
1.5





	
2002


	
	
$137,145


	
	
79.8


	
	
612


	
	
93.8


	
	
71.2


	
	
  0.1


	
	
  3.6


	
	
2.1





	
2003


	
	
$148,128


	
	
79.1


	
	
621


	
	
93.0


	
	
72.4


	
	
  0.7


	
	
  2.1


	
	
1.9





	
2004


	
	
$168,925


	
	
82.0


	
	
626


	
	
92.0


	
	
65.4


	
	
  7.6


	
	
  2.0


	
	
4.1





	
2005


	
	
$181,015


	
	
81.1


	
	
628


	
	
91.7


	
	
60.4


	
	
17.4


	
	
  4.9


	
	
6.2





	
2006


	
	
$195,625


	
	
81.0


	
	
628


	
	
92.0


	
	
58.5


	
	
16.4


	
	
28.6


	
	
8.9





	
2007


	
	
$197,467


	
	
81.3


	
	
625


	
	
92.5


	
	
59.7


	
	
15.5


	
	
36.8


	
	
3.5





	
Source: Levitin-Wachter Subprime PLS Database. Other than average loan-size data, data are weighted averages with weighting by dollar volume of PLS group within securitizations.










[image: ][image: ]
Figure 7.9.   Spreads of Securitized Subprime Mortgages over Seven-Year Constant Maturity Treasuries, 2001–2007

Data source: Levitin-Wachter Subprime PLS Database; Bd. of Governors of the Fed. Reserve Sys., 7-Year Treasury Constant Maturity Rate [DGS7], retrieved from FRED, Federal Reserve Bank of St. Louis, at https://fred.stlouisfed.org/series/DGS7.


The decrease in mortgage spreads indicates a decrease in the aggregate spreads on PLS themselves. This is because the coupon on PLS is necessarily the weighted-average mortgage rate minus certain expenses (servicer and trustee fees). These expenses are standardized at around 50 basis points (0.5 percent) in a subprime PLS without monoline insurance.

The weighted-average coupon on all the tranches in a PLS deal is a function of the weighted-average rate of the underlying mortgages. While some PLS tranches sold with an original issuance discount, mortgage spreads are still a strong measure of the weighted-average risk premiums provided to investors.

Observable mortgage characteristics became increasingly risky as the housing bubble expanded from 2004 to 2006, as indicated by the shift in products to balloon and interest-only mortgages, the decline in full documentation of borrowers’ incomes, the greater share of ARMs, the increased number of second mortgages in the deals, steady FICOs despite a booming economy, and the fact that LTVs remaining steady despite a sharp increase in property valuations. The growth in mortgage risk necessarily meant a growth in risk on PLS. Yet what we see from the data is that the spread on the mortgages, and thus on the PLS themselves, decreased. Risk premia declined at the very time that observable risk was increasing.

Even when risk premia increased slightly in 2006–2007, as housing prices peaked and began to decline, the premia were hardly commensurate with the increase in observable risk characteristics, because it did not return to pre-2004 levels prior to the financial crisis in 2008, despite the observable risk characteristics being substantially elevated above pre-2004 levels. In other words, on a risk-adjusted basis, we see an even sharper decline in the price of mortgage financing. Mortgage financing was becoming cheaper during the bubble, even as the volume of mortgages and PLS increased.10

A decrease in pricing combined with an increase in quantity is consistent with an outward (rightward) shift of the housing finance supply curve. In other words, there was a glut of mortgage financing during the bubble; the bubble was predominantly a supply-side phenomenon. There might have been an increase in demand for the incentive to borrow increases as the cost of borrowing declines. But even with an increase in the demand for housing finance, there was a greater increase in housing finance supply. Indeed, investors’ demand for subprime PLS was outstripping the supply of mortgages.11 As the following chapters explicate, this observation is critical for understanding the cause of the housing bubble, because it forces us to ask why the market failed to respond to the growing risk.







 



CHAPTER EIGHT

Theories of the Bubble


IN THE PREVIOUS chapter, we saw that theories of the housing bubble fall into two general categories: demand-side theories and supply-side theories. The demand-side theories see the bubble as driven by an increase in consumer demand for housing finance. Alternatively, supply-side theories see the bubble as driven by a glut of mortgage financing. What caused the shift in demand or supply is a matter of considerable debate among theorists.

In this chapter we test these various theories of the bubble against the facts, particularly what we have seen about when the bubble occurred (Chapter 6) and the movement in the pricing and volume of mortgage lending (Chapter 7). It is important to recognize that theories about the housing bubble are distinct from theories about the financial crisis that followed. There is general agreement that the collapse of the housing bubble was the catalyst for the financial crisis, but the literature on why the financial system was so vulnerable to a shock from a collapse in housing prices is distinct from the question of why a bubble formed in the housing market. Our focus here is solely on theories about what caused the housing bubble itself.

What we see is that all of the existing theories of the bubble are, at worst, unsupported and, at best, incomplete. While the evidence supports a supply-side theory, the question remains as to why the supply of mortgage finance expanded at the time and to the degree that it did. The existing supply-side theories that focus variously on monetary policy, inelastic housing supply, and government policy are insufficient in their explanatory power. Although we believe that all these factors contributed in some way, none of them alone, or even in combination, however, can provide a sufficient explanation for why the bubble emerged when and how it did. Instead, as we explain in the following chapters, the driving force behind the bubble was a supply-side change in the pricing and availability of mortgage credit caused by the shift in the primary financing channel from the GSEs to PLS. However, this proximate cause raises the deeper question (also addressed in following chapters) of why markets failed to move against the mispricing and oversupply of credit and resulting rises in housing prices.

We proceed in this chapter by first reviewing demand-side theories of the bubble, before turning to supply-side theories. We lay out our own theory in detail in the following chapters.


Demand-Side Theories


Mass Psychology, Irrational Exuberance, and Flippers

Among the dominant explanations of the housing bubble to date have been demand-side explanations. For example, Nobel Prize–winning economist Robert Shiller has argued that the bubble was driven by consumers’ irrational exuberance and belief that real estate prices would continue to appreciate, stoking the demand for housing finance.1

We do not question the existence of irrational consumer expectations and behavior. There was undoubtedly a great deal of irrational or misguided consumer behavior in real estate investment, and Shiller has ably explored the psychology of bubbles. Consumers’ price expectations are generally set by projecting forward past price movements. If the appreciation is due to a loosening of constraints on supply or demand, they do not expect a discontinuity to that loosening and may thus continue to consume based on an expectation of continued price increases.

But consumer psychology is an incomplete explanation of the bubble. However exuberant consumers were to buy housing, they could not do so absent readily available financing. What we saw in Chapter 7 is that lenders more than met consumer demand, increasing the supply of mortgage financing and dropping its price even as risk increased. Shiller’s demand-side theory cannot explain this movement in pricing and quantity of mortgage lending.2



Housing Supply Constraints

Another demand-side quasi-hypothesis for the housing bubble emphasizes the geographic variation in the housing bubble. This theory, which was presented by economists Edward Glaeser, Joseph Gyourko, and Albert Saiz,3 notes that there was considerable regional and local variance. Some regions and states, such as Texas, did not experience a bubble, while others experienced bubbles of greater or lesser size.

Glaeser, Gyourko, and Saiz explain the variation in house price outcomes based in part on variations in the elasticity of housing supply, that is its propensity to expand to meet demand. If housing supply is inelastic, then housing prices will increase with population growth and income growth just as a matter of fundamentals. The elasticity of housing supply depends in part on local regulations affecting land use and construction costs. One would expect, then, for housing prices to grow faster in regions with more population and income growth along with more constrained housing supply.

Glaeser, Gyourko, and Saiz do not explicitly present housing supply constraints as the explanation for the bubble, although others do.4 Instead, they present supply inelasticity as affecting variations in how the bubble played out regionally. They argue that supply inelastic regions are more likely to experience greater price volatility and bubbles and that the extent of the bubble was determined to some degree by the inelasticity of housing supply.5

We agree that supply inelasticity affected regional variations in the bubble, but it does not explain the bubble generally. Housing supply constraints undoubtedly caused some regional variation in the bubble—in regions with abundant housing options and responsive supply, borrowers would be unlikely to bid up housing prices, even if offered underpriced mortgage finance—but we find the housing supply constraint an incomplete explanation insofar as it does not explain why the bubble occurred when it did, why there was a collapse, and why mortgage pricing and volume moved as documented in the previous chapter.




Supply-Side Theories


Government Fair Lending and Affordable Housing Policy

Several politically conservative commentators have pointed to federal fair lending and affordable housing policies as being critical in inflating the housing bubble by encouraging financial institutions to lend improvidently to low- or moderate-income (and impliedly minority) consumers.6 In particular, these commentators focus on the Community Reinvestment Act of 1977 (the CRA) and the GSEs’ Affordable Housing Goals.

This narrative of the crisis, which we call the “Government Made Me Do It” theory of the bubble, emphasizes the adverse, unintended consequences of government interference in the market. The Government Made Me Do It narrative also comes with an obvious policy prescription of ending government intervention in housing markets.


COMMUNITY REINVESTMENT ACT

The least sophisticated versions of the Government Made Me Do It theory focus on the CRA. The CRA was passed in 1977 in response to the discriminatory lending practice known as “redlining”—the practice of lenders refusing to offer financial services in minority or low-income neighborhoods.

The CRA “encourages federally insured banks and thrifts to meet the credit needs of the entire communities that they serve, including low- and moderate-income areas, consistent with safe and sound banking practices.”7 Critically, the CRA applies only to banks and thrifts, and does not apply to nonbank lenders. Moreover, even for banks and thrifts, the CRA does not require them to make loans. Rather, covered financial institutions are evaluated by regulators on how well they serve the needs of low- to moderate-income (LTMI) borrowers in their CRA geographic assessment area. The evaluations are used as a factor in determining whether to approve the institutions’ mergers with and acquisitions of other depository institutions, as well as whether to approve the expansion of bank holding companies into other types of financial activities.8 Regulators’ CRA evaluation methods have remained constant since 1995.9

The consensus in the scholarly literature is that the CRA did not directly contribute to the bubble.10 Institutions that were subject to the CRA made a disproportionately small share of subprime mortgage loans—that is, loans made to borrowers with subprime credit scores.11 Indeed, it bears emphasis that LTMI borrowers are not the same thing as subprime borrowers. Subprime status is a function of credit scores, but credit scores are a poor proxy for income.12

Moreover, relatively few subprime loans even qualified for CRA credit either because they were made outside CRA assessment areas or were made to higher-income borrowers.13 Census tracts served disproportionately by CRA-covered lenders had less risky loans and lower delinquency rates than those served disproportionately by non-CRA lenders.14 Similarly, there is no evidence of a change in riskiness of loans or loan performance at the discontinuity threshold for CRA eligibility.15 It is possible that depositories were driven to purchase a greater volume of loans originated by independent mortgage companies in order to gain CRA credit, but sufficient data do not exist on this point.

Ultimately, though, blaming the housing bubble on the CRA suffers from three fundamental logical flaws. First, the residential housing bubble was mirrored almost exactly by a commercial real estate bubble.16 (See Figure 8.1, below.) While there is some interlinkage between residential and commercial real estate prices, the commercial real estate bubble cannot be attributed to the residential bubble. As the CRA does not apply to commercial real estate lending, it cannot explain the existence of the commercial real estate bubble. Yet the synchronous growth and collapse of the residential and commercial real estate bubbles cannot be coincidental.

Second, there were also contemporaneous, and in some cases even more severe, residential real estate bubbles in Denmark, Ireland, Iceland, the Netherlands, Spain, and the United Kingdom.17 (See Figure 8.2.) It is hard to explain these parallel foreign bubbles as the product of the domestic CRA.
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Figure 8.1.   Commercial and Residential Real Estate Bubbles, 1987–2018

Data source: S&P / Case-Shiller Housing Price Index CS-10 (residential price index); Moody’s / RCA Commercial Property Price Index-National All Properties (commercial price index).
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Figure 8.2.   Real Housing Price Indices, Select Bubble Countries, 1990–2018

Data source: Organisation for Economic Co-operation and Development (OECD).


Third, the timing of the bubble vitiates the CRA explanation. The CRA substantially predates the bubble, so it is difficult to attribute housing price rises in 2004–2006 to a 1977 statute with a regulatory implementation that was last revised in 1995.18 While one would expect some time lag before seeing the result of the CRA, the time lag is far too long to make the connection plausible. The case that the CRA drove banks to improvident lending is not tenable.19



GSE AFFORDABLE HOUSING GOALS

The more sophisticated versions of the Government Made Me Do It theory focus on the GSEs’ Affordable Housing Goals. The GSEs have been subject to regulatory Affordable Housing Goals since 1993.20 These goals, set by the Department of Housing and Urban Development, are designed “to facilitate credit access and homeownership among lower-income and minority households.”21 If a GSE fails to meet the Affordable Housing Goals and does not present and pursue an acceptable remedial plan, monetary penalties and injunctive relief are available to its regulator.22

The Goals consist of three general measures: an LTMI Goal, a Special Affordable Goal, and an Underserved Areas Goal, as well as subgoals for special affordable multifamily and home purchase (as opposed to refinancing).23 The Goals are measured as the ratio of qualifying mortgages financed to total mortgages financed. High-priced “HOEPA” mortgages are disqualified from counting toward Affordable Housing Goals,24 as are mortgages for second residences, and “mortgages with unacceptable terms,” which are defined as including those with excessive fees, prepayment penalties, credit life insurance, or that did not adequately consider the borrower’s ability to pay.25 Starting in 1995, the GSEs were able to get Affordable Housing Goal credit for purchases of MBS, including PLS.26

Although the Affordable Housing Goals are often cast as being about channeling credit to the poor, this is not quite accurate. The LTMI Goal does not distinguish between low and moderate income, and moderate income is defined as anything up to the median income level in an area.27 That hardly includes only the poor, and indeed, the truly poor typically cannot amass enough funds for a down payment on even a modest property.

Likewise, the Special Affordable Housing Goal is limited to low-income households—those with income of no more than 80 percent of the area’s median income—and with requirements that certain multifamily units be affordable by “very low-income” or “especially low-income” households. The Special Affordable Housing Goal anticipates that it will be met primarily with multifamily housing—not the source of the residential real estate bubble—as each unit in a multifamily dwelling is counted separately.28 Double counting is permitted for the Goals,29 and the Special Affordable Goal has never been more than two-fifths of the LTMI Goal, so most of the LTMI Goal could have been met with median or near-median income households—hardly an inherently uncreditworthy population.

The GSE Affordable Housing Goals were increased in 1997, 2001, and 2005. The GSEs generally met the Goals and were never penalized for failing to do so.30 In order to meet the Goals, the GSEs increased their proportion of loans made to target populations31 and expanded their underwriting criteria to enable the purchase of riskier loans.32 Yet GSE loans substantially outperformed non-GSE loans in terms of default rates when the bubble burst.

Moreover, there is little evidence that the GSE Affordable Housing Goals increased the total amount of credit available to underserved communities.33 One possible explanation of this is that GSE activity crowded out the FHA for lending to underserved borrowers. Thus, economists Xudong An and Raphael Bostic argue that the GSEs’ affordable lending merely substituted for FHA affordable lending.34

The GSEs’ investment portfolios also count for Affordable Housing Goals.35 The GSEs are limited to investing in mortgage related assets, but that enables them to purchase their own MBS, other Agency MBS, and PLS, and they were major buyers of PLS. If the underlying mortgages in an MBS would count for Affordable Housing Goal credit, the MBS can also count toward the affordable housing goal credit.

The GSEs may have invested in PLS simply because of attractive yields, but there is also the possibility that they did so because of the Affordable Housing Goals. The GSEs’ purchases of PLS undoubtedly contributed to the bubble by adding to demand for PLS. But it is notable that the amount of subprime PLS in the GSEs’ portfolios, as well as their portfolios’ absolute share of the subprime PLS market, decreased after 2004, as PLS yield spreads declined.36 This means that other investors were more than substituting for the GSEs’ demand for PLS, such that even if the GSEs were still contributing to the bubble through PLS purchases, they were not driving it.37

Indeed, the GSEs’ contribution to total mortgage market funding (through MBS and their balance sheets) dropped sharply after 2003, even as PLS issuance grew. The GSEs’ total mortgage funding increased in 2006, but they substantially ramped up their activity only in 2007, after housing prices had peaked and the subprime lending market had collapsed. (See Figure 8.3.) In other words, the GSEs came to the party late, after housing prices had already peaked, but they were left holding the bag.
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Figure 8.3.   Flow of Funds to Home Mortgages, 1998–2018

Data source: Bd. of Governors of the Fed. Reserve Sys., Statistical Release Z.1, Financial Accounts of the United States, tbl. F.218. “Depositories” consists of banks and credit unions and is the sum of lines 11–14 (series FA763065105, FA 753065103, FA743065103, and FA473065100). “GSEs” consists of GSE balance sheets plus Ginnie Mae and GSE MBS and is the sum of lines 18 and 19 (series FA403065105 and FA413065105). “PLS” is line 20 (series FA673065105).


Ultimately, the evidence connecting the GSE Affordable Housing Goals to the bubble is weak. There is no evidence of a change in riskiness of loans or loan performance at the discontinuity threshold for GSE Affordable Housing Goal eligibility.38 Thus, a 2012 study by economists from the Federal Reserve Bank of St. Louis used a regression discontinuity analysis and found that there is “no evidence that lenders increased subprime originations or altered loan pricing around the discrete eligibility cutoffs for the Government Sponsored Enterprises’ (GSEs) Affordable Housing Goals or the Community Reinvestment Act.”39 While the study found “evidence that the GSEs bought significant quantities of subprime securities, [the] results indicate that these purchases were not directly related to affordable housing mandates.”40

Moreover, as with the CRA-based version of the Government Made Me Do It theory, the Affordable Housing Goals version has no answer for the parallel commercial real estate bubble or foreign residential real estate bubbles.



EXPLAINING GSE BEHAVIOR DURING THE BUBBLE

The evidence does not support the Government Made Me Do It theory of the bubble insofar as it points that finger at federal affordable housing policies. Moreover, any attempt to pin the bubble on the GSEs faces an insurmountable obstacle regarding timing—the GSEs’ contribution came primarily after housing prices had peaked.

The evidence does not, however, entirely absolve Fannie and Freddie from any role in the bubble. The GSEs certainly contributed to the housing bubble, most critically as major purchasers of PLS, and we do not question that there was an easing of their lending standards during the bubble years, although the precise details remain unknown. Moreover, the GSEs did contribute in a critical, if indirect, way to the bubble through the automated underwriting they pioneered in the mid-1990s.

Automated underwriting was heralded as a way to increase access to affordable loans, and it did in fact result in an expansion of affordable credit. As discussed in Chapter 4, automated underwriting freed mortgage lending from the rigid formula of the three C’s—capacity, collateral, and credit—and encouraged the use of “compensating factors” in loan decisions that enabled an expansion of credit.

The GSEs’ automated underwriting failed to recognize that default rates were dependent on housing prices remaining at fundamentally sound levels. While this was fine in the 1990s, it did not serve in the bubble years. Yet when the bubble emerged, none of this was yet understood. Instead, from the vantage point of 2004, GSE-automated underwriting appeared to be a transformative success that encouraged further attempts to expand credit through compensating factors. The mortgages financed through PLS did not use automated underwriting; every investment bank had different underwriting guidelines (and often more than one set) for its products. Whether these guidelines bore any relation to a predictive default model is unclear, and post-bubble litigation has indicated that many loans failed to even comply with these guidelines. Nonetheless, it is notable these guidelines also authorized the extensive use of compensating factors, which was a legacy of GSE automated underwriting. For example, one Countrywide PLS prospectus noted that


On a case by case basis, Countrywide Home Loans may determine that, based upon compensating factors, a prospective borrower not strictly qualifying under its applicable underwriting risk category guidelines warrants an underwriting exception. It is expected that a significant number of the mortgage loans will have been originated based on such underwriting exceptions.41



This sort of disclosure was typical. The market was willing to accept the extensive use of compensating factors in the underwriting of nontraditional mortgages in PLS because it had been acclimated to the use of such compensating factors through GSE automated underwriting. The GSEs’ development of automated underwriting helped pave the way for the bubble by its implicit assumption that the default model would remain stable as house prices endogenously increased with lending expansion, but it was far from the cause of the bubble.




Monetary Policy and the Global Supply of Credit


FAILURE TO FOLLOW THE TAYLOR RULE

A totally different theory of the bubble has been expounded by macroeconomist John B. Taylor, the inventor of the eponymous Taylor Rule for setting monetary policy.42 Taylor has argued that the housing bubble was the inevitable consequence of mishandled monetary policy.43 Taylor’s contention is that after the Internet bubble burst in 2000, the Federal Reserve held interest rates too low for too long. Low rates produced artificially cheap mortgage credit, which led to excessive demand for mortgages. Because mortgages are the largest form of leverage for consumers, housing was the asset class where a bubble was most likely to form. Because consumers were able to incur greater leverage for lower cost, their purchasing power increased, and therefore housing prices were bid up.44 Although Taylor does not invoke the commercial real estate market or parallel international housing bubbles, we would expect his theory to have similar applicability, unlike the Government Made Me Do It theory or any of the demand-side theories. Taylor’s counterfactual regressions suggest that housing prices would have been far less inflated if the Fed had adhered more closely to the Taylor Rule in the wake of the 2000 stock market crash and the 9 / 11 attacks.

Monetary policy played a role in the housing bubble, but it is an incomplete explanation for several reasons. First, short-term interest rates only have a weak effect on housing prices in a market predominated by fixed-rate mortgages.45 The Federal Funds rate—the rate that the Fed controls—is a short-term rate, which differs from the long-term rate that is charged on mortgages.46 Thus, previous declines in the Federal Funds rate have not produced housing bubbles. For example, between late 1990 and 1993, the effective Federal Funds rate fell from around 8 percent to 3 percent, a similar sized drop to that between late 2000 and 2003, when the rate declined from around 6 percent to 1 percent. Yet no housing bubble ensued in the early 1990s. Likewise, the timing of the bubble does not track with interest rates. The bubble continued to grow even once the Fed started to raise rates in 2005.47 (See Figure 8.4.)

Second, while long-term interest rates do have an effect on housing prices, the decline in long-term rates was insufficient to explain the entirety of the bubble.48 Nor does a monetary policy explanation explain why underwriting standards deteriorated or the product mix changed. Monetary policy might have made mortgage credit cheap, but declines in underwriting standards and shifts to initial affordability products made it even cheaper.

Finally, monetary policy does not explain the occurrence of mortgage bubbles in some countries outside the United States, but not in others. Adherence to, or divergence from, the Taylor Rule seems to have had little impact on which developed countries experienced bubbles and which did not.49 Countries like Canada, with very similar monetary policy to the United States, did not have bubbles.50 Countries like Spain and Ireland that saw a decrease in lending controls similar to the United States also had significant bubbles, but such bubbles emerged only after a steep drop in interest rates.51

Monetary policy helps explain the refinancing boom that occurred in 2001–2003 and why housing price appreciation exceeded rental cost appreciation during that period. But it comes up short in explaining the rest of the housing bubble.



BERNANKE’S GLOBAL SAVINGS GLUT THEORY

A related macroeconomic explanation comes from Federal Reserve chairman Ben Bernanke and is endorsed by one of the dissents from the report of the Financial Crisis Inquiry Commission.52 Bernanke has argued that an increase in the savings rate in many emerging market countries had led to a “global savings glut.”53 These foreign emerging market countries, particularly China, were running massive current account surpluses and lacked sufficiently appealing domestic investment opportunities. As a result, savings flowed to the United States for investment, which held down long-term interest rates, thereby contributing to the housing bubble.54
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Figure 8.4.   Housing Prices (Nominal) and Interest Rates, 1987–2018

Data source: S&P Dow Jones Indices LLC, S&P / Case-Shiller 10-City Composite Home Price Index [SPCS10RSA], retrieved from FRED, Federal Reserve Bank of St. Louis, at https://fred.stlouisfed.org/series/SPCS10RSA (housing price index); Bd. of Governors of the Fed. Reserve Sys., Effective Federal Funds Rate [FEDFUNDS], retrieved from FRED, Federal Reserve Bank of St. Louis, at https://fred.stlouisfed.org/series/FEDFUNDS (Fed. Funds Rate); Bd. of Governors of the Fed. Reserve Sys., 10-Year Treasury Constant Maturity Rate [GS10], retrieved from FRED, Federal Reserve Bank of St. Louis, at https://fred.stlouisfed.org/series/GS10 (T-Bond rate).


Bernanke argues that these foreign capital inflows were invested not only in US Treasury and Agency securities (including GSE MBS), but also in AAA-rated PLS and commercial mortgage-backed securities (CMBS).55 Bernanke also notes that other advanced economies—Europe and Japan—showed a similar appetite for “safe U.S. assets,” despite running roughly balanced current accounts.56

For investors seeking AAA-rated assets, there were few options other than sovereign, Agency, and structured products. As Lloyd Blankfein, CEO of Goldman Sachs, noted, “In January 2008, there were 12 triple A-rated companies in the world. At the same time, there were 64,000 structured finance instruments … rated triple A.”57 (See Figure 8.5.) Those AAA-rated structured finance instruments were mainly PLS based on US mortgages. Those AAA-rated PLS were where substantial foreign investment landed, for as Bernanke argues, “investors were willing to reach for some additional yield by purchasing AAA-rated MBS rather than Agency debt (or sovereign bonds at home).”58
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Figure 8.5.   PLS, CMBS, and ABS Share of Non-Sovereign AAA-Rated Securities Outstanding, 1998–2007

Data source: Ben S. Bernanke et al., International Capital Flows and the Returns to Safe Assets in the United States, 2003–2007, Feb. 2011, at http://www.federalreserve.gov/pubs/ifdp/2011/1014/ifdp1014.htm.


Bernanke’s global savings glut explains an expansion in credit in the United States. But Bernanke’s explanation overlooks a crucial detail: the only way that dodgy subprime mortgages could be converted into AAA-rated bonds was through structured finance. Structured finance does not eliminate risk; it merely concentrates it, and it did so in the junior tranches in PLS deals.

The creation of AAA-rated PLS necessitated the creation of non-investment-grade PLS. The by-product of structuring a securitization of subprime mortgages so that some tranches are AAA-rated is a bunch of lower-rated tranches. The alchemy of securitization can turn financial lead into gold, but it also leaves behind a radioactive residue of some securities with highly concentrated risk. This is a pivotal insight that many commentators fail to understand.

While the vast majority of the PLS—nearly 90 percent by dollar amount—were AAA-rated, securitization deal economics were simply not workable unless there were also buyers for the lower-rated pieces at reasonable yields. The strength of the demand for AAA-rated PLS is irrelevant unless there is sufficient demand for the lower grade tranches that are necessary for creating the investment-grade PLS. Without demand for both the AAA-tranches and the lower-rated tranches, securitization transactions will not be undertaken.

The catalyst, then, for the oversupply of underpriced mortgage credit was the demand for the lower-grade PLS. Absent this demand, PLS would not have been economically viable, and the global savings glut would have had to find a home in other asset classes. Accordingly, Bernanke’s Global Savings Glut story is incomplete because it does not explain the demand for the lower-grade PLS necessary for generating the AAA-rated PLS.

The problems with the Global Savings Glut theory do not end there. Neither the Bernanke explanation, nor the Taylor explanation for that matter, explains why lenders mispriced mortgage credit risk. Being flush with cash does not have to translate into mispricing of risk. Nor does either theory explain why there was a compression of default risk premia for PLS, but not for corporate securities. The cost of credit is always the risk-free rate—which is set by the Fed for short-term rates—plus a risk premium. Even if the risk-free rate was historically low, the risk premium should not have changed. Why would yield spreads (the risk premium) drop even when risk was rising? Finally, neither Bernanke nor Taylor explains the concomitant explosion of this form of credit relative to GDP rather than that of corporate debt, which stayed in relative fixed proportion to output.59 Global savings flows, just like monetary policy, is an incomplete story.




The Market Relaxation of Underwriting Standards

A number of studies, most notably the work of economists Atif Mian and Amir Sufi, present what might be called a latent supply-side theory that emphasizes easier credit, in response to a growing need for credit.60 Mian and Sufi point to growing income inequality in the decade prior to the expansion of credit and then argue that the credit expansion was a response through the easing of lending terms for LTMI borrowers. Hence, they argue that there was a relaxation of credit terms, through securitization, particularly for lower-income, subprime borrowers, that was critical in inflating the bubble.

We call this a latent supply-side theory because it does not explain why such a relaxation of credit terms resulted in an asset price bubble, much less one with systemic implications. Moreover, the bubble was not merely a low-income phenomenon. Indeed, there was little change during the bubble period in the cross-sectional distribution of either debt or housing wealth.61

A contrasting theory has been championed by economists Christopher Foote, Lara Loewenstein, and Paul Willen, who argue that the bubble emerged from an easing of mortgage supply constraints but that this easing was endogenous—that is, it occurred in response to home price increases—and was not the cause of the bubble, but rather a response.62 Their endogenous easing theory is similar to one put forth by finance theorists, that a relaxation of supply constraints occurred due to an (unspecified) technological innovation that then enabled an easing of borrowing constraints, which in itself led to lower risk premia because the economy became less risky.63 Neither theory comports with the evidence on the price of risk, which declined as risk increased. The economy obviously became riskier as housing prices departed from fundamentals and as underwriting deteriorated.

A number of other studies have pointed to securitization as being critical to the relaxation of credit terms.64 Some of these studies emphasize the principal-agent problem inherent in securitization.65 These studies, however, do not attempt to provide complete explanations of the housing bubble, but instead test more focused propositions about whether securitization facilitated laxer lending standards. Accordingly, they do not explain the timing of the bubble and do not integrate the institutional changes in the mortgage market. These studies also do not explain why securitization led to laxer lending standards or why normal market discipline failed.

It is also important to emphasize that even though PLS were the vehicle through which the credit supply expanded in the United States, they are not the only way to arrive at a credit-fueled bubble. Internationally, parallel housing price bubbles occurred in countries such as Ireland, where securitization provided little of the financing,66 or Spain, where securitization took the form of covered bonds that remained a secured obligation of the bank. (Refer back to Figure 8.2.) Moral hazard in securitization might have contributed to the US housing bubble, but it lacks broader explanatory power about why the US housing bubble emerged when it did and regarding the emergence of housing bubbles generally.

The existing explanations of the bubble are either inconsistent with the evidence or incomplete. In the next chapter we present our own supply-side theory. Our theory connects the relaxation of underwriting standards to the change in mortgage products and the mortgage market’s institutional shift from the GSE securitization duopoly to unregulated private-label securitization. It explains why this shift in products and securitization channels resulted in the underpriced credit that fueled the bubble and why the bubble was broad-based across the credit spectrum.








 



CHAPTER NINE

The Wall Street Securitization Bubble


IN THE PREVIOUS chapter we explored various theories of the bubble and found them either incomplete or inconsistent with the evidence. We now present our theory of the bubble.

The bubble was caused by the underpricing of mortgage credit due the shift in mortgage financing from quasi-regulated GSE securitization to unregulated private-label securitization by private investment banks. This shift occurred starting around 2003 and was facilitated by the emergence of collateralized debt obligations (CDOs), a new class of investment vehicles. CDOs provided the investment for the riskiest pieces of PLS, without which the much-sought-after AAA-pieces of PLS could not be created. This meant that credit risk in the mortgage market was concentrated on CDOs, but CDO, as we shall see, were incentivized to underprice risk.

The expansion and underpricing of the housing finance supply through PLS enabled and encouraged borrowers to bid up home prices by making credit cheaper and more available. This credit expansion fueled a bubble, not only in residential real estate, but also in commercial real estate, where CDOs played a parallel role in the underpricing of risk by private-label commercial mortgage-backed securities (CMBS).1 (Refer back to Figure 8.1.) The expansion of mortgage credit (through different financing channels) had the same effect on home prices in some European countries, such as Iceland, Ireland, Spain, and the United Kingdom, where credit expansions resulted in housing bubbles. (Refer back to Figure 8.2).

