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Chapter 1

Overleveraged, from
Main Street to
Wall Street

I have great, great confidence in our capital markets and in our financial
institutions. Our financial institutions, banks and investment banks, are
strong.

—Treasury Secretary Henry Paulson
March 16, 2008

CNN
but just six months later:

The financial security of all Americans . . . depends on our ability to restore
our financial institutions to a sound footing.

—Treasury Secretary Henry Paulson
September 19, 2008

Press release

and after another two months:

We are going through a financial crisis more severe and unpredictable than
any in our lifetimes.

—Treasury Secretary Henry Paulson
November 17, 2008

“Fighting the Financial Crisis, One Challenge at a Time”
The New York Times

1
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2 OVERLEVERAGED, FROM MAIN STREET TO WALL STREET

For generations, the home mortgage market has efficiently and
successfully extended credit to more and more families, enabling
millions of Americans to own their own homes. Indeed, the

homeownership rate reached a record high of 69.2 percent in the second
quarter of 2004. The growth of subprime mortgages that contributed to
this record, moreover, meant that many families or individuals deemed
to be less creditworthy were provided with greater opportunities to
purchase homes.

But, unfortunately, a system borne of good intentions veered horri-
bly off track, derailed by several factors, including poor risk-management
practices, too many assets funded with too little homeowner-contributed
equity capital, and lax regulatory oversight.

In the past, the vast majority of mortgages were more carefully vet-
ted by well-capitalized neighborhood savings and loans, institutions that
held and serviced these loans throughout their lifetimes. In recent years,
however, the mortgage industry increasingly moved toward securitiza-
tion (that is, packaging mortgages into securities and selling them in the
secondary market).

This sweeping change in the marketplace was a positive innovation
that provided the mortgage industry with greater liquidity, helping make
new loans accessible to more Americans, at different levels of income,
than ever before. This structure worked fairly well (with a few notable
exceptions), producing a reasonable widening of consumers’ access to
credit. But by 2004, it was becoming ever more apparent credit was
expanding too rapidly, and too many market participants at every level
were taking on dangerous levels of leverage. What began as healthy
growth in mortgage originations and housing starts swiftly became a
home price bubble.

Ironically, it was the demise of another bubble that set the stage for
the initial run-up in real estate. In the late 1990s, Internet stocks were
sizzling; investors poured millions into start-ups that had never turned
a dime of profit. When the dot-coms cratered in 2000 and 2001, they
sent the broader stock markets tumbling. This crash, combined with
the effects of the 9/11 terrorist attacks, sent the United States into a
mild recession. To stimulate the economy and prevent deflation, the
Federal Reserve slashed interest rates to historic lows—and suddenly, to
borrowers and lenders alike, home mortgages looked too tempting to
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pass up. Having just been burned by one bubble, the nation wasted no
time creating another in its wake.

Real estate was a real, tangible asset, and it seemed to be a safe haven
in comparison to those high-flying, hard-crashing technology stocks.
Unlike the dot-com boom, the housing expansion drew in millions
of middle-class and lower-income families. There had been previous
boom-and-bust cycles in real estate, of course, but caution was cast aside
in the rush to get in on a “sure bet” with rapidly rising home prices—and
nothing had ever before rivaled the recent housing market in terms of
sheer scale and reach.

At the height of the boom, home prices were rising at a torrid pace in
overheated markets like Southern California. Backyard barbecues were
filled with talk of instant housing wealth, and anyone sitting out the
party in a rental unit was regarded with bemused pity. Inland from Los
Angeles, McMansions were sprouting in the desert, as developers raced
to keep up with demand.

Today many of those same Southern California communities are
dotted with abandoned properties and foreclosure signs. Countless fam-
ilies no doubt thought they had landed a piece of the American dream,
only to see it slip through their fingers just a few years later.

California was by no means the only place where many dreams went
sour. Variations on these stories played out from coast to coast. Unable to
resist the many tempting deals being offered and lured in by the popular
wisdom of the moment, home buyers rushed in, convinced that investing
in real estate was the chance of a lifetime. Cable TV introduced average
Americans to the concept of flipping houses for profit and encouraged
them to tap their newfound equity for pricey renovations.

As home values escalated, many borrowers were unable to obtain
loans on the basis of traditional standards. Mortgage brokers and lenders
were able to keep churning out seemingly profitable mortgages in such
an environment by casting their nets even wider, and borrowers were
eager to accommodate them. Soon many loans were being written on
such loose terms that they were clearly unsustainable unless home prices
continued rising. Real estate agents and those originating mortgages
who felt they had next to nothing to lose if things went bad allowed
buyers with shaky credit histories and modest incomes to dive in. In
the reach for yield, many financial institutions made loans to such home
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4 OVERLEVERAGED, FROM MAIN STREET TO WALL STREET

buyers, either holding on to them or packaging the loans for sale to
investors. With the upside gain seeming limitless, it was hardly surprising
that many were eager to participate, with the regulatory authorities
taking no early and strong steps to slow things down to a more normal
pace.

A host of new loan products offered buyers the chance to own
a home with no money down or with temporarily low introductory
payments. These products can have perfectly legitimate uses in the right
circumstances but can prove dangerous in the wrong hands. All lenders
and borrowers needed to know was that if prices kept rising, everyone
would be happy. There would be plenty of time to refinance later, and
in the process borrowers would be improving their credit records.

When home prices did come plunging back to earth, the outcome
was much the same across the nation: too many homeowners found
themselves in way over their heads, and too many home builders found
themselves with an excess inventory of unsold homes. But this is not
solely a tale of home buyers who overreached and home builders who
overbuilt. The damage quickly grew and spread far beyond the scope of
the actual mortgage defaults and foreclosures.

Not only did financial institutions suffer losses on mortgages they
held, but so too did investors who bought mortgage-backed securities in
the secondary market. These investments in essence themselves became
a giant bubble, resting on the wobbly foundation of risky loans. Investors
from around the world were clamoring for a piece of the action and got
it with mortgage-backed securities—and even new securities backed by
mortgage-backed securities. After all, ratings agencies essentially blessed
by the regulatory authorities handed out AAA ratings on many of
these investment vehicles. Some observers have tied this situation to
the fact that these agencies were paid by the very parties who issued the
securities.

In addition to the vast market for mortgage-backed securities, bil-
lions of dollars were soon at stake because insurance was available to cover
losses on any defaults; coverage came in the form of newer derivatives
known as credit default swaps that were issued on these securities. Some
firms were even trading large amounts of these swaps on debt in which
they had no ownership stake at all. Because these swaps were traded over
the counter and not on a central exchange with member-contributed
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capital available to cover losses, concern grew regarding the ability of
counterparties to fulfill their contractual agreements, heightening in-
vestors’ sense of unease.

What initially appeared to be nothing more than a routine re-
trenchment in home prices soon morphed into a many-headed hydra.
Throughout 2008, increasing losses and write-downs were announced
by various financial firms (worldwide losses had reached $685 billion
through October 31, 2008). Some venerable names were ultimately
acquired or outright failed due to the enormity of their losses.

From Main Street to Wall Street, one common thread runs through
all facets of this story: leverage. Homeowners and major financial firms
alike had taken on too much risk and too much debt in their quest for
gains. Whenever leverage is excessive, or too many assets are supported
with too little owner-contributed equity capital, a decline in the value
of the assets can leave the owner of those assets without the capital to
cover losses. In short, an excessively leveraged nation is nothing more
than a bubble nation.