The expansion of underpriced housing finance incentivized investors to buy and flip homes cheaply and enabled borrowers who were previously constrained—meaning borrowers who had previously faced limits on their ability to obtain mortgage credit and thus on their home purchase capacity—to buy more housing. Importantly, constrained home buyers are not just low-income borrowers. Any potential buyers who optimally would buy more of a house, given the absence of financing constraints, are also enabled by the easing of lending limits. Given the upward pressure placed on home prices across the income spectrum from the expansion of the mortgage supply to previously constrained borrowers, previously unconstrained borrowers also had to borrow more in order to remain competitive in the home purchase market.

The expansion of mortgage credit collided with an inelastic housing supply, with the result that home prices were bid up. Home construction does not take place overnight, and even as home building expanded, it still lagged behind demand in the wake of the credit expansion. Thus, there were more bidders willing to pay more for the same limited supply of housing, resulting in home prices rising rapidly.

But because the higher home prices depended on mispriced credit and on underwriting that would predictably raise default rates, once the momentum in demand growth and price rises ended, the price increase was unsustainable. In other words, home prices were bid up beyond fundamentals, and when the credit supply then ultimately faltered because of the unsustainable nature of the mortgage products it was financing and the exhaustion of the borrower pool, a collapse in home prices was inevitable.

Thus, the shift in the financing channel from GSE securitization to PLS produced an underpricing of risk that was the proximate cause of the bubble. The GSEs’ duopoly had kept risk in check, in part because the GSEs internalized the risk of inflated housing prices from overly easy credit because they were the market and in part because the GSEs’ competition with each other, such as it was, was primarily not price competition, but rather competition in service provision to lenders that sold mortgages to them.2 PLS, in contrast, lacked such structural constraints on risk. Once PLS broke the GSE duopoly, however, then the GSEs, as private, shareholder-controlled firms, were compelled to take part in the race to the bottom in underwriting standards in order to retain market share. Yet as we showed in the previous chapter, the GSEs were late arrivals; they stepped up their financing of housing only after home prices had peaked.

This chapter details this explanation of the bubble with a particular emphasis on why the shift in financing to PLS resulted in an underpricing of risk. Our explanation necessitates a deeper question, however, about the broader efficiency of markets. Why did the market not move against the increasing underpricing of risk in the PLS and the resulting overpricing of housing? In a world of perfect markets, investors would have spotted the underpricing of risk and priced against it, returning the housing finance, and thus the home price market, to its original equilibrium.

That, of course, did not happen. Instead, there was a market failure. We believe that the market failure is the inability of investors to short housing. Housing markets are incomplete, given that there is no instrument to sell housing short. While unsustainable debt propelled prices upward, there was no countervailing downward pressure from short investors to stop the bubble. The rise in housing prices, which was untethered to fundamentals, was not countered by short selling, as would be the case for any other asset. It was not countered because that would have required both adequate information about the mispricing of housing and an investment vehicle for going short, but neither existed, as we explain in the next chapter.


The Securitization Daisy Chain

Now that we have previewed our theory of the bubble, let’s take stock of what we have seen thus far, as it provides the building blocks for our theory of the bubble.


	First, we saw in Chapter 7 that the bubble was a supply-side phenomenon: the supply of mortgage financing increased even as the price fell, indicating that the supply curve for mortgage finance moved rightward. Thus, the bubble was the product of an oversupply of underpriced mortgage financing.

	Second, we had previously seen, in Chapter 6, that the housing bubble was a relatively brief phenomenon, lasting from around 2003 or 2004 until 2006.

	Third, Chapter 4 demonstrated that the 2003–2006 period corresponded with a sharp shift in mortgage products from the traditional 30-year fixed to a variety of risky, nontraditional mortgage products that harkened back to the bullet loans of the Great Depression, in that they relied on borrowers being able to refinance the loan rather than pay it off according to its terms.

	And fourth, Chapter 4 also showed that the 2003–2006 period corresponded with a dramatic shift in the mortgage-financing channel from regulated GSE securitization to unregulated PLS.



Together, these four observations point to the explosive growth of PLS as the prime factor in the housing bubble. The housing bubble was fueled by nontraditional mortgages. Nontraditional mortgages and relaxed underwriting standards that relied heavily on questionable “compensating factors” enabled the expansion of the borrower pool, which pressured previously unconstrained borrowers to borrow up to their constraints in order to remain competitive in the home purchase market. Nontraditional mortgages also enabled all borrowers to bid up prices higher than they could with traditional 30-year FRMs because of lower (initial) monthly payment structures. The expanded supply of mortgage credit collided with the inelastic housing supply, resulting in a boom in housing prices.

The expanded supply of nontraditional mortgages needed to be financed, and the financing came from PLS, not GSE securitization. The shift from GSE securitization to PLS as the dominant financing channel in the US mortgage market was essential for the formation of the bubble. But for the funding from PLS, there would not have been the growth in nontraditional mortgages or expansion of the borrower base. No PLS, no bubble.

What explains the explosive growth of PLS between 2003 and 2006? In the previous chapter we saw former Federal Reserve chairman Ben Bernanke’s attempt at an explanation, namely, that there was a global savings glut that meant investors had an excess of funds they were seeking to park in “safe assets.” Because there is a limited supply of traditional safe assets, such as US Treasury securities, GSE securities, and AAA-rated corporate securities, investors instead turned to manufactured safe assets, namely, AAA-rated structured securities, and PLS were the largest structured securities market.

As we have seen, however, Bernanke’s explanation was incomplete. While Bernanke explains the demand for AAA-rated PLS, he does not address the demand for PLS’s lower-grade by-product securities. It is not possible to create AAA-rated PLS without generating a lower, often noninvestment-grade by-product. For alt-A and Jumbo PLS deals, over 90 percent of bonds would have been rated AAA at issuance, while for subprime PLS transactions, the figure is closer to 75 percent.3 Most of the non-AAA bonds would be investment grade (at least BBB), yet there was always a tail of noninvestment grade (junk) bonds produced by a PLS. For the economics of a securitization transaction to work, however, there must be a market for both the AAA-rated PLS and the lower-grade PLS. Unless someone is willing to purchase the lower-grade tranches, the deal will not be made, even if there is robust demand for the AAA-rated tranches.

Understanding the demand for the lower grade tranches of PLS is particularly key to understanding the bubble because the credit risk of the entire housing finance system was concentrated on the holders of those lower grade PLS tranches. Who were these investors, and why did they underprice the risk on mortgages so badly?


The A-Piece and the B-Piece

PLS have been around since the late 1970s, and there was always a need to place the lower grade junior tranches of PLS. A small market existed for these tranches, among a number of investment funds that specialized in buying subordinated debt—the lower-grade tranches.4 These subordinated-debt investors tended to be quite circumspect about credit risk precisely because they were the most exposed to it by virtue of their subordination.5 These subordinated-debt investors were also quite focused on interest rate risk because the prepayment speeds on the senior tranches affected the credit risk on the junior tranches; to the extent that a loan was refinanced, it meant that no loss would be incurred on that loan.

The senior tranches of PLS were known as the A-piece, while the junior (credit-subordinated) tranches were called the B-piece. Because there was a much more limited market for the B-piece than the A-piece, the B-piece was traditionally sold first, prior to the sale of the A-piece. Once the pricing on the B-piece had been worked out, then the A-piece could be priced. Because of their relative market power, B-piece buyers were historically able to obtain substantial loan-level information about the proposed mortgage pools underlying the securities prior to the sale of the B-piece. B-piece buyers also had the ability to have individual properties that they did not want removed from the pool.

B-piece investors’ risk tolerance should have provided a limit on the expansion of PLS: as the junior tranches of PLS became riskier, investors would have demanded a higher yield or simply would not have bought them. In order to support the higher yields on PLS, the underlying mortgages would have had to have higher interest rates or the PLS would have to have been issued at a discount from par.6 Higher interest rates on the mortgages would have pushed down home prices, while deeper discounts from par would have reduced the funding available for mortgages, again pushing down home prices. Either way, if the market had worked efficiently, the end result should have been for real estate prices to return to an equilibrium. Subordinated-debt B-piece buyers should thus have provided a natural limitation on risk and restored correct asset prices according to the fundamental theorem of asset pricing, which teaches that if an asset is overvalued, then investors will be against it, resulting in the asset’s price falling.7 Yet this is not what happened during the bubble years. Why did B-piece investors—those most exposed to credit risk on US mortgages—fail to properly price for risk?



The Change in the B-Piece Market

The B-piece market failed to constrain the expansion of risk in PLS because of a change in the B-piece market place. Prior to the bubble, there had been only a limited number of B-piece buyers. These traditional B-piece buyers had expertise in evaluating credit risk, but they were displaced in the 2002–2004 period by new entrants in the B-piece market. These new entrants were a type of investment fund, which is known as structured-finance collateralized debt obligations (CDOs).8

CDOs outbid traditional B-piece buyers for the junior tranches of PLS by CDOs, meaning that the CDOs were willing to purchase the junior tranches at a lower yield.9 The CDOs expanded the B-piece market, which eroded buyers’ market power, even as the CDOs lacked traditional B-piece buyers’ expertise in evaluating credit risk. Moreover, CDO managers were incentivized with compensation structures that encouraged the purchase of B-pieces irrespective of risk on the underlying mortgages.10 Thus, from 1997 to 2007, CDOs were the buyers of around 80 percent of all BBB-rated subprime PLS bonds.11 Given that the overwhelming majority of CDOs were issued from 2004 to 2007,12 we can safely say that well over 90 percent of BBB-rated subprime PLS bonds issued during this period were purchased by CDOs.

Because the CDOs were willing to accept a lower yield for the B-pieces, the yield that had to be generated by the securitized mortgages did not increase even as the riskiness of the mortgages did. Thus, because of the growth of the B-piece market due to the CDOs, interest rates on mortgages did not rise even as the mortgages became substantially riskier, both on an individualized basis and, given the correlated effects of home prices on each other, on a market-wide basis.13 The expansion of the B-piece market through CDOs undermined a key limitation on the riskiness of securitized mortgages.

The institutional change in the B-piece market structure was an essential ingredient for the PLS boom that financed the Great American Housing Bubble. CDOs were the main source of demand for the lower grade PLS tranches.14 Structured-finance CDOs were virtually nonexistent before 2000 and only took off in 2004, rapidly peaking in 2006.15 (See Figure 9.1.) From 2004 to 2007 there some $3.9 trillion of PLS were issued. Of that, roughly $3.5 trillion (92 percent) was AAA-rated at issuance. That meant that some $300 billion of non-AAA-rated PLS were issued, most of which went into structured-finance CDOs. CDOs accounted for over two-thirds of the demand for non-AAA-rated PLS.16

[image: ][image: ]
Figure 9.1.   Structured Finance CDO Issuance by Year, 1999–2007

Data source: Larry Cordell et al., “Collateral Damage: Sizing and Assessing the Subprime CDO Crisis,” Fed. Reserve Bank of Phila. working paper no. 11-30, at 31, tbl. 2 (Aug. 2011).


By 2005, most of the lower-rated subprime PLS were being resecuritized into CDOs,17 and structured-finance products accounted for over half of global CDO assets between 2004 and 2007.18 Without CDOs there was almost no demand for the B-piece of PLS, and without demand for the B-piece, it was impossible to sell the A-piece.

In other words, the massive shift in the financing channel from regulated GSE securitization to unregulated PLS that drove the bubble could not have occurred without CDOs. Without CDO demand for the B-piece, the PLS market would have remained a small, niche market, no matter the size of the global savings glut demand for the A-piece. The CDOs were not the only factor in the housing bubble. Nonetheless, but for the entry of CDOs into the B-piece market, the Great American Housing Bubble would not have occurred.

The same story is true for the parallel commercial real estate bubble. CDOs outbid the traditional B-piece buyers in CMBS, which witnessed a subsequent underpricing of risk, which enabled commercial real estate prices to be bid up in those urban markets financed by CMBS.19 (Refer back to Figure 8.1.)



What’s a CDO?

Recognizing the shift in the financing channel and expansion of mortgage credit that fueled the bubble was possible only due to the emergence of CDOs raises a further question: why were CDOs buying the non-AAA-rated tranches of PLS (and CMBS)?

To answer this question, it is necessary to understand in some technical detail what a CDO is. A CDO is a type of closed-ended investment fund. The CDO will be created by an equity “sponsor,” typically an affiliate of a major securitization sponsor. In other words, a CDO will generally be created by a large investment bank. The CDO will raise funds from investors by selling securities, which are confusingly known themselves as CDOs. For the sake of clarity, we will refer to the securities as “CDO securities.” The CDO (entity) will then use those funds to purchase a pool of assets that comply with certain investor guidelines. Many CDOs are actively managed, and even those that are not have reinvestment criteria, so the assets held by the CDO may change over time, even though there is no new investment in the CDO itself.

CDOs differ from other types of closed-end investment funds in two key ways. First, investments in the CDO are tranched in a senior-subordinate structure, and second, CDOs invest mainly in other structured securities. A CDO is a structured securitization of structured securities. For example, a CDO would purchase a set of PLS and then issue its own tranched securities. The CDO securities would be backed largely by the B-pieces of PLS, which would, in turn be backed by nontraditional mortgages.

The effect of tranching on CDO securities is the same as with PLS: when a CDO (entity) purchases a set of PLS B-pieces and resecuritizes them, it produces a set of AAA-rated CDO securities and also a CDO B-piece securities by-product. Those CDO B-piece securities would themselves be resecuritized into what’s known as a CDO2, an investment fund whose assets are CDO securities or a CDO of CDOs. The process could in theory be repeated infinitely with CDO3s, etc. Notably, most CDO2s were not purely resecuritizations of CDO tranches, but also included some PLS tranches, making the labeling messy. Figure 9.2 illustrates this process.

The theoretical result is an endless daisy chain of resecuritization that expands demand for the B-piece in PLS. Given how short-lived the bubble was, however, the CDO daisy chain did not go through very many iterations before it collapsed; there were only a handful of deals that included resecuritizations of CDO2 tranches. Nonetheless, the CDO market both enabled the creation of many more AAA-rated securities to satisfy demand from the global savings glut and also provided a home for PLS’s unwelcome B-piece by-product.
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Figure 9.2.   Resecuritization Process for CDOs and CDO2s

Data source: Larry Cordell et al., “Collateral Damage: Sizing and Assessing the Subprime CDO Crisis,” Fed. Reserve Bank of Phila. working paper no. 11-30, at 44, fig. 1 (Aug. 2011).




Amplification of Implicit Leverage via CDOs

Most CDOs were based on junior tranches of PLS, so even though the majority of the CDO securities would be investment grade, they had a much higher degree of implicit leverage than investment-grade PLS. A rise in defaults on the underlying mortgages would hit the investment-grade CDO securities before it hit the investment-grade PLS.

To see how, imagine a securitization of $100 million in mortgages, which generates $100 million in face amount of PLS. The PLS are structured so that all credit losses on the mortgages first flow to the B-piece, which is the junior 10 percent of the securities. Only after that $10 million B-piece is exhausted do losses then flow, on a pro-rated basis, to the A-piece.

Now suppose that ten of those $10 million B-pieces are then resecuritized into a $100 million CDO, which is again tranched so that all the losses first flow to the junior-most tranches of the CDO, again a 10 percent ($10 million) B-piece. If there are losses of 0.5 percent on all of the mortgage pools (that is $5 million total losses on the $1 billion of mortgages), there will be no effect on any of the A-piece investors in the PLS. Each of the ten PLS B-pieces, however, will have a 5 percent loss ($500,000 out of $10 million). There will not be any losses on the CDO securities A-piece, but there will be 50 percent losses for the B-piece investors in the CDO securities ($5 million out of $10 million).

Now imagine that the losses on the mortgages are 3 percent ($30 million out of $1 billion). Each of the ten PLS B-pieces will suffer losses of 30 percent ($3 million out of $10 million), but there will still be no losses for the PLS A-piece investors. For the CDO, however, the $30 million in aggregate losses will wipe out the entire $10 million B-piece, and the A-piece will incur $20 million in losses, a 22 percent loss rate. Thus, even the investment-grade securities in the CDOs had a much higher degree of implicit leverage. A CDO2 will, of course, only amplify this degree of leverage. The point is that a CDO’s junior tranches are substantially riskier than the junior tranches of the underlying PLS.



Why Did CDOs Buy B-Pieces?

Why did CDOs outbid traditional, savvy subordinated-debt investors for the junior tranches of PLS? Why weren’t the CDOs just as savvy? The answer lies in the warped incentive structures of CDO managers, such that the displacement of traditional B-piece buyers by CDOs meant a severe loss in attention to credit risk.

CDOs are actively managed investment vehicles, meaning that the specific securities in which a CDO invests are determined by its manager, rather than being preset according to contract with the CDO investors (although investors do contract to place limitations on the CDO’s investments). CDO managers have been derided as not so sharp, little more than “two guys and a Bloomberg terminal in New Jersey.”20

We are not in a position to evaluate the acuity of CDO managers’ investment acumen without the benefit of hindsight, other than to note that few CDO managers were, by background, mortgage credit risk specialists. Yet the problem with CDO managers may not have been their lack of sophistication as much as their incentives.


SOURCE OF CDO MANAGER BUSINESS

As the PLS market took off, the banks that securitized loans found themselves constrained by the limited demand for increasingly risky B-pieces. CDOs provided the answer. CDOs have been around since 1987. From their origins they were used as a device to create artificial demand for risky securities, rather than for any positive economic purpose.21

While CDOs were an exceedingly small market prior to 2002, often involving resecuritization of assets other than PLS, they were a transactional solution to the organic demand limitation banks faced with PLS. By creating CDOs, the banks generated artificial demand for the B-pieces and thereby allowed much greater transaction volume in PLS overall, not to mention fees for the banks that arranged and sold the transactions.

CDO managers got their business in the first instance from the investment bank that arranges the CDO. While it was necessary for the managers to inspire sufficient confidence to get investors to buy into the CDO, the managers were not chosen by the investors in the CDO’s securities but by the CDO’s arranger, which meant that CDO managers who wanted to get future business needed to keep the arranger happy. Indeed, CDO managers appear to have been willing to purchase bad securities—or at least not ask too many questions—in order to attract future deal flow from CDO arrangers.22

Some CDO arrangers were banks that were fully or partially integrated through the whole mortgage chain, from origination to securitization and servicing. Vertically integrated firms had an informational advantage over investors, because they could obtain servicing data about loan performance in real time, unlike investors. This meant, among other things, that they could observe warning signs of credit losses like early payment defaults and identify which PLS tranches were lemons.

Given that banking institutions were looking for a place to park the B-pieces from their PLS deals, there was a strong pressure on CDO managers to buy B-pieces.23 The result was that CDOs were used by investment bank arrangers to offload their PLS B-piece lemons, as evidenced by higher losses on the CDOs arranged by vertically integrated banks (which had an informational advantage and could better identify lemons) than on those arranged by nonintegrated banks.24



CDO MANAGER COMPENSATION

CDO appetite for B-pieces was further whetted by CDO manager compensation structures that created a host of misaligned incentives that discouraged managers from using careful diligence with investment risks, while also encouraging investment, particularly in PLS and PLS-based derivatives (that is, selling CDS protection on PLS). The details of CDO manager compensation structures are discussed in Appendix C. These incorrectly structured incentives, combined with the CDO managers’ need to please CDO arrangers to get a future deal flow, meant that CDO managers had little reason to carefully diligence with the securities they were purchasing and even had incentives to purchase particularly risky securities.




But Who Was Buying the CDOs?

CDOs themselves needed buyers. Again, the AAA-rated senior tranches of CDOs were relatively easy to sell, but the junior positions posed a challenge, and unless the junior tranches could be sold, the economics of resecuritization would not work. There were always some quantum of unsophisticated investors who could be stuffed with some of the B-pieces of the CDOs. To the extent that they did not exhaust the supply, the CDO B-pieces could be placed by simply extending the daisy chain and placing them into a CDO2 or, more commonly, into another CDO alongside PLS B-pieces. The result, with each round of resecuritization, was an ever-more-toxic by-product of concentrated credit risk.

At the same time, however, the dollar volume of invesment necessary to support this inverted risk pyramid decreased with each round of securitization. The resecuritization process created a massive amount of implicit leverage, which had the effect of amplifying losses. It also meant that deals could get done with very little in the way of investment in whatever the ultimate B-pieces were.

Thus, over the 2004–2007 period, it took only $28 billion of CDO2 to support some $557 billion of CDOs, which in turn supported $3.9 trillion of PLS.25 In other words, a mere $28 billion of CDO2 supported a multi-trillion-dollar PLS market that in turn funded the nontraditional mortgages that enabled housing prices to be bid up beyond fundamentals. But for this relatively small amount of investment in CDO2s, the bubble would not have happened. In other words, it took only a very small amount of dumb or conflicted money in CDOs to build an enormous pyramid of leverage in the housing market.

In theory, the resecuritization daisy chain is endless, but in practice, it did not have very many iterations. There were some 318 structured-finance CDOs from 2004 to 2007, but only 48 of those were CDO2s or beyond, meaning that at least half of their collateral consisted of tranches of other CDOs.26 The extreme concentration of risk in these vehicles made them simply too hard to sell. The inability to extend the daisy chain by further iterations did not really matter, however, because the housing bubble was so short-lived; the bubble collapsed even before the daisy chain was exhausted. While the bubble existed, the CDOs financed the B-piece of the PLS, and with the B-piece sold, it was easy to then find buyers for the AAA-rated A-piece.

The result was, in the short term, an enormous amount of underpriced mortgage finance that enabled buyers of homes, both homeowners and property investors, to bid up home prices—as long as the borrower pool continued to grow at a sufficient rate. When growth of this pool slowed, the bubble could not be sustained, and the fuse for the financial crisis was lit.



The Mortgage Arms Race

CDO underpricing of B-piece risk enabled the sale of PLS, which in turn provided the financing for nontraditional mortgages. These nontraditional mortgages had lower initial monthly payments because they were often not fully amortized or had initial teaser rate periods (such as 2 / 28s and 3 / 27s). These lower payments enabled borrowers to borrow more, based on the affordability of the initial payments, with the assumption that the loan would be refinanced before payments increased. Similarly, these nontraditional mortgages were often made at higher LTVs than traditional underwriting allowed, which enabled borrowers to borrow more, and they were frequently coupled with a second mortgage that increased leverage further. These second mortgages were often piggybacks designed to enable the borrower to borrow at a high CLTV without private mortgage insurance, which meant that the borrower could borrow more because funds could be used for monthly mortgage payments instead for PMI premiums. The underwriting on the nontraditional mortgages was also laxer. DTI ratios were higher than on traditionally underwritten mortgages, meaning that the borrower was permitted to take out a larger loan than otherwise. And nontraditional mortgages were often not fully documented, meaning that the lender would rely on borrower representations of income and assets, which were frequently inflated.

The effect of all of this was to expand the demand for housing through increased credit availability to borrowers who were previously constrained in their borrowing ability by their credit quality. In particular, the shift in mortgage products to nontraditional mortgages financed by PLS expanded credit availability to two distinct groups of credit-constrained borrowers. First, it enabled homeownership for borrowers who had previously been shut out of the housing market, which had the effect of driving up homeownership rates. These were generally low- to moderate-income (LTMI) borrowers. Second, nontraditional mortgages increased credit availability for constrained borrowers who were already homeowners but wanted to purchase more home. These borrowers were not generally LTMI borrowers but were instead in the middle or upper part of the income distribution, as they were already homeowners.

The expansion of the mortgage supply enabled previously constrained households from across the income spectrum to bid more for homes. Because the housing supply cannot expand in real time to keep up with an expansion of the mortgage supply, these higher bids put competitive pressure in the home purchase market on previously unconstrained households, which responded by borrowing up to their constraints in order to keep up, both because their demand for housing is not perfectly elastic and because the cost of credit was falling during the bubble period. In addition, the expansion of underpriced credit increased the incentives for property investors to borrow more because the default put option imbedded in functionally non-recourse mortgages was underpriced.

Thus, an initial expansion of mortgage credit to constrained borrowers set off an “arms race” among all borrowers for housing debt.27 Consumer price expectations likely contributed to this arms race, but they were not necessary for it. Even if home price expectations remained unchanged, the competitive pressure of an arms race would have resulted in an increase in housing prices beyond fundamentals, as they did in some markets where rates of change in prices did not increase but remained far above fundamentals nonetheless, such as in the lower Midwest.




Mr. CDO in the Market with a PLS

At this point, we have the simple answer to the whodunit about the Great American Housing Bubble. The bubble was a supply-side phenomenon fueled by underpriced mortgage credit. The underpriced mortgage credit was provided in the form of nontraditional mortgages, which were financed primarily by PLS, and which were only possible in volume because of CDO demand for the B-piece.

Thus, in a reductionist sense, we can point the finger squarely at Wall Street for the bubble. The bubble was not the result of government policies supporting fair lending and affordable housing, but rather the result of a shift in mortgage financing from quasi-regulated securitization by the GSE duopoly to unregulated securitization by Wall Street. This shift was facilitated by a quarter-century of incremental financial market deregulation and the advent of automated underwriting, but the ultimate cause of the bubble was a shift in the financing channel that resulted in credit risk moving from control by the Fannie / Freddie duopoly to the private-label market that lacked the ability, incentive, or regulation to restrain it.

Our explanation of the bubble represents a third position between opposing economist camps. Their scholarly debate is over both who were the borrowers and also over the role of credit, with the “credit supply view” opposed to the “passive credit view.” Atif Mian and Amir Sufi, the chief proponents of the credit supply view argue that it is lower-income borrowing, financed by subprime credit that drove the bubble. The credit supply view correctly identifies the expansion of credit unrelated to fundamentals, but it errs in identifying the expansion of credit as being concentrated on LTMI subprime borrowers and neighborhoods.28 Instead, as the proponents of the passive credit view have shown, there was a broad-based expansion of credit across the spectrum.29

It does not follow, however, that the expansion of credit merely followed the increase in pricing without a causal role,30 or that the upward march of home prices was predicated on a change in consumers’ price expectations,31 as various proponents of the passive credit view have argued. Our arms race theory explains a mechanism whereby an expansion of credit to constrained borrowers would force unconstrained borrowers to borrow up to their constraints without any growth in demand. Indeed, the bubble was clearly driven by the expansion of the credit supply, given that the price of mortgage credit decreased even while risk increased during the bubble period. (See Chapter 7.) Demand might well have increased because of irrational exuberance about future house price appreciation, but the movement in mortgage pricing indicates that supply expansion outpaced any growth in demand. The evidence is for the bubble being driven by a credit expansion to all borrowers, including property investors.

Indeed, the prominence of property investors, or “flippers,” in the bubble is a strong indication of both the credit-fueled nature of the bubble and of that credit expanding across the spectrum, including to higher-income borrowers, because property investors tend to be in the higher income brackets. Investor properties accounted for a substantial portion of mortgage activity in bubble states during the boom,32 as well as in defaults during the bust.33 The availability and price of mortgage credit is the key to the flipper business model because flippers capture all the upside of home price appreciation with limited investment of their own, yet bear little of the risk of depreciation. Because of the effectively non-recourse nature of most US mortgages, flippers can exercise their “default put option” if property values fall. Moreover, flippers can exercise the put option for a lower “strike price” than an owner-occupant because they do not have relocation expenses.

Without cheap leverage, the returns on flipping a property are not likely to be competitive with other investment options. Because property investors have unlimited demand for property purchases, a growth in flipping activity indicates an expansion of the credit supply. A rise in house flipping is the inevitable response to a loosening of mortgage credit standards and a decreased price of the default put option. The increase in house flipping during the bubble is further evidence of the bubble being a supply-side explanation, but the increase was caused by an across-the-board expansion of credit, not merely an expansion of credit to LTMI subprime borrowers, even if it was initially so limited.



Explaining the GSEs’ Behavior during the Bubble

This is our explanation of what caused the housing bubble. But there are still some unanswered questions that need to be addressed. First among them is the role of the GSEs in the bubble. In the previous chapter we explained that the GSEs could not be held responsible for the bubble: although they loosened their underwriting standards, they ramped up their lending after home prices had already peaked. Nonetheless, it is necessary to explain why the GSEs would have relaxed their underwriting standards during the bubble years.

The GSEs’ behavior appears to be a competitive response to PLS. As long as the securitization field consisted predominantly of the GSEs and Ginnie Mae, there was no race to the bottom in underwriting standards. There was always the potential for a rate war between Fannie and Freddie, but it never materialized; the regulated duopoly was stable in this regard. Instead, Fannie and Freddie preferred to compete on other, non-price dimensions, such as customer service to the financial institutions from which they purchased loans and the payment terms of their MBS.

The growth of PLS, however, changed things. In 2003, the GSEs had issued 70 percent of all MBS. That figure had fallen to 47 percent in 2004, and to 41 percent by 2005, while PLS rose from 22 percent in 2003 to 55 percent in 2005. PLS rapidly displaced the GSEs as the dominate financing channel in the US mortgage market. (See Figure 9.3.)

Prior to the growth of PLS, the GSEs had held firm on their underwriting standards. The loss of market share forced the GSEs to relax their underwriting standards to compete with PLS in order to please their private shareholders. In contrast, the wholly public FHA / Ginnie Mae maintained underwriting standards and ceded market share.

The GSEs’ situation relative to PLS resembles the classic insurance regulation problem of a rate war for market share that results in all participants becoming insufficiently capitalized because they fail to charge adequate premiums for the risk they assume. The GSEs’ guaranty business is nothing more than a bond insurance operation. Indeed, the GSEs competed for a while with monoline bond insurers to insure certain PLS, such as with the Freddie Mac T-series.34 Yet the GSEs were not regulated in the same way as insurers. Insurance regulators not only require mandatory reserving, but generally must approve the insurers’ rate schedules. The approval of rate schedules is done with an eye to prevent insurers from underpricing risk in order to gain market share because it can ultimately result in undercapitalized insurers. The GSEs, however, were free to set their guaranty fees as they wished and to be highly leveraged, dividending out the income from their guaranty business to shareholders rather than holding it in reserve against losses.
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Figure 9.3. Share of Single-Family MBS Issuance, 1990–2018

Data source: Inside Mortgage Finance, 2019 Mortgage Market Statistical Annual.


What’s more, a key concern in the insurance business is the possibility of correlated losses. Insurance works quite well as a business when losses are uncorrelated, say, with title insurance. A blot on one homeowner’s title is unlikely to have any connection with a blot on other homeowners’ titles, so losses will occur as one-offs, which are easy for an insurer to reserve against. But when risks are correlated, there is the possibility of unexpected catastrophic and simultaneous losses, against which it is difficult to reserve. For example, Hurricane Andrew devastated the Florida home insurance industry because insurers did not have clear hurricane damage exclusions for wind and water damage. This meant that Florida home insurers faced massive correlated losses all at once, and many of them ended up insolvent and unable to cover claims.

Housing prices—and thus losses, given default—are both geographically and serially correlated. This makes insuring mortgage bonds a particularly risky endeavor. Moreover, housing prices are not simply correlated, but the causation is mutual, rather than from common external shocks, such as with a hurricane. This means that there is a built-in set of systemic externalities with housing, yet by definition, no one prices in these externalities.

With loosened underwriting standards, the GSEs ended up partially replicating the PLS market,35 and they paid dearly for it.36 The GSEs were collateral damage in a rate war ignited by the growth of private-label securitization. Under pressure from shareholders to protect their market share, the GSEs were caught up in a race to the bottom against PLS, and as late entrants to the race, the GSEs found themselves stepping up their lending in 2007 at precisely the time when the market was collapsing.

That the GSEs got into a rate war was a failure of regulation. Congress imposed relatively few statutory restrictions on what the GSEs could do. The only material statutory restrictions on GSE underwriting were the conforming loan limit and requirement of private mortgage insurance for high-LTV loans, but that could be circumvented through piggyback loans. Congress also tasked a feckless regulator, the Office of Federal Housing Enterprise Oversight (OFHEO), with supervision of the GSEs. The GSEs routinely flouted the implied charter restrictions on their activities without regulatory consequence, investing in tobacco stock and even (in the case of Fannie Mae) guarantying a CDO of PLS in September 2007.37 Part of the reason why the GSEs were able to do this was that they excelled in mobilizing domestic political constituencies against any attempt by OFHEO to exert tighter regulation.

At the same time, the deregulation of the financial markets that had begun in the 1980s ensured that there were few restraints on other pieces of the mortgage market. As we have seen, Congress preempted a number of state mortgage regulations in the 1980s and federal banking regulators pushed in the 2000s to preempt state attempts to supervise bank-affiliated mortgage lenders. The only thing, then, that held the GSEs in check was their duopoly market power, which encouraged each to act as if it were a monopolist, which meant internalization of the risk in the entire market.38 Duopoly kept the market in check—until the duopoly faltered with the rise of PLS.39

While the GSEs’ behavior may be explained as the result of being drawn into a rate for market share, other questions still remain. Turn back, for a second, to Bernanke’s AAA-investors, who were also necessary as part of the equation. Why did the A-piece investors view their investments as in fact being safe? And why didn’t the smart money recognize the problems with the CDOs and move against them? Why was there such widespread mispricing of risk? Why didn’t the market catch on to the problem? The next chapter takes up these questions.







 



CHAPTER TEN

The Key Market Failure


IN THE PREVIOUS chapters we explained how PLS fueled the US housing bubble, how PLS were enabled on scale only through CDOs, and that CDOs failed to price risk because of a set of serious incentive problems. While this might suffice for a whodunnit mystery, it still leaves a key question unanswered: why did the market fail to price against the bubble?

We both believe in the power of markets, so the market’s failure presents a conundrum. The fundamental theorem of asset pricing teaches that if an asset is overvalued, then investors will move against it, resulting in the asset’s price falling.1 That’s what’s supposed to happen when markets work properly. So, why didn’t investors recognize PLS as overvalued and bet against them? If the market had moved against PLS, it would have raised the yields necessary to sell PLS and thus raised the price of mortgage credit, which would have stifled the bubble before it could grow to devastating size. Similarly, if CDOs were underpricing PLS because of bad managerial incentives, why didn’t the market price against the CDOs? Put another way, did some sort of fundamental market failure occur?

Our answer is yes. The fundamental market failure that drove the housing bubble was the inability to short housing. In order to short housing, an investor requires two things. The first is information. That is, the investor must be able to tell that housing is overpriced. The second is an investment vehicle that allows for the expression of short pressure. That is, the investor must be able to act in the market against the overvalued housing.

As it happened, neither condition was readily met in regard to the US housing market. Investors were unable to recognize the existence of a housing bubble in anything close to real time. When investors did catch on to the overpricing, they faced a faced a problem because housing cannot be easily shorted. The method that investors used to short the housing market actually increased system-wide leverage and exacerbated the effects of the collapse of the bubble and turned it into a full-blown financial crisis. The market’s inability to observe risk pricing in real time and self-correct through short selling was the fundamental market failure that produced the bubble.

An explanation based on the underlying inability to short the housing market is an explanation that does not depend on the particulars of the financing channel. The US bubble was a PLS phenomenon, but other housing bubbles have occurred without the involvement of securitization. Our theory applies with equal force to credit-fueled housing bubbles outside the United States. It posits a simple proposition: markets cannot price correctly, absent sufficient information about risk and a vehicle to arbitrage mispricing. The information needed in the mortgage market is particularly complicated given the correlated nature of home prices, but at core it boils down to a risk-adjusted compression in mortgage spreads, a measure known as the Pavlov-Wachter indicator.2 When the Pavlov-Wachter indicator is observable, markets will price to prevent bubbles.3 When it is not, markets remain vulnerable. As we show in this chapter, investors were unable to observe market-wide risk metrics in real time, and, indeed, remain unable to do so today.


Information Failures in the Mortgage Market

The first step in preventing a bubble is identifying in real time that one is forming. How does one know that there is a bubble forming? We have defined a bubble as occurring when asset prices rise above those predicted by fundamental values. This means that a bubble is identifiable if one can predict asset valuations based on fundamentals.

In the case of a national housing market this is not a simple task. While some fundamentals, such as risk-free interest rates, are national in nature, others, such as population growth, secular growth in demand for homeownership among households, land use restrictions, and construction are local in nature. One cannot look simply to an expansion of credit as a sign of a bubble; a growth in credit might simply reflect a deepening of the market.

There is, however, one detectable signal of bubbles in the housing market—mortgage rates decreasing relative to Treasuries or to deposit rates despite increasing risk. A compression in credit spreads on mortgages—the Pavlov-Wachter indicator—is the mark of a housing bubble. It explains housing price increases that cannot be explained by fundamentals, and it predicts subsequent price crashes because, unlike changes in fundamentals, a credit spread compression while risk increases is not a sustainable equilibrium.4

To determine a credit spread compression, however, it is necessary to consider the value of two options embedded in US mortgages. The first option is what we call the “default put option,” which is the option for a borrower to walk away from a mortgage debt. This means that on default, a borrower can chose to surrender the property with few additional consequences; the debt is either not owed or is functionally not collectible. For owner occupants default is generally a function of a “double trigger”: lack of home equity plus a disruption to income, such as death, disability, divorce, or dismissal from a job. Thus, the default put option becomes attractive with negative equity plus an income shock. For property investors, negative equity alone (a single trigger) may suffice.

The second option is what we call the “leverage call option,” which is the option for a borrower to further encumber a property with junior mortgages, irrespective of the senior mortgagee’s consent or even knowledge.

These two options interface: the value of the default put option rises with greater leverage. The more indebted a mortgage borrower is, the more likely the borrower will have negative equity (half of the double trigger for owner occupants or the single trigger for property investors) and the more debt that can be avoided through the exercise of the put option. Thus, greater mortgage indebtedness increases the value of the put option. That greater mortgage leverage depends in part on the exercise of the leverage call option, because one way for a borrower to increase leverage is through junior mortgages. The following sections consider why investors failed to accurately price for these options.


Failure to Price the Default Put Option


THE DEFAULT PUT OPTION

Mortgage loans are formally either recourse loans or nonrecourse loans. On a nonrecourse loan, the borrower is not liable for the debt beyond the foreclosure value of the collateral property—the borrower’s liability is restricted to the loss of the collateral. In contrast, on a recourse loan, the borrower remains liable for any deficiency that might be owed on the loan beyond the foreclosure value of the collateral property.

Borrowers on nonrecourse mortgage loans have an imbedded put option: the borrower can, by defaulting, put or “sell” the asset to the lender for the outstanding balance on the loan.5 If the loan is nonrecourse, the borrower can then simply walk away from the debt to the extent it exceeds the value of the property. The borrower merely defaults on the loan and allows the lender to foreclose and the default put option is exercised.

The default option has a strike price that consists of (1) the loss of any equity the borrower has in the property, (2) the loss of the possibility of future equity appreciation, (3) damage to the borrower’s credit score, and (4) the costs of relocating. If the value of the property declines below the amount of the mortgage debt, then the first element of the strike price is satisfied, and if the property value declines sufficiently, then the second element of the strike price will be satisfied as well. If the borrower has equity in the property, he or she will not exercise the put option, but will instead just sell the property and use the sale proceeds to repay the loan.6 The borrower’s credit score will be damaged if he or she defaults, but federal limitations on credit reporting mean that a foreclosure only stays on a credit report for a maximum of seven years.7 Moreover, the foreclosure is unlikely to substantially affect a credit score after just a few years, and in any case, it is difficult for borrowers to determine the exact cost of a lowered credit score, so they are likely to discount this part of the strike price.

When a property is underwater, the most important part of the strike price is the borrower’s cost of relocating. This is not merely the pecuniary transaction costs of moving, but the disruption to the borrower’s life—schooling, employment, and other relationships may be tied up in the location of one’s home. Thus, for resident borrowers, the exercise of the default option often requires a double trigger of both negative equity and a loss of income that makes the debt service on the property too burdensome. If the borrower is not the resident of the property, however—that is, the borrower is an investor—then this part of the strike price is also readily satisfied. Property flippers have a lower strike price on the default put option than do owner-occupants, and flippers represented a disproportionately high share of defaults during the bust.8

Most mortgage loans in the United States loans are formally recourse loans. Functionally, however, virtually all US mortgage loans are nonrecourse because of the difficulty in collecting unsecured debt. First, debtors may simply lack the assets to repay the deficiency on a mortgage; blood cannot be squeezed from a stone. Second, state property exemption laws make it difficult to recover large debt obligations like most mortgage deficiencies from a debtor’s current assets. Third, federal and state limitations on wage garnishment make it extremely difficult to compel repayment of unsecured debts from future income.9 Even with maximum wage garnishment, repayment might take years. Fourth, a determined debtor can readily evade most collection attempts. And fifth, if the debtor files for bankruptcy, unsecured debts, such as mortgage deficiencies, can be discharged. Indeed, the threat of filing for bankruptcy may chill more aggressive collection efforts.

While there are costs to borrowers from avoiding debt repayment, these costs may be unavoidable if the borrower cannot repay or may still be deemed worthwhile by the borrower. Moreover, these costs are generally indirect and nonpecuniary, such as a damaged credit score. All of this means that US mortgage lending is, for all practical purposes, nonrecourse, so US mortgage borrowers have a default put option.



THE PAVLOV-WACHTER INDICATOR

The embedded default put option is priced into the credit spread on the mortgage. The value of the put option is part of the spread between duration-matched mortgage rates and deposit or Treasury rates.10 If priced correctly, the imbedded put option should have no impact on housing prices.11 If it is underpriced, however, then the underpricing should be incorporated by efficient markets into housing prices, as it means that credit is underpriced, so that housing is relatively cheaper for borrowers.12 Underpricing of the put option leads to housing prices that are inflated above their fundamental level.13

There are two reasons why credit spreads on mortgage loans over duration-matched deposits or Treasuries fall. First, the spread may compress because of a decline in the expected future volatility of housing prices, which reduces the put option’s value to nondiversified homeowners.14 A decrease in the credit spread for this reason is rational and does not impact housing prices.

Second, lenders may simply underprice the default risk. In such a situation, housing prices will increase because rational borrowers take advantage of the underpriced nonrecourse lending even if they are fully diversified.15 Again, flippers are more likely to take advantage of the underpriced put option because they are diversified and less personally attached to a property. Indeed, flippers did contribute substantially to the growth of borrowing during the bubble.16

The differential response of housing prices to a decline in credit spreads under these two reasons enables the identification of a signal of default risk underpricing. If credit spread compression is not correlated with housing prices, then the credit spread compression may very well be rational as outlined in the first reason above. However, if the credit spread compression is correlated with housing prices, then the compression is likely due to underpricing, with all of its consequences as discussed below.

A compression of credit spreads on mortgages—the Pavlov-Wachter indicator—is the telltale sign of a bubble. The Pavlov-Wachter indicator distinguishes between rational changes in the lending spread based on fundamentals and those based on an underpricing of the put option. The presence of the Pavlov-Wachter indicator signals an unsustainable price rise and therefore a coming market crash, and the greater the compression of spreads, the larger the extent of the crash will be. Thus, identifying a compression of credit spreads on mortgages is the key to identifying the formation of a housing price bubble.

The Pavlov-Wachter indicator can be applied to PLS as well. With a pass-through security, a compression of credit spreads on the mortgages will translate directly to a compression of credit spreads on the PLS. With structured securities, the analysis of the credit spreads is more complicated, but the weighted average credit spread on the different structured securities in a PLS should be equivalent to that of a pass-through with the same underlying mortgages, as structuring allocates risk but does not reduce aggregate risk.

While re-creating the weighted average credit spread on a structured security is complicated, it can be simulated simply by looking at the credit spread on the underlying mortgages because the credit spread on the PLS will be derivative of the credit spread on the mortgages, because the cash flows to the PLS are simply the cashflows on the mortgages minus servicing and other administrative expenses. This is exactly what we calculated in Chapter 7—we used the credit spreads on mortgages in PLS to test for the presence of the Pavlov-Wachter indicator of compressed credit spreads.17



WHY THE US MORTGAGE MARKET FAILED TO PRICE THE DEFAULT PUT OPTION

A compression of credit spreads on mortgages is not always readily detectible, at least in real time. If mortgage products are constant and homogeneous in the market, then the compression in credit spreads should be readily detectible. Because all other risk characteristics of the mortgages are held constant, any underpricing of risk will appear in credit spreads. But if mortgages are heterogenous or if there is a change in mortgage products, then it becomes much more difficult to detect a compression in credit spreads, because those spreads must be evaluated on a risk-adjusted basis in a heterogeneous market. When mortgages are not homogeneous, risk can seep in in many different forms, not simply in terms of the interest rate charged, but in terms of the interest rate relative to the other idiosyncratic risk features of the particular mortgage.

For example, consider what is involved in comparing the credit spread on a fully documented thirty-year fixed-rate, fully amortized purchase-money mortgage, made at a 95 percent loan-to-value (LTV) ratio to a borrower with a 720 FICO score with that on a 2 / 28 ARM limited documentation refinancing with an initial below-market teaser rate, made at 90 percent LTV to a borrower with a 780 FICO score. To have an apples-to-apples comparison of the credit spreads, one has to be able to adjust for each of the different characteristics of the loans and their various interactions, and that requires having complete information about the loans and then knowing how to adjust credit spreads based on that information. In other words, identification of credit spread compression in heterogenous and shifting markets is substantially more difficult—if not impossible—than in a relative homogeneous market.

Thus, in Chapter 7 we demonstrated that there was a material decrease in the risk premium on mortgages during the bubble. But we were only able to do so well after the fact and only after laborious hand-collection of data, which, while we believe is broadly representative, is not a random market sampling.

The US housing bubble was marked by the extraordinary growth of two types of interrelated, complex, heterogeneous, and novel products: nontraditional mortgages and PLS. These products shrouded mortgage credit spreads because credit spreads must be examined on a risk-adjusted basis and these products introduced a bewildering array of risks that needed to be accounted for if one were to attempt to calculate their movement.

When markets work, costs and risks are signaled through prices, which allows for efficient resource allocation. In markets in which information flows are shrouded or blocked, prices do not reflect costs, and risks and resources are allocated inefficiently. Complexity, heterogeneity, and novelty shroud information and thereby make it more difficult to evaluate investments. Complexity overwhelms the computational capacity of the human brain and even standard pricing models, while heterogeneity defeats cross-product comparisons, an inductive method upon which much of our pricing behavior relies.18 Novelty frustrates attempts to predict future performance based on past performance. Therefore, as complexity, heterogeneity, and novelty increase, mispricing becomes increasingly likely.

PLS are unusually complex and heterogeneous products. First, the underlying mortgages in a PLS tend to be complex and heterogeneous. Whereas a traditional GSE securitization consisted of a pool of thirty-year (or perhaps fifteen-year) FRMs with little variation in interest rates or underwriting criteria, a PLS would be based on a pool of mortgages with tremendous variation in loan structure and underwriting. Some loans would be fully amortizing, and some would not (balloon loans). Some loans would have interest-only periods, and others would not. Some loans would be thirty-year loans, while others would be twenty- or fifteen-year. Some loans would be adjustable-rate, and others would be fixed-rate. The ARMs would be of varying structures: 5 / 1s, 7 / 1s, 2 / 28s, 3 / 27s, and so on. Some loans would be underwritten based on full documentation, and others, on various lesser degrees of documentation of income and assets. Some of the loans would be first liens, and others would be junior liens. Thus, any particular PLS would be supported by a unique pool of collateral.

The complexity and heterogeneity of PLS does not stop with the underlying mortgage collateral, however. Every PLS deal has its own particular waterfalls for allocating credit and interest rate risk and its own set of credit enhancements—tranching, overcollateralization, excess spread, shifting interest, reserve accounts, pool insurance, and bond insurance—resulting in a unique payment structure. Thus, PLS involved complexity and heterogeneity at both the collateral level and at the securities level.

While it is common to talk about categories of PLS, such as “subprime PLS,” the truth is that there are substantial differences among subprime deals. A subprime PLS might have an average or weighted average FICO score beneath 620—but there is a material difference between a 618 pool and a 580 pool. Likewise, even for two deals with the same average FICO score, the distribution of FICO scores within the pools backing the PLS might be substantially different. Additionally, one “subprime” deal might be all ARM, another might be all FRM, and yet another might be a mix. The percentage of fully documented loans or of owner-occupied properties might vary, and so on. Thus, shorthand categories such as “subprime” are of limited usefulness.

PLS were not only complex and heterogeneous, but also novel. Whereas the long track record of 30-year fixed-rate mortgages makes their performance relatively predictable, nontraditional mortgages had little performance history, so investors had a limited basis for predicting their future performance, much less what would happen in a housing market with correlated asset prices as nontraditional mortgages became common products. This, in turn, made it difficult to predict the performance of PLS based on nontraditional mortgages, particularly as the PLS themselves involved novel structures. The PLS of 2006 looked substantially different from the PLS of 2000 or of 1990.

Complexity and novelty shrouded the risks inherent in PLS, and that, in turn, made it difficult to observe the compression of risk-adjusted credit spreads. If investors in 2005 or 2006 had wanted to undertake a technical analysis the credit risk on a PLS deal, it would have required three things that did not exist. First, it would have required loan-level data on all the loans in the deal. Second, it would have required data about the loans being made in other deals. Third, it would have required a performance track record on which to build an analytical model, including the impact of the lending on the volatility of the underlying collateral and its impact on housing prices. None of these existed during the bubble.

Loan-level data were not available on PLS deals. Historically B-piece buyers were able to get a “loan tape” before buying and exercise “kick-out” rights to exclude particularly risky mortgages from deals, but this practice ceased with the entry of CDOs to the market, as the CDO managers were not interested in the detailed credit risk analysis.

The SEC only started requiring disclosures for PLS offerings in 2006 under Regulation AB. Reg AB’s disclosure requirements only applied to registered securities, so some offerings were not covered (although most were). Moreover, it did not apply to offerings that were of primarily synthetic securities. But even for covered offerings, the SEC did not mandate any particular disclosure, only that of “material” information. The SEC strongly suggested that this material information would include certain types of aggregate, pool-level information, but did not specify the format in which such information was to be presented or exactly what information needed to be included. Disclosure of various types of aggregate loan pool information was already commonly included in pre-2006 prospectus supplements, but even after 2006 it was not standardized, either in terms of what types of loan characteristics were disclosed or how they were disclosed (for example, weighted averages or also deciles, often distributions, or maximums or minimums). The data that were disclosed were often disclosed on paper and in nonstandardized formats, making it harder for investors to collect and compare.

Critically, the data disclosed during the bubble years in PLS offerings never had loan-level information in advance, and even post-issuance data disclosures, were often plagued with missing data.19 This meant that it was difficult to know if the disclosed weighted averages were in fact typical of the loans in the pool or merely reflected an average of very good and very bad loans. Additionally, the disclosure even of aggregate information was done in prospectus supplements, which were generally made available only at the time deals were actually being sold. As a result, investors had almost no time to analyze the specifics of deals in the original issuance market.

Even if investors had had loan-level data on deals in advance that alone would not have been enough. Housing is unique among assets in that prices are geographically and serially correlated. It is not enough to know what one deal looks like in isolation; to understand whether collateral values (and hence LTVs) have been inflated based on easy credit, it is necessary to be able to see the entire market. That sort of market-wide, bird’s-eye view was simply not available to anyone during the bubble years, much less in real time.

Even with real time, loan-level data for the entire market, investors would still have needed the analytical capacity to handle it. To analyze such a vast dataset, however, would require a performance track record, and no such record existed for nontraditional mortgages.

At best, investors could guestimate the effects of rising levels of nontraditional mortgage characteristics on future loan performance. It does not take a financial maven to recognize that many no-document, high-LTV, interest-only loans are likely to result in substantial defaults, but determining just how substantial is another matter, much less determining what would be losses-given-default, which depends in turn on the overall state of the housing market.

The novelty and complexity of nontraditional mortgages and PLS created information opacity that precluded accurate credit analysis. Risks were changing along too many dimensions, all of which needed to be interacted with each other on each loan, and then with the mix of other products in the market to determine what was happening with risk-adjusted credit spreads. Accordingly, it was impossible for anyone to observe the Pavlov-Wachter indicator in the US mortgage market in real time.

Moreover, the heterogeneity of PLS meant that there was not a liquid secondary market in PLS because one PLS, even from a different tranche in the same securitization, was not good delivery for another PLS. As a result, no market-pricing mechanism existed for PLS, many of which did not trade.20 Thus, investors failed to properly price for risk because they did not perceive the full extent of the risk involved. The housing bubble was fueled by mispriced mortgage finance, and the mispricing occurred because of information failures. At the core of the housing bubble was an information failure: investors lacked adequate information about the risks on nontraditional mortgages and PLS as well as the ability to gauge risk market-wide.




Failure to Price the Leverage Call Option


THE LEVERAGE CALL OPTION

The pricing of the default put option depends on the option’s strike price. All else being equal, the default option should cost more when the strike price is lower, as it is more likely to be exercised, and thus more valuable to the borrower. One reason why the default option was underpriced in the US housing market was because of a second and often overlooked option embedded in all US mortgages, something we term the “leverage option.”21 The leverage option is the borrower’s option to further leverage the same collateral property with a junior mortgage. It can be thought of as a type of “call” option with which the borrower can obtain further leverage.

The leverage option is an unintended by-product of an obscure federal statutory provision from the Garn–St. Germain Depository Institutions Act of 1982. The Garn–St. Germain Act prohibits lenders from exercising, in certain circumstances, “due-on-sale” clauses that let them call a loan, demanding immediate repayment in full. Among the circumstances in which a lender is prohibited from calling a loan is the creation of a junior lien on the property.22 The Garn–St. Germain Act thus prohibits mortgage lenders in the United States from preventing borrowers from subsequently increasing the total leverage on a collateral property by adding a junior mortgage. Indeed, the mortgage lender might not even know of the existence of the junior mortgage,23 and in any case cannot adjust its loan’s pricing subsequently in reaction to the increase in leverage.24

The leverage option is important because it changes the strike price for the default put option. For the default put option to be in the money, the property must be underwater: the borrower must have negative equity, accounting for costs of sale. While owner-occupants usually require a “double trigger” of an impairment of income, investors are more likely to simply require a “single trigger” of negative equity: there is no sense carrying a mortgage on an underwater investment property unless one expects large future appreciation. The likelihood of negative equity increases with the total leverage on a property—more leverage, and less equity. The leverage option gives the borrower the possibility of increasing the leverage on the property and thus reducing equity and therefore reducing the strike price for the default put option.

The leverage option matters not simply because it lowers the strike price for the put option on a particular mortgage made by a lender, but also because it lowers the strike price for the put option on other mortgages, including those made by other lenders. The leverage option lowers the strike price for the put option on all mortgages. The leverage option enabled the aggregate level of leverage in the housing market to rise, and because of the geographic and serial correlation of housing prices, it became, through appraisals and LTV-based lending limits, a self-reinforcing financial accelerant that increased real leverage on all mortgages and, by lowering the strike price of the default put option, exacerbated the underpricing and overextension of mortgage credit.



IMPACT OF THE LEVERAGE CALL OPTION

Figure 10.1 shows the impact of the leverage option in the US housing market during the bubble. While LTVs remained static, CLTVs rose.25 Figure 10.1 shows that combined-loan-to-value (CLTV) ratios rose dramatically from 2003 to 2007, even though LTV ratios remained within historical ranges. In other words, borrowers became significantly more leveraged during the housing bubble, and the increased leverage was from junior liens, not senior liens.
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Figure 10.1.   LTV and CTLV Ratios, 1995–2011

Data source: “FHFA Monthly Interest Rate Survey: All Homes.” tbl.9 (2015) (LTV data); Andrew Davidson et al., “Mortgage Default Option Mispricing and Procyclicality,” in Homeownership Built to Last, at 207, 290 (Eric S. Belsky et al., eds., 2014) (CLTV data).


The contribution of second liens to the US housing bubble has not previously been fully appreciated by market participants or the scholarly literature. But as Figure 10.2 indicates, the increase in CLTV ratios at purchase closely tracked the increase in housing prices. This increase was attributable in large part to second-lien lending because mean first-lien LTV ratios did not grow nearly enough during the bubble to account for the increase and in fact remained within their historical range.
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Figure 10.2.   LTV Ratio, CLTV Ratio, and Home Prices, 1995–2011

Data source: “FHFA Monthly Interest Rate Survey: All Homes,” tbl. 9 (2015) (LTV data); Andrew Davidson et al., “Mortgage Default Option Mispricing and Procyclicality,” in Homeownership Built to Last, at 207, 290 (Eric S. Belsky et al., eds., 2014) (CLTV data); S&P / Case-Shiller National Home Price Index (1979 = 100) (HPI data).


The increase of mortgage market leverage through second liens not only led to an underpricing of the default put option, it also directly contributed to subsequent defaults by making the exercise of the put option more affordable.26 Thus, studies have found that the presence of a junior lien increases default risk on the first lien.27 Indeed, the growth in second-lien lending in general,28 and of piggyback lending in particular,29 is associated with higher subsequent default rates. Second-lien lending played a large and underappreciated role in the housing bubble in the United States.



WHY LENDERS FAILED TO PRICE THE LEVERAGE CALL OPTION

Lenders failed to price the leverage call option for two reasons. First, they could not observe its exercise in many cases, and thus did not know how prevalent its exercise was market-wide. And second, even had they been able to observe its exercise, the Garn–St. Germain Act and competitive pressures limited their ability to price adversely to the leverage option.

Because the leverage option is exercised after a first mortgage loan is made and because its exercise does not require notification of the existing lenders, first mortgage lenders did not know just how leveraged their borrowers were, much less the aggregate level of leverage in the home mortgage market. Lenders lacked real-time access to market-wide data on junior liens, so they could not determine how leveraged the market was becoming.30 The data we present in Figure 10.1 were not available to most market participants during the bubble. No one—neither market participants nor regulators—had a market-wide view of total mortgage leverage.31

To be sure, during the housing bubble there was anecdotal information available about loosened credit standards and an expansion of mortgage credit, including through second-lien lending. But lenders did not know exactly how much additional mortgage credit was in the economy, nor did they know whether the additional leverage was sustainable, much less for how long.

Even today, there is still no complete source for market-wide CLTV data, including in commercial databases.32 CLTV ratios remain largely untrackable and unmonitorable because there is no duty for lenders to report junior-lien lending on any source that matches the junior lien with any senior liens. The junior lien will be filed (typically on paper) in the local county recording office, where it can be matched with any senior liens, but turning such data into a commercially useable electronic database would involve a tremendous effort.

Not only was a market-wide picture unavailable during the bubble, but first-lien lenders were often unaware of the CLTV picture for their own collateral properties.33 In some circumstances, the first-lien lender would know of a simultaneous piggyback second mortgage, but not all piggybacks were known to first-lien lenders, and subsequent seconds (so-called “silent seconds”) were by definition unknown to first-lien lenders. Thus, a first-lien lender could believe it was lending at 80 percent LTV (and CLTV), but within days or months hence, the CLTV could have soared to 100 percent without the first-lien lender being aware.

Historically, borrowers did not exercise the leverage option very frequently so lenders were unlikely to price for it at all. But during the housing bubble this changed: junior mortgages became much more common, both as a way of avoiding having to pay for private mortgage insurance (which does not reduce home equity) and simply to facilitate greater borrowing in order to be competitive in bidding in a market with rising prices. Because the lender cannot control the exercise of the leverage option, they must price for it (if at all) ex ante, without knowing whether any particular borrower is likely to exercise the option. This means that lenders will price it at the average expected cost of the option. If that pricing is based on the past, less frequent use of the option, it will be inherently underpriced.

Even if lenders had had better information about the growth of leverage market-wide, competitive pressures would have pushed down the pricing of the option to that of the lender that priced it the lowest. Any individual lender that responded to increased market leverage by tightening credit would lose market share in the short term for an uncertain long-term benefit. Publicly traded firms, be they lenders or secondary market institutions, could not afford to tighten credit without losing market share and having their stock prices suffer.34 Thus, the market is likely to underprice the leverage option, and that, in turn, means that the default put option will be underpriced.

Even when first-lien lenders knew of piggybacks, they often had no reason to care. Under the Garn-St. Germain Act, first-lien lenders are legally prohibited from calling a loan if a borrower increases CLTV by means of junior liens.35 Thus, knowledge of specific cases of increased CLTV was not actionable by first-lien lenders other than to adjust pricing for future mortgages, which would do little to rectify the problem for existing loans.36 By the time lenders adjust, it might be too late to avoid a junior-lien-fueled bubble.

Moreover, first-lien mortgages that had a piggyback mortgage were likely to be sold to Fannie Mae and Freddie Mac, so the first-lien mortgage loans’ performance was not a concern of the first-lien lender. The reason for a borrower doing a piggyback second-lien mortgage rather than just having a first-lien mortgage for a larger amount (and higher LTV ratio) is that Fannie Mae and Freddie Mac are statutorily forbidden from purchasing mortgages with LTV ratios above 80 percent unless there is private mortgage insurance (PMI) on the loan.37 PMI premia add to the cost of borrowing for higher LTV ratio loans. Thus, a borrower who wanted to borrow above 80 percent LTV ratio without paying for PMI would get a first-lien loan for 80 percent LTV ratio and a piggyback second-lien loan for the additional amount. In such cases, the first-lien lender would have no reason to care about the CLTV ratios because the loan would be sold to Fannie Mae or Freddie Mac, which lacked the ability to identify and price against loans with piggyback seconds.38

The inability of lenders to discern whether the leverage option had been exercised is a second information failure, and their inability to take actions to either prevent its exercise or to reprice following its exercise are an example of an incomplete market due to a statutory restriction on contract.

The leverage option exacerbated the underpricing of the default put option, such that risk-adjusted mortgage credit spreads actually compressed more than was observable simply through first-lien LTV data. The leverage option thus further masked the presence of the Pavlov-Wachter indicator and created an information failure that prevented the market from pricing adversely to housing once prices rose beyond the level warranted by fundamentals.





Institutional Information Failures: Credit Ratings

While information failures set the scene for an oversupply of underpriced housing finance, there were institutional checks that should, in theory, have ameliorated this information failure. One was the B-piece market. Prior to the entry of CDOs into the B-piece market, it served as an important check upon the total credit risk in the PLS market. The A-piece buyers were able to piggyback on the diligence of the B-piece buyers. But, as we have seen, once the CDOs outbid the traditional B-piece buyers that market discipline disappeared.

A-piece buyers had another source of information, however: credit ratings. Credit ratings should have been an initial constraint on default risk in PLS. According to Bernanke’s global savings glut theory, the market was awash with funds from investors seeking safe assets. These investors were not experts in credit risk analysis, and instead looked to rating agencies to serve as information proxies regarding credit risk. Credit-rating agencies rate individual securities, such as distinct PLS tranches. The rating is an indication of either default risk or loss risk, depending on the agency. There are three major credit-rating agencies, and most PLS were rated by at least one, if not two, agencies.

Approximately 90 percent of PLS initially bore AAA ratings, meaning that the risk of default or loss was negligible.39 Investors in the AAA-rated securities market do not appear to have been informationally sensitive.40 A study by economist Manuel Adelino found that investors in AAA-rated PLS did not demand higher yields for what turned out to be riskier deals.41 In other words, AAA-rated PLS investors were not themselves capable of sorting between deals and determining which ones were riskier within the AAA rating. Instead, these investors were simply purchasing the rating as a proxy for the existence of virtually no credit risk. Rating agencies thus played a critical informational intermediary role for the PLS market.

As it turned out, however, the rating agencies were woefully inadequate informational proxies; many AAA-rated PLS were subsequently downgraded.42 Several factors contributed to the failure of the rating agencies in the PLS market. Many commentators have pointed to the rating agencies’ lack of liability for misrating and lack of financial stake in any particular rating, beyond its long-term reputational effect.43 While these factors surely contributed to the ratings problem, they are not unique to PLS.

PLS ratings, however, differ from those of corporate bonds, because corporate bonds are largely homogeneous products for which the ratings agencies have time-tested models going back over a century.44 PLS, however, lacked multicycle experience and are heterogeneous products: no two deals are alike. The underlying collateral, borrower strength, and credit enhancements vary across deals. The novelty, heterogeneity, and complexity of structured-finance products made ratings much more speculative. Even as specialists in credit risk analysis, the rating agencies faced the same informational obstacles as individual investors.