As of this writing, the U.S. economy is engaged in a massive wave
of deleveraging, a scramble to reduce debt and sell assets as well as
an attempt to obtain new capital from any willing source, including
the government. Unfortunately, this process has caused a major credit
crunch and sent asset prices further downward. Even solid companies
with no connection to the real estate and finance sectors have been
affected as credit markets seized up. In the process, a rush to liquid-
ity has created severe difficulties for individuals, small businesses, large
corporations, and even state and local governments as they try to obtain
short-term funding simply to meet payrolls and cover ongoing operating
expenses.

In many cases, the government has now become the buyer of last,
if not first, resort, intervening in the market in ways not seen since the
New Deal. (See Appendix Figure A.1 and Table A.1 for a historical
overview of the government’s role in the banking sector.) To contain the
damage, the government invoked some existing but seldom-used powers
and created others out of whole cloth. As the financial sector continued
to lurch from crisis to crisis in 2008, the government’s response has been
marked by an improvisational quality that has failed to restore confidence
in the financial system.
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The first truly startling intervention came about in March 2008,
when the Federal Reserve provided a $29 billion loan to help JPMorgan
Chase acquire Bear Stearns in the wake of that firm’s sudden collapse.
But months later, the Fed refused to bail Lehman Brothers out of similar
straits, and the firm was forced to file for bankruptcy in September 2008.
Just two days later came another flip-flop, when the Federal Reserve
extended an $85 billion loan to the faltering insurance giant American
International Group (AIG) in exchange for equity warrants that would
give it a 79 percent ownership stake. A month later, the Fed agreed
to extend AIG another lifeline of up to $37.8 billion in cash collateral
in exchange for investment-grade, fixed-income securities. Then again
in the following two months, it was announced that AIG was getting
another $20.9 billion loan from the Fed and $40 billion in capital from
Treasury.

The government has also attempted to shore up mortgages directly.
In July 2008, the Housing and Economic Recovery Act authorized the
Federal Housing Authority to guarantee up to $300 billion in new 30-
year fixed-rate mortgages for subprime borrowers. But the guarantees
were conditional on lenders voluntarily writing down principal loan
balances to 90 percent of current appraisal value; there are indications
that the program has not met with much initial success as of this writing.
The Act also provided temporary authority to the Treasury Secretary
to purchase any obligations and other securities in any amounts issued
by Fannie Mae and Freddie Mac, the two big government-sponsored
enterprises that hold and guarantee most of the nation’s mortgages. But
by September 7, 2008, both institutions had deteriorated sufficiently
that they were placed into conservatorship, or effectively nationalized,
to ensure that they would remain solvent. At the same time, the Treasury
announced a temporary program to purchase Fannie Mae and Freddie
Mac mortgage-backed securities to help make more mortgage financing
available to home buyers.

When all of these government interventions failed to stem the
growing crisis, even bolder action was undertaken in October 2008.
At the request of the Bush administration, Congress passed the Emer-
gency Economic Stabilization Act, granting the Treasury unprecedented
powers to use up to $700 billion to stabilize the financial sector. The
bailout plan also raised the limit on bank deposits secured by the Federal
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Deposit Insurance Corporation (FDIC) from $100,000 to $250,000 per
depositor, attempting to reassure depositors that their cash was safe in
the banking system. Furthermore, the government announced it was in-
suring individual investors against losses in money market mutual funds,
instruments that had for decades been regarded as safe havens before one
such fund “broke the buck.” The SEC also temporarily barred investors
from taking any short positions in selected companies, in an effort to
stop the bleeding in the stock market.

By late November 2008, Treasury had injected $179 billion in capital
into 30 financial institutions. The FDIC had also extended unlimited
insurance coverage to all noninterest-bearing transaction accounts. The
Fed, in addition to several other new and historic programs, in the same
month took steps to force down home mortgage rates by agreeing to buy
up to $600 billion of housing-related securities issued and guaranteed by
Fannie Mae, Freddie Mac, Ginnie Mae, and Federal Home Loan Banks
as well as creating a $200 billion program to lend money against securities
backed by car loans, student loans, credit card debt, and small-business
loans.

The sheer size of the bailout, with $7.5 trillion or more committed as
of late November 2008, provoked a storm of controversy. Many critics
have cried foul about the government’s lack of transparency; others
fume that by rescuing firms and individuals that took on too much
leverage, the government has created thorny new problems of moral
hazard (the concept that shielding parties from the full consequences of
their risk taking actually encourages them to take even greater risks in
the future). Still others complained that insufficient effort and funds have
thus far been devoted to halting the rising tide of home foreclosures. It is
ironic to note that the United States has essentially been nationalizing its
financial institutions while China has embarked on privatizing many of
its own.

From its very outset, the Obama administration has been faced with
the daunting task of quelling a crisis that has metastasized throughout the
financial sector and into the real economy. Housing markets need to be
stabilized, and the wave of foreclosures must be stemmed. But more than
that, confidence in the nation’s basic financial institutions and regulatory
authorities must be restored, and reforms must be undertaken to better
assure financial stability in the future.
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The government has taken on additional debt in an attempt to
shore up the financial system, which only worsens the nation’s already
staggering deficit. Future administrations will be grappling with the
ramifications of those decisions for years to come.

In a very real sense, the bill for this bubble has now been handed to
taxpayers.
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Chapter 2

Overview of the
Housing and

Mortgage Markets

It has been a long-standing public policy to promote homeownership
for all socioeconomic and racial groups across the nation. To facil-
itate the purchase of homes, a variety of financial instruments and

institutions have come into existence over the years. The myriad types of
housing units and mortgage products available in the marketplace have
opened the door to homeownership for millions of families, offering
them the chance to steadily build wealth over a lifetime.

Owning a home can bestow a sense of security and autonomy—but
today, in a cruel twist, many Americans now regard their homes as the
source of worry and dashed expectations. How did everything change
so suddenly and dramatically?

Before we examine the factors that led up to the mortgage meltdown
and its spread throughout the financial sector and into the real economy,
a bit of historical context is in order.

Housing Units, Mortgage Debt, and
Household Wealth

There were 130.4 million housing units in the United States at the end
of the third quarter of 2008, as shown in Figure 2.1. To put this number
in perspective, the nation’s total population was 304 million, and there

9
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10 OVERVIEW OF THE HOUSING AND MORTGAGE MARKETS

Figure 2.1 Three of Five Housing Units Are
Owner Occupied (Q3 2008)
Total = 130.4 Million Housing Units
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Sources: U.S. Census Bureau, Milken Institute.

were 111 million households, or 2.7 persons per household.1 There were
18.9 million more vacant housing units than households. (See Appendix
Table A.2 for further detail.)

Most housing units (58 percent) are owner occupied.2 Renter-
occupied units account for 28 percent of the total, while vacant units
account for the remaining 14 percent. Some of the vacant units are for
sale or rent, while others are used on weekends or similar short periods
by their owners or seasonally by vacationers. The mere fact that some
housing units are vacant is not a cause for alarm. However, when the
number of vacant units rises significantly above the normal level, this
does become a warning signal that home prices may be in for a tumble
and home construction may be headed for a slowdown.

The vast majority of buyers cannot possibly pay the full price for
a home all at once,3 so obtaining a mortgage is their key to achieving
the American dream. Mortgage debt has made homeownership a reality
for a greater number of households and allowed for an expansion in the
number of housing units. Moreover, in the process of using mortgages
as a tool to purchase homes, individuals are able to accumulate wealth;
as they make payments on interest and principal, they build equity in
their homes and increase their net worth. Because mortgage interest is
tax deductible, they also enjoy significant tax benefits along the way.
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Figure 2.2 Mortgage Debt Enables Homeownership and Leads to Wealth
Accumulation (Quarterly, 1952–Q2 2008)
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Sources: Federal Reserve, Milken Institute.