The rating agencies also played a different role in structured-finance ratings than in corporate-bond ratings. The rating agencies were not merely objective commentators on structured-finance products. They were also intimately involved in the structuring of individual deals as part of an “iterative and interactive” process about how the issuer may attain the desired rating.45

This iterative and interactive rating process exists in structured finance because structured-finance ratings are model-driven rather than empirically driven. The ratings agencies’ models, however, turned out to be deeply flawed. These models had never been tested in a period of sustained economic volatility or stress.46 For CDOs, rating agencies’ models assumed that diversification across different PLS pools would lower risk, without evidence of increased geographical diversification.47 Moreover, the models failed to account for correlated housing prices or for price correlations between PLS and exogenous macroeconomic conditions (rather than enterprise-specific conditions).48 The connections in particular between home prices and defaults and availability of credit were not made, and the models did not account for the possibility of a national housing-price decline.49 The ratings agencies did not analyze the underlying collateral of the PLS to identify the probability of default or price fluctuation.50 A basic assumption of the ratings agencies was that housing prices would remain constant, as they represented in their disclosures. This assumption is implicit in the use of appraised values of collateral, which are based on comparable properties.

Finally, the ratings agencies, like other participants in the market, were heavily dependent on fees from structured finance. Structured-finance ratings commanded premium prices, and the growth in the PLS market meant fees on more deals. Structured financing’s share of rating agency revenue rose steeply during the bubble. By 2007, structured products like PLS accounted for 40 percent of the rating agencies’ total revenue and over 50 percent of their ratings revenue.51 The rating agencies’ dependence on structured financing ratings as a revenue source incentivized them to provide issuers with the sought-after ratings lest they lose business to other rating agencies and kill the goose that was laying golden eggs.

The ratings agencies’ problems went beyond flawed models and misaligned incentives, however. PLS heterogeneity and complexity also enabled issuers to shop for ratings in a way that was not possible for corporate bonds. As economists Vasiliki Skreta and Laura Veldkamp have argued, increased complexity in products makes ratings more variable between agencies, and this encourages issuers to shop for the most favorable rating.52 Given the iterative and interactive nature of structured-finance ratings, such shopping was easy to do.

The ratings agencies were beset by a variety of problems that made them ineffective informational proxies for investors. While there were serious incentive problems for rating agencies, their involvement in the structuring of structured financial products and the inadequacy of their structured-finance ratings models were key. Even if incentive alignment had been better, the rating agencies still would likely have failed in their PLS ratings. The informational problems with PLS affected ratings agencies as well as investors.



Going Short

Information failures plagued the housing market, but they did not prevent all investors from recognizing the problems in the market. Some investors recognized that housing was overpriced. We cannot precisely pinpoint when investors started to recognize that there was a bubble, but it does not appear that any did so until around the end of 2004 or beginning of 2005.53

Once the smart money identified the bubble, some of the prescient investors simply pulled back from the market, but others actively sought to invest based on their insight. These were “short” investors in that they expected a drop in housing prices and hence in PLS values. The problem these short investors faced was that it is not possible to short housing through traditional means. The means they found for shorting the housing market actually exacerbated the bubble, which turned out to be exactly what they wanted, as it maximized their returns. Thus, while most investors failed to see the bubble forming, those who did had every incentive to make it worse in the short-term.

The standard way to short an asset is to sell it without owning it and then purchase it in time to meet the delivery obligation on the sale. The short seller’s hope is that the asset price will decline between the time it enters into the sale contract and the time of the delivery obligation. For example, a short investor sells an asset for $100, with delivery due in three days. The short investor is hoping that the asset’s market price will fall below $100 in the next three days. If it does—let’s imagine it goes down to $97—the short investor will buy the asset for $97 and then deliver it to its buyer, keeping the $3 difference in sale prices.

Another way to short is through a put option: one can buy a put option allowing the sale of an asset at a particular price. If an investor buys a put option with a strike price of $100, then the investor will exercise the option if the asset price falls below $100, as the investor will go and buy the asset at the lower price (say $97) and then exercise the option to sell it for $100, keeping again the $3 difference in sale prices.

Real estate is different. It is a fundamentally incomplete market because of the unique nature of different properties, none of which are good delivery for each other. Blackacre cannot be tendered as delivery in a contract for Greenacre, nor even one tract in Levittown for another. This means that it is impossible to sell real estate short.54 Because every parcel of real estate is unique, the short seller cannot meet its delivery obligation.55 To short the Empire State Building, one would have to sell the building without actually owning it, and then manage to buy it at a lower price in time to deliver it to the buyer at the closing of the first sale! Likewise, a put option on the Empire State Building is not very helpful if one cannot first purchase the building. Shorting only works in liquid markets, and liquidity requires standardized assets that are good delivery for each other.

Real estate markets (but not individual properties) can be shorted indirectly, by shorting the stock of homebuilders or real estate investment trusts (REITs) or the like, but these regional stocks are imperfectly correlated with national housing markets with limited trading volume, and thus insufficient for shorting the whole of the housing market.

Another option for shorting real estate is to short PLS. PLS are themselves a type of real estate derivative, so they can, in theory be shorted directly,56 but doing so is unattractive because they are insufficiently liquid; the short seller may not be able to find the particular PLS to purchase that meets its delivery obligation.


Credit-Default Swaps

It is possible, however, to short real estate markets indirectly, and more efficiently, through credit-default swaps (CDS). The problem is that doing so, given the way in which CDS markets were structured, increased the counterparty risk.

A CDS is a form of credit insurance57 in which one party (the protection buyer) agrees to pay regular premia to its counterparty (the protection seller) until and unless a defined credit event occurs on a reference asset (here, a PLS).58 Upon the occurrence of a credit event, the payment flow reverses, and the protection seller pays the protection buyer the agreed-upon level of insurance coverage. Thus, the protection buyer is short and the protection seller is long on the reference asset, without either having to own the reference asset. A CDS is generally written on a particular bond, meaning that a single CDS is written on a single PLS tranche, not on an entire PLS deal.59

Although CDS are a derivative instrument that need not involve any actual owner of a PLS security in the swap contract, CDS pricing was inherently linked to PLS yields. Every CDS needs to have both a short party (the protection buyer) and a long party (the protection seller). In other words, it is impossible to go short via a CDS unless another party is willing to take a matching long position.

Moreover, CDS protection sellers faced a serious correlation risk problem. CDS protection sellers they were exposed to numerous PLS, either directly or derivatively through the CDS. These PLS were based on similar mortgages, such that a downturn in the US mortgage market would mean drop in value or credit rating on the PLS and the triggering of the CDS based on them.

The CDS market did not account for this correlation risk. There was no reserving for correlation risk, such as is required in insurance markets. This was, in part because states did not regulate CDS as insurance.60 No federal law expressly prohibited them from doing so prior to the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010.61 Federal law merely prohibited states from regulating CDS under gaming and bucket shop laws.62 But because CDS are formally “swaps,” they were treated like any other OTC derivative. That meant that under the Commodity Futures Modernization Act of 2000, CDS were not subject to the Commodity Exchange Act’s requirements of exchange trading and clearing.63 As a result, there were no federal capital adequacy requirements or even reporting and disclosure requirements or bars on fraud and manipulation and excessive speculation for CDS. CDS operated in a regulatory vacuum in which no regulator could impose reserving requirements on protection sellers, which would have translated into higher CDS protection premia.

CDS protection sellers—the insurers of credit risks—had no incentive themselves to price for correlation risk. Any protection seller that priced for correlation risk would be at a serious competitive disadvantage and lose short-term market share. Moreover, the benefit of pricing for correlation risk inures, not to the protection seller, but to its counterparties: in the event of large, correlated losses, the CDS protection seller would be insolvent and unable to fulfill all of its obligations on the CDS. Thus, pricing for correlation risk would benefit the protection seller’s creditors, but the loss in market share from higher pricing would have an immediate and definite negative impact on the protection seller’s shareholders, with only a remote possibility of a future benefit of solvency that would be enjoyed only when protection buyers had been paid. Therefore, there was no shareholder demand for protection sellers to price for correlation risk.

Even if CDS protection sellers had wanted to price for correlation risk, however, they would have been hard-pressed to do so because of the lack of aggregate, real-time market information on the PLS market. Likewise, protection buyers could not know that they were buying insurance from firms that were inadequately reserving because they lacked the ability not just to see the entire market-wide exposure, but even the total book of CDS protection sold by any particular protection seller. The lack of aggregate, real-time, market-wide information on both PLS and on the CDS market made it impossible for anyone to price for correlation risk. As a result, CDS protection was inherently underpriced. Because of the arbitrage between CDS and PLS, this meant that there was less short-pressure on PLS.



Synthetic CDOs

Despite the oversupply of mortgage credit, the housing finance market could not produce a sufficient volume of mortgage notes for PLS to meet investor demand.

The solution to this shortage of PLS was to produce “synthetic CDOs” (or, more typically, hybrid, cash-synthetic CDOs) whose assets consisted of credit-default swaps rather than PLS B-pieces. Synthetic CDOs sold credit default protection, meaning that they were long on the reference assets, namely PLS or other CDOs’ securities. The synthetic collateral in CDOs consisted primarily CDS on lower-rated tranches of subprime PLS.64 The amount and share of synthetic collateral in CDOs grew explosively, jumping from $6 billion in 2004 to nearly $96 billion in 2006, when it accounted for over 40 percent of CDO collateral.65 (See Figure 10.3.)

The growth in synthetic collateral indicates a massive growth in short positions on PLS because the synthetic longs (CDOs serving as CDS protection sellers) could not exist without synthetic shorts (CDS protection buyers). The betting against the mortgage market was particularly focused on the performance of subprime PLS that were originally rated BBB.66 For every $1 of BBB-rated subprime PLS, there was $1.82 betting against it. But this also means, by definition that there were also $1.82 dollars of synthetic long positions, amplifying the size of the total long positions to $2.82, so that the total long to short ratio was 155 percent.

Synthetic CDOs were also used as part of a “long-short” strategy to pump up the market temporarily in order to increase the returns on short positions. Some short investors, such as John Paulson in Goldman Sachs’ infamous Abacus 2007-AC1 CDO deal, simply shorted the market by taking out naked CDS positions on PLS via a swap with a CDO.67 Other shorts, such as the Magnetar hedge fund, devised a more sophisticated long-short strategy.68 These investors purchased long positions in the equity tranches of CDOs, which they used to influence the CDOs to purchase particularly bad PLS, while at the same time the investors used the high coupons on these junior tranches to fund much larger short positions on the mezzanine tranches of the CDOs using CDS.69 These investors thus took a junior long position in order to go short on a larger mezzanine position.
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Figure 10.3.   Growth of Synthetic CDO Collateral, 1999–2007

Data source: Larry Cordell et al., “Collateral Damage: Sizing and Assessing the Subprime CDO Crisis,” Fed. Reserve Bank of Phila. working paper no. 11–30, at 33, tbl. 4 (Aug. 2011).


As explained earlier in the previous chapter, the CDO market meant that every dollar of investment in the equity tranche of a CDO was effectively leveraged into a much greater supply of mortgage finance.70 As financial commentator Yves Smith describes it, “Every dollar in mezz ABS CDO equity that funded cash bonds created 533 dollars of subprime demand.”71 Thus, it is estimated that Magnetar’s investment in the equity tranches of CDOs alone was responsible for between 35 and 60 percent of the subprime PLS issued in 2006, all based on an investment of perhaps $30 billion in equity positions in CDOs.72 By purchasing the “equity” layer of CDOs, it made possible the existence of the CDO, including all the senior positions—which Magnetar then shorted.73 The relatively small (if vociferous) demand for junior CDO tranches to fund short positions made huge PLS issuance possible and thus fueled the underpriced supply of mortgage credit.



The ABX Indices

It was possible, starting in 2006, for investors to go short on the mortgages derivatively by taking a position on the ABX, a series of indices that track the pricing of CDS written on PLS.74 CDS pricing in the dealer market had been opaque, and because CDS involved counterparty risk, they were bespoke and seldom traded. The ABX was supposed to provide a transparent measure of pricing of risk on PLS than the dealer market, as well as a more liquid, tradable asset in which investors could express both long and short positions. In other words, the ABX was designed to complete the incomplete housing market both addressing informational problems and simultaneously creating an investment vehicle to act on that information. Yet even if it had worked perfectly, the ABX would have been reflecting not just the risk on PLS, but also the counterparty risk in the CDS market.

The ABX failed to deliver on its promise. In its first year, 2006, there was no significant movement of the ABX, despite the growing risk apparent in house price declines in mid-2006 and the rise in early defaults. That is, the cost of insurance against defaults was static, even as risk, including counterparty risk, was increasing. The obvious reason for the lack of movement in the ABX was the continued sale of CDS protection on PLS at prices unrelated to risk.

On July 10, 2007, the rating agencies announced the first mass downgrade of subprime PLS. The ABX indices began a dramatic descent, and CDS spreads soared, as the entire market could see the risk rising, not just the smart money, and the synthetic CDO market—and demand for long positions on CDS collapsed.75 The ABX indices ended up being reactive, rather than predictive.

An information failure enabled the inflation of the housing bubble, and once investors did catch on, the incomplete nature of the housing finance market meant that their attempts to go short on PLS increased counterparty risk through the growing CDS market making the entire market more leveraged and fragile. This is the fundamental market failure underlying the Great American Housing Bubble. We now turn to the question of what has been done to remedy this market failure since the bubble burst.








 



CHAPTER ELEVEN

Postcrisis Reforms and Developments


AFTER THE CRISIS, Congress undertook several key regulatory reforms affecting the housing finance market.1 These reforms were mainly of the primary market, not the secondary market. At the same time, however, market changes occurred in the secondary market, not as the result of explicit regulation, but because of regulatory pressure from the Federal Housing Finance Agency on the GSEs to derisk themselves while in conservatorship.

This chapter details these postcrisis changes in order to set the stage for our discussion of what work remains in housing finance reform. While we believe that there are still significant reforms needed, we think it is important to emphasize just how much reform has happened postcrisis. The housing finance market is substantially different in 2019 than it was in 2007. Most obviously, new PLS issuance has decreased; the market is dominated by Fannie, Freddie, and Ginnie. But there is also a dramatically different cast of regulators, most notably the Federal Housing Finance Agency and the Consumer Financial Protection Bureau, and much stronger mortgage lending regulations. Additionally, the GSEs have considerably reduced their portfolios, developed a common securitization platform with a uniform security, undertaken a massive synthetic credit risk transfer program, and moved to more explicit risk-based pricing for their mortgage purchases.

The net effect of all of this is to substantially derisk the mortgage market. Yet the current situation, while improved, is still jury-rigged, as Fannie and Freddie continue to be in government conservatorship, and much of the derisking has happened outside of the rubric of formal regulation.


Regulatory Reform


Abolition of OFHEO and Establishment of FHFA

Reforms of the housing finance market actually began even before the financial crisis fully arrived. In June 2008, Congress passed the Housing and Economic Recovery Act, which abolished the Office of Federal Housing Enterprise Oversight (OFHEO) and replaced it with a new regulator, the Federal Housing Finance Agency (FHFA).

FHFA received a greater set of regulatory powers than OFHEO had had. These include the authority to impose prudential standards, including capital standards on the GSEs, obtain any data requested from the GSEs, undertake supervisory examinations of the GSEs, and require the GSEs to undertake remedial actions. OFHEO had been funded through the annual congressional appropriation process, which meant that it was acutely vulnerable to political pressure; FHFA in contrast is funded directly by the GSEs, which politically insulates the agency. And most importantly, perhaps, FHFA was granted authority to serve as conservator or receiver for the GSEs, a tool that turned out to be promptly used. Thus, just as the crisis was breaking, Congress acted to ensure that there would be a stronger regulator for the secondary housing market going forward.



The Consumer Financial Protection Bureau and the Qualified Mortgage Rule

The major vehicle for formal postcrisis regulatory reform was the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 and the regulations enacted thereunder. Dodd-Frank did two critical things for the primary mortgage market. First, it created a new dedicated consumer protection regulator, the Consumer Financial Protection Bureau (CFPB), a well-funded, nonconflicted regulator with authority over the entire mortgage market.2 Prior to the CFPB, authority over the mortgage market had been splintered among regulators: the Board of Governors of the Federal Reserve had rulemaking authority under the Truth in Lending Act, the Department of Housing and Urban Development had rulemaking authority under the Real Estate Settlement Procedures Act, and states had additional legislative authority, although it was often challenged on the grounds of federal preemption. At the same time, enforcement authority was scattered among federal and state agencies: the Federal Reserve Board, the Office of the Comptroller of the Currency, the FDIC, the National Credit Union Administration, the Federal Trade Commission, HUD, and various state bank supervisors and attorneys general all had authority over parts of the market.

This situation was problematic because prudential bank regulators are concerned, first and foremost, about bank solvency, which requires profitability, and more aggressive lending practices are often profitable in the short-run. Thus, there was a mission conflict for bank regulators between bank solvency and consumer protection and systemic stability. The division of regulatory authority also enabled regulatory arbitrage, as financial institutions, such as Countrywide Financial, switched charters, and hence regulators, in order to gain more favorable regulation.3 The creation of the CFPB ended the internal mission conflict and regulatory arbitrage problems by creating a single, dedicated regulator for the entire mortgage market.

The Dodd-Frank Act’s other major reform was a set of substantive rules about mortgage lending. Most significantly, Dodd-Frank prohibited lenders from making mortgage loans without regard to the borrower’s ability to repay.4 Specifically, creditors are now required to make a “reasonable and good faith determination based on verified and documented information that, at the time the loan is consummated, the consumer has a reasonable ability to repay the loan, according to its terms, and all applicable taxes, insurance (including mortgage guarantee insurance), and assessments.”5

Ability-to-repay must be calculated based on a payment schedule that fully amortizes the loan over its term and, for adjustable rate mortgages, uses the fully-indexed rate, rather than a teaser rate.6

The adoption of an ability-to-repay requirement is itself a remarkable testament to the transformation of lending markets. Traditionally lenders were assumed to lend only to borrowers who could repay based on their own self-interest because the lender would be stuck with the loss from a defaulted loan. But in the private-label mortgage-backed securities market, lenders routinely ignored the need for ability-to-repay documentation. Hence, Congress mandated the consideration of a factor that self-interested lenders traditionally considered as a matter of course.

The penalty for violating the ability-to-repay requirement is fairly mild. It is simply a violation of the Truth in Lending Act, which gives individual borrowers a remedy of actual damages plus statutory damages of between $400 and $4,000 and reasonable attorneys’ fees. Damages in class actions are capped at the lesser of paltry $1 million or 1 percent of the defendant’s net worth.7 There is a three-year statute of limitations for bringing actions for an ability-to-repay violation,8 but borrowers can raise an ability-to-repay violation in a foreclosure and offset any damages against their liability on the mortgage without regard to the statute of limitations.9 In other words, a violation of the ability-to-repay requirement is not likely to result in ruinous damages because the individual damages are quite limited and the class actions damages are so limited as to effectively preclude class litigation absent other class-wide claims.

Consumers are unlikely to raise ability-to-repay issues except in the case of foreclosure (where they cannot bring a class action), and most foreclosures do not result in litigation. The ability-to-repay requirement simply does not have much bite in terms of private liability. Instead, the real force behind the ability-to-repay requirement is the threat of regulatory enforcement by the CFPB (for banks with over $10 billion in total assets and all nonbanks) or various federal bank regulators (for banks with up to $10 billion in total assets).

There is a statutory safe harbor from the ability-to-repay requirement for “qualified mortgages” (QM). QM status allows a lender to benefit from a presumption of compliance with the ability-to-repay requirement. For most loans, this is an irrebuttable presumption,10 but for “higher-priced” QMs (priced at 150 basis points over Prime for first liens mortgages and 350 basis points over Prime for junior liens), the presumption is rebuttable.11

To be a QM mortgage, a mortgage must have regular periodic payments that are substantially equal (other than changes due to an ARM rate reset), a term of no more than thirty years, limited points and fees (with the cap varying by loan size), and no negative amortization, balloon payments, or deferred principal. Additionally, the loan must either be eligible for purchase by the GSEs (the “GSE patch”) or FHA / VA insurance or it must be underwritten to the maximum interest rate in the first five years of the loan, have verified income or assets, and have a back-end debt-to-income ratio of no more than 43 percent. Obviously jumbo loans are not eligible to satisfy these criteria through the GSE patch. A 2018 law also created an exception (the “portfolio patch”) for the debt-to-income ratio for mortgages held in portfolio by small financial institutions ($10 billion or less in total consolidated assets).12

The QM Rule went into effect in January 2014. The effect of the QM Rule on mortgage origination seems limited; after the excesses of the bubble, most lenders had already abandoned exotic loan products and returned to solid underwriting fundamentals, including verification of ability to repay. The biggest effect of the QM rule seems to have been on portfolio lending above 43 percent of the debt-to-income (DTI) ratio. That lending dropped off sharply13 but is likely to rebound somewhat because of the 2018 legislative portfolio patch. Because of the GSE patch, the QM rule seems to have had little effect on the prevalence of mortgages with DTI ratios over 43 percent.14 The GSE patch is currently set to expire in January 2021. It is unclear whether it will be temporally extended or modified in terms of substance, such as by raising the general DTI ratio allowed, but the consequences could be significant for the housing market.15

Otherwise, the QM rule seems to have had little effect on the market—interest-only loans and prepayment penalties had largely disappeared before QM went into effect, the ARM rate continues to track interest rate movements, and small loans’ prevalence (potentially affected by the points and fees cap) seems unaffected.16 The importance of the QM rule, then, is less in terms of forcing a change on the market than in ensuring that the market does not slide back into the nontraditional mortgage products and risky underwriting that marked the bubble years.

Perhaps the most important point about the QM rule is that it has encouraged lenders to make QM mortgages and, in many cases, this means loans that qualify for purchase by Fannie or Freddie. In other words, the QM rule channels conforming mortgage lending into GSE-eligible loans. While there is non-QM lending occurring, the GSE patch has essentially codified the GSEs’ dominance of the mortgage market.

Ability-to-repay is not the only regulation that the Dodd-Frank Act placed on the mortgage market. Among other things, Dodd-Frank prohibited prepayment penalties on non-QM loans,17 required independent appraisals,18 mandated appraisals for higher-cost non-QM mortgages,19 and imposed limitations on lender payment of incentives to mortgage brokers for steering consumers into higher-cost loans.20

Taken all together, the Dodd-Frank reforms of the mortgage market have had the effect of substantially standardizing mortgage products: thirty-year maximum term, full amortization, no prepayment penalties, fully underwritten, full documentation. DTI has also been standardized to some degree with the 43 percent QM cap for non-GSE / FHA / VA loans. Formally, there is still room for nonstandard products. But the regulatory design heavily favors standardized products, such that nonstandard products may remain the exception rather than the rule. In many ways, the QM is a return to the sound principles of the American Mortgage that emerged after the Great Depression.

The Dodd-Frank reforms did not, however, standardize all mortgage features: whether mortgages are adjustable or fixed rate, the term under thirty years, and most critically LTV ratios, as discussed next.



The Qualified Residential Mortgage Rule and the Failure to Regulate LTV Ratios

The QM rule does not address loan-to-value ratios (LTVs), which was viewed as solely an investor protection, not a consumer protection.21 The Dodd-Frank Act attempted to address LTV ratios through a separate requirement of risk retention for securitizations.22 The theory behind this requirement was that if mortgage securitizers had to retain some of the risk on their own products, it would reduce moral hazard. The risk retention requirement has an exception for “qualified residential mortgages” (QRMs), as defined by a consortium of federal financial regulators. While federal financial regulators originally proposed an 80 percent LTV limit for QRMs, the final regulation defines QRM as equivalent to QM, so postcrisis there is still no federal regulation of LTVs.23 The closest thing to LTV regulation is a new statutory mandate of appraisal independence.24 This will presumably result in more accurate LTVs, but there is nothing currently limiting LTVs of 100 percent or more. The leverage call option continues to exist for US consumers, and so does the default put option because US mortgages remain functionally or formally nonrecourse. The effect is to impede identification of credit spread compressions that signal a bubble.



Regulation X and Mortgage Servicing Reform

The CFPB also undertook a major overhaul of mortgage servicing regulations. The mortgage servicing system essentially collapsed as delinquencies soared in 2007. Servicing involves two dissimilar lines of business. The servicing of performing loans is largely ministerial work: sending out billing statements and processing payments.25 Because it requires little discretion, it can be heavily automated, and because it does not require a cadre of highly trained personnel, it is susceptible to economies of scale.26 In contrast, the servicing of nonperforming loans requires substantial discretion and skilled personnel if there is to be any attempt at loss mitigation rather than simply proceeding to foreclosure.27

The mortgage servicing industry was built to deal with performing loans. The low foreclosure rate during the bubble years meant that servicers had not invested in the capacity to handle a large volume of nonperforming loans in a competent fashion. For example, many servicers still used fax machines to receive documents from borrowers, rather than online portals, virtually ensuring lost documentation. The result was bungled servicing that increased losses for investors and resulted in more foreclosures than should otherwise have happened. Moreover, servicers’ incompetence and corner-cutting in terms of maintaining appropriate paperwork meant that some homeowners lost their homes without appropriate legal process and were charged inappropriate fees (which often translated into a transfer of foreclosure proceeds from investors to servicers).28 For example, Wells Fargo was sanctioned by a federal bankruptcy judge for charging collateral inspection fees on a property that was literally underwater and in an evacuation zone in New Orleans following a hurricane.29 As servicing outrages gained media attention, state attorneys general and federal regulators brought enforcement actions that resulted in 2012 in a $25 billion settlement with the five largest mortgage servicers.

In 2013, the CFPB announced new servicing regulations (effective January 2014) that prohibit servicers from commencing a foreclosure until a loan is at least 120 days delinquent, mandate early intervention and continuity of contact with borrowers, and establish a particular loss mitigation eligibility evaluation procedure and appeals process if the servicer offers any sort of loss mitigation options.30 No loss mitigation is required, however. The servicing rules also limit servicers’ ability to profit off of force placing insurance on delinquent mortgaged properties with affiliates at above-market rates.31

While the servicing regulations provide much needed protection for consumers, they do add to the cost of servicing delinquent loans. Servicing fees are essentially a piece of the interest paid on a mortgage: 12 to 50 basis points, depending on the type of mortgage. Servicers have never previously properly priced for the servicing of delinquent loans because these loans were very much the exception historically. The CFPB’s servicing rules require minimum servicing standards for delinquent loans and reduce servicer opportunities to profit off of distressed borrowers, and this may have the effect of making lenders with servicing affiliates chary of extending credit to more marginal borrowers who are more likely to default.



Regulation AB II Disclosures

In December 2004, well before the financial crisis, the SEC finalized Regulation AB, the major securities regulation specifically of private-label asset-backed securities. In its original form, which went into effect at the start of 2006, Reg AB’s key provisions for our purposes were two sets of disclosure requirements.

First, Reg AB required pool-level disclosures about the securitized assets. Such disclosure is potentially useful for investors if it is sufficiently standardized, but it is substantially less useful than loan-level disclosures because pool-level information discloses only averages and potentially maximums and minimums for different risk characteristics. It does not disclose the distribution of any particular risk characteristic, much less the layering of risk characteristics. For example, a pool might have a weighted average FICO score of 680, but that could be based on 1,000 loans all with 680 FICOs or 500 loans with 740 FICOs and 500 loans with 620 FICOs. Those are materially different pools, but the difference would not be apparent from the original Reg AB disclosures. Likewise, one could not tell from the original Reg AB disclosures how FICO scores mapped onto LTVs in a pool—were low FICOs compensated for with low LTVs on the same loans or not?

Even more problematically, the original version of Reg AB did not specify the particular terms that had to be disclosed. Instead, it only required that the “material terms” of the assets be disclosed, as well as the underwriting criteria, the identify of any originator of over 10 percent of assets, the selection criteria for the asset pool, and the cut-off date for establishing the asset pool.32 As a result, disclosures on PLS were nonstandardized in both content and form. Not all securitizers disclosed the same types of information, and when they did, they often varied in how they presented it. For example, some might present LTV ratios, and others CLTV ratios. For those presenting LTV ratios, some might simply disclose an average LTV, while others might also list the minimum and maximums, and yet others might also disclose a distribution by LTV decile. The flawed nature of Reg AB’s pool-level disclosure requirements meant that it was impossible for investors to determine the concentration of risk in particular securitizations, much less to undertake a systematic comparison of deals or track the whole market.

Reg AB also required disclosure of “static pool” information—information about the performance of the securitizer’s previous securitizations in terms of delinquencies, losses, and prepayments, for up to five years by vintage.33 While static pool information made sense for corporate bonds, it had the potential to be misleading for PLS given serially correlated housing prices and loan performance. Static pool information released in 2006 would have shown the presumably strong performance of loans from 2001 to 2005, when the bubble was forming. This information would have conveyed exactly the wrong signal to an investor considering buying PLS products in 2006.

Beyond these limitations in the nature of the disclosures required, the effectiveness of Reg AB was also seriously hampered by the scope of its coverage. Reg AB applied only to registered debt securities. This meant that private placements of PLS products or CDOs (that is, offerings only to qualified institutional buyers) were not covered. Given that most of the market for PLS are institutional investors, it was easy for securitizers to avoid Reg AB by relying on the private-placement exception to securities registration. Reg AB also excluded primarily synthetic securitizations, such as many CDOs, from its coverage. As a result, Reg AB simply did not cover substantial parts of the market. In any case, Reg AB only went into effect in 2006, by which time it was too late for it to have much effect.

In 2010, the SEC proposed a substantial revision to Reg AB, known as Reg AB II. The revision was finally adopted in August 2014. Among the changes are a requirement that issuers of asset-backed securities, including PLS, provide standardized loan-level information in the prospectus and ongoing reports. In particular, Reg AB II requires standardized asset-level disclosures, including 272 separate items for residential mortgage securitizations.34 While many of the disclosure items are only applicable to certain types of mortgages—ARMs, for example, require more disclosures than FRMs, and many disclosure items deal with loan modifications or private mortgage insurance (PMI) coverage—the list is nearly exhaustive. These loan-level disclosures must be provided to the SEC in XML format,35 so they are readily downloaded and useable by investors. In the past, data would have had to have been laborious gathered by hand (as we did for the data presented in Chapter 7) because of nonstandard formatting of disclosures in prospectus supplements.

Reg AB II also includes a provision designed to ensure that investors have adequate time to analyze securitization deals prior to investing. It does so by mandating a delay between disclosure of the terms of the deals and sale. Securities offered to the general public must be registered with the SEC, which entails making various disclosures about the security as part of a registration statement and potentially SEC staff review.

Certain securities, however, are eligible for “shelf registration,” which means that they can be registered with the SEC in advance by including as part of the registration statement a “base prospectus” that gives general information about the type of securities to be offered, the issuer’s business and risk factors, as well as a generic form of prospectus supplement that will be used to provide specific information about securities offered. When market conditions for a securities issuance are favorable, the issuer can then take the securities down “off the shelf” and quickly sell them without subsequent SEC staff review, using a “prospectus supplement” that contains more specific information about the particular securities being offered.

Asset-backed securities have been able to use shelf registration since 1992,36 and for PLS issuers, shelf registration allows the sale of multiple securitization deals all covered by an initial prospectus that generally describes the securitization structure. Prior to Reg AB II, the prospectus supplement merely had to be provided to buyers at the time of sale and to the SEC two business days later. This meant that investors had almost no time to analyze the specific collateral underlying any particular PLS deal when it was offered; they could only see the prospectus supplement that contained deal-level disclosures around the time they committed to buy.

Reg AB II mandates disclosure of the prospectus supplement at least three business days before the first sale and also requires a 48-hour delay on pricing after any material change.37 This delay gives investors a chance to digest the information on the underlying collateral in the prospectus supplement.

The mandate of loan-level disclosures in XML format and advance disclosure was a move in the right direction, but it changed the problem from being one of too little information to one of too much. It is difficult to readily model the behavior of 272 separate variables, even with substantial computing power. The only way to make analysis more readily feasible is to simplify mortgage loans through standardization, so that there are fewer dimensions on which they may vary. Reg AB did impose standardization of certain reporting on mortgages, such as delinquency intervals, but much of this was already largely standardized in the mortgage industry, not least because of widely used servicing platform technology. Reg AB II could have gone much further in promoting standardization on the PLS level, much as the QM rule did on the mortgage level.

Moreover, it is not sufficient simply to consider the characteristics of a single loan or pool of loans, but it is also necessary to understand what is going on market-wide. If LTVs are increasing market-wide, for example, then there may be an inherently inflated LTV on any particular loan because the LTV on that loan is based on comparables, but those comparables might not be based on sound fundamentals. Reg AB II does not enable market-wide analysis because it applies only to offerings of registered securities. This means that all private placements remain exempt, and the PLS market, such as it is, has now shifted almost entirely to private placements; not a single registered PLS was issued between 2014 and the end of 2019.38 Likewise, synthetic deals remain exempt, and Fannie Mae, Freddie Mac, and Ginnie Mae MBS are all also exempt from registration.39 Thus, while Reg AB II is an improvement on the original Reg AB, it still has a long way to go to cure information problems in the mortgage market.

Despite the shortcomings of its improved disclosure regime, Reg AB II still includes an important set of investor protections that may help set market standards. A major frustration for PLS investors postcrisis was to discover that it was extremely difficult to enforce the representations and warranties made about the securitized assets by the transaction sponsor. All securitizations come with a set of representations and warranties about the securitized assets—that’s how investors have confidence about what they are invested in. Without representations and warranties, investors would be buying a black box of unknown contents and would have no idea how to price for the risks they would assume from this mystery security. If there is a violation of the representations and warranties, the sponsor (or its subsidiary depositor) is generally supposed to repurchase the loan from the securitization pool, meaning that any losses on the loan would shift to the sponsor.

The responsibility for enforcing representations and warranties rests, in the first instance, on the mortgage servicer, through what is called the “put-back” process. The servicer, however, typically has little incentive to pursue representation and warranty violations. The servicer is not compensated additionally for doing so, and the servicer is often an affiliate of the sponsor, so a put-back would be against its interests. Additionally, the sponsor will often fight put-back requests, and there is no mechanism in securitization deals for resolving disputes; the expectation was that there would not be put-backs except in rare instances, when they would be readily resolved in good faith.

Postcrisis, investors found that they had little ability to compel servicers to act and that sponsors would regularly fight put-back requests. As Bank of America CEO Brian Moynihan stated, his bank would fight put-backs “hand-to-hand.”40 The investors cannot themselves direct the servicer to bring put-back actions; only the securitization trustee can. Securitization trustees, however, also have little incentive to act. Trustees may themselves have liability in certain instances because they are responsible for ensuring that proper documentation for the mortgage loans was received by the trust. Trustees do not want their performance in this regard investigated. Moreover, trustees get their business flow from sponsors, not investors, and often are the “backup” servicer, meaning that if they have to fire the servicer, the trustee is stuck with the hassle and cost of servicing the loans. Trustees are also broadly exculpated other than for their specifically required duties, so they are generally not inclined to act unless they receive direction and indemnification from investors. Additionally, securitization deals all have “no action” clauses that prohibit individual investors from bringing suit themselves against the servicer in most instances; instead, in order to direct the trustee, investors must reach a certain threshold of holdings, typically 25 percent of a series, and post satisfactory indemnity to the trustee. Investors, however, had no ready way of ascertaining each other’s identities and communicating, making it difficult to achieve the 25 percent threshold. While investors managed to overcome these problems in some instances and forced trustees to act, the difficulties they experienced in enforcing representations and warranties is a substantial concern that made investors shy of purchasing PLS products again.

Reg AB II attempts to address this by making shelf registration eligibility contingent upon a securitization transaction having four terms.41 First, the securitization must have a certification by the CEO of the depositor (the entity that transfers the loans to the securitization entity) that the prospectus information is correct and that the deal should be able to generate the cash flows to pay all of the securities in full. The certification provision puts more teeth into the representations and warranties; a violation of representations and warranties is now a securities law violation directly enforceable by investors, not merely a contractual violation with remedies limited to put-backs.

Second, the transaction must provide that if defaults hit a specified level, an investor vote is triggered upon the request of no more than 5 percent of the total interest in the pool. If that vote is affirmative, there will be an independent investigation of possible representation and warranty violations on at least all loans that are more than sixty days delinquent. Based on the findings of the investigation, the trustee must then decide whether to pursue put-backs, and the trustee must provide investors with a summary of any report provided to investors. This process removes the put-back decision from the hands of the servicer, although it still allows the trustee substantial control over the scope of the review and the process by which votes are solicited. Third, the transaction must allow the party bringing the put-back request to seek arbitration or mediation at its option if the dispute is not resolved within 180 days. That means that put-back requests no longer assume good faith informal resolution but contain a relatively cost-effective resolution mechanism. And finally, trustees are required to disclose all investor requests to communicate with each other, which facilitates surmounting collective action thresholds.

Reg AB II was overall an important reform of the PLS market. But it occurred when the PLS market was virtually dead. Should PLS ever revive, Reg AB II will take on new importance in channeling information to the market. Even so, there is a question whether Reg AB II would be sufficient to bring back a robust PLS market in residential mortgages. Investors recognize that they are at risk not only of bad underwriting in a particular security, which they can diligence and address contractually, but for the spillover risk of bad underwriting in the market overall, which they cannot diligence or protect themselves from contractually.

Today, however, Reg AB II has little importance because the mortgage market is dominated by the GSEs and Ginnie Mae. Indeed, there have been no registered PLS issuances since 2014,42 so Reg AB II is a regulation with no current application. The lack of registered issuances is less a matter of Reg AB II than of a general move away from PLS; there has been only very limited unregistered PLS issuance postcrisis. Instead, credit risk investment in the US secondary mortgage market has migrated from PLS to the GSEs’ synthetic credit risk transfers, discussed in the next section. Reg AB II is a state-of-the-art weapon—but only for the last war.




Market Developments


Winding Down of the GSE Portfolios

Four important market developments have occurred since the financial crisis. First, the GSEs have been winding down their portfolios. When the GSEs hold mortgages or MBS in their investment portfolios, they are assuming interest rate risk. Indeed, the major concern many expressed about the GSEs prior to the bubble was not credit risk, but interest rate risk.

The Senior Preferred Stock Purchase Agreements were amended in 2012 to require the GSEs to reduce their portfolios of mortgages and MBS by 10 percent per year until they reached $250 billion,43 roughly a two-thirds reduction in the size of both GSEs’ portfolios from their 2008 10-K valuations. The GSEs are still allowed to guarantee any number of conforming mortgages, but are now restricted in their capacity to invest in mortgages or MBS, as long as the Senior Preferred Stock Purchase Agreements are in place. The result of the portfolio winddown is that the GSEs bear much less interest rate risk, and the interest rate risk in mortgages that the GSEs insure is entirely borne and priced competitively by the private sector.



Common Securitization Platform

The second major market change is that Fannie Mae and Freddie Mac have developed, per FHFA regulation, a Uniform MBS that is designed such that Fannie Mae Uniform MBS are good delivery for Freddie Mac Uniform MBS in the forward contract market known as the To-Be-Announced (TBA) market.44 Fannie Mae, Freddie Mac, and Ginnie Mae MBS all trade in the TBA markets. In these markets, parties contract for sale of an MBS to be delivered on a future date, but the parties do not designate the specific security to be delivered. Instead, the contracts specify only the issuer / guarantor (Fannie, Freddie, or Ginnie), the maturity, the coupon rate, the face value, the price, and the settlement date.45 The actual security to be delivered is “to be announced” 48 hours before the settlement date.46 The market works because of an assumption of homogeneity among each issuer / guarantor’s MBS.47

The TBA market, which dates from the 1970s, is the second-most liquid market in the world, surpassed only by US Treasuries, although historically the TBA market was not one market, but three separate markets.48 The TBA market provides both consumers and lenders with valuable services. For consumers, the TBA market ensures their ability to get preclosing rate-locks. Consumers want to know their cost of financing before they bid on properties because the terms on which consumers can obtain financing affect consumers’ bidding capacity. This means that consumers generally want to get financing terms well before the loan actually closes, which is when the property sale closes. The problem is that market conditions can change during the window between the lender offering financing terms and the closing. If the lender makes the consumer a firm offer of financing at a fixed rate, the lender is then exposed to market swings during the window between agreeing to the financing and the closing. In particular, the lender might find itself with a below-market loan that it can only sell at a discount. Yet lenders often offer preclosing rate-locks on fixed-rate loans for thirty to ninety days.

Lenders are able to offer these rate-locks because they can hedge out their rate risk through the TBA market. For example, if a lender agrees to a loan at 6 percent APR, the lender could hedge its risk by selling a forward contract for Fannie Mae MBS with a 6 percent yield. If interest rates rise to 8 percent prior to the closing, the lender will be stuck with a below-market loan, but the lender will also be getting paid a market rate to deliver an MBS with an equivalently below-market coupon, offsetting the loss on the loan.49 While other hedges are theoretically possible, rate movements in the TBA market are most likely to track those in the mortgage market, compared with, say Treasury futures, and no market exists in mortgage futures.50

For lenders, the TBA market provides an important source of financing through a mechanism known as the “dollar roll.”51 A dollar roll is a combination of two simultaneous and offsetting TBA trades with different settlement dates. For example, a lender might sell a Fannie Mae MBS for settlement on June 1 and buy one with the same terms for settlement on September 1. The effect is equivalent to obtaining a three-month loan, with the interest rate being based on the differential in transaction prices. The dollar roll transaction functions much like an MBS repo, but the two legs of the transaction—the sale and purchase—do not need to be with the same counterparty nor does the same security need to be used for both legs of the transaction, only sufficiently similar ones.

Historically, Fannie Mae MBS, Freddie Mac Participation Certificates (PCs, the name of the Freddie Mac MBS product) and Ginnie Mae MBS were not good delivery for each other in the To-Be-Announced forward contract market. The Fannie, Freddie, and Ginnie products differed from each other in terms of format and content of disclosures, in terms of payment schedules, and in terms of the guarantor entity. As a result, there were separate TBA markets for Fannie Mae MBS, Freddie Mac PCs, and Ginnie Mae MBS. By virtue of being the smallest issuer, Freddie Mac’s PCs would normally suffer from a liquidity discount (and possibly also a discount from a perceived weaker guarantee). Freddie Mac therefore had to subsidize its securitizations to offset that discount.

In 2014, however, the FHFA, as conservator of Fannie and Freddie, announced a goal of developing a uniform MBS for both GSEs that would be good delivery for each other in the TBA market. By making Fannie Mae MBS and Freddie Mac PCs good delivery for each other in the TBA market, there would cease to be separate Fannie and Freddie TBA markets. Instead, there would be a larger and more liquid joint market. That liquidity would enable Freddie to stop subsidizing its PCs, which after the capital support agreements were in place came at the expense of Treasury by reducing the profits available to sweep.

The solution, implemented in June 2019 per regulation,52 was the development of the Uniform MBS. Uniform MBS are issued separately by both Fannie and Freddie through a new Common Securitization Platform owned by Common Securitization Solutions, LLC, a joint venture of Fannie Mae and Freddie Mac. The Uniform MBS is structured like Fannie Mae MBS (with a fifty-five-day investor payment delay), but with Freddie Mac-style disclosures. Fannie and Freddie are obligated by regulation to keep the terms of their securities substantially aligned in terms of prepayment speeds.53

The guarantees on Fannie Mae Uniform MBS continue to be obligations solely of Fannie Mae, and those the guarantees on Freddie Mac Uniform MBS continue to be obligations of solely Freddie Mac, but Fannie and Freddie Uniform MBS will be good delivery for each other in the TBA market. The fact that Fannie Mae MBS and Freddie Mac PCs are good delivery for each other despite different guarantors is a strong indication of the implicit government guarantee of Fannie and Freddie and increasing convergence of the enterprises, who are now required by regulation to have substantial standardization of their MBS’ prepayment speeds (which includes foreclosure rates because foreclosures are a type of prepayment) and therefore, by implication, standardization of their underwriting. Ginnie Mae MBS continue to trade in a separate TBA market and are not part of the Uniform MBS project.



GSE Credit Risk Transfers

The third major market development is the adoption at FHFA insistence of credit risk transfer programs by both Fannie Mae and Freddie Mac.54 From 2013 through 2018, the GSEs cumulatively transferred over $91 billion of credit risk on $2.7 trillion of mortgages.55 While this is only around a 3 percent transfer of credit risk, most of the risk transferred is either first-loss or junior mezzanine loss, so much of the GSEs’ expected credit risk exposure has been transferred. For 2019, FHFA required that the GSEs transfer a meaningful portion of credit risk on at least 90 percent of the unpaid principal balance of newly acquired single-family mortgages.56

These credit risk transfers have occurred through a range of transactions: loan-level mortgage insurance, pool-level mortgage reinsurance, lender risk-sharing agreements, and the issuance of subordinated, non-guaranteed MBS,57 but the vast majority of the credit risk transfers ($66 billion on $2.2 trillion in mortgages through 2018) have been so-called “synthetic” credit risk transfers through derivatives.58 These synthetic credit risk transfer transactions, which premiered in 2013, involve the sale of credit-linked notes (CLNs), the payment of which is based on the performance of the mortgages in a Fannie or Freddie MBS.

The great innovation of GSE securitization was to separate interest rate risk and credit risk. The MBS investors assumed the interest rate risk, while the GSEs retained the credit risk through their guarantee of timely payment of principal and interest on the MBS. The synthetic credit risk transfers are the next logical step in this progression—there is no need for the credit risk to rest entirely with the GSEs; instead, they can sell it to third parties separately from the interest rate risk. Indeed, this is what the GSEs have been doing in various forms for some time. The GSEs have long had PMI coverage on many mortgages, which is a form of credit risk transfer, and they also have programs for seller / servicers to retain a portion of the credit risk, for the sale of participation interests in MBS pools, and for credit reinsurance. The net effect of the synthetic credit risk transfers is that the GSE MBS investors assume all of the interest rate risk, and the GSE CLN investors assume a portion of the credit risk on the GSEs’ mortgage pools.

The form of the synthetic credit risk transfers has changed over time, but in the post-2018 form, Fannie or Freddie enters into a credit-default swap with a bankruptcy-remote trust it has created, in which the trust sells credit-default protection to the GSE on a specified pool of mortgages.59 As long as the mortgages perform, the GSE will make periodic protection payments to the trust, while if a defined credit event occurs, the trust will pay the GSE up to the specified level of coverage. The trust thus assumes the credit risk on the mortgages. The trust is itself capitalized by selling notes that are obligations of the trust, not the GSE, to investors. The trust then invests the proceeds from the notes in highly liquid, safe assets (for example, Treasuries) that can be used to pay the GSE if there is ever a credit event. This form of CLNs is effectively a securitization of a credit-default swap, such that the real protection sellers—the ultimate holders of the credit risk on the mortgages—are the investors in the CLNs. Figure 11.1 illustrates this transaction structure.

Notably, the GSEs do not transfer all of the credit risk on the reference pool for the CDS. While the precise structure has varied by transaction, a common structure is for the transaction’s GSE sponsor to retain the first-loss position of 0.5 percent of the reference pool (much like an insurance deductible), as well as the senior 97 percent of the pool. The GSE would sell only a second-loss mezzanine slice of 2.5 percent of the pool to investors, but also retain at least 5 percent of all mezzanine tranches, for a total risk transfer of 2.375 percent of the credit risk on the reference pool.
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Figure 11.1.   Fannie / Freddie Funding of Mortgages through Securitization with Back-End Credit Risk Transfers

Original creation by the authors.


While 2.375 percent of the credit risk may sound small, it is most of the first 3 percent of losses on the pool, a level that exceeds expected losses in most market situations. Figure 11.2 illustrates this division of credit risk. The idea is that the GSE will bear normal operating risk, the CLN investors will bear the risk of a serious market downturn, and the GSE (and thus effectively the federal government) will bear the tail risk of a market catastrophe.

In synthetic credit risk transfers, the GSE shifts part of the credit risk on the referenced mortgage pool to the CLN investors. The CLN investors are effectively guarantors of the mortgages. Critically, however, the mortgages themselves are never transferred in this process; they remain the property of the GSEs and in the possession of their regular servicers.

The synthetic credit risk transfer programs have substantially derisked the Fannie and Freddie. In so doing, they have also fundamentally changed the housing finance market. Prior to the GSEs’ synthetic credit risk transfers, investors in GSE securities assumed no credit risk; investors that wanted credit risk on mortgages had to purchase PLS products. Now, investors can assume credit risk on mortgages synthetically through the CLNs. This new product presents a substantial competitive challenge for the return of PLS on any scale. At the same, time, however, it has shifted the locus of the problems associated with mortgage credit risk from the PLS market to the CLN market.
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Figure 11.2.   Fannie Mae Connecticut Avenue Securities Credit-Linked Notes Structure

Original creation by the authors.


Investors had difficulty properly pricing for credit risk on PLS because PLS are opaque, heterogeneous products. If investors are to properly price credit risk, they need information about the loans. This can be accomplished either by substantial loan-level disclosure, of which Reg AB II is an excessive model, or through standardization of loan products.

The GSEs have been disclosing substantial loan-level and pool-level information for the reference pools for their CLNs including the first three digits of collateral properties’ ZIP codes. Yet this is all voluntary disclosure because Reg AB and Reg AB II do not apply to the GSEs (or to synthetic securitizations generally). Moreover, the procedural protections for investors created by Reg AB II, particularly the time between disclosure and sale, do not exist for the CLNs, and investors do not have the ability to meaningfully diligence 100,000 plus loans in the underlying reference pools before having to make a decision to purchase.

The GSE CLNs do, however, offer potentially substantial standardization. First, they shift only credit risk, not credit risk and interest rate risk, to investors, so they have inherently simpler cashflow waterfalls and less informational complexity. Second, all of the mortgages in the pools are, to date, thirty-year fixed-rate conventional loans, originated and underwritten pursuant to the GSEs’ standards.

Yet there are signs of increasing heterogeneity in the credit-linked note programs. First, unlike the Uniform MBS, there are no uniform CLNs; a Fannie Mae Connecticut Avenue Securities (CAS) note is not good deliver for a Freddie Mac Structured Agency Credit Risk (STACR) note. Moreover, within each program, there are already several types of credit risk transfers. For example, within the STACR program, there are securities with payments based on actual loss and those based on a fixed severity, those referencing mortgages with low LTVs (≤80 percent) and those referencing mortgages with high LTVs (greater than 80 percent), and those based on HARP and Relief Refi collateral. Likewise, Freddie Mac has a nonsynthetic credit risk transfer MBS (STACR Secured Participation Interests) that competes with its STACR CLNs.

Heterogeneity also looms for the mortgages in the reference pools. To date the reference pools have been large and highly diversified geographically, containing only conventional thirty-year fixed-rate loans underwritten to the GSEs’ standards, albeit of different vintages. Yet one could readily imagine there being deals based on fifteen-year fixed-rate loans or various flavors of ARMs. Likewise, geographic diversity need hardly be maintained; one might imagine California-only deals in the future.

The synthetic credit risk transfer market could reduce, but not eliminate, the informational problems that were so rank for PLS. There is little guarantee, however, that this will remain the case in the synthetic credit risk transfer market under the current housing finance system, and it is a major point of concern for any reform proposal, as we discuss in the following chapter. In particular, maintaining standardization of the CLN market is critical for ensuring that it works as a mechanism for revealing the level of risk in the mortgage market. The CLN market will only operate as an efficient risk-pricing market if it is a liquid market, such that it can sustain a futures market. Liquidity in the CLN market depends on standardization of the CLNs. To the extent that there is either a lack of standardization in the referenced mortgage pools, other than by origination vintage, or a lack of standardization in the structure of the CLN themselves, they will not be liquid instruments.

Indeed, the CLN market does not currently look to be particularly liquid; there are some 205 unique investors in Freddie Mac STACR CLNs, but most of them are in the senior tranches; the most junior tranches have had only thirty-six unique investors total, with most deals having a little over a dozen.60 The small size of the primary market suggests that there is not yet a robust secondary market in the CLNs.

Additionally, it is possible that various derivative products will develop around the GSEs’ CLN. While a futures market in CLNs would be a positive development for completing the market, other derivative products could be more problematic. In particular, nothing prevents the issuance of CLNs by other entities that reference the same GSE pools. That is, Fannie Mae could issue $1 billion of notes referencing a particular pool, and Morgan Stanley could arrange for the issuance of another similar pool, enabling parties to go both long and short on the mortgages, just as existed with the market for CDS on PLS products. This opens the door to various arbitrage strategies and the risk of market manipulation through the derivative market. GSE CLN transactions are exposing new parties to mortgage credit risk, and the implications are not yet apparent.



The Growth of Risk-Based Pricing

The fourth key postcrisis market development has been the expansion of risk-based pricing. Prior to 2008, the GSEs did not engage in risk-based pricing. The GSEs would charge a guarantee fee (“g-fee”) to lenders that sold loans to the GSEs in the form of a discount on the purchase price. The g-fee is intended to cover the GSEs’ (1) expected credit losses, (2) cost of capital, and (3) administrative expenses and overhead. The g-fee was, with few exceptions, the same for all loans of each product type (30-year fixed, 15-year fixed, 5 / 1 ARM, etc.), expressed as a number of basis points on the loan. The same was true for FHA and VA insurance premia; they did not differ by LTV or by credit score, for example. In contrast, PMI has long had a degree of risk-based pricing with different premia schedules for lower credit score borrowers.

While FHA and VA continue to have one-size-fits-all pricing, the GSEs have adopted risk-based pricing in two forms. First, in November 2007, Fannie and then Freddie adopted loan-level pricing adjustments (LLPAs), effective as of March 2008.61 The LLPAs are additional fees over and above the g-fee charged by the GSEs in the form of discounts from what they will pay to purchase mortgages. The LLPAs have changed subsequently in conservatorship at the FHFA’s directive, but as they currently stand, they act as surcharges based on a range of loan characteristics: credit score, LTV, CLTV, product features, ARMs, residency status, multiunit properties, manufactured housing, cash-out refis, high balances, and limited mortgage insurance. The pricing adjustments are cumulative, such that a borrower with a low credit score and a high LTV and an ARM would pay three separate loan-level pricing adjustments. PMI coverage is not taken into account as a factor reducing the borrower’s risk for any LLPAs unless the PMI coverage exceeds the minimum coverage requirement amount.62

The LLPAs are charged to the financial institutions that sell loans to the GSEs and not directly to consumers. Lenders may pass these along in the form of higher rates to consumers, although there is no requirement that lenders pass through the fees or that they pass on a particular LLPA to a particular consumer. In other words, lenders are free to have cross-subsidies among consumers, but competitive pressures mean that this is unlikely to happen, for if a lender wanted its less-risky consumers to subsidize its riskier ones, the less risky consumers would presumably go to another lender that did not impose the cross-subsidization. As a result, the LLPAs are likely to be passed through to consumers.

Second, in addition to the LLPAs, the GSEs both also adopted an “Adverse Market Delivery Charge” or “Market Condition Delivery Fee.”63 These charges were originally a flat 25 basis point charge applied to all mortgages after March 2008, but FHFA ordered it to be lifted for all states except those with particularly high foreclosure costs.64 This had the effect of creating geographically distinguished pricing by state, with higher fees charged for loans in riskier states. These fees were discontinued by the FHFA entirely in April 2015, effective as of September 2015.65

Notably, although the GSEs themselves have adopted risk-based pricing, it has not yet manifested itself in the pricing of their credit risk transfer transactions. These transactions have generally been priced based on the aggregate risk in large mortgage pools of 30-year fixeds, rather than on individual loan characteristics or on the risk in pools that have been segmented into fine-grained risk-buckets. Whether this will remain the case in the future, however, is questionable, as there is substantial market pressure for risk-segmented pools and risk-based pricing. Already, one level of segmentation has appeared: high-LTV loans are pooled separately from low LTV loans for the credit risk transfer transactions. Further risk-segmentation may appear, and indeed there is likely to be market pressure for finer-grained risk segmentation.

While the GSEs moved to an explicitly risk-based pricing formula with the LLPAs, PMI companies doubled down on risk-based pricing. Most of the PMI market is dominated by a half-dozen insurers, and their rate schedules are virtually identical, because they do not generally compete for the consumer’s business, but instead compete for the lender’s business. PMI is often paid by the borrower, but with the lender as the loss-payee. Accordingly, consumers do not particularly care which company provides their PMI given that their premia are identical. Instead, the PMI firms get their business by ceding reinsurance to captive reinsurance affiliates of lenders, a practice of questionable legality.66

Prior to the financial crisis, PMI pricing was risk-based, depending on LTV, credit score, and a number of factors such as cash-out refi, investor property, second home, multiunit dwelling, or manufactured housing. Over time, however, PMI pricing has become ever more finely risk-based, with eight credit score bands now standard, up from four previously.67 Moreover, PMI rates now include additional adjustment factors, such as high debt-to-income ratios.68 Thus, the movement across the whole market is to increasingly risk-based pricing.

The effect of risk-based pricing has varied by consumer. Some consumers have seen a decrease in their borrowing costs, while others have seen an increase. The total effect can add substantially to the cost of a mortgage. For example, in summer 2019, a borrower with a credit score of 679 and an 85 percent LTV with a regular thirty-year fixed-rate purchase-money loan with minimum PMI coverage would be paying an additional 437 basis points (4.37 percent annual interest) in LLPAs and PMI premia.69 This could nearly double the cost of borrowing for many borrowers. The result is that the riskiest borrowers end up with FHA loans, the credit risk of which is entirely born by taxpayers.

While mortgages may have become comparatively more affordable for consumers perceived as lower-risk, higher-risk consumers may be getting priced out of the market entirely by risk-based pricing, resulting in a smaller conventional market and contributing to the decline in homeownership rates. Nonetheless, there still is substantial cross-subsidization of loans to first-time borrowers with less than pristine credit by the GSEs.70 Without such cross-subsidies, rates for such borrowers could be several hundred basis points higher even in normal times, with multiples of such increases occurring in times of market stress.




Where Things Stand Today

Taking stock of where things stand today—as of fall 2019—the good news is that the housing market has stabilized. Foreclosure rates are no longer at their historic elevated levels, and negative equity has substantially disappeared in most markets. As of the second quarter of 2019, only 3.8 percent of mortgaged properties—roughly 2 million homes—had negative equity.71 Housing prices are marching upwards again in some markets but are largely in sync with rents, although some geographically constrained urban markets are seeing substantial price increases. The parallel movement of prices and rents provides reassurance that there is another bubble forming. Nonetheless, the tightness of the overall housing market revealed by these rent and price rises is constraining homeownership to post–World War II historic lows, with the greatest impact on first-time borrowers, as we discuss next.

The mortgage product mix has shifted away from the exotic, nontraditional mortgages that marked the bubble years to the American mortgage: as of July 2019, nearly 90 percent of all mortgages loans were 30-year fixeds.72

While this is good news, a closer look shows that the housing finance market remains unhealthy in important ways. First, the market is now substantially a government market. As of 2018, the GSEs accounted for 46 percent of first-lien originations, with FHA / VA loans accounting for another 23 percent.73 In other words, 70 percent of the mortgage market is, as of the writing of this book, a government market. Yet today’s GSEs are substantially different from the precrisis GSEs. Their investment portfolios are shrinking in accordance with the Senior Preferred Stock Purchase Agreement, and they have transferred a substantial share of their expected credit risk to the private market.

In 2018, portfolio lending accounted for another 30 percent of first-lien originations, with PLS financing only 1.8 percent of first-lien originations.74 PLS remains moribund postcrisis. Regulation has made some of the products that PLS financed difficult or impossible to originate, and PLS has trouble competing with the GSEs on conventional conforming loans given the efficiency advantages of the GESs’ economies of scale. Moreover, postcrisis litigation about the underwriting quality of PLS has left investors without any confidence that the trustee and servicer structures in PLS are sufficient to protect their interests, and solving that problem will make PLS administration costlier and thus reduce returns to PLS investors. On top of these problems, PLS now have to compete against GSE credit risk transfer transactions for investment from investors seeking to take on mortgage credit risk.

Second, while the market today is a government market, it stands on shaky ground. Not only is there the overarching and continuing uncertainty about GSE reform, but there is also litigation brought by the GSEs’ preferred shareholders seeking to recover the dividends that were diverted to Treasury under the capital support agreements, and the question of how long Treasury is willing to support the GSEs, especially if they are forced to draw down on their line of credit from Treasury.75

FHA has its problems too; as FHA lending has ballooned, so too has Ginnie Mae securitization, but Ginnie Mae lacks the capacity to adequately oversee its myriad seller-servicers at current volumes, so Ginnie Mae faces substantial operational risk.76 In particular, there has been a marked shift from bank to nonbank origination. Overall, nonbanks are now originating over 50 percent of mortgages. The shift has been particularly stark for Ginnie Mae. As of September 2019, 92 percent of Ginnie Mae originations were through nonbanks, and even the GSEs were getting over half of their originations from nonbanks.77 Nonbanks have also increased their share of the servicing market and concentrated the servicing among fewer entities. The nonbanks lack capital and are subject to runs on the lines of credit (from banks) that they need to do business. If nonbanks’ servicing costs increase due to heightened defaults, banks could call their lines of credit, causing a liquidity crisis for the nonbanks and knock-on effects to mortgage and housing markets. Without credit from the nonbank sector, lending will be curtailed and prices will fall. Illiquidity would have consequences for the insolvency of these thinly capitalized entities. The risks to these entities also pose potential systemic risk to the economy under stress conditions. As of now, there is no monitoring or oversight of this potentially systemic risk.78

Third, first-time homebuyers frequently have little real equity in their homes. The old standard 20 percent down payment no longer holds in the postcrisis market. Instead, borrowers are frequently buying homes with small down payments such that they barely have positive equity after sale expenses. In 2016, 60 percent of first-time homebuyers made a down payment of 6 percent or less.79 FHA has long offered 3 percent down payments, but low down payments have expanded into the conventional market as well.

Lower down payments help expand the homebuyer market and buoy up prices, but any market downturn will leave such borrowers with negative equity. The back-loaded structure of typical level payment amortization schedules means that these borrowers will accrue little home equity during the first several years of their loans. For example, a $282,000 thirty-year, 4.5 percent, fixed-rate loan on a $300,000 property will result in the accrual of about $25,000 in equity over five years—often the tenure in a property—if property prices remain steady. It only takes a small decline in property values to wipe out this equity. Borrowers might gladly be willing to assume this leveraged gamble, particularly given the obstacles to lender recourse, but it means that ability-to-repay, rather than LTVs is now the bulwark of lender protection, and ability-to-repay is always subject to the five “Ds”—death, disability, dismissal, delivery, and divorce. The importance of ability-to-repay makes the fate of the GSE patch to the QM Rule particularly fraught.

Fourth, the “credit box”—the terms on which consumers can obtain credit—is much more constrained than prior to 2008. Pre-2008 underwriting is hardly a baseline for normal market conditions, but the QM rule has constrained underwriting to some degree, as have loan servicing reforms and a heightened awareness of put-back risk. But the credit box is tighter than it was in 2000, which was a period of low default rates.80 What this all means is that some creditworthy, but riskier borrowers are finding it difficult to obtain credit, even with risk-based pricing, and risk-based pricing has been pricing other consumers out of the market, even in a low-rate environment. The result is that the overall homeownership rate in 2019 is 2.4 percent lower than the rate in 2000, a decline that can be attributed entirely to the tightening of credit standards beyond the levels of 2000.81

Fifth, low interest rates have resulted in most mortgaged homeowners with positive equity obtaining very low-cost fixed-rate financing. If rates rise appreciably, these homeowners will be locked into their homes; if they seek to move, they will be able to afford less house because of higher financing costs, which may discourage moving and distort labor markets. Importantly for stability, any sudden rise in mortgage rates will have the potential of dissuading new buyers. A sudden rise in to the interest rates could cause major disruption to housing markets.

All this means that housing markets are stable—for now—but there are real questions about their long-term stability. Addressing their stability will require a reform of the housing finance system, a politically fraught issue that is taken up in the next chapter.

While the housing market has stabilized, the social reverberations of the housing crash may still be shaping American society and politics. Housing is among the most widely held financial assets; for many middle-class households, home equity is the main asset. The decline in housing prices raised real fears for some households about their continued position in the middle class, and this in turn had effects on the political system: the Tea Party and even Trumpism have their roots in part in the socioeconomic fear created by the collapse of the housing market.