Figure 2.2 shows the increase in the total value of housing units
from the first quarter of 1952 to the second quarter of 2008—a more
than 71-fold increase, from $270 billion to $19.3 trillion.4 Both home
equity and mortgage debt have risen right along with the total value of
all housing units over the past half century.

In recent years, however, home mortgage debt has grown faster than
accumulated equity. As shown in Figure 2.3, mortgage debt accounted
for slightly more than half the value of all housing units as of June 2008.
Its share increased fairly rapidly and steadily following World War II and
the Korean War, from 19 percent in 1952 to 37 percent in 1965, then
declined somewhat and fluctuated within a fairly narrow range until the
early 1990s. The share of housing debt to the total value of housing units
again rose fairly rapidly, to 43 percent in 2001, and continued rising to a
record high of 55 percent in the second quarter of 2008. The recent rise
in the share reflects the fact that a lending boom produced record highs
in both the total value of housing units and the homeownership rate.
(See Figure A.2 in the Appendix for more information on the relatively
close and positive relationship between the homeownership rate and the
mortgage debt-to-GDP ratio.)



P1: OTA/XYZ P2: ABC
c02 JWBT079-Barth March 25, 2009 22:14 Printer Name: Courier Westford

12 OVERVIEW OF THE HOUSING AND MORTGAGE MARKETS

Figure 2.3 In 2008, Mortgage Debt Accounts for More than 50 Percent of
the Value of Housing Stock (Quarterly, 1952–Q2 2008)
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Figure 2.4 illustrates the relationship between the housing and mort-
gage markets. It shows the total value of all housing units broken down
by the types of mortgages supporting them (prime or subprime) and by
the share of those mortgages that have been securitized in the capital
markets (i.e., bundled into pools and used to back securities that are sold
to investors). The figure also shows that $10.6 trillion of the total value
of all housing units consists of mortgage debt; the remaining $8.7 trillion
is homeowner equity.

What makes up this $10.6 trillion universe of mortgage debt? Prime
mortgage loans account for 91.6 percent of the debt outstanding, while
subprime mortgage loans account for the other 8.4 percent. Of the total
amount of mortgages outstanding, 59 percent have been securitized.
(See Appendix, Figure A.2, for empirical evidence on the relationship
between securitization and the homeownership rate.) The remaining
41 percent are held as assets in the portfolios of financial firms and
therefore funded with the firms’ own equity capital and outstanding
debt (or deposits). Moreover, this figure shows that as a result of actions
in response to the spreading financial crisis, the federal government
controlled 46 percent of the total value of outstanding mortgage debt as
of September 2008.
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Figure 2.4 Value of Housing Units: How Much Has Been Borrowed,
Who Are the Borrowers, and Who Funds Them? (Q2 2008)
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41%

Government
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54%

Sources: Federal Reserve, Milken Institute.
Note: The share of mortgage debt that is controlled by the government and by the private
sector is based on Q3 2008 data.

Figure 2.5 provides a more detailed picture of the different funding
sources of mortgages outstanding for single-family homes, residential
units (single- and multifamily), and commercial properties. Total res-
idential and commercial mortgages amounted to $14.7 trillion at the
end of the second quarter of 2008. Just 5 percent of that total comes
to roughly $700 billion, which is coincidentally the upper limit of the
amount provided to the U.S. Treasury Department under the Emergency
Economic Stabilization Act of 2008.

Figure 2.5 shows more specifically that home mortgages are the
dominant share of all residential mortgages outstanding, accounting for
93 percent of the total. Even when adding in commercial mortgages,
the share of home mortgages is nearly 80 percent.

The biggest asset owned by the typical American family is their
home, which represents substantially more than their net worth (their
assets minus their debts). Indeed, as Table 2.1 shows, for all families
except those in the top 20 percentiles of income, the median value of
their primary residence is greater than the median value of their net
worth. For those families in the bottom 20th percentile of income, the
median value of the primary residence is more than nine times the
median value of their net worth. More generally, the ratio of these two
measures is inversely related to the median value of household net worth.
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Figure 2.5 Sources of Funding for Residential and Commercial Mortgages
(Q2 2008)
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Table 2.1 Homes Are an Important Component of Household Wealth,
Especially for Lower-Income Families (2004)

Percentile
of Income

Median Value
of Primary
Residence

(US$
Thousands)

Median Value
of Household
Assets (US$
Thousands)

Median Value
of Household
Net Worth

(US$
Thousands)

Median Value of
Primary

Residence/
Median Value of
Household Net

Worth

Less than 20 70 17.0 7.5 9.3
20–39.9 100 78.2 33.7 3.0
40–59.9 135 154.6 72.0 1.9
60–79.9 175 289.2 160.0 1.1
80–89.9 225 458.5 313.3 0.7
90–100 450 1,157.7 924.1 0.5

Sources: Federal Reserve, Milken Institute.
Note: See the Appendix, where Table A.3 provides information about different characteristics of
homeowners, and Figure A.3 illustrates the role of real estate in household wealth.

Tracking this relationship emphasizes a simple point: homes represent a
more crucial component of net worth for lower-income families than
for higher-income families.

Types of Home Mortgages

Prime and subprime loans are broad categories of home mortgages, but
they are only a small part of the story. The universe of mortgage loans is
much more complex. The main types are illustrated in the bottom row
of Figure 2.6.

Figure 2.6 Types of Loans Available in the Home Mortgage Market

Home mortgage market

Loan type

Conventional Government

FHA VAConforming Nonconforming

Prime Alt-A Alt-A Subprime Jumbo

RHS

Sources: LoanPerformance, Milken Institute.
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Both the government and private firms play large roles in the home
mortgage market. The government is directly involved through the
granting of Federal Housing Administration (FHA) loans, as well as
loans through the Department of Veterans Affairs (VA) and the Rural
Housing Service of the Department of Agriculture. FHA and VA loans
must meet the requirements set by each of these government agencies.
If they do, the loans are guaranteed by the agencies and securitized by
the Government National Mortgage Association (Ginnie Mae).

The mortgage loans offered by private firms (those not insured
by government agencies) are referred to as conventional mortgage loans.
Some conventional mortgage loans conform to the requirements for
purchase by the Federal National Mortgage Association (Fannie Mae)
and the Federal Home Loan Mortgage Corporation (Freddie Mac);
these conforming loans can be either securitized by those entities or held
in their portfolios. By buying mortgage loans, these two government-
sponsored enterprises (GSEs) create liquidity for lenders, freeing up
capital so they can make more loans and thus better support the credit
market. The access to funding from the capital markets on fairly generous
terms by Fannie Mae and Freddie Mac has historically generated a
steady demand for conforming loans, and in the process allowed lenders
to offer somewhat more favorable terms on these home mortgages.
Nonconforming loans can be securitized by private-label securitizers or
held in the portfolios of financial institutions.

Conforming loans are further broken down into two categories that
describe the creditworthiness of the borrower: prime and Alt-A loans.
Nonconforming loans are subdivided into Alt-A, subprime, and jumbo
loans. Jumbo loans are those exceeding the maximum loan amounts set for
purchase by Fannie Mae and Freddie Mac, while Alt-A loans are those
issued to borrowers whose creditworthiness is deemed to be slightly
below prime but slightly better than subprime (the Alt-A category fre-
quently includes loans made to borrowers who do not fully, if at all,
document their income). We will fully describe subprime borrowers
and the subprime market in Chapter 3.