It was the middle class, not the poor, who bore the immediate cost of the bursting of the bubble. The poor were never homeowners, so they had no home equity to lose. Instead, they suffered collaterally, such as through job loss in the recession and through evictions when their landlords were foreclosed on. The bubble directly hit middle-class households, and this jolt was radicalizing for some who feared falling out of the middle class. Thus, one study finds “remarkably higher Tea Party activity in ‘housing bubble’ states such as Nevada, Florida, Arizona, and California.”82 The study did not find any correlation between Tea Party activity and high unemployment rates, but it did find that Tea Party activity was highly correlated with foreclosure rates.83

Likewise, another study found that there were larger proportions of underwater homeowners in “counties where support for the Republican Party increased from 2012 to 2016, compared with where the Democratic Party gained or maintained a foothold in 2016.”84 Conversely, the study found that counties with strong housing markets—low and decreasing negative equity rates—tended to result in Democratic gains between 2012 and 2016.85 The study found that negative equity rates actually increased in 2015–2016 in over a third of the counties that had voted for Barack Obama in 2012 but for Donald Trump in 2016.86 The divergence in actual and perceived fortunes continues, as those who do not own in prosperous metropolitan areas with job growth are faced with higher hurdles to ever own first homes and get on the homeownership wealth building ladder.

The bursting of the bubble did not harm only the home-owning middle class, however. It also harmed Millennials, who were just reaching the age to enter the homeownership market. Millennials already faced an obstacle to homeownership that previous generations did not—student loan debt, which limited their ability to save and to service mortgage debt. The postbubble higher standards for mortgage underwriting, which were tougher than they were in prebubble years, combined with the GSEs’ loan-level pricing adjustments to make homeownership less attainable for first-time homebuyers, particularly those with less-than-stellar credit. The retrenchment of underwriting standards postcrisis impedes homeownership for Millennials on the margin—where it counts.



Political Failure of GSE Reform

The unfinished state of affairs in housing finance begs the question of why we have not seen comprehensive reform. The answer seems to lie in the politics of housing finance. Five factors contribute to the lack of reform: (1) an ideological divide about the organization and regulation of markets, (2) the fact that housing finance markets are basically working, (3) the development of synthetic credit risk transfers by the GSEs, (4) unresolved litigation brought by GSE shareholders, and (5) the lack of any clear political benefit from reforming a critical but obscure market.

The GSEs are ground zero in a deep ideological chasm about the organization of markets. For some conservatives, the GSEs are an offensive governmental interference in private markets, readily abused by politicians who seek a short-term political gain by goosing the credit channel: give people subsidized mortgages, and they’ll buy homes and be happy voters. These conservatives see the GSEs as squeezing out private capital because of an unfair advantage through an implicit guarantee, and as ultimately inflating housing prices nationwide and distorting the allocation of resources in the economy in favor of housing. This is a long-standing critique of the GSEs, but it also dovetails with the Government Made Me Do It theory of the bubble propounded by long-time GSE critics such as Peter Wallison.

For the purposes of housing finance reform, it doesn’t matter that the Government Made Me Do It theory utterly lacks evidentiary support. Instead, what matters is that it is believed by many on the political right and has particular support among Republicans in the House of Representatives. If one believes that the GSEs were the root of the financial crisis, rather than collateral damage from the disaster created by the private-label securitization market, then the road to reform points to an elimination of the GSEs and the privatization of all credit risk in housing finance. Such a privatization of credit risk also conveniently comports with a “free-market,” antiregulatory worldview that brooks no compromise on government involvement in markets.

It is hard to square such a position with a view of the crisis as driven by the excesses of the private market, rather than by the GSEs, or with an understanding that housing finance markets have benefited from some form of government involvement, in particular a government backstop for catastrophic risk. This ideological divide has meant that the legislative reform proposals that have advanced by Republicans in the House and by a more moderate bipartisan group in the Senate have been miles apart from each other, with no obvious reconciliation possible.

Housing finance reform is also the victim of the success of the bailouts in 2008–2009. Despite the painful bursting of the housing bubble and millions of foreclosures, the housing finance market has stabilized. Mortgages are widely available and at historically low interest rates (ignoring LLPAs and PMI adjustments) because of the Federal Reserve’s monetary policy interventions to boost markets. While most of housing finance is now running through government-guaranteed markets, this is of little concern to most voters. What matters is that cheap mortgage financing is available to many borrowers, and those borrowers who are having trouble accessing the market lack political heft. Put another way, if markets are working well enough, why tamper with them? Indeed, while the Treasury Department produced a plan for housing finance reform in September 2019,87 numerous key issues remain unresolved in the plan, such that the main takeaway is that no major changes are likely to be made to the system in the near future. Indeed, perhaps the most significant change has been a September 2019 increase in the amount of capital the GSEs are allowed to retain under the Preferred Stock Purchase Agreements—now a total of $45 billion88—but this is still nowhere close to the capital the GSEs will require under FHFA’s proposed capital requirements for the GSEs.89

Postcrisis market developments have also taken away some of the impetus for regulatory reform. In particular, Fannie Mae and Freddie Mac synthetic credit risk transfers have resulted in a substantial shift of credit risk from public to private capital.

Another factor impeding reform is the presence of ongoing litigation brought by GSE preferred shareholders. These shareholders allege that they were wrongfully deprived of their property rights in the conservatorship because as a condition of providing capital support to Fannie Mae and Freddie Mac, the Treasury Department insisted on a sweep of all GSE profits into the Treasury (through the 2012 amendment of the Preferred Stock Purchase Agreements), rather than allowing dividends to be paid to shareholders. The litigation complicates attempts to reform the GSEs without legislative action because any unilateral changes by Treasury and FHFA could prejudice the shareholders in the litigation and would therefore likely be opposed by the Department of Justice.

Further complicating reform attempts is that there is no real political upside to either party or to any individual politician from championing reform (of any type) of secondary markets in housing finance. Secondary markets are by definition not consumer-interfacing markets, so the workings of these markets are not well understood by voters. Fannie Mae is as likely to be thought of as the candy brand Fannie May as a secondary mortgage market institution. Few Americans are actually able to explain what the GSEs do, other than that they have something with mortgages and that they were somehow associated with the financial crisis. In such circumstances, there is little political upside to a politician claiming the glory of having reformed the (functioning if unsettled) secondary housing finance market. In a world in which politicians have limited political capital, few want to spend their chits on a legislative project that is complicated, politically costly, and unlikely to return much if any political benefit.90

The combination of these factors explains why the GSEs have continued in a decade-long conservatorship with no end in sight. Nevertheless, proposals for housing finance reform continue to proliferate, and that is what we turn to in the next and final chapter, where we present our own reform proposal.







 



CHAPTER TWELVE

Principles for Reform


WHAT SHOULD THE housing finance market look like going forward? In this chapter, we turn to the vexing question of how to reform the housing finance system. Any reform proposal will have to run a daunting political gauntlet; we do not attempt to navigate a political path to reform here. Instead, our focus is on what an optimal reform should look like.

In this chapter we lay out what we believe should be the guiding principles for any housing finance reform: stability and affordability. From these twin objectives of stability and affordability, a number of system design details follow. After laying out these objectives and their design implications, we then turn to an evaluation of the major existing proposals under these metrics. We find that they generally fall short. In the next and final chapter, we present our vision for a reformed American housing finance system.


Stability and Affordability: A Virtuous Cycle

Stability begets affordability, and affordability begets stability. The unique nature of housing as an asset class means that stability and affordability are positively linked. Affordable housing products do not come at the expense of stability, but rather bolster stability, which in turn has affordability benefits.1 In contrast, a volatile housing finance system will bear a volatility premium that erodes affordability, while an unaffordable housing finance system will be riskier, less liquid, and less stable.

All homebuyers benefit from stability, which minimizes housing price volatility and enables homeowners to build wealth over the long run. Homebuyers benefit from stability in the mortgage market directly because mortgage rates inevitably reflect past risk. Even today’s low mortgage rates include a volatility premium as a result of the financial crisis. Avoiding such crises by constructing a stable mortgage system will reduce mortgage rates and allow for lower-cost, more-affordable mortgages over the long run. Above all, then, a housing financing system should be a source of stability rather than instability, and such stability is tied to affordability.

The virtuous cycle of stability and affordability should be the lodestar for housing finance reform because a housing finance system that delivers stable and affordable mortgages maximizes the tremendous positive social benefits of homeownership. Housing is critical to American families and to American society and the economy in general. Having a stable and at the same time affordable housing finance system is necessary to support continuous access to housing for consumers, to protect household wealth, to protect the financial system, and to promote the commonwealth and civic engagement.


An Affordable Housing Finance System Is Necessary for the Stability of the Housing Finance System

The more affordable housing finance is, the wider and deeper the homeownership market. By affordable, we mean long-term affordability, not products that have initial affordability and then need to be refinanced. It is important not to view affordable finance housing as simple a matter of the cost of shelter. Homeownership, as we have seen, is more than shelter. It is also a hedge against gentrification and inflation. An apples-to-apples comparison of the benefits consumers obtain from housing is not simply the cost of renting versus the cost of homeownership, but must adjust for all the benefits of homeownership as a financial asset, and most critically its role as a hedge.

The homeowner is able to remain anchored in a community even in the face of gentrification and inflation. This encourages him or her to be more civically involved in maintaining and improving the community. The renter, in contrast, risks having to move at the end of every (short) rental contract if rents have gone up, and is subject to the very real risk of eviction. Viewed this way, homeownership is, dollar for dollar, cheaper than renting. Accordingly, affordable housing means, in our view, the readily accessible option of affordable homeownership, not merely low-cost rentals. Because of the cost of housing relative to incomes, affordable homeownership involves affordable mortgage financing that allows borrowers to telescope their future lifetime earnings power into present consumption.

Affordability in housing starts with affordable mortgage finance, but ultimately it begets stable communities because residents are not priced out of their neighborhoods and because they are not forced out of their homes through foreclosure. As we discussed in the Introduction, such stability has enormous positive social benefits in terms of crime reduction, educational achievement, health, and civic engagement, property reinvestment, and community stability.

To the extent that mortgages are sustainably affordable, borrowers are less likely to exercise their default put option even if prices decline. If a housing finance system generates truly affordable mortgage products, it can have the beneficial effect of crowding out and substituting for destabilizing faux-affordable products.



A Stable Housing Finance System Is Necessary to Protect Financial Markets from Unpriceable Risk

Home prices are critical to the state of the financial economy, and a stable housing finance system is also necessary to protect the economy more broadly. A major development in housing finance since the New Deal is the financialization of housing. Today housing is not simply shelter, but also a financial asset, whose pricing moves with global financial markets. Moreover, just as homeowners cannot readily hedge against the risks of a volatile housing finance system, so too is it difficult for financial institutions because of the incomplete and yet correlated nature of housing and housing finance markets. As we showed in Chapter 10, housing markets are incomplete because it is impossible to short housing directly.

Nor can lenders properly price the housing market’s risk in aggregate. It is possible to price an individual mortgage loan in isolation, but that does not account for geographic and serial correlation of the home prices. When a lender makes a mortgage loan, the lender compensates for the risk it bears with a higher rate. But that higher rate only captures the internalized risk; it does not capture the externalized risk of a default, such as the effect on neighboring properties from a foreclosure. Nor does the lender capture the externalized risk of a bubble due to upward pressure on property values from the excessive loosening of demand constraints. Any nonsustainable loosening of lending constraints will allow prices to be bid up, which will inflate comparables and thus further loosen lending constraints, creating a boom cycle.2

Eventually the limit of the easing of constraints will be reached. At that point, rather than there being a new equilibrium reflecting the changed fundamentals, there will instead be a collapse because prices will have extended above what is supportable based on expectations of a continued easing of lending constraints. These price expectations will surpass fundamentals because price expectations are generally future projections based on the past and do not include the discontinuity of constraint easing. Without the ability to sell homes short, compensating downward pressure that prevents bubbles is absent.

The resulting bust is particularly damaging because the economic instability induced by a housing market collapse is not self-limiting. As prices decline, housing finance seizes up, and prices decline further, leading to foreclosures and further price declines. The downward spiral implicates the financial sector, as the value of the large asset class of MBS and derivatives referencing MBS becomes uncertain, and thus the solvency of firms with large exposures to the mortgage market becomes uncertain, and ultimately the solvency of those firms’ counterparties becomes uncertain as well, and so on.

If easy finance allows property prices to be bid up, existing lenders are affected because they have priced their loans based on the market conditions at the time they loaned rather than on the subsequent eased credit terms that may increase their risk, either directly, in the case of subsequent junior mortgages on their collateral properties, or indirectly because of the increased systemic instability created by increased leverage. Subsequent lenders are also affected by a loosening of finance supply constraints, because they cannot accurately price to fundamentals absent information on how much of the demand is a function of easier credit. That information does not exist in real time. Given that not all lenders will estimate the risk of inflated prices the same, competition will push down the market-clearing risk premium to the lowest estimate. This means that smart money will lose to dumb money (which underestimates risk) in the short term. Even smart lenders may have to continue to dance as long as the music plays and hope that they can stuff the risk of bad loans to someone else.

At the point of collapse it becomes necessary to protect the public fisc. Limiting this risk means having a stable housing finance system. Stability is necessary to reduce the moral hazard of a government guarantee, whether implicit or explicit. When private markets fail, the government will have to pick up the tab, just as it will if it explicitly backs a housing finance system. A government-supported housing finance system should include stability and long-run affordability by design.



A Stable Housing Finance System Is Necessary to Maximize the Positive Benefits of Homeownership

A stable housing finance system is also necessary to capture the systemic benefits of homeownership. Housing is also home. It is the home base for the family, which is the geographic lynchpin of most Americans’ lives and what ties us to our communities. Homeownership promotes community stability in a way renting does not because long-term rental contracts are rare due to landlords’ inability to distinguish prospectively between good and risky tenants. Homeownership and the community stability it promotes have positive spillover effects on society, ranging from appreciation in the value of neighboring properties to improved health and education outcomes and increased civic participation. These benefits are hard to quantify but of tremendous value. They are maximized with a stable housing finance system because only a stable housing finance system can produce the continuous financing availability necessary to avoid clusters and spikes in foreclosures.

While a borrower’s financial downside on a mortgage may be capped at the amount borrowed (or even less if the loan is non-recourse), there are other financial costs from a mortgage default and foreclosure, such as relocation expenses, as well as significant nonfinancial costs from losing a home, such as disruption to children’s education.

There are also important negative spillovers from foreclosures. Foreclosures depress neighboring property values and erode local tax bases, and vacant properties can impose costs on local communities in terms of public safety and health. This all means that from both a homeowner perspective and a social perspective, stability in home prices is prized.

A stable housing finance system is necessary to protect and preserve the benefits to households and communities from homeownership. Because of the connections between homeownership and financing and the geographic and serial correlation of housing prices, a volatile housing finance system will lead to extreme booms and busts, against which households cannot adequately insure.

For all of these reasons, we believe that the single most critical lesson to learn from the Great American Housing Bubble is the importance of stability in a housing finance system. Stability should be prioritized over all other goals when designing a housing finance system. Housing is simply too important to households, to the financial sector, and to the state of the economy writ large. From this stability-first principle, and the recognition that stability begets affordability and vice-versa, several design implications follow.




Design Implications from Affordability and Stability

From the twin objectives of stability and affordability, a number of detailed design points follow.


Competition for Mortgage Credit Risk Must Be Restricted to Competition for Market-Wide Risk

The first implication of a stability-first approach is the necessity of restricting competition that results in underpriced credit risk in mortgage markets. Specifically, competition for credit risk needs to be limited to being competition for market-wide risk, rather than competition for risk in particular fragments of the national market, and the pricing of credit risk needs to be delinked from an immediate impact on prospective mortgage pricing.

Mortgage lending involves two types of risk: interest rate risk and credit risk. Historically, interest rate risk was a major concern in US housing finance. Interest rate risk plagued the housing finance system in the 1970s and 1980s, led to the S&L crisis, and threatened Fannie Mae in the 1980s (before Fannie undertook securitizations) and Freddie Mac (because of noncallable corporate debt) in 2003.

Today, however, because of securitization we are not particularly concerned about interest rate risk. While we implicate private-label securitization in the housing bubble, our book should not be read as a condemnation of securitization generally. It is important to recognize that securitization has been an incredibly valuable development for housing finance. Securitization enables the vast resources of global capital markets to fund US homeownership. Securitization also enables geographic diversification through the pooling of loans, the matching of demand to supply across the nation, and the insurance against regional economic shocks. And securitization capably handles the allocation of interest rate risk by transferring it to capital markets investors.

The shifting of interest rate risk away from depositories is what enables the continued vitality of the consumer-friendly long-term, fixed-rate mortgage. Capital market investors are well suited for handling interest rate risk, in contrast to depository institutions, and have a variety of means of hedging against it if they so choose.

Credit risk is another story. The key unresolved design issue for achieving a stable housing finance system is the allocation of credit risk. Stability requires the restriction of competition for credit risk on mortgages.


LIMIT UNDERWRITING RACES TO THE BOTTOM

Competition is often taken as an unalloyed positive that produces efficient outcomes. This is a naïve view of competition. Competition is desirable in some circumstances, but not in others. In particular, competition creates pressure for short-term gains, even at the expense of long-term stability. For example, price competition is undesirable in insurance markets because insurers will be tempted to lower their prices to gain market share at the expense of adequate reserving for future losses. For this reason, many insurance markets feature explicit rate regulation to prevent underpricing.

A similar problem exists in insuring against housing finance credit risk. To the extent competition is allowed for credit risk on mortgages, there will be a temptation for parties to gain market share by underpricing risk. This could be done either with lower rates or with looser underwriting criteria. Indeed, this is exactly what happened during the Great American Housing Bubble: PLS gained market share by loosening underwriting standards. Under shareholder pressure, Fannie and Freddie belatedly sought to catch up and maintain market share by loosening their own standards. Only Ginnie Mae, which was not answerable to shareholders, did not play the game. As a result, Ginnie Mae lost considerable market share. (Refer back to Figure 4.3.)

The underpricing of risk is destabilizing to the financial system writ large in an age when housing is financialized through securitization. The problem is exacerbated by the fact that the geographic and serial correlations of housing prices produce systemic externalities that are never priced in the first place. Underpricing of risk does not merely affect the individual lender or guarantor’s portfolio; it affects the entire market. Prevention of underpricing of credit risk by mortgage guarantors or insurers that are not capitalized for the long run to preserve financial stability over the cycle is a necessary public good.3

Historically, the desire to produce competition has never motivated the structure of the US housing finance system. The existence of (originally) twelve Federal Home Loan Banks was because of the regional nature of the market, not because of a desire for competition. Indeed, their joint liability meant that they were never fully competitors. Similarly, Freddie Mac was not created so that there would be competition with Fannie Mae, as is often wrongly believed, but simply as a result of the politics of the division within the mortgage industry between S&Ls and mortgage banks, with each group wanting its own captive GSE.4




Ensure Funding across the Cycle

Privately owned market entities that are designed to compete for market share through discretionary setting of standards inevitably make markets unstable over the cycle. The short-termist tendency of competition also makes markets flighty. Flighty markets are bad because they are, by definition, the opposite of financial stability—they are boom and bust markets. Competition makes markets flighty because it encourages lending intermediaries to cut back on reserves, ease standards, and seek out cheaper, riskier shorter-term funding. Competitive firms see their own risk, but may not see or care about systemic risk as they engage in a race for market share, the race to the bottom that causes market instability.

In good economic times, the buildup of risk will not be noticed because the provision of cheaper, more available credit raises housing prices and will suppress the level of defaults. Competition for market share will drive excessive leverage and risky lending with no consequences at first since higher house prices will hide the poor underwriting of the loans, and despite risky loans, defaults will fall as housing prices rise. Nonetheless, at the sign of trouble, financial markets will pull back on their provision of credit. Without the resources to stay in the market for the long run, and facing market declines, firms will withdraw lending, furthering the downward spiral. The result will be lending cycles, procyclical behavior in general, and in severe cycles, systemic risk.



Preserve the National Market

Restricting competition for credit risk is not simply a matter of maintaining underwriting standards, however. It is also necessary to preserve a national market and to ensure the availability of funding across the economic cycle for regions which otherwise would be forced into their own booms and busts.

Competition fragments markets. A housing finance market with full competition on pricing has different rates across the credit score spectrum and by loan product feature, including geography. Geographic segmentation might be by state, but could be done with a much finer geographic scope, such as by metropolitan area, or even by ZIP code, census tract, or neighborhood. This is hardly speculative: the GSEs had geographically differentiated rates by state under their Adverse Market Delivery Charge from 2007 to 2013, which penalized borrowers in states with longer foreclosure timelines (namely, with better consumer protections).

Fragmented markets can further instability. Fragmented markets will price adversely to the specific conditions of the local market. Homeowners have a voice in some of those conditions—state or local government finances, for example—but not in others, such as the boom or bust of a regional industry, the failure of a large local employer, or natural disasters. In geographically segmented markets, the collapse of the oil industry in west Texas, the decline of the Maine lobster fishery, the bankruptcy of General Motors, an earthquake in California, or a hurricane in Florida will result in a subsequent jump in interest rates or tightening of underwriting criteria in those markets, which would turn into a self-fulfilling prophesy of downward home prices.

Fragmented markets were the story of pre–New Deal housing finance. Before the New Deal there were regional and local markets with substantially different credit terms, and these regional markets were much less stable than a national market. Geographically segmented housing finance markets will amplify local economic conditions; a national market smooths out local economic booms and busts.


PRESERVE PRODUCT STANDARDIZATION AT THE MORTGAGE LEVEL AND THE MBS LEVEL

Competition for credit risk in housing finance markets is likely to reduce product standardization at both the origination level and the secondary markets level. Competitors are incentivized to eschew standardization because standardization leads to commoditization and thinner profit margins. Furthermore, to the extent that products are not standardized, it is easy for sellers to pack in complexity that has the effect of obfuscating product costs and risks.

Thus, to the extent there is competition for credit risk, it could readily result in a move away from standardized loan products like the 30-year fixed, to bespoke, nontraditional products and, ultimately, even to nonstandardized loan documentation. This is precisely what we saw during the housing bubble. Competition for credit risk emerged in the form of the PLS market, a nonstandardized secondary market product based on nonstandardized, nontraditional mortgage products.

Product standardization is desirable because it has benefits in terms of systemic stability, investor protection, consumer protection, and affordability. Pricing of risk is only possible if risk can be identified. This is true for risk in pools of mortgages and also for systemic risk. Bubbles can only be prevented if they can be identified, and the only way to identify a housing bubble is when a compression in mortgage credit spreads accompanies a rise in housing prices that cannot otherwise be explained by fundamentals.

The presence of compressed mortgage credit spreads with credit risk increases (the Pavlov-Wachter indicator) is the tell-tale sign of a bubble. This is because borrowers—particularly home flippers—will rationally borrow to bid up housing prices whenever they can, given the default put option that exists because almost all US mortgages are effectively nonrecourse. The default put option creates a heads-I-win-tails-you-lose gamble for the mortgaged homebuyer, and a compression in credit spreads reduces the cost of purchasing that option, thereby increasing its prevalence.

The Pavlov-Wachter indicator cannot be identified in real time, however, unless there is a high degree of product standardization in the mortgage market or the secondary market. This is because mortgage credit spreads and MBS spreads must be analyzed on a risk-adjusted basis that accounts for shifts not just in interest rates, but in other product terms.

For example, a 5 percent interest rate on a thirty-year FRM at an 80 percent LTV ratio is not readily comparable to a 6 percent interest rate on a 2 / 28 ARM at a 95 percent LTV ratio. If the market shifts from the former product to the latter while Treasury rates are constant, has there been a compression in credit spreads? To make such a determination, we would need to come up with a risk-adjusted interest rate.

Given the large number of dimensions on which mortgage loans vary—credit scores, LTVs, amortization schedules, maturities, occupancy, documentation, and so on—arriving at a risk-adjusted interest rate is difficult, especially because the analysis must account for the interactions between these different risk factors. The greater the degree of product heterogeneity, the harder the analysis becomes. To the extent that there is standardization in the market around particular products, there is greater homogeneity and easier analysis of spread compression. Product diversity obfuscates risk and frustrates efficient pricing.

The same holds true in the MBS market: GSE and Ginnie Mae MBS all had a fundamental homogeneity of credit risk because they were guaranteed by the GSEs and by Ginnie Mae, respectively. Implicit recourse to the US government for the GSEs, further homogenized credit risk among the GSEs and Ginnie.

In contrast, PLS were heterogeneous in terms of their allocation of credit risk. They varied in terms of the number of tranches, the structure of cash flow waterfalls, and the presence of various credit enhancements, such as overcollateralization, excess spread, and bond insurance. This meant that the spreads on one set of PLS were not comparable with those on another, absent a complex risk adjustment calculation. Nor did the spreads on PLS compensate for the risk. As we have shown, the smart money in the market eventually caught on to the existence of a bubble—but only a year to two after it had formed, in part because the increasing heterogeneity of the market due to the rise of nontraditional mortgage products financed through PLS. For there to be any chance of regulators or the market generally identifying bubbles early enough before they have inflated, it is necessary to have a reasonably standardized market.

Product standardization also benefits consumers. It does so in three ways. First, it reduces transaction costs for lenders, which should result in consumer savings in a competitive origination market. Second, it facilitates price comparisons for consumers. Bespoke products are harder for consumers to compare on an apples-to-apples price basis and thus lessen competitive pressures on price. Third, and most importantly, it enables the existence of the To-Be-Announced (TBA) market, which both provides financing for lenders through the dollar roll and enables borrowers to lock in rates on fixed-rate mortgages as much as ninety days prior to closing. Preservation of the TBA market should be an important goal for housing finance reform, and that will require product standardization, particularly at the secondary market level, which will in turn require limitations on competition.



THE APPROPRIATE PLACE FOR CREDIT RISK COMPETITION

A limitation on competition for credit risk means, among other things, a limitation on the privatization of risk. Our skepticism of risk privatization as a goal in and of itself derives from four insights. First, we do not believe that all risk in the housing finance system can ever be truly privatized. Housing is simply too important of an asset socially and economically for government to turn its back in a systemic crisis, and that means that it is key to have a system designed so as to prevent systemic crises. This points to the need to layer on private-risk capital to create a buffer against the socialization of losses, but at the end of the day, government inevitably holds the uninsurable catastrophic tail risk in the housing market.

Second, the incomplete and imperfect nature of housing finance markets means that the more fragmented the pricing of national credit risk, the more unstable markets will become. In particular, as discussed further below, fragmented privatized markets will demand risk-based pricing, but risk-based pricing becomes a self-fulfilling prophecy of collapse in a market where asset prices are serially and geographically correlated and tied to credit prices. Indeed, because markets will recognize in a downturn that risk is market-wide, privatized markets will run and cause the catastrophe that well designed markets can prevent.

Moreover, if private capital, without uniform standards, bore the credit risk on mortgages directly, such as through competing guarantees of timely payment of principal and interest on MBS, the TBA market would cease to exist. The MBS guaranteed by party X would not be good delivery for those guaranteed by party Y because guarantors X and Y have inherently different credit risk profiles. Indeed, historically there were separate TBA markets for Fannie MBS and Freddie MBS. With multiple competing guarantors, the TBA market’s liquidity would suffer for all flavors of MBS, to the point that a TBA market would not be sustainable for the least liquid guarantors, which would render them uncompetitive.

In addition, to the extent one cares about affordability of housing, privatized risk is problematic because privatized risk will ultimately price many households out of homeownership. This is both because markets with privatized risk are less stable and therefore riskier markets, which imparts an additional risk premium to all mortgages, and because privatized markets will insist on risk-based pricing, which will impose additional costs on riskier households, fragmenting the pool. In other words, complete privatization of risk is fundamentally incompatible with stability and affordability.

Again, this is not to say that credit risk cannot be privatized, but that market design matters. Also, the problems that follow even from national competition for credit risk hinge on the assumption that the terms that are obtained in the secondary market for credit risk will be transmitted continuously into the terms of prospective mortgages. If mortgage rates and terms are delinked from the procyclical terms on which investors will assume credit risk in secondary markets, then the problems that follow from competition disappear. In other words, if credit risk can be sold to the private market after the fact of lending, competition for that risk will not have a deleterious effect on the system. We address whether this is possible, as part of our proposal for a reformed housing finance system.




A Housing Finance System Must Ensure the Widespread Availability of the 30-Year Fixed

The standardization of housing finance products, on both the loan level and MBS level, facilitates analysis of compression of credit spreads, the tell-tale sign of a bubble. But what should the standardized product, or products, be?

We do not argue that there is a one-size-fits-all mortgage product. Different products are better suited for some consumers than for others. But there is one product that is generally well suited for consumers, which matches consumer tastes, and which serves the goal of financial stability. This is the thirty-year fixed-rate mortgage, the American Mortgage.

The 30-year fixed is the crowning achievement of the New Deal’s myriad reforms of the housing market and their postwar development. The 30-year fixed was the cornerstone for postwar American economic stability, and its abandonment as the dominant market product in favor of the modern reincarnation of the 1920s bullet loans was what led to the housing bubble and the subsequent financial crisis.

The 30-year fixed is particular well-suited for most consumers because it is long-term, fixed-rate, fully amortized, and freely prepayable. The long term and free-prepayment ability give the homeowner substantial optionality regarding length of housing tenure. The homeowner can pay off the mortgage if she or he moves or keep it while staying in the house without having to refinance or pay off the loan. The fixed rate creates household economic stability because it means that the household can budget around what is typically its largest monthly expense. The fixed rate shields households from interest rate risk, which consumers are otherwise ill-prepared to address. The long term also keeps down monthly payments, which gives households’ economic flexibility and increases housing affordability. And the full amortization means that households are constantly building equity and avoid bullet payments. Not surprisingly, US consumers have shown a strong taste for long-term FRMs, particularly the 30-year fixed.

The thirty-year term of the American Mortgage is not imbued with a totemistic quality. Instead, it happens to roughly coincide with the remaining working lifetime of individuals who form households around age thirty. Age thirty is slightly over the median age of marriage and of first child birth in the United States. A household that is formed at age thirty and acquires a home in the next few years then has roughly thirty years of expected income before retirement. A thirty-year mortgage lets that household telescope all thirty-years of future earning power into current purchasing power. Terms longer than thirty years are likely to take many households past retirement age (which is of course true with older households), while terms under thirty years do not let households capture the entirety of their future expected earnings power. The critical feature, however, is the long term, not the precise thirty years.

The stability-first principle means ensuring the widespread availability of the 30-year fixed. If it is widely available, it will generally be chosen by consumers. The 30-year fixed, however, is not a product that the market produces on its own. It is not available in almost any other country. Long-term, fixed-rate, fully prepayable mortgages can be found only in the United States and Denmark. The private market will readily revert to either adjustable-rate or short-term loans in order to manage interest rates for the lender.

The emergence of the 30-year fixed in the United States was the result of substantial government intervention and innovation. While other countries have comparable homeownership rates to that of the United States without having long-term FRMs, these countries provide a range of other support to their mortgage markets. In Canada, for example, the government has historically directly insured much of the mortgage market. The 30-year fixed has been substituted for other types of government support of the mortgage market. All else being equal, homeownership based on the 30-year fixed is fundamentally more secure.

The widespread availability of the 30-year fixed requires a securitization market, and also a TBA market. It also requires a market that does not have granular risk-based pricing and that discourages bullet products, such as balloon mortgages with back-loaded payment structures. It is imperative that a housing finance system continue to offer these features in order to ensure the widespread availability of the American Mortgage and its substantial consumer and systemic benefits.



The Leverage Call Option Must Be Unembedded

One reason that housing is so sensitive to credit-fueled bubbles is the existence of the default put option. The default put option makes an investment in housing something close to a heads-I-win-tails-you-lose investment. If housing prices go up, the investor makes money, while if prices fall, the investor exercises the put option by defaulting and “selling” the housing back to the lender through foreclosure. The cost of exercising the put option is the loss of any home equity and any future appreciation, a damaged credit score, and the costs of relocation.

The “leverage call option”—the ability of homeowners to increase their leverage through a junior mortgage without the consent of the senior mortgagee—reduces the strike price for the default put option in that if the borrower is more leveraged, there is less home equity for the borrower to lose and a lower likelihood of future appreciation accruing to the borrower. The leverage call option is not just a problem for lenders on their own loans, but its existence on other lenders’ loans has the effect of inflating leverage—and hence prices—market-wide through the serially correlated nature of housing prices. The leverage call option is a financial accelerant that exacerbates any underpricing of mortgage credit.

The leverage call option is an idiosyncratic and unintended feature of the American mortgage market. It exists solely because of a statutory provision in the Garn–St. Germain Depository Institutions Act of 1982 that prohibits lenders from exercising “due-on-sale” clauses, making the entire mortgage immediately come due upon the creation of a junior lien.5 The provision was intended to deal with issues arising from novel financing arrangements, such as junior mortgages from sellers, that appeared in response to the inflation of the 1970s.6 The prohibition prevents lenders from taking action upon the creation of a junior lien. Indeed, lenders do not even need to be informed of the junior lien’s creation. Because lenders cannot adjust their pricing retroactively to account for the greater risk created by the increased leverage—and may not even know about it—they may underprice credit if they underestimate the likelihood of borrowers leveraging up with junior liens. What’s more, because a rise in second-lien financing affects the risk-adjusted mortgage credit spread, the exercise of the leverage call option disguises the presence of the Pavlov-Wachter indictor, which frustrates attempts to identify a bubble in real time.

Ensuring the stability of the housing finance market requires unembedding the leverage put option from mortgages. The leverage call option should be unbundled from the mortgage and separately negotiated. Separating out the leverage call option would allow homeowners who value it to still be able to obtain it, while not forcing other homeowners to purchase an option that they may neither want nor need. Thus, mortgage prices should be lower with the leverage call option unbundled, as there will not be a cross-subsidy built into mortgage pricing from those who do not exercise the leverage call option to those who do.

Unembedding the option requires amending the Garn–St. Germain Act to allow lenders to enforce due-on-sale clauses on encumbrance of a property with a voluntary lien. Such an enforcement right would not be meaningful, however, unless a first-lien lender were to know of the junior lien. Accordingly, we also suggest that the Garn–St. Germain Act be amended to prohibit the enforcement of junior liens absent proof that the first lienholder has been notified of the junior lien. If the first lienholder does not exercise its due-on-sale power within a reasonable time after learning of the junior lien, then enforcement of the first lienholder’s due-on-sale clause based on encumbrance by the junior lien should be prohibited. In essence, there should be a specifically enforceable, but waivable, negative pledge clause built into the first-lien mortgage. In such a situation, a potential junior lender will not actually lend until the first lienholder has been notified and consented by waiving its right to call the loan on account of the junior lien. Presumably, such consent would become a standard part of a second-lien mortgage’s closing package.

What we are proposing with a repeal of Garn–St. Germain’s prohibition of due-on-sale clauses triggered by encumbrances is that the mortgage contract contain an explicit and separate option for the homeowner to subsequently increase leverage via a junior lien either by an unlimited amount or up to a defined CLTV based on a new appraisal approved by the first mortgagee. The consumer would either pay for this optionality upfront or negotiate for it later. The key point is that it would not be automatically included in a mortgage.

The embedded leverage call option allows Americans to freely convert home equity into cash through second mortgages. Second mortgages enable homeowners to realize the benefits of home price appreciation without selling their properties. It is important to preserve this ability to tap home equity. Unembedding the leverage call option would not deprive homeowners of these important benefits. It would merely unwind the cross-subsidization of the leverage call option by homeowners who do not use it for those who do. Those who utilize the leverage call option would have to pay for it, but those who do not would benefit from lower costs of homeownership, and the possibility of refinancing rather than taking out a second mortgage ensures that all homeowners would still be able to access the appreciation in their home price.

Unembedding the leverage thus should actually make homeownership more affordable to those who do not purchase the leverage call option. Moreover, to the extent that a bargained-for leverage call option improves financial stability, there could be a market-wide stability dividend of lower interest rates and higher home prices, as borrowers would not pay a systemic risk premium.

Unembedding the leverage call option through an amendment of the Garn–St. Germain Act to make it a specifically bargained-for option would facilitate greater financial stability both by limiting unpriced leverage and by improving the ability to detect the Pavlov-Wachter indicator of mortgage spread compression. It can be done without any harm to consumers overall, merely an internalization of the costs of leverage for those who value it.



Stability Requires Eschewing Procyclical Risk-Based Pricing

The public interest in maximizing wide and deep homeownership means that it is imperative that housing finance markets not have substantial procyclical risk-based pricing. Risk-based pricing means that the marginal price of credit depends on the borrower’s individual credit profile: riskier borrowers pay more. While the base price of credit is determined by the lender’s cost of funds and operations, in risk-based pricing, the pricing at the margin depends on the borrower’s risk.

Risk-based pricing is generally thought to be a good thing because it enables more efficient borrower-specific pricing by eschewing the one-size fits all pricing that imposes a cross-subsidization of high-risk borrowers by low-risk borrowers. Moreover, to the extent that some borrowers are low-risk because of more responsible behavior, risk-based pricing rewards such good behavior.

There is already some measure of risk-based pricing in housing finance, based on consumers’ credit scores and LTV ratios and occupancy status. But credit scores and LTVs are not the only possible risk-measures. Geography, in particular, is an important risk component. Currently, however, geography is not reflected in risk-based pricing (excluding flood insurance requirements). Similar borrowers in South Carolina and Oregon end up paying similar rates; there is no location-based premium.

The flip-side of risk-based pricing is a cross-subsidy among borrowers. To the extent that pricing is not individualized but is instead one-size-fits-all, higher-risk borrowers (on any risk dimension) are subsidized by lower-risk borrowers. But this can be optimal for both. The pooling efficiencies from serving the entire market redound to the benefit of all borrowers, as does the insurance mechanism against random events that beset regional markets.

Risk-based pricing appears fairer and more efficient when viewed from the perspective of a single loan. But when viewed from a market-wide and cyclical perspective, it is actually inefficient because of the unique correlations of housing markets. Risk-based pricing over the cycle makes homeownership more expensive at a time of market stress, and in some cases prohibitive, for higher-risk borrowers, and will thus reduce housing transactions, leading to downward pressure on home prices and make homes less liquid and harder to sell. Moreover, risk-based pricing makes it more likely that the market will “gap out” for high-risk segments when the market is stressed. When markets are shaken—which may be for reasons that have nothing to do with mortgages, such as geopolitical strife or a pandemic—the volatility in rates will be more extreme for particular risk segments, especially higher-risk borrowers. Risk-based-pricing results in higher rates for higher-risk borrowers and has the endogenous effect of increasing risk because it increases monthly mortgage payments.

Hence, risk-based pricing over the cycle, particularly on geography, will result in more volatile markets and local booms and busts. Risk-based pricing is a procyclical financial accelerant. For example, if there is a plant closure in a town, risk-based pricing will result in higher mortgage rates, driving down home prices, leading to a self-reinforcing decline in credit availability because of the correlated nature of home prices and the feedback loop between home prices and credit availability. This means that independent of the original decline in demand, a community may find itself in decline because an expected withdrawal of finance leads other lenders to withdraw funding. Given the correlated nature of housing prices, procyclical risk-based pricing will serve as rocket fuel for a much more volatile housing market.

The effects of risk-based pricing over the cycle will be felt particularly keenly in poorer communities. Because economic downturns affect the creditworthiness of less well-off borrowers more than others, risk-based pricing would cut off credit availability during a downturn for more vulnerable households more than for more secure households. Housing finance then becomes an automatic destabilizer, as it was in the Great Recession.

Moreover, procyclical risk-based pricing will lower homeownership in poorer communities. Because of the serial price correlation and feedback loop between housing prices and mortgage credit availability, there will be greater price volatility, higher foreclosure rates, and higher-risk-based pricing over the cycle with the result of a reduction in mortgage credit availability in LTMI communities. Resulting lower rates of homeownership will mean the loss of the positive social externalities of homeownership. Middle-class neighborhoods of people of color that are stable but just barely holding on will disintegrate as homeownership rates fall. The social effects from a risk-based pricing mortgage system will be noticeable and may have broad negative spillovers on the social fabric of many communities.

The risk from lower liquidity and increased procyclical volatility will all ultimately be embedded in the cost of funds. Thus, low-risk borrowers will be paying a premium for illiquidity, instability, and cyclicality. We do not ourselves attempt to estimate the systemic volatility premium, but one estimate has it at as much as 40–50 basis points system-wide.7 Put another way, it is not only high-risk borrowers who benefit from avoiding procyclical risk-based pricing and cross-subsidization over the cycle. We all benefit from cross-subsidization because it creates a stability dividend. Countercyclical cross-subsidization creates a deeper and more stable housing market, and that results in lower costs of funds for everyone.



Affordability Requires Eschewing Risk-Based Pricing

Affordable housing can be supported in two ways: tax-and-transfer programs or mandatory housing outcome goals. A tax-and-transfer program accomplishes a cross-subsidy through the tax system, rather than through market pricing. Such a program might involve a set-aside fee on higher income borrowers that is then used to offset some of the credit risk premium on lower-income borrowers, such as through support of FHA. A tax-and-transfer program does not guarantee a particular outcome. Instead, it guarantees a finite level of financial commitment and takes whatever outcome that commitment ends up producing.

In contrast, housing goals have the effect of being outcome-based, encouraging the entities to expand markets through cross-subsidies as well as other efforts. In theory, both methods can achieve the same levels of support for LTMI homeownership, and at the same cost. But the advantage of housing goals is that they are likely to be more flexible and therefore cost effective. For example, a tax-and-transfer program will be fixed over the cycle. Thus, if tax-and-transfer is used to temper risk-based pricing, the resulting rates will be procyclical.—market gap outs and geographic procyclicality—will persist. The stability goals necessitate a cross-subsidy through housing outcome goals as a means of supporting affordable homeownership over the cycle, rather than a finite dollar amount of support through a tax-and-transfer program.




Evaluation of Existing Reform Proposals

With these objectives and design implications in mind, we now turn to existing housing finance reform proposals. Our goal here is not a detailed critique of any particular proposal. Rather, existing proposals fit into one of four basic structural models, and we evaluate each model for how well it addresses systemic stability, affordability, and efficiency of operations and execution.

Because all housing finance reform proposals assume, as do we, that securitization will be the main funding mechanism for US mortgages, there are only four basic models for reform. These models vary along two dimensions: first, whether the MBS that will finance US mortgages will be issued by a single issuer or by multiple competing issuers, and second, whether the credit risk on those MBS will be held by a single entity or by multiple competing entities. While credit risk can be held in many forms, for analytical simplicity, we will refer to it through the shorthand of a guarantee. Accordingly, we can categorize all of the proposals in these terms as falling into one of four categories: (1) multi-issuer / multi-guarantor; (2) single-issuer / multi-guarantor; (3) multi-issuer / single-guarantor; and (4) single-issuer / single-guarantor.

Obviously, there are features of particular proposals that blur this neat analytical division. For example, the same entity might be both an issuer and a guarantor. Likewise, multiple guarantors might shift credit risk derivatively to a single entity or a single entity might re-syndicate its credit risk to many investors. Moreover, some proposals attempt to split the difference between the single-multiple divide by allowing multiple issuer or guarantors, but limiting their number. Such proposals are, in our categorization, still multi-issuer or multi-guarantor as the case may be, but we recognize that two competing entities are different than two dozen, and that constrained competition among a very small number of entities is different than unfettered competition between numerous competitors.


Multi-issuer / Multi-guarantor

Multi-issuer / multi-guarantor is simply the private-label securitization model. In a multi-issuer / multi-guarantor model, interest rate risk tends to go to one set of investors through the MBS, and credit risk goes to another either through the tranching of the MBS or through guarantees of the MBS, although the demarcation of credit and interest rate risk is not complete. As the model’s name implies, there would be multiple parties permitted to issue MBS, and multiple parties permitted to guarantee timely payment of principal and interest on those MBS or otherwise hold the credit risk on the MBS. These issuers and guarantors could be affiliated, but would not have to be.

The basic idea for multi-issuer / multi-guarantor is that there should be competition for issuance and for assumption of the credit risk on the MBS. Multi-issuer / multi-guarantor proposals vary in terms of eligibility requirements to be an issuer or guarantor, with the idea of imposing some minimum standards on the market. The leading examples of the multi-issuer / multi-guarantor model are the Protecting American Taxpayers and Homeowners (PATH) Act of 2013, a House Republican proposal,8 and the American Enterprise Institute proposal by Peter Wallison, Alex Pollack, and Edward Pinto.9

A variation on the multi-issuer / multi-guarantor model would have a government backstop that would guarantee the deep credit risk, so that there would be competition solely for the first-loss risk. This sort of variation is closer to being a multi-issuer / single-guarantor structure and would produce a market of mini-Fannies and Freddies: private securitizers that hold first-loss risk but with a (now explicit) guarantee. Another variation is to have many issuers, but have the issuances all go through a central securitization utility that would impose eligibility standards on issuers and mortgages.



Multi-Issuer / Single-Guarantor

The multi-issuer / single-guarantor system is used in the Ginnie Mae model. In a multi-issuer / single-guarantor system, multiple parties would be permitted to issue MBS, but they would all have a common guarantee from a governmental entity for at least part of the credit risk. Eligibility to issue such guaranteed MBS would be set by the governmental guarantor entity, just as Ginnie Mae does today. Multi-issuer / single-guarantor proposals envision expanding the Ginnie Mae framework from the FHA / VA market to covering the entire conventional market. The leading examples of this approach are the Partnership to Strengthen Homeownership Act of 2015 (Delaney-Carney-Himes),10 the Bipartisan Housing Reform Act of 2018 (Hensarling-Delaney-Himes),11 and the Bright-DeMarco proposal.12

Notably, in the existing Ginnie Mae model, Ginnie Mae is actually holding the second-loss credit risk. In a Ginnie Mae securitization, if a mortgage defaults, the private firm that issued the Ginnie Mae-insured MBS is responsible for advancing the payments on the mortgage to the bondholders until it collects on the FHA / VA insurance; only if the issuer does not pay the bondholders does the Ginnie Mae guarantee kick in. Thus, the issuer’s entire capital stands ahead of Ginnie Mae in terms of loss absorption. Because the VA guarantee is not for 100 percent of the loan amount, this structure means that the issuer bears the first-loss position, with some FHA / VA coverage, and Ginnie Mae holds the risk of issuer failures. The current prevalence among Ginnie Mae seller / servicers of thinly capitalized nonbanks has been the subject of concern. In adverse conditions, such firms may lose their bank lines of credit, resulting in a mass shutdown of loan insurers, which would have market-wide consequences.13 Expansion of such a system would require far more regulatory attention to sufficiency of multiple firms’ capitalization.

Presumably any expansion of Ginnie Mae coverage to conventional mortgages would operate with the issuer still holding the first-loss credit risk and being itself guaranteed by a governmental entity, rather than having all credit losses immediately paid out by the governmental entity. If so, this structure means that there is actually competition for credit risk in the multi-issuer / single-guarantor model. The MBS holders are ultimately assuming only the credit risk of the single-guarantor, but because the guarantee is a backstop for the issuer, there is competition for credit risk among the issuers. This competition could be held in check by the eligibility standards of the guarantor entity, but it will surely face pressure from issuers to loosen standards. While such controls could prevent races to the bottom if strictly enforced, they would necessarily obviate the expected benefit of rate competition that is the point of this structure.



Single-Issuer / Multi-Guarantor

Single-issuer / multi-guarantor is a model in which there would be a central securitization utility, with credit risk on MBS auctioned off to multiple guarantors. The single issuer would result in greater standardization of the terms of the MBS and of the mortgages that it would securitize, but there would still be competition for the credit risk. The leading examples of this model are the Johnson-Crapo (originally Corker-Warner) bill14 and the Mortgage Bankers Association’s proposal.15

The single-issuer / multi-guarantor model envisions a single securitization platform issuing MBS that vary solely based on the identity of the private guarantor and its pricing of the guarantee. These private guarantors would hold the first-loss credit risk, with an explicit and priced government backstop for catastrophic risk. Guarantors would control the terms of the mortgages that they would package and securitize. They would compete over such terms, inevitably introducing instability, unless they were carefully regulated to equate their risk. To do so, they would have to serve the same national market, in which case they would become equivalent to a single-issuer / single-guarantor.



Single-Issuer / Single-Guarantor

Single-issuer / single-guarantor or its functional equivalent—several guarantors operating under the same mandate and tight regulation to prevents races to the bottom—is a model in which all securitization issuance runs through a central governmental entity, a “Franny Mae,” that sells off the interest rate risk and holds the credit risk. Such a model would ensure an internalization of systemic risk externalities.16 Critically, the single-issuer / single-guarantor model could still have back-end credit risk transfers, as could all of the other models. The leading examples of a single-issuer / single-guarantor proposal are Rep. Maxine Waters’ Housing Opportunities Move the Economy (HOME) Forward Act of 2014, the Jim Parrott et al. proposal,17 the National Association of Realtors proposal,18 and the PIMCO proposal.19



Comparing Housing Finance Reform Models

The devil is in the details for housing finance reform proposals, but it is impossible to get the details right without the correct big picture approach. In this regard, we believe that only one of the four basic approaches—single-issuer / single-guarantor (or its functional equivalent in several closely regulated entities)—meets the criteria of both stability and affordability.20

What is critical for our purposes is a recognition that only one of the four proposals rules out front-end competition for credit risk—that is mortgage underwriting competition. Systemic stability and affordability cannot be readily achieved without cabining competition for credit risk to the back end of the system in synthetic credit risk transfers where it can be divorced from prospective underwriting terms. If there is front-end competition for credit risk, there will be the pressure for underwriting races to the bottom and market fragmentation and loss of the TBA market, a return of balloon products, and a decline of the 30-year fixed. Moreover, competition for credit risk will virtually ensure the use of risk-based pricing, which will, in turn, undermine both affordability and stability.

Of the four models, only single-issuer / single-guarantor does not have front-end competition for credit risk. Multi-issuer / multi-guarantor and single-issuer / multi-guarantor have, by definition, competition for credit risk. All multi-guarantor models encourage price discovery through competition in the pricing of credit risk. This is both the virtue of these models and their fatal and overwhelming flaw.

Competition in front-end credit risk pricing is undesirable in a market with correlated asset prices, because in such a context competition produces systemic instability. Some variations of multi-guarantor models attempt to temper this problem through a government backstop for tail risk, but that actually exacerbates the problem by introducing moral hazard and exposing the public fisc to private-risk-taking activities.

Moreover, all multi-guarantor models prevent cross-subsidies among mortgage borrowers. That means that affordable housing must be achieved through direct tax-and-transfer, a system that is much more vulnerable to political pressure up or down, and which is by nature slow to respond to market shifts. As a result, multi-guarantor models are likely to see regional disparities in the availability of affordable housing finance.

Multi-issuer / single-guarantor would appear not to have competition for credit risk, but this is true only if a single governmental guarantor directly assumes all credit risk. All multi-issuer / single-guarantor proposals of which we are aware, however, involve multiple parties competing for first-loss credit risk, with a single-guarantor providing a secondary backstop.

This is a structure that has a built-in moral hazard because the issuer entities bear losses only up to their capital; they do not internalize the full costs of shoddy lending because of limited liability. Accordingly, they are incentivized to underprice risk to gain market share. A complete government backstop will add to market stability, and regulation by the guarantor can potentially keep underwriting standards in check, but the risk remains that issuers may fail.

The presence of multiple issuers means that no one issuer may appear to be too big to fail, but there can readily be correlated failures, not least because it is the MBS, not the issuers themselves, that are guaranteed. There is thus the result of a system-wide failure of firms, as in the case of the 2008 financial crisis, in which hundreds of firms failed, because the bust undid the unsustainable 100 percent rise in housing prices, induced by the very same perfusion of firms. This raises the question, then, whether any surviving firms can readily step up and fill the financing gap, or whether the government will have to step in, as it did in 2008, worsening moral hazard and setting the stage for future crises.

Thus, it is that we come now to our own single-issuer / single-guarantor reform proposal.








 



CHAPTER THIRTEEN

Meet Franny Meg



Franny Meg, the Federal Securitization Utility

This is our vision for a reformed housing finance system: we believe that the only way forward that guarantees stability and affordability is a single-issuer / single-guarantor system (or its functional equivalent), based around a regulated public utility.

Specifically, we envision a federally chartered securitization utility or perhaps a small number of closely regulated utilities that are subject to common underwriting standards. We’ll call the utility the Federal Residential Mortgage Guaranty Corporation or “Franny Meg.” Franny Meg would have private shareholders who would contribute its initial capital and select its board of directors, which would be responsible for its governance within the confines permitted by regulation. Franny Meg would also be backed (as the GSEs are currently) by a line of credit from the US Treasury, to be paid for by an explicit fee. Franny Meg would continue to be regulated by FHFA or a successor independent agency, as well as by the Federal Stability Oversight Counsel, as part of its macroprudential oversight for the US economy.

The Franny Meg would have a congressional charter providing limited corporate powers and would not be allowed to conduct business generally except as relates to the mortgage market. In particular, Franny Meg’s charge would be to stand ready to purchase any and all mortgages that meet its underwriting criteria. For mortgage loans on one- to four-family residences, those underwriting criteria would include full amortization, a fifteen- or thirty-year term, free prepayment, a CLTV cap absent private mortgage insurance, conforming loan limits, and minimum documentation requirements. Regulatory oversight would ensure that these lending standards would not ease in good times and seize up in bad times. Franny Meg could purchase the mortgages on either a servicing-released or servicing-retained basis, but would always have a nominal call option on the servicing rights in order to strip problematic servicers of their servicing rights.

Franny Meg would buy mortgages at the face value of their unpaid principal balances, discounted by a service charge based on its operating costs and regulated by FHFA (the Fannie and Freddie’s service fee is currently 8 basis points), as well as a guaranty fee for product-based credit risk. As we will explain in more detail, Franny Meg would (under FHFA guidance) set guaranty fees to vary countercyclically with provisioning in good times to insure against downturns and would reflect credit risk that was monitored and priced by private markets. Franny Meg would be allowed to vary the guaranty fee to facilitate access to the market under a statutory obligation to serve the national market. Thus, Franny Meg could meet all service obligations through a cross-subsidization among borrowers through variation in the guaranty fee.

The overall rate would be the sum of the service charge plus the guaranty fee, the Treasury line fee, and the MBS interest rate—as determined by the trading of interest rate risk in a standardized TBA market. The pass-through of the overall rate to the borrower would be similar to that paid today.

Franny Meg would securitize all the mortgages it purchases in nationally blended pools and sell those securities with a guaranty of timely payment and interest. The only standing distinctions among Franny securitization pools would be among vintages, with separate pools for one- to four-family mortgages and mortgages on multifamily residences.

Franny Meg would not maintain a portfolio of mortgage loans except to the extent of accumulating loans for securitization or in the event of an adverse market (requiring a formal regulatory finding by the FHFA). Franny Meg would also not maintain a securities or derivatives investment portfolio other than for the limited purpose of hedging pipeline risk.

Franny Meg would pay for the mortgages through a cash window but offer sellers an option of taking Franny Meg MBS in lieu of cash, with securities priced at market. The maintenance of a cash window would ensure access by originating institutions of all sizes, as smaller institutions are poorly equipped to handle the rate risk on MBS they receive in payment and lack the underwriting structures to move those securities to investors.

The Franny Meg structure would shift interest rate risk to capital markets through the MBS, while the credit risk would, in the first instance, be held by Franny Meg. Significantly, we would require Franny Meg to shift most of the credit risk to capital markets through back-end credit risk transfer transactions, except when adverse market conditions (as determined by FHFA) obtain.

We do not attempt to prescribe the precise details of the credit risk transfers transactions here, but we assume they would generally track the credit-linked note (CLN) structures used by Fannie and Freddie. This would produce a credit risk waterfall such that Franny Meg would be exposed to a limited level of initial losses, with second losses going to the CLN investors. Losses beyond those allocated to the CLN investors would again be borne by Franny Meg, meaning that they would be paid out of its capital. Only if Franny Meg’s capital were exhausted would the catastrophic loss guaranty from Treasury kick in. Of particular importance, the CLN structure eliminates counterparty risk for Franny Meg because it is prefunded by the CLN investors. Key for making this structure work is a sufficiently large statutorily prescribed level of capital, which Franny Meg could obtain either through sales of stock, including an initial subscription from Treasury, or the retention of earnings.

Critically, any back-end credit risk transfers must come with a pair of substantive limitations. First, the reference pools for the CLNs must be national, blended pools without any differentiation except vintage and single versus multifamily mortgages. Mandating national, blended reference pools will protect against market fragmentation by ensuring the CLNs are priced based on nonfragmented markets. This is key for ensuring stable markets because the CLN pricing must reflect the risk of the entire market. Given the correlated nature of home prices and the endogeneity of credit and house prices, it is the risk of the overall market that determines the risk for individual mortgage lenders, homeowners, the taxpayer, and the system as a whole.

More importantly, the pricing of the CLNs must be separated from the pricing of the guaranty fee; that is, there must be no automatic pass-through of the pricing of the CLNs to the pricing of the mortgages. If such pricing were to occur, then all the benefits of reduced credit-risk competition would be lost, and we would be right back to the problem of flighty, procyclical markets.

Using synthetic credit risk transfers through CLNs would not only help inject private risk capital ahead of the government (but without the dangers of private underwriting). It would also generate information about credit risk. The private market trading, pricing, and provisioning through the CLNs against transparently observable credit risk in the reference pools would reveal the credit risk of the mortgages in these pools. The credit spreads on the CLNs—the amount private markets charge for credit risk—can be used to test for the Pavlov-Wachter bubble indicators. Thus, should spreads on the CLNs widen, it would signal to FHFA the need to restrict dividends to Franny Meg’s shareholders in order to accumulate capital through retained earnings.

Using the CLN structure with Franny Meg completes housing markets. It provides a source of information about the level of risk in mortgage lending and home prices and a liquid vehicle for expressing long and short positions on the housing market. Importantly, the information provided by the CLN structure is purely about mortgage risk; it is not contaminated by counterparty risk like the ABX indices that track the price of credit default swaps in the dealer markets because the CLN would be free of counterparty risk—the GSEs would pay up front for the swap protection from the special-purpose vehicle, which would be prefunded by the CLN investors. Using Franny Meg with an appropriate CLN structure would ensure that there would, in fact, be effective market discipline in the housing markets.



How Many Franny Megs?

While we are proposing a single-issuer / single-guarantor system, we believe that the role of Franny Meg could in fact be performed by multiple Franny Meg entities, provided that they would complete only on operational efficiency and not on underwriting or pricing. This could be achieved if all underwriting were subject to the same national standards, and guaranty fees were standardized by regulation across Franny Megs.

There are trade-offs between having a single Franny Meg and multiple ones. (If multiple, we envision not more than three or four.) On the one hand, a single-issuer / single-guarantor model involving multiple Franny Megs would benefit from competition on operational efficiency in prospecting for and processing loans, as this would encourage borrower-friendly technological innovations and better customer service. Multiple Franny Megs would also create some protective redundancy against non-systematic operational failures.

On the other hand, multiple Franny Megs would create some inefficiencies through duplication. Their CLNs would be inherently less liquid because they would not be good delivery for each other. Importantly, however, their MBS would have to be uniform and accepted as good delivery for each other in order to enable a TBA market. Additionally, having multiple guarantor entities is unlikely to protect against systemic failure. While no single Franny Meg would be too big to fail, they would face common risks, so there would be a chance of a correlated failure or at least a panic due to fear of a correlated failure. Having multiple guarantor entities does not really solve the too-big-fail problem because what we are concerned about is the stability of the market, not individual firms.

Ultimately, we are agnostic about whether there should be one or multiple Franny Megs. The point here is simply that it is possible to have multiple Franny Megs that compete on the limited dimension of operational efficiency and not credit risk, while staying within the single-issuer / single-guarantor paradigm.

To be sure, even if there is only one Franny Meg, it need not be the only game in town. Under our proposal, portfolio lending would continue, as would FHLB advances. So, too, would private securitization (particularly of jumbos) outside the regulated utility. We would, however, require PLS to go through Securities Act registration, which means that Reg AB II would apply, so that investors would benefit from the protections of pre-purchase disclosures and the ability to ensure representation and warranty enforcement.

Likewise, the FHA / VA / Ginnie Mae system would continue to operate as before. Franny Meg would be a self-contained structure for cross-subsidization rather than drawing on taxpayer dollars except in the situation of a catastrophic market meltdown. It would not, however, be asked to support borrowers who need substantial assistance in achieving homeownership. Those borrowers would continue to be supported through the tax-and-transfer system of FHA / VA / Ginnie Mae.



Benefits from the Franny Meg Structure

The Franny Meg structure would have several immediate stability benefits. First, the standing offer to purchase any and all mortgages that meet underwriting criteria would ensure a constant supply of liquidity to the housing market across the cycle. This standing purchase offer is available solely because of the federal government’s assumption of catastrophic credit risk, which leverages the government’s unique ability to bear risk to ensure that markets will not gap out when stressed.

Second, because the guaranty fee would be priced on a national portfolio and would consider portfolio-wide risk, it would account for systemic externalities. Only a single-issuer / single-guarantor structure, such as a regulated utility, is able to price in the systemic externality. In practical terms, this will mean a lower guaranty fee for products that have more positive systemic stability effects, such as the 30-year fixed.

Third, a single-issuer / single-guarantor model eliminates competition for market share through the erosion of mortgage underwriting standards. By eliminating credit risk competition in the secondary market, a single-issuer / single-guarantor model would ensure that there would not be rate wars for market share. Instead, the only competition for credit risk would be in the tertiary CLN market, and that competition would simply be in terms of the price investors are willing to pay for the CLNs, which would be delinked from mortgage underwriting or guaranty fees.

Fourth, channeling all mortgage credit through a single CLN channel will facilitate the monitoring of credit risk spreads so that bubbles can be caught as soon as they start to form. The single channel will facilitate standardization of mortgages themselves and of secondary market products, which will make CLN pricing an indicator of the risk of the mortgage market to the overall economy. In this way, the trading of CLN completes the market, preventing credit-induced housing price bubbles from going unchecked. This would make credit risk spreads comparable over time without risk adjustment.

Fifth, if there were only a single Franny Meg, there would be only a single, and therefore larger, more liquid, and more efficient, market for the pricing of back-end credit-risk transfers. Maximizing the efficiency of this market is critical because the pricing of the CLNs issued by Franny Meg would be the tell-tale indicator of market-wide mortgage credit risk. Because Franny Meg would be most of the market, it would internalize the systemic risk externalities in the market, which would be passed on in the pricing of the CLNs. The Franny Meg structure thus enables the pricing of the systemic risk externality. Franny Meg would make all the relevant data available on the risk characteristics of their MBS, thus enabling the CLN to evaluate the credit risk of the entire market.

Finally, by eliminating credit risk competition by entities whose role should be the monitoring of standards, the Franny Meg structure would maintain a national, unfragmented MBS market. This means that the TBA market can be preserved, that there will be greater liquidity in the market, and that there will not be regional disparities in credit pricing or the resulting volatility. Even with multiple Franny Megs, the TBA market could be preserved if they issued Uniform MBS as Fannie and Freddie currently do.

In addition to stability benefits, the Franny Meg structure would also have affordability benefits. The systemic stability engendered by Franny Mae would translate into lower guaranty fees and thus lower mortgage rates. Borrowers would not be paying a systemic risk premium. Systemic stability is a dividend for all borrowers.

In addition, because Franny Meg would commit to purchase all mortgages that meet its underwriting requirements but would charge a guaranty fee that would vary on only a few dimensions, there would be automatic cross-subsidization within the Franny Meg structure. The cross-subsidization, in turn, would contribute to affordability and stability in the system. Just as credit terms affect housing prices and vice versa, so too does affordability affect stability and vice versa. By recognizing these interlinked relationships that make housing finance markets fundamentally different from other markets, the Franny Meg structure will secure both affordability and stability.



Formalizing Franny Meg

The current situation has many of the characteristics we think are desirable for a housing finance system. While there is still a Fannie / Freddie duopoly, it is effectively a type of single-issuer / single-guarantor system, particularly because of the convergence of Fannie and Freddie through the common support from Treasury and the adoption of the Uniform MBS. The current system has also substantially derisked Fannie and Freddie. Nonetheless, it is not ideal.

Most importantly, the system is not in a legal equilibrium because of the continuing uncertainty of the conservatorship. Changing from a de facto system to a de jure Franny Meg will result in a greater certainty about the future of housing finance.

Many of the positive reforms of Fannie Mae and Freddie Mac have also been done either informally, through FHFA suasion, or through contract, namely, the Senior Preferred Stock Purchase Agreements. Moving to a de jure Franny Meg system would give Congress an opportunity to set up and formalize reform. In particular, it is necessary to legislate governance and to place limitations on the design and pricing of synthetic credit risk transfer transactions. We cannot predict when there will be a political path forward, but we believe that whenever such a path arises, our Franny Meg proposal will provide the blueprint for reform to ensure a stable and affordable housing finance system.