Figures 2.7 and 2.8 show the proportion of conventional and gov-
ernment home mortgages originated and outstanding for selected years.
Total loan originations (new loans issued) increased from $500 billion
in 1990 to $2.4 trillion in 2007 before declining to $900 billion in the
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Figure 2.7 Conventional and Government Home Mortgage Originations
(Selected Years)
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Sources: Office of Federal Housing Enterprise Oversight, Milken Institute.
Note: The Office of Federal Housing Enterprise Oversight (OFHEO) was replaced on July 30,
2008, with the Federal Housing Finance Agency (FHFA) upon enactment of the Federal Housing
Finance Regulatory Reform Act of 2008. See Appendix Table A.4 for data for every year from
1990 to Q2 2008.

first half of 2008, while the total amount outstanding increased from
$2.6 trillion to $11.3 trillion over the same period. But notably, the
government share of mortgage originations declined from 16 percent in
1990 to less than 4 percent in 2007, falling slightly more than 12 per-
centage points, before rebounding to 11 percent in the first half of 2008.
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Figure 2.8 Conventional and Government Home Mortgages Outstanding
(Selected Years)
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(FHFA). See Appendix Table A.5 for data for every year from 1990 to Q2 2008.

Meanwhile, the conventional share increased from 84 to 96 percent,
growing slightly more than 12 percentage points, before declining to 89
percent in the first half of 2008. The reversals in the recent shares reflect
the impact of the financial crisis on mortgage markets.

A similar shift can be seen in the figure illustrating mortgages out-
standing. The private sector became an increasingly important funding
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source for home mortgages in recent years, but this trend is reversing
itself in the wake of the meltdown.

Another key characteristic of a mortgage is the type of interest rate
that is charged. For many years, the vast majority of home loans were
fixed-rate mortgages (FRMs), in which the interest rates stays constant
over the entire life of the loan, so monthly payments stay the same. But
adjustable-rate mortgages (ARMs) take a different approach, allowing the
rate to rise or fall in concert with a benchmark index. Figures 2.9 and
2.10 show the growing importance of ARMs over time. From 1990 to
2000, their originations almost tripled, from $127.6 billion to $311.3
billion, and then more than tripled again, topping $1.1 trillion in 2004
and 2005, before declining sharply to $106.7 billion in the first half of
2008. Their outstanding amounts grew 10-fold. ARMs also accounted
for an increasing share of mortgages outstanding, rising from 9 percent

Figure 2.9 Originations of Conventional and Government ARMs (Selected
Years)
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See Appendix Tables A.6 and A.7, which list data for every year from 1990 to Q2 2008.
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Figure 2.10 Conventional and Government ARMs Outstanding (Selected
Years)
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See Appendix Tables A.8 and A.9, which list data for every year from 1990 to Q2 2008.

to 23 percent over the same period. While there have been many media
accounts of subprime ARMs gone bad, it is worth noting that many
prime borrowers have taken out these loans as well.

These two figures also provide information about the relative share
of conventional and government mortgages originated and outstanding
from 1990 to the first half of 2008. The vast majority of ARMs orig-
inated and outstanding over this period were conventional mortgages,
not government-backed home loans.

The share of conventional jumbo ARM originations rose from
40 percent of all home mortgages in 1990 to 55 percent in 2000, before
dropping to 37 percent in the first half of 2008, with the collapse of the
housing bubble. The share of conventional jumbo ARMs outstanding
rose from 34 percent in 1990 to 47 percent in 2005 and then fell to
40 percent in the first half of 2008.
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Figure 2.11 Subprime and Alt-A Shares of Mortgage Originations Spike
between 2001 and 2006 and Then Fall (Selected Years)
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To provide a fuller understanding of the complexity of housing and
mortgage markets, Figure 2.11 breaks down mortgage originations by
product for selected years. Total originations of all different types of
loans increased by $800 billion from 2001 to 2006, from $2.2 trillion to
$3.0 trillion, but then declined by $600 billion, to $2.4 trillion, in 2007.
Originations declined still further in the first three quarters of 2008, by
$780 billion on an annualized basis.

It is important to note that FHA and VA mortgage originations
declined sharply as a share of all loans, shrinking from 8 percent in 2001
to 3 percent in 2006. But then they reversed course and increased to
5 percent in 2007, spiking to 17 percent in the first three quarters of 2008.

Mortgage originations to less creditworthy borrowers (in the form
of subprime and Alt-A loans) displayed similar sharp increases during
the boom, followed by big drops in their shares.
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Figure 2.12 Types and Purposes of Loans Available in the Home
Mortgage Market
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Figure 2.12 provides yet another perspective on the home mortgage
market. Mortgage loans are not only taken out for the initial purchase of
a home. They may also be used to refinance an existing loan, obtaining
better terms. But in addition, borrowers can tap into the equity in their
homes, taking out cash for tuition payments, medical expenses, home
improvements, consolidation of credit card debt, or the purchase of
another home for investment or speculative purposes. Indeed, Figure
2.11 shows that nearly 15 percent of all mortgage originations in both
2006 and 2007 were home equity loans, up sharply from only about
5 percent in 2001. During the housing boom, consumers increasingly
came to view their homes as ready sources of credit. In fact, some
borrowers were using their home equity to juggle debt or finance a
lifestyle they could not truly afford.

Two Housing Finance Models:
Originate-to-Hold vs. Originate-to-Distribute

It is important to understand how the mortgage market has evolved over
the past three decades and how some of the major changes (occurring
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behind the scenes, as far as consumers were concerned) contributed to
the current market deterioration.

Prior to 1980, the vast majority of all home mortgage loans were
made by savings and loan associations. These institutions originated,
serviced, and held mortgage loans in their portfolios, in what is widely
referred to as an originate-to-hold model. Then, as early as 1970, the
model began to change as single institutions no longer provided all three
functions. Home mortgage loans were increasingly securitized (i.e., put
into pools and packaged into securities backed by the individual loans),
which is referred to as the originate-to-distribute model.

In 1970, Ginnie Mae was the first to issue a new type of security:
a mortgage pass-through, a vehicle through which monthly payments
of interest and principal on a pool of FHA and VA home mortgage
loans were literally “passed through” to investors. Subsequently, Ginnie
Mae, Fannie Mae, and Freddie Mac became the primary securitizers
of home mortgages.5 Other financial firms, beginning with Bank of
America (which issued the first private-sector mortgage pass-through
backed by conventional mortgages in 1977), also became participants in
this market6 and are commonly referred to as private-label securitizers.

The advent of securitization brought about dramatic changes. Sav-
ings institutions, which accounted for 49 percent of outstanding home
mortgages in 1980, saw their share decline to only 8 percent by the
second quarter of 2008 (see Figure 2.13 and also Appendix Table A.12).

Figure 2.13 Changing Funding Sources for Home Mortgages (Selected Years)
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Note: Agency refers to Ginnie Mae; GSE refers to Fannie Mae and Freddie Mac.
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Figure 2.14 The Mortgage Model Switches from Originate-to-Hold to
Originate-to-Distribute (Selected Years)
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Commercial banks, meanwhile, became twice as important as savings
and loans as a funding source for home mortgage loans over the same
period.

At the same time, securitized home mortgages increased from
11 percent to 59 percent of the total share of home mortgages, while
the share of home mortgages following the originate-to-hold model
dropped from 89 percent to 41 percent (see Figure 2.14 and Appendix
Table A.13).

Securitization was a financial innovation that contributed in a mon-
umental way to the development of the mortgage market by tapping
into a broader base for funding. The securitization process also brought
about an “unbundling” of the three sources of revenue derived from
home mortgages. Savings and loans no longer had to hold these mort-
gages in their portfolio for the long term; they could decide to forgo
the associated interest payments they once received over the term of the
loan in favor of selling the loan to investors. These transactions would
generate origination fees and free up capital so more new loans could
be made. The investors who bought the securities backed by the mort-
gages would receive the interest and principal payments for funding the
underlying loans (which were collected, for a fee, by a servicer and then
passed on to the investors).

The unbundling of the home mortgage process into these three
separate functions (funding, origination, and servicing) meant there were
distinct sources of revenue that could be earned by different financial
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Figure 2.15 By 2006, Mortgage Brokers Accounted for a Majority of
Home Mortgage Originations (Selected Years)
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firms. Savings and loans could opt to use outside servicing firms, and they
could also turn to outside vendors (in the form of mortgage brokers)
to handle the origination function. In 1987, there were only 7,000
mortgage brokers, but that figure had increased to 53,000 by 2006 as loan
originations surged. Brokers’ share of mortgage originations increased
from 20 percent in 1987 to 68 percent in 2003 before declining to
58 percent in 2006 (see Figure 2.15 and also Figures A.4 and A.5 in
the Appendix). The advantage for brokers of specializing in origination
(and focusing only on origination fees as their source of revenue) is that
the associated credit risk of the loans was passed on to the holder of
the mortgages or to the investor who ultimately bought the securities
backed by those loans.7 This business model would eventually prove
to have major ramifications, as it opened the door to an acceptance of
riskier loans by originators, because the risk was borne by others.

Not only had the savings and loans historically performed all three
functions in the loan process, but they had also provided mortgages
to customers purchasing homes in their immediate vicinity—and they
had fairly extensive knowledge about market conditions in their own
backyards. By contrast, investors who purchased securities based on pools
of home mortgage loans could be located halfway around the world from
the homes that served as collateral.

Because they were so removed from the origination process, in-
vestors in mortgage-backed securities relied on lenders—and even more
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heavily on rating agencies—to evaluate the quality of the underlying
loans. Just as credit scores became commonly used as a measure of the
creditworthiness of the individuals taking out home mortgages, credit
ratings for mortgage-backed securities were supposed to provide accurate
information for investors to gauge risk.

Agencies like Moody’s Investors Service, Standard & Poor’s, and
Fitch Ratings benefited from this new process. They were now weighing
in to far-flung investors, earning revenue by rating the credit quality of
securities based on collateralized pools of home mortgage loans. It was a
long way—both literally and figuratively—from the old savings and loan
model.

Over time, the issuance of mortgage-backed securities became less
dominated by Ginnie Mae, Freddie Mac, and Fannie Mae. Before 2007,
the share of all home mortgage security issuance by private-label mort-
gage issuers increased from just 2 percent in 1985 to 56 percent in 2006
(see Figure 2.16 and Appendix Table A.10). In terms of outstanding
home mortgage securities, the share accounted for by private-label is-
suers increased from 6 percent to 37 percent over the same period (see
Figure 2.17 and Appendix Table A.11). Indeed, their share of issuance
more than doubled, from an average of 21 percent in the years 2000
to 2003 to an average of 49 percent in 2004–2007. Their share of the
outstanding securities similarly doubled, from an average of 15 percent
in 2000–2003 to an average of 31 percent in 2004–2007. But in the first
three quarters of 2008, in the wake of the meltdown, the origination

Figure 2.16 Share of Private-Label Mortgage Issuance Increases by 36
Percentage Points in Two Decades
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Figure 2.17 Private-Label Mortgage Issuers Account for a Larger Share of
Outstanding Home Mortgage Securities (Selected Years)
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share of the private-label mortgage issuers fell back to just 5 percent, as
parts of the country were left with a huge increase in the inventory of
unsold homes.

Home mortgages securitized by Ginnie Mae, Fannie Mae, and
Freddie Mac enjoy an advantage over other securitized mortgages: the
interest and principal payments on the securities backed by these mort-
gages are guaranteed by these firms (in the case of Ginnie Mae, the secu-
rities are actually backed by the FHA and VA). This means that the pur-
chasers of the securities issued by these entities are guaranteed that they
will receive the promised interest and principal payments, even if there
are defaults on the underlying mortgages. Fannie Mae and Freddie Mac
must purchase any loans that have been securitized if the borrowers fail to
make mortgage payments on a timely basis. These two GSEs, moreover,
require private mortgage insurance when loan-to-value ratios exceed
80 percent.

There is an important distinction to make regarding these three
entities: Ginnie Mae is a government agency, while Fannie Mae and
Freddie Mac are government-sponsored enterprises. Although Fannie
and Freddie are publicly traded corporations, this unique status was
interpreted by nearly everyone to imply that they would never be allowed
to fail. And while that promise was never made explicit, the federal
government indeed made good on it in September 2008, when the two
institutions were placed into conservatorship run by the Federal Housing
Finance Agency (FHFA); their stockholders and debt holders were not
wiped out.
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Figure 2.18 Guarantees of Asset-Backed Securities by Monoline Insurers
Dominate Those for Municipal Securities (December 2006)
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The case of home mortgages that are securitized by private-label
issuers is different. Instead of receiving real or implied government
backing, these securities have typically been guaranteed by monoline
insurers (so called because they provide insurance coverage only for secu-
rities available in the capital market). In 2006, these monoline insurance
firms had insured $543 billion in mortgage-backed securities world-
wide, which represented 25 percent of their total guarantees (see Figure
2.18). The deterioration in the value of mortgage-backed securities in
2007 and 2008 raised concerns about their ability to honor their guar-
antees for not only these securities but also for municipal and other
securities.

Although securitization initially involved only home mortgage loans,
it has spread to many other types of loans, including automobile, home
equity, and credit card loans. Total outstanding securities backed by
various assets more than doubled from $4.2 trillion in 1999 to $10.1
trillion in the second quarter of 2008. The share of securities backed by
assets other than home mortgages increased by 5 percentage points over
the same period, from 21 to 26 percent (see Figure 2.19 and Appendix
Figure A.6).
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Figure 2.19 Growth and Shares of Outstanding Securities Backed by Various
Assets (Selected Years)
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Low Interest Rates Contribute to Credit Boom
and Record Homeownership Rates

The government has always stressed the virtues of homeownership and
taken steps to promote it over the years. But while homeownership
may be a worthwhile goal in and of itself, providing credit in excessive
amounts to the home mortgage market leads to housing booms and
busts. The increases in homeownership may therefore last only as long as
the housing bubble does—and the broader financial sector and economy
may suffer tremendously when the bubble bursts.

An important contributing factor to the most recent credit boom and
the record high homeownership rate it produced were the low interest
rates that prevailed from 2001 to the end of 2004, as the Federal Reserve
took steps to combat the 2001 recession and prevent deflation.8 Figure
2.20 shows the sharp decline in mortgage rates that occurred during this
period.

A second factor contributing to the era of easy credit was a global
savings glut. Foreign investors, flush with cash, made record purchases
of U.S. securities. Indeed, the United States was the largest importer of
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Remarks on Homeownership. . .

One of the great successes of the United States in this century
has been the partnership forged by the national government and
the private sector to steadily expand the dream of homeowner-
ship to all Americans. . . . Since 1993, nearly 2.8 million new
households have joined the ranks of America’s homeowners,
nearly twice as many as in the previous 2 years. But we have to
do a lot better. The goal of this strategy, to boost homeown-
ership to 67.5 percent by the year 2000, would take us to an
all-time high, helping as many as 8 million American families
across that threshold. . ..When we boost the number of home-
owners in our country, we strengthen our economy, create jobs,
build up the middle class, and build better citizens.

President Bill Clinton
Remarks on the National Homeownership Strategy
University of California, Santa Barbara
June 5, 1995

[D]uring the past few years, . . . low mortgage rates have
supported record levels of home construction and strong gains
in housing prices. Indeed, increases in home values, together
with a stock-market recovery that began in 2003, have recently
returned the wealth-to-income ratio of U.S. households to 5.4,
not far from its peak value of 6.2 in 1999 and above its long-run
(1960–2003) average of 4.8. . . . The depth and sophistication
of the country’s financial markets have allowed households easy
access to housing wealth.

Remarks by Governor Ben S. Bernanke
“The Global Saving Glut and the U.S. Current Account Deficit”
Virginia Association of Economists, Richmond, Virginia
March 10, 2005

capital in the world in 2007 (see Figure 2.21). This influx of capital con-
tributed to lower rates, particularly longer-term rates, than would oth-
erwise have occurred. China, in particular, accumulated massive foreign
exchange reserves and invested heavily in the United States. According



P1: OTA/XYZ P2: ABC
c02 JWBT079-Barth March 25, 2009 22:14 Printer Name: Courier Westford

Low Interest Rates Contribute to Credit Boom 31

Figure 2.20 Did the Fed Lower Interest Rates Too Much and
for Too Long? Federal Funds Rate vs. Rates on FRMs and ARMs
(Weekly, January 1991–November 1, 2008)
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to Bardhan and Jaffee (2007), “the need to maintain a somewhat under-
valued Chinese yuan has caused China to make extensive investments
in U.S. Treasury and Agency securities, with the likely result that U.S.
mortgage rates have been at least 50 [basis points] lower; indeed a case
could be made that U.S. mortgage rates are a full percentage point lower
as a result.” (See the Appendix, Figures A.7 and A.8.)

As Figure 2.22 shows, the inflow of capital into the United States
as a share of GDP increased beginning in 2001, from 3.3 percent to a
high of 5.3 percent in 2006, and then declined to 4.5 percent in 2007.
Despite even that decline, the United States was the largest importer of
capital in the world in 2007, as illustrated in Figure 2.21.

The low interest rate environment from 2001 to 2004 had another
effect on many home buyers: they increasingly opted for adjustable-rate
mortgages (ARMs) over fixed-rate mortgages (FRMs). As Figure 2.23
shows, the ARM share of total mortgage applications tends to move
inversely with the one-year ARM rate—which in turn tends to move
positively with the target federal funds rate. In other words, because the
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Figure 2.21 The United States Is the Largest
Importer of Capital (2007)
Total Worldwide Capital Inflows = $1.4 Trillion
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typical adjustable rate on a home mortgage is initially set below fixed
rates, many individuals choose to fund home purchases with ARMs
during periods of declining interest rates and avoid them during periods
of rising interest rates.9

Figure 2.22 Capital Inflows to the United States (1983–2007)
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Figure 2.23 On a Roughly Similar But Inverse Track: ARM Share
of Total Mortgage Applications and the One-Year ARM Rate
(Weekly, 1990–November 3, 2008)
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It is instructive to briefly review how ARMs first gained nationwide
attention and then came to play such a prominent role in the current
home mortgage market turmoil. They first became important in the
wake of the savings and loan collapse in the early 1980s. When the
Federal Reserve changed its operating policy to combat inflationary
pressures in the late 1970s, short-term interest rates rose more rapidly
than long-term rates, and the yield curve inverted (i.e., short-term rates
exceeded longer-term rates).

As we discussed earlier, savings and loans were heavily involved in
the mortgage market at that time, holding about half of all the home
mortgage loans in the United States in their portfolios. The vast majority
of these mortgages were traditional fixed-rate, 30-year mortgages. The
inverted yield curve meant nearly all savings and loans would be insolvent
if their mortgage portfolios were marked-to-market (i.e., priced at their
current market value rather than their book value) because the interest
rates on these loans were lower than the rates on newly issued loans.
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Indeed, the approximately 4,000 savings and loans that made up the
industry at the time were estimated to be insolvent by roughly $150
billion (or $399 billion in 2008 dollars).

How did savings and loans get into such a dire situation? Until that
time, they were largely prohibited from offering ARMs or using hedging
instruments to reduce their interest rate risk. Congress responded to the
savings and loan crisis by broadening the powers of savings and loans
so they could operate more like commercial banks, which held more
diversified portfolios and thus largely avoided the same plight as more
specialized institutions. Savings and loans were subsequently allowed to
offer adjustable-rate mortgages and to hedge their interest rate risk with
various derivative instruments.

Adjustable-rate mortgages accounted for less than 5 percent of orig-
inations in 1980, but that share increased substantially, although it also
fluctuated fairly widely thereafter (see Appendix Table A.14). But the
low interest rates of 2001 to 2004, combined with the increased popu-
larity of ARMs, contributed to a surge in home mortgage originations
and a record-high homeownership rate of 69.2 percent in the second
quarter of 2004 (see Figure 2.24). Conversely, the rental rate declined to
an all-time low of 30.8 percent over the same period (see Figure 2.25).

ARMs held a clear attraction for lenders. When lending institutions
offer fixed-rate mortgages and hold them in portfolio, the lender bears
the interest rate risk, but when they offer and hold ARMs, that risk is
shifted to the borrower.

During the housing boom—an era of easy credit and limitless op-
timism regarding prospects for home price increases—many borrowers
happily took on that risk, considering only their ability to manage the
low initial payments. They assumed they would have no difficulty in
refinancing when their rates reset and their monthly payments went up,
because the prices of their homes would be higher. That strategy did
work for a time, but it could not be sustained indefinitely. Many con-
sumers either did not understand or did not adequately appreciate the
interest rate risk they were assuming and did not stop to consider that
home prices do not rise indefinitely.

Homeownership rates for all races and ethnic groups reached record
highs by 2005 and then declined somewhat, with African Americans
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Figure 2.24 Credit Boom Pushes Homeownership Rate to Historic High
(Quarterly, 1965–Q3 2008)
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Figure 2.25 Rental Rate Hits an All-Time Low in 2004
(Quarterly, 1965–Q3 2008)
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experiencing the biggest drop (see Appendix Table A.15). The erosion
in the overall homeownership rate (which fell to 67.9 percent in the
third quarter of 2008) was accompanied by the same percentage point
increase in the rental rate. Some renters became homeowners but then
found themselves renting again in a relatively short period of time as
they defaulted on their loans. It is important to keep in mind, however,
that there is nothing inherently wrong with being a renter rather than a
homeowner.

Mortgage Originations, Home Prices,
and Sales Skyrocket

The low-interest environment from 2001 to 2004, as discussed, un-
leashed a tsunami of demand for home mortgages. Figure 2.26 shows
a decline in the one-year ARM rate, from 7.04 percent in 2000 to
3.76 percent in 2003, and a corresponding surge in the credit available
for home purchases. Home mortgage originations increased from $1.0
trillion in 2000 to a high of $3.9 trillion in 2003. They then fell to
$2.9 trillion in 2004 and increased to $3.1 trillion in 2005. They

Figure 2.26 Low Interest Rates and Credit Boom (1994–Q3 2008)
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Figure 2.27 Home Price Bubble and Credit Boom (1994–Q3 2008)
Index, January 2000 = 100

Home mortgage
originations

(left axis)

S&P/Case-Shiller
National Home

Price Index
(right axis)

0

500

1,000

1,500

2,000

2,500

3,000

3,500

4,000

0

50

100

150

200

250

US$ billions

1994  1996   1998   2000 2002 2004 2006 Q1 2008 Q3 2008

Sources: Inside Mortgage Finance, S&P, Milken Institute.
Note: Home mortgage originations for Q1-Q3 2008 are annualized.

declined once again to $3.0 trillion in 2006 and still further to $2.4
trillion in 2007 as the mortgage market meltdown occurred. In the
first three quarters of 2008, originations totaled only $490 billion, $445
billion, and $300 billion, respectively. During the surge in home mort-
gage originations, some lenders began soliciting hard for new loans and
relaxing their underwriting standards to keep the party going.

Accompanying the surge in home mortgage originations was, of
course, a corresponding surge in home prices in the early and mid-2000s.
Home mortgage originations shot up by 276 percent from 2000 to 2003,
and home prices increased by 41 percent over the same period, as shown
in Figure 2.27. This thriving market also pushed homeownership to a
new high, as shown in Figure 2.28.

Home prices can be tracked by using different indices or concen-
trating on different geographical regions. Figure 2.29 shows that the
annual growth rate of prices from January 1987 to December 2006 was
5.16 percent, based on the national home price index from the Office
of Federal Housing Enterprise Oversight (OFHEO), and 6.52 percent,
based on S&P/Case-Shiller’s 10-metro composite home price index (see
Appendix Table A.16 for a discussion of the differences in these two in-
dices). Regardless of the measurement used, from 2000 to 2006 most of
the arrows were pointing in one direction: straight up.
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Figure 2.28 Home Price Bubble and Homeownership Climb
(1990–Q2 2008)
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While home prices rose steadily across most of the nation, they were
absolutely skyrocketing in certain hot markets. Appendix Table A.17
tracks prices in the 20 individual metropolitan statistical areas covered by
S&P/Case-Shiller’s home price index. It shows that from 2000 to 2006,
Miami posted an average annual home price increase of 17.1 percent.
During that same period, prices in Los Angeles rose by an average of
16.1 percent per year, while in Las Vegas, the average annual jump was
14.0 percent. At the height of the boom, bidding wars often broke out
between buyers in these markets, and many sellers closed deals well above
their initial asking prices. Desirable properties might be snapped up at
their first showings.

But what goes up must come down, and that was especially true in
the most overheated markets. From August 2007 to August 2008, prices
in Miami, Los Angeles, and Las Vegas plummeted by 28.1 percent, 26.7
percent, and 30.6 percent, respectively. Figure 2.29 also shows that home
prices collapsed after 2006.

Not surprisingly, the surge in home mortgage originations indicated
briskly rising home sales. Both new and existing homes saw record-high
sales in the fall of 2005 (see Figure 2.30). New developments sprouted
around the nation as home builders raced to keep up with demand. But
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Figure 2.29 Home Price Bubble Peaks in 2006
(Monthly, January 1987–September 2008)
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Figure 2.30 Home Sales Peaked in Fall 2005, Then Plummeted
(Monthly, 1968–September 2008)
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as the chart indicates, the bursting of the bubble led to a plunge in sales
of both new and existing homes.

Steadily rising prices and home sales had kept the housing market
aloft for quite some time, but once the reversal began, it set a chain
reaction in motion. Those who bought their homes near the end of the
boom suddenly found that their properties were not worth what they
paid. Borrowers could not rely on market conditions to keep increasing
their equity—and many found themselves with ARMs they could not
refinance.

The subprime market was the first area to show cracks in the founda-
tion. In Chapter 3, we will examine how subprime lending grew, how it
melted down, and why tremors in this one particular market ultimately
sent shock waves through the entire financial system.
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Chapter 3

Buildup and Meltdown
of the Mortgage and

Credit Markets

A fter 2006, it became practically impossible to turn on the TV
without seeing another increasingly gloomy report about “the
subprime crisis.” Even as trouble spread far beyond this partic-

ular corner of the housing market, the word subprime was being used
as shorthand for the cause of the nation’s financial woes. But does the
entire concept of subprime lending really deserve the stigma that has
been attached to it by the media’s coverage?

It is true that subprime borrowers were the first to show signs of
stress when housing prices ceased their upward trajectory. When the
bubble burst, a wave of defaults and foreclosures began sweeping through
the subprime market. These were undeniably painful losses, but even so,
how did they cause such outsized reverberations throughout the financial
system?

To truly grasp the story behind the mortgage meltdown, it is helpful
to step back and take an in-depth look at the growth of subprime
lending, examining how the system was used and abused and how the
securitization trend discussed in Chapter 2 magnified the losses in this
market.

41
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What Is a Subprime Mortgage
and Who Is a Subprime Borrower?

How Do Regulators Characterize Subprime Borrowers?
By providing loans to borrowers who do not meet the credit
standards for borrowers in the prime market, subprime lending
can and does serve a critical role in the nation’s economy. These
borrowers may have blemishes in their credit record, insufficient
credit history or non-traditional credit sources. Through the
subprime market, they can buy a new home, improve their
existing home, or refinance their mortgage to increase their
cash on hand.

“Unequal Burden: Income and Racial Disparities in Subprime Lend-
ing in America”
U.S. Department of Housing and Urban Development
April 2000

Subprime borrowers typically have weakened credit histories
that include payment delinquencies, and possibly more severe
problems such as charge-offs, judgments, and bankruptcies. The
borrowers may also display reduced repayment capacity as mea-
sured by credit scores, debt-to-income ratios, or other criteria
that may encompass borrowers with incomplete credit histories.

OCC, FRB, FDIC, and OTS
Federal Register
July 12, 2002

The term subprime generally refers to borrowers who do
not qualify for prime interest rates because they exhibit one or
more of the following characteristics: weakened credit histo-
ries typically characterized by payment delinquencies, previous
charge-offs, judgments, or bankruptcies; low credit scores; high
debt-burden ratios; or high loan-to-value ratios.

Roger T. Cole, Director, Division of Banking Supervision and Reg-
ulation
Board of Governors of the Federal Reserve System
March 22, 2007
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Given the intense media coverage of the subprime mortgage
market, it may come as a surprise to learn that the distinction between
prime and subprime borrowers is not clear-cut. Economists at the Fed-
eral Reserve Bank at San Francisco define subprime as “a lender-given
designation for borrowers with low credit scores (FICO scores less than
620, for example), with little credit history, or with other types of ob-
servable credit impairment.”1 But it is misleading to think that lenders
rely solely on FICO scores for distinguishing between the two types of
borrowers. Individuals can be considered prime borrowers with FICO
scores below 620, and they can be considered subprime borrowers with
scores above that cutoff.

A FICO score can range from a low of 300 to a high of 850.2 Higher
scores represent greater creditworthiness; the median score is about 720.
And while we tend to treat FICO scores as an appropriate measure of
a borrower’s creditworthiness, Figure 3.1 shows that roughly one-fifth
of the population would be in the subprime borrower category based
on a cutoff of 620 alone—meaning that, conversely, four-fifths of the
population would be considered prime borrowers. The fact that such
an enormous portion of the population would classified in the prime

Figure 3.1 National FICO Scores Display Wide Distribution
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Figure 3.2 What Goes into a FICO Score?
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borrower category on the basis of just their FICO scores may not be
fully appreciated in the constant bombardment of news stories about
problems in the mortgage market.

Figure 3.2 illustrates the components that make up a FICO score.
Although a score captures a great deal of useful information, it clearly
omits certain factors that could be critical to lenders in making credit
decisions—most notably salary and employment history. Lenders may
also consider criteria such as the loan-to-value ratio (whether the bor-
rower is able to contribute a significant down payment) and the income-
to-debt ratio (whether the borrower can reasonably be expected to
handle the required monthly loan payments given their income). Figure
3.3 shows the distribution of prime and subprime borrowers by FICO
score. It is interesting to note that prime borrowers may have FICO
scores below 400, while subprime borrowers may score above 820.

Figure 3.3 shows that 55 percent of the borrowers who received
mortgage loans in 2006 had FICO scores above 620 yet were considered
subprime by lenders. Indeed, most importantly, there is no standard in-
dustrywide definition for a subprime borrower. This means each lender
makes its own determination about which customers are subprime.3

To the extent that appropriate risk-based pricing (setting higher inter-
est rates for borrowers deemed to be riskier) was used, moreover, the
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Figure 3.3 Prime and Subprime Mortgage Originations by Borrower FICO
Score Reveal Substantial Overlaps (2006)
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distinction between prime and subprime lending becomes somewhat
artificial.

Just as prime and subprime borrowers cannot be distinguished on
the basis of FICO scores alone, it is similarly misguided to catego-
rize them based on the mortgage products they choose. Over the past
decade, most (if not all) of the products offered to subprime borrow-
ers have also been offered to prime borrowers. In fact, from January
1999 through July 2007, prime borrowers chose 31 of the 32 types of
available mortgage products (including fixed-rate, adjustable-rate, and
hybrid mortgages, including those with balloon payments) chosen by
subprime borrowers. (See Appendix Tables A.18 and A.19 for an exact
breakdown.)

There are clear differences in the extent to which certain types of
loans were chosen by prime and subprime borrowers, but both groups
have had access to a wide range of mortgage products. Some of the
products criticized for being inappropriate have not been marketed to
or chosen by subprime borrowers exclusively. Furthermore, regulatory
authorities have noted that “subprime lending is not synonymous with
predatory lending.”4
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If the product itself, such as the adjustable-rate mortgage, was the
problem in the subprime market, one might expect all borrowers using
that product to be facing foreclosure. But this is not the case. Foreclosure
rates are rising, but the rates differ widely by type of product and bor-
rower. No single product accounts for all foreclosures, though certain
loans (such as hybrid mortgages and pay-option ARMs, which will be
addressed later) posed greater problems than other types of mortgage
products.

Rather than barring the use of a certain product by all borrowers, it
is important to question whether individuals are being matched with the
appropriate products for their financial circumstances. An adjustable-rate
mortgage with a low initial teaser rate may be a wonderful tool for a
medical student who expects her income to grow substantially in the
near future, for example, but it may not be the best choice for borrowers
who lack similar prospects—and it is definitely a poor choice for any
borrower who does not fully understand how the payments may change
over time. Mortgage products with perfectly legitimate uses should not
be used in ways for which they were not designed.

Subprime Lending Grows Rapidly
and New Products Gain Acceptance

The rapid growth of subprime lending is a relatively recent phenomenon,
even though such mortgages have been around for some time. Figures
3.4 and 3.5, respectively, show that subprime home mortgage origina-
tions increased dramatically, from $160 billion in 2001 to $625 billion in
2005. Over the same period, subprime home mortgages outstanding rose
from $479 billion to $1.2 trillion. (Both originations and the amount
outstanding declined sharply when the housing bubble burst: only
$16 billion in subprime mortgages were originated during the first three
quarters of 2008.)

As Table 3.1 and Figure 3.6 show, subprime mortgages accounted
for less than 5 percent of total originations in 1994. In 2000, their share
increased to 13 percent and eventually topped 20 percent in both 2005
and 2006. (Their share then dropped to 7.9 percent in 2007 and shrank
to less than 1 percent in the third quarter of 2008.)
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Figure 3.4 Subprime Home Mortgage Originations Increase Rapidly before
Big Decline (2001–Q3 2008)
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Figure 3.5 Subprime Home Mortgages Outstanding Increase Rapidly before
Big Decline (1995–Q2 2008)
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Figure 3.6 Subprimes Take an Increasing Share of All Home Mortgage
Originations (2001–Q3 2008)
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As subprime lending grew, more and more of these loans were
packaged into mortgage-backed securities (MBS). In 1994, some 31.6
percent of subprime mortgage were securitized, but by 2006, that share
had more than doubled to 80.5 percent of all subprime loans. The top
25 subprime mortgage originators accounted for 90 percent or more of
all subprime originations after 2001.

Relatively low interest rates, both nominal and real, fueled this
tremendous growth. In a low-interest rate environment, when credit
is readily available, efforts to increase returns on equity can be accom-
plished through increased leverage, acquisition of higher-risk assets, or
both. (But the troubling flip side to this situation is the eventual need
to unwind excessive leverage and rush into lower-risk assets, including
cash.)

The 10-year Treasury note rate had fallen from 6 percent in 2000 to
4 percent in 2003; it then stayed flat for another two years before rising
to 4.8 percent in 2006 and remaining relatively unchanged until the cri-
sis started in 2007. With little to be gained in Treasuries, investors were
searching for higher yields in other fixed-income vehicles. Mortgage-
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Figure 3.7 Subprime Share of Home Mortgages Grows Rapidly before Big
Decline (1995–Q2 2008)
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backed securities promised the returns they were seeking—and the
riskier the mortgages used as collateral, the higher the yields.

At the borrower’s end of the equation, interest rates on mortgages
were hitting lows not seen for decades—and adjustable-rate mortgages
were especially tantalizing. Figure 3.7 shows that as the one-year ARM
rate declined from 2001 to 2004, the share of subprime home mortgages
spiked.

The seemingly insatiable demand for residential real estate naturally
caused prices to rise, with price bubbles forming in certain markets. After
rising at an average annual rate of slightly less than 3 percent during the
1990s, home prices jumped nationally by an average of nearly 9 percent
per year from 2000 to 2006. Stated another way, a home worth $150,000
in 2000 was worth $251,565 in 2006.

This environment fueled unbridled optimism on the part of lenders,
borrowers, and investors. The prevailing attitude was that real estate was
an investment that couldn’t miss. Many borrowers made their financial
moves with the assumption that prices would go on climbing indefinitely.
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It was an era of easy credit, and subprime lenders stepped up their
marketing efforts. It was simple to obtain a mortgage loan that required
little or no down payment. Some borrowers opted for no-money-down,
interest-only loans that were little better than renting—but did leave
them positioned to profit if home prices continued rising, creating in-
stant equity in the homes. Average Americans from coast to coast were
suddenly buying houses and condos to flip for profit. Furthermore,
lenders were writing loans that allowed borrowers to tap the equity in
their homes for consumption purposes. This flurry of demand, in turn,
pushed housing prices even higher.

Mortgage brokers found subprime loans attractive because they
could earn fees while passing along the credit risk to those who ulti-
mately funded the loans. In hindsight, many participants in the housing
market who should have known better nonetheless clearly underesti-
mated the risks associated with subprime loans—and many unethical
players chose to purposefully ignore those risks and exploit the situation
for short-term gain.

Table 3.2 shows a significant shift in the composition of mortgage
originations when interest rates were at their lows. The share of subprime
loans nearly tripled from 2001 to 2006, going from 7.2 percent to
20.1 percent. Also, the share of Alt-A loans (those made to borrowers
whose creditworthiness was considered to be somewhere between prime
and subprime) increased to a high of 13.4 percent in 2006, up from
only 2.5 percent in 2001. While home prices surged, owners began to
think of their homes as a convenient and growing source of cash to be
tapped like an ATM; home-equity loans tripled in amount from 2001
to 2006–2007.

Of course, while the shares of subprime and Alt-A loans were in-
creasing, the share of conventional, conforming prime loans declined
by nearly 25 percentage points from 2001 to 2006 (falling from 57.1
percent to 33.2 percent). At