 



Conclusion


IN THE PAST century, the American housing finance system has been thoroughly transformed from a volatile market to a stable market, only to relapse and then repeat the transition. Both times, the transformation was spurred by the traumatic collapse of the private mortgage market after an unsustainable boom. The first episode was part of the Great Depression, and the reforms that followed created a home mortgage market that was the economic cornerstone of the American Middle Class. Yet those reforms were consistently eroded and eventually led to the most recent episode, when excessive mortgage credit caused housing prices to increase over 50 percent in a matter of a few years, with no changes in fundamentals. The bust that followed led to the Great Financial Crisis and worldwide turmoil, with consequences that persist today. Both times the collapse was devastating to households, to the economy, and to social stability.

It is time to finally learn from the mistakes of the past century and move to a stable housing finance system based on sustainable standards in lending and layered cushions of private capital. A reformed housing finance system that would securitize mortgages and transfer credit risk to capital markets without a feedback loop to prospective mortgage underwriting is the only model that can provide systemic stability and support affordability, along with mortgage rate determination through global capital markets and access to homeownership. Reforming the housing finance system will ensure that American housing sits on a sound and stable financial foundation and that American families will be able to afford a place called home.
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APPENDIX A

The Pre–New Deal Farm Finance System


WHILE AN ENDURING secondary market for home mortgage loans did not develop before the New Deal, it did for farm finance. Farms, of course, are not just commercial units, but also include residences. Prior to 1920, the US population was primarily rural, so farm finance was also housing finance. In 1916, responding to long-standing agrarian complaints about difficulties in accessing affordable, long-term credit, Congress passed the Federal Farm Loan Act, which created a pair of lending facilities for farm mortgages—the public Federal Land Bank system (later supplemented by the Federal Intermediate Credit Banks) and the private Joint Stock Land Banks. The Federal Land Bank system arguably represents the first federal foray into housing finance, although it was never conceived of as a housing finance program, but rather meant to be an agricultural finance program. While all but forgotten today, the pre–New Deal federal farm finance system is important in the story of housing finance because it established several of the precedents for New Deal housing finance reform.

The Federal Land Bank system was modeled after the Federal Reserve System. It consisted of twelve regional federally chartered but privately owned Federal Land Banks, regulated by a Federal Farm Loan Board, which conducted examinations and engaged in prudential rulemaking. The Federal Land Banks raised capital through stock subscriptions and through the issuance of bonds backed by farm mortgage loans.1

The Federal Land Bank stock subscriptions were open to the public, but with the initial offering backstopped by the federal government,2 which provided almost all the original capital.3 The bonds were what we would now call “covered bonds”: multiple issuances were backed by a common “cover pool” of mortgages, rather than specific pools of mortgages backing specific bonds. The bond issuances were done centrally under the auspices of the Federal Farm Loan Board, and all the Federal Land Banks were jointly liable for the bonds.4 Bond issuance for each Federal Land Bank was limited to twenty times the bank’s paid-in capital and surplus—a leverage ratio of 5 percent. The interest rate on the bonds was limited to no more than 1 percent less than the rate on the mortgages.5 Given that 25 basis points was committed as a servicing spread,6 the Federal Land Banks were able to make roughly 75 basis points on a loan. The Federal Land Banks’ bonds were not expressly guaranteed by the federal government, but there was an implicit guaranty, as it turned out.

The Federal Land Banks made loans to borrowers through the National Farm Loan Associations (NFLAs), federally chartered cooperative corporations owned by farm loan borrowers and regulated by the Federal Farm Loan Board.7 The NFLAs acted as exclusive correspondents for the Federal Land Banks, a structure copied from the German Landschaften system.8 A farmer who wanted to borrow had to apply to the NFLA for a loan.9 The NFLA’s directors had to approve the loan by a two-thirds vote.10

If the NFLA approved the loan application, it was then passed along to a Federal Land Bank for approval, which entailed an appraisal of the property by the Federal Land Bank.11 If the Federal Land Bank approved the loan, the NFLA was required to endorse the note, making it jointly liable with the farmer.12 Thus, the correspondent had “skin in the game.” The farmer, then, was required to take out a stock subscription in an NFLA equal to 5 percent of the loan amount, to be held by the NFLA as collateral for the loan,13 and the NFLA had to purchase stock in the Federal Land Bank equal to 5 percent of the loan, which was also held as collateral by the Federal Land Bank.14 This stock could pay dividends, however, thereby defraying its cost to the borrower. Additionally, all NFLA members were liable to the NFLA for double the amount of their paid-in stock subscription.15 Thus, any loans made by a Federal Land Bank were backed first by the individual farmer’s repayment ability, then by the individual farmer’s stock subscription in the NFLA, then by the mortgaged farmland, then by the NFLA’s stock subscription in the Federal Land Bank, then by the assets of the NFLA, and finally by the liability of the NFLA’s members up to the amount of their stock subscription in the NFLA. These multiple layers of capital were supposed to ensure that the Federal Land Banks were protected from defaults on the loans. The NFLAs also serviced the Federal Land Bank loans they facilitated, for which they were compensated a fee of 25 basis points per year on the loan balance,16 but they were also responsible for advancing payments in the event of defaults.17

The use of the NFLAs was key to the Federal Land Bank system. Although the Federal Land Banks were required to conduct their own appraisals before making loans,18 the initial screening of the loan application was done by the NFLA.19 The use of the NFLA helped address the local appraisal problem: the local farmers who made up the NFLA had the best sense of the value of their neighbors’ properties and were incentivized against aggressive valuations because of their own shared liability on the loans. The system did leave the NFLA approval process vulnerable to group-think: if the farmers in a region were overly optimistic about the future of the agricultural market, there was no check on their approval.

The Federal Farm Loan Act also regulated the terms of loans made by the Federal Land Banks to ensure that the system provided stable, long-term loans to farmers. Federal Land Banks were limited to lending only in their own district,20 only to owners engaged in the cultivation of loans,21 and only against first mortgages,22 at no more than 50 percent LTV,23 with interest rates capped at 6 percent.24

Long-term credit was particularly important to farmers because if they had short-term credit, they faced the risk of needing to refinance at a time of a bad harvest or economic depression, that could severely depress their property’s value and limit their ability to get enough new credit to pay off the old loan.25 Thus, Federal Land Banks were allowed to make loans only with terms of between five and forty years’ duration.26 All the loans were required to be fully amortized at a rate of at least 1 percent annually,27 which meant that practically speaking, loans were no longer than thirty-six years. The required amortization of loans was a controversial feature of the Federal Land Bank loans.28 Opponents argued that forced principal repayments over time deprived farmers of the ability to make better investments, while proponents noted the benefits of enforced thrift for farmers and better security for lenders.29

In addition to the Federal Land Bank system, the Federal Farm Loan Act also created a parallel Joint Stock Land Bank system. The “joint stock” designation merely means that these were shareholder-owned banks. The Joint Stock Land Banks were federal corporations modeled on national banking associations.30 Some eighty-eight Joint Stock Land Banks were ultimately chartered by 1931.31 They were privately capitalized (with double shareholder liability like national banks) and issued bonds individually, with their own servicing arrangements. The terms of their lending, however, were restricted along the lines of the Federal Land Banks’ lending,32 making them monoline agricultural lending banks. The Joint Stock Land Banks were also subject to some prudential regulation by the Federal Farm Loan Board, including on loan appraisals, and their bonds were limited to fifteen times their paid-in capital and surplus, a maximum leverage ratio of 6.67 percent equity to liabilities.33 Whereas Federal Land Banks could only loan within their particular district, however, Joint Stock Land Banks could loan in their own state and a contiguous one.34

The creation of the two systems was a matter of political compromise between those who wanted more “private” capital in the system and those who wanted less.35 Ironically, however, even though the Joint Stock Land Banks were a more “private” system than the Federal Land Banks (which only had government ownership initially),36 they were still heavily favored by federal regulation (as were Federal Land Banks): they had federal chartering and exemption from all nonreal estate taxes,37 and their bonds were deemed appropriate investments for fiduciaries.38 The distinction between the Federal Land Banks and the Joint Stock Land Banks was not so much public versus private as that between a mutual or cooperative and a regular for-profit corporation, as the profits of the Federal Land Banks, such as they were, largely went back to the NFLAs, and thus to the borrowers in the form of dividend payments.

The Federal Land Banks and Joint Stock Land Banks competed to some degree. Because the Federal Land Banks were mutuals, they were often able to offer lower interest rates than the Joint Stock Land Banks, which had to make higher returns in order to attract capital, especially given their lower leverage limitation. Federal Land Bank system loans were usually 50 to 100 basis points cheaper than Joint Stock Land Bank loans, although this was offset somewhat by the stock purchase requirement.39

Neither the Federal Land Banks nor the Joint Stock Land Banks ever occupied an especially important position in the agricultural-financing system. Prior to their New Deal reorganization, they never accounted for more than a quarter of the agricultural finance in any year; on average, they provided only 8 percent of the financing in the market.40 Instead, the farm finance market remained dominated by individual lenders. The main contribution that the Federal Land Banks and Joint Stock Land Banks made to the farm finance market was to offer products with longer terms than those of other lenders. While the longer terms might have been appealing to farmers, the mandatory amortization of the loans may have been off-putting to those who wanted the cash-flow flexibility offered by nonamortizing loans. Notably, the Federal Land Banks and Joint Stock Land Banks were not capable of engaging in countercyclical lending; they were pro-cyclical like the rest of the market because they lacked any formal federal support.

The Federal Land Banks and Joint Stock Land Banks met their end with the Great Depression. Agricultural commodity prices had declined after World War I, but the decline accelerated during the Depression. This wreaked havoc on the farm finance system. Farmers were unable to make the payments on their fixed-rate loans, and many simply abandoned their properties. The result was that nearly half of NFLAs failed by 1933.41 The farm finance system was simply not capable of handling a market-wide downturn.

The primary protection for the farm finance system was the farmers’ equity stake in the property, but the collateral was undiversified in the sense that it was all agricultural land, and thus it was an inadequate protection when faced with a market-wide decline. The Federal Farm Loan Act required initial LTV ratios on loans for both Federal Land Banks and Joint Stock Land Banks of no more than 50 percent (and declining thereafter because of amortization). Thus, LTVs on Federal Land Bank loans should never have been more than 47.5 percent because of the additional stock subscription collateral of 5 percent of loan value or up to 2.5 percent of LTV, while the LTVs on Joint Stock Land Bank loans should never have been more than 50 percent. Even these very low LTVs (by contemporary standards), however, were of little protection when faced with mass defaults. The crash in agricultural prices severely depressed the value of farmland, and mass defaults and foreclosures furthered a downward cycle, resulting in a glut of properties on the market. At the same time, frozen capital markets meant that the Federal Land Banks and the Joint Stock Land Banks could not roll over their own debt.

State foreclosure moratoria and federal farm bankruptcy laws attempted to protect farmers’ tenancy until prices could rebound.42 Similarly, the federal Emergency Farm Mortgage Act of 1933 extended repayment terms and offered emergency financing to strapped farmers,43 but the heavily leveraged pre–New Deal farm finance system lacked the capital to weather the storm.

Congress bailed out the Federal Land Banks in 1932 with an investment of $125 million in Federal Land Bank stock, which almost tripled the system’s capital.44 The federal government put another $189 million into the system in 1933.45 Whereas the mutual system of Federal Land Banks was bailed out, Congress pulled the plug on the Joint Stock Land Banks. The Emergency Farm Mortgage Act of 1933 prohibited Joint Stock Land Banks from further tax-exempt bond issuance or further loan origination except to refinance existing ones.46 The existing Joint Stock Land Banks all went into wind-down or liquidation, and by 1951 all the Joint Stock Land Banks had been liquidated.47

The 1916 farm finance system was never understood as housing policy, but rather was seen as support for America’s agricultural sector. Despite the failure of both the mutual and private farm finance systems that were created in 1916, both systems did create three important precedents for the housing finance system that bore fruit in the New Deal. First, they pioneered the use of both mutual and joint stock structures for federal financing entities. Both structures have subsequently been used with the FHLB system and the original design of Freddie Mac being mutuals, while Fannie Mae and the current Freddie Mac are joint stock entities. Second, the farm finance system helped establish the regulatory preference for long-term, amortized loan products. And third, the farm finance system helped normalize federal regulatory intervention in real estate finance markets more generally.






 



APPENDIX B

The Levitin-Wachter Subprime PLS Dataset


MUCH OF THE DATA in Chapter 7 comes from the Levitin-Wachter Subprime PLS Dataset, an original, hand-coded dataset of the aggregate loan terms of mortgages securitized in subprime PLS deals from 2001 to 2007. We assembled the dataset specifically for this book. The dataset provides data, not just on mortgage interest rates, but also on key risk factors that can be used to evaluate risk-adjusted pricing. This additional data is critical because mortgage pricing needs to be evaluated on a risk-adjusted basis in order to be meaningful. Such additional data on risk factors is missing from more readily available datasets, which generally only have interest rate data, not key risk factors.

The dataset consists of 361 private-label subprime mortgage securitization deals from between 2001 and 2007. There are at least 50 deals represented in every year. The deals contain a total of 686 loan groups, with at least 87 loan groups per year. Collectively, these deals contain nearly 2 million mortgage loans, with a total principal balance at the time of securitization of over $313 billion. (See Table B.1.) For each deal, we tracked the average loan size and weighted-average LTV, FICO, owner-occupied percentage, full documentation percentage, interest-only percentage, balloon loan percentage, and percentage of second liens included in each loan group in the deal.

Table B.2 summarizes the coverage of the dataset. We cannot claim the dataset to be statistically significant in the technical sense,1 because we do not know the total universe of subprime securitization deals.2 But what we can say is this: the mortgages in the dataset comprise 12 percent of the $2.626 trillion in subprime mortgage origination during this period. Therefore, even if the precise measurements might differ from the complete market data, we do not believe that they would be materially or directionally different.




	
Table B.1. Summary Statistics for Levitin-Wachter Subprime PLS Dataset





	
Deal Year


	
	
# of Deals


	
	
# of Loan Groups


	
	
# of Mortgage Loans


	
	
Total Principal of Mortgages





	
2001


	
	
  50


	
	
  91


	
	
   371,686


	
	
   $35,759,498,078.07





	
2002


	
	
  50


	
	
  95


	
	
   203,837


	
	
   $27,955,236,346.43





	
2003


	
	
  50


	
	
105


	
	
   262,539


	
	
   $38,889,443,315.46





	
2004


	
	
  54


	
	
109


	
	
   314,596


	
	
   $53,143,010,161.73





	
2005


	
	
  50


	
	
  95


	
	
   297,380


	
	
   $53,830,287,036.50





	
2006


	
	
  50


	
	
  87


	
	
   270,980


	
	
   $53,010,436,109.15





	
2007


	
	
  57


	
	
104


	
	
   256,564


	
	
   $50,662,820,346.89





	
Total


	
	
361


	
	
686


	
	
1,977,582


	
	
$313,250,731,394.23










	
Table B.2. Coverage of Levitin-Wachter Subprime PLS Dataset





	
Deal Year


	
	
Mortgage Volume in Sample 


	
	
Total Subprime Originationsa


	
	
% of Subprime Originations in Sample





	
2001


	
	
    $35,759,498,078


	
	
    $160,000,000,000


	
	
22.3%





	
2002


	
	
   $27,955,236,346


	
	
   $200,000,000,000


	
	
14.0%





	
2003


	
	
   $38,889,443,315


	
	
   $310,000,000,000


	
	
12.5%





	
2004


	
	
   $53,143,010,162


	
	
   $540,000,000,000


	
	
9.8%





	
2005


	
	
   $53,830,287,037


	
	
   $625,000,000,000


	
	
8.6%





	
2006


	
	
   $53,010,436,109


	
	
   $600,000,000,000


	
	
8.8%





	
2007


	
	
   $50,662,820,347


	
	
   $191,000,000,000


	
	
26.5%





	
Total


	
	
$313,250,731,394


	
	
$2,626,000,000,000


	
	
11.9%





	
a Inside Mortgage Finance, “Mortgage Originations by Product,” 2015 Mortgage Market Statistical Annual.







Given that our argument depends on these figures being directionally correct rather than on their ultimate statistical precision, we believe that the subprime PLS we have collected provides a strong basis for evaluating the source of the housing bubble.3 We also note that our findings from the dataset are consistent with our analysis in other work of the Columbia Collateral File, a data source on all the loans in private-label securitizations (prime and nonprime) for which Wells Fargo is trustee.4






 



APPENDIX C

CDO Manager Compensation


CDO APPETITE FOR B-PIECES of PLS (and similarly for B-pieces of CMBS) was whetted in part by CDO manager compensation structures. CDO managers were typically compensated with two standard types of fees. Additionally, a substantial minority of CDOs compensated managers with at least one additional type of fee. First, CDO managers would receive a senior asset management fee based on the par value of assets under management (AUM).1 This fee was in the range of 5–20 basis points annually on the AUM.2 So-called high-grade CDOs, which were resecuritizations of more senior PLS tranches—and generally AAA- to A-rated—had lower fees than so-called mezzanine CDOs, which were resecuritizations of the more junior PLS tranches (BBB to not rated),3 but because high-grade deals tended to be about twice as large as mezzanine deals, the total compensation from the senior management fees in both types of deals would be around the same.4

Second, CDO managers would receive a subordinated asset management fee, also based on the face value of AUM. This fee would be in the range of 2–14 basis points (smaller in high-grade deals and larger in mezzanine deals) and would be subordinated to all the CDO tranches except the “equity” tranche. Together the senior and subordinated asset management fees might be 10–30 basis points annually on AUM.

In some deals, the CDO manager would also receive an upfront fee for expenses of assembling the deal. This fee would usually be around $1 million, roughly equal to a year’s worth of management fees.5 In other deals, the CDO manager would receive a performance-based fee that was typically equal to 20 percent of the returns on the equity tranche once the equity tranche had achieved a specified internal rate of return, perhaps 12–15 percent.6 Finally, in some deals the CDO manager would hold part of the equity tranche itself.7

This compensation structure did not properly incentivize CDO managers to be diligent about credit risk for several reasons.

Asset-Under-Management-Based Compensation Made CDO Managers Indifferent to Marginal Investment Returns

The senior AUM-based compensation component (as well as any upfront fees) made CDO managers somewhat indifferent to the CDOs’ performance; they did not incur any downside exposure for this fee because the senior AUM-based compensation was paid off the top of any returns. Thus, on a CDO with $500 million in AUM and a senior fee of 20 basis points, the manager would receive $1 million per year, irrespective of the CDO’s performance in most instances.8

In such a situation, the CDO manager has no incentive to spend time and effort diligencing particular asset purchases because it is not compensated for the costs of such diligence. Instead, the manager is incentivized to simply “buy the market.”9 This is particularly true if the CDO manager lacks the expertise to undertake the credit analysis itself, as may well have been the case, at least in some instances.10

The subordinated AUM-component was meant to offset the incentive problem of the senior management fee by making the largest component of compensation subordinated to most of the CDO investors, but the subordination was limited: it was only a subordination of payment in any given time period, but there was no temporal subordination between payments made in different time periods. Thus, if in months 1 through 4 there were no defaults on the underlying PLS, cash would flow down to the subordinated management fee, while if in month 5 the underlying PLS defaulted and paid nothing, cash would not flow to anyone in the CDO. The CDO manager’s subordinated management fee in months 1 to 4 would therefore have been paid before the supposedly senior CDO investors in month 5. Only the CDO manager’s fee for month 5 would not be paid. Therefore, while the CDO manager’s subordinated management fee was subordinated in terms of liquidation priority, it was not subordinated temporally in terms of right to payment.

This distinction between liquidation priority and temporal payment priority is important because the AUM-based fee meant that only actual losses, not market value declines of the PLS based on anticipation of future losses, affected CDO managers’ compensation. Given that most mortgage defaults and therefore actual realized losses on PLS were in 2009 or later, CDO managers were able to collect substantial subordinated fees for the 2004–2007 period, even once market values fell in 2007–2008.11 Thus, until there were defaults on the PLS, the CDO manager with $500 million of par value in AUM and a subordinated fee of 14 basis points would be receiving another $700,000 annually in addition to its $1 million senior fee. This structure reduced CDO managers’ incentive to take care regarding their investments beyond ensuring that defaults would not be immediate. Any delay in loss realization would extend the period for which CDO managers could receive their senior and subordinated fees on the asset.

AUM-Based Compensation Incentivized the Purchase of Discounted Assets

The fact that much of CDO managers’ compensation was based on an AUM-based formula incentivized them to invest in B-pieces irrespective of risk. We have only been able to locate a limited number of CDO management contracts, but the ones we have examined compute CDO managers’ fees based on the principal balance of AUM, rather than fair market value of AUM. This formula would have incentivized CDO managers to purchase assets that sell at a discount from par in order to increase their guarantied compensation. As it happened, no class of securities sold with discounts as deep from par as junior tranches of PLS, and that is where CDOs concentrated their investment.12

Purchasing discounted securities had the effect of goosing the CDO manager’s AUM-based compensation because the CDO can, for the same amount of funds, purchase more assets. For example, imagine that a CDO manager has $500 million in funds to invest. If the manager invests solely in par securities, the annual management fee (20 bps of senior and 14 bps of subordinated) is $1.7 million (0.34 percent of $500 million). But if the manager purchases only securities discounted to 80 percent, the manager could purchase $625 million in par value for $500 million, which would increase the annual management fee to $2.125 million (0.34 percent of $625 million). And if the manager purchases only securities discounted to 20 percent, the manager could purchase $2.5 billion in par value for $500 million, which would increase the annual management fee to $8.5 million.

Basing CDO management fees on the principal amount of AUM, rather than on fair market value, incentivized managers to invest in deeply discounted securities, which dictated investment in a very particular asset class, namely junior tranches of PLS.13 Junior tranches of PLS usually sold at substantial original issue discounts, often as low as 15¢ or 20¢ on the dollar in deals without excess spread or net interest margin securities.14

Junior tranches sold at this sort of a discount because discounted issuance is the only way to increase the yield on the junior tranches without excess spread (typical for adjustable rate mortgage securitizations) or net interest margin securities. Short of using these structuring devices, the yield on junior tranches cannot be increased by offering a higher coupon on the bonds when mortgages of different interest rates are pooled together (so the bonds are not pure pass-throughs of the payments on the mortgages).15 Instead, original issue discounting is the only way to increase the yield.

Normally, increasing risk on the mortgages would have resulted in ever deeper discounts on the junior tranches of PLS, which would have had the effect of raising the cost of mortgages and pushing home prices down. But the discounting actually increased CDOs’ demand for the junior tranches of PLS because of the way CDO managers were compensated. As a result, even when risk on mortgages increased, there was not a concomitant increase in the cost of mortgage funding.

Equity Tranche Compensation Incentivized Purchases of Riskier Securities

Additionally, compensating the CDO manager with part of the equity tranche, which occurred in a substantial minority of deals, meant that the CDO manager was incentivized to take on more risk because the higher returns on riskier assets increased the likelihood that the fees would trickle down the CDO’s cash-flow waterfall to the equity tranche. If the CDO manager invested solely in safe securities, the CDO’s equity tranche would be unlikely to hit the investment return hurdle that would allow excess returns to flow to the CDO manager. In 2006–2007 in particular, the projected earnings on safer securities were declining, so the incentive for CDO managers to purchase riskier securities increased.16

CDO managers’ incentive to invest in riskier assets also created an “asset substitution” problem. There were two times when this problem could manifest itself.17 First, CDOs had a “ramp-up” period when they assembled the collateral securities. While the assets had to be assembled according to investment guidelines, managers could seek out the riskiest assets that complied with the guidelines. Second, there is a “reinvestment” period for CDOs, enabling managers to purchase new collateral as old collateral is paid off. Managers could substitute riskier assets for less risky ones as the original ones matured.18 In both cases, managers were able to maximize the riskiness of the CDO’s assets within the investment guidelines.

The result was that if the CDO’s investments paid off, the manager would reap handsome rewards, while if it did not, it would at least make the none-too-shabby management fees in the interim. Indeed, as a general matter all else being equal, an equity holder in a limited liability entity benefits from greater volatility in a firm’s value, because the equity holder has all of the upside and limited downside. This means that CDO managers were incentivized to create investment portfolios with more concentrated risk—and thus more volatility. A portfolio of assets with high default correlation, such as junior tranches of PLS, fit this bill perfectly.

The performance-based component of CDO managers’ compensation also incentivized them to purchase discounted assets like the junior tranches of PLS. While the coupons on junior tranches were not particularly high, the original issue discount on junior tranches functions as a type of yield thereby increasing the performance-based fee.

In some instances, the CDO manager’s compensation structure was further complicated by an affiliation with a hedge fund that invested in the CDO’s junior-most “equity” tranche. In such a situation, the CDO manager (or its affiliate) would also receive a hedge fund asset management fee (typically 2 percent of AUM) and a performance-based fee of 20 percent of returns. This type of double-dipping arrangement meant that the CDO manager was both more invested in the equity tranche than otherwise (and thus more inclined to create a more volatile portfolio) and increased the AUM-based fees, encouraging the manager to maximize AUM.

CDO manager compensation thus created a set of misaligned incentives that discouraged careful investment diligence and encouraged investment particularly in PLS and PLS-based derivatives (that is, selling CDS protection on PLS to achieve a synthetic long investment in PLS).






 



Glossary


There are many acronyms used throughout the text. They are part of the jargon of housing finance and are unfortunately unavoidable. This glossary spells out those terms that appear repeatedly in the text along with a very brief explanation.

ABCP—asset-backed commercial paper. A securitization of long-term assets that is funded through the issuance of commercial paper (short-term debt obligations with a term of under one year).

ABS—asset-backed security or asset-backed securities. A securitization of debt obligations. The underlying obligations can be from a wide variety of asset classes, but ABS generally exclude mortgages. Home equity loan securitizations, however, are usually categorized as ABS, not MBS. The acronym is used for both singular (security) and plural (securities), as indicated by context.

ARM—adjustable-rate mortgage. A mortgage whose interest rate changes periodically based on a margin over a referenced index rate.

AUM—assets under management. The total amount of assets in an investment fund managed by an investment manager.

CDO—collateralized debt obligation. A securitization of other securities, that is, generally, a resecuritization of PLS.

CDS—credit default swap. A contract in which, in exchange for protection premiums, a protection seller promises to pay the protection buyer a certain amount in the event of a defined credit event on a referenced asset.

CFPB—Consumer Financial Protection Bureau. A new federal regulator for consumer financial products that was created in 2010.

CLN—credit-linked note. A securitization of CDS, the payments on the CLN depend on the performance of the assets referenced by the CDS.

CLTV—combined-loan-to-value. The ratio of the aggregate mortgage debt on a property to the value of the property.

CMBS—commercial mortgage-backed security. A securitization of mortgage loans on commercial properties, including multifamily housing.

CRA—Community Reinvestment Act. A 1977 federal law that encourages federally insured banks and savings associations to provide credit and other financial services in underserved markets.

DTI—debt-to-income. The ratio of the borrower’s debts to the borrower’s income.

FDIC—Federal Deposit Insurance Corporation. A federal government corporation that provides deposit insurance and regulates insured institutions. Historically, only banks, not savings and loans, were eligible for FDIC insurance; savings and loans were insured by FSLIC.

FHA—Federal Housing Administration. An office within HUD that provides partial insurance to low–down payment mortgage loans.

FHFA—Federal Housing Finance Agency. A new regulator for Fannie Mae, Freddie Mac, and the FHLBs that was created in 2008.

FHLB—Federal Home Loan Bank. A system of twelve privately owned, federally chartered banks that provide liquidity to the mortgage market.

FHLBB—Federal Home Loan Bank Board. The now-defunct regulator of federally chartered thrifts and the GSEs.

FICO—Fair, Isaac and Company. The creator of some of the most commonly used models of credit scoring. A FICO score is a credit score created by FICO. Several models of FICO scores are used, but the mortgage industry has long used the FICO 4 model, even as newer models have come out.

FRM—fixed-rate mortgage. A mortgage whose interest rate is set contractually at the same absolute rate for its entire term.

FSLIC—Federal Savings and Loan Insurance Corporation. A now-defunct federal government corporation that provided deposit insurance and regulated insured S&L institutions.

GSE—government-sponsored enterprise; generally used to refer to Fannie Mae and Freddie Mac. (The FHLBs are also GSEs, but we usually use the term to refer just to Fannie Mae and Freddie Mac.) Ginnie Mae is not a GSE, but a government agency.

HAMP—Home Affordable Mortgage Program. A federal program that ran from 2009 to 2016 and that subsidized the modification of distressed mortgage loans.

HARP—Home Affordable Refinance Program. A federal program that ran from 2009 to 2018 and that allowed underwater homeowners whose mortgages were held by the GSEs to refinance without purchasing private mortgage insurance.

HERA—Housing and Economic Recovery Act. A 2008 law that most significantly created a new regulator for the GSEs, replacing OFHEO with FHFA, and provided a framework for the GSEs to be placed into conservatorship.

HOEPA—Home Ownership and Equity Protection Act. A 1994 federal law that prohibited certain predatory lending practices. A “HOEPA loan” is a high-cost loan that is subject to certain additional regulatory requirements under the law.

HOLC—Home Owners Loan Corporation. A New Deal–era government corporation created to refinance troubled residential mortgages.

HUD—Department of Housing and Urban Development. The federal agency in charge of affordable housing programs and with enforcement authority for fair housing laws.

LLPA—loan-level pricing adjustment. A type of fee charged by the GSE, over and above the standard guaranty fee. The LLPA varies by loan characteristics in the form of a discount from the amount a GSE will pay to purchase a mortgage.

LTMI—low- to moderate-income. LTMI borrowers are borrowers with below-median income. They are not necessarily borrowers of poor credit quality.

LTV—loan-to-value ratio. The ratio of a single mortgage debt on a property to the value of the property.

MBS—mortgage-backed security or mortgage-backed securities. A securitization of mortgage loans. The acronym is used for both singular (security) and plural (securities), as indicated by context.

NFLA—National Farm Loan Association. A federally chartered cooperative corporation owned by farm loan borrowers that acted as a correspondent for Federal Land Banks.

OCC—Office of the Comptroller of the Currency. A federal bank regulator with authority over federally chartered banks.

OFHEO—Office of Federal Housing Enterprise Oversight. The now defunct regulator of the GSE from 1992 to 2008, OFHEO was the partial successor to the FHLBB and was succeeded by FHFA.

PLS—private-label security or private-label securities or private-label securitization. This acronym refers to both an MBS that is not guarantied by a GSE or by Ginnie Mae—that is a private-label security—and to the process of creating such private-label securities—that is private-label securitization. The distinction is generally clear from both context and the use of an article (definite or indefinite) when referring to the securitization product, as opposed to the lack of any article when referring to the securitization process. Additionally, when the acronym refers to the securitization product, rather than the process, it is used for both singular (security) and plural (securities), as indicated by context.

PMI—private mortgage insurance. Insurance provided by private companies that pays the lender (typically) in the event of the borrower default. Required by law for loans purchased by the GSEs that have an LTV of over 80 percent.

QM—Qualified Mortgage. A Qualified Mortgage is one that qualifies for a regulatory safe harbor from the Dodd-Frank Act’s Ability-to-Repay requirement.

REO—real estate owned. Real properties a lender has purchased in foreclosure that it holds on its balance sheet until it is able to resell them.

RFC—Reconstruction Finance Corporation. A New Deal–era government corporation that purchased troubled assets.

RTC—Resolution Trust Corporation. A government corporation created in 1989 to hold and resolve the assets of troubled S&Ls.

S&L—saving & loan. A financial institution whose charter limits it to making primarily consumer loans, funded through savings deposits.

SIV—structured investment vehicle. An actively managed securitization that funded long-term assets through the issuance of medium-term notes and commercial paper. SIVs were often used to provide warehouse financing for mortgages that were being assembled for securitization into PLS.

SPV—special purpose vehicle. A legal entity created for securitization transactions that is highly restricted in the type of business it can do, so that its counterparty’s risks are more limited than if it were a general purpose business entity.

TBA—To-Be-Announced. The TBA market is a forward contract market in GSE and Ginnie Mae MBS.

VA—Veterans Agency. Federal agency that guaranties certain mortgage loans made to veterans.
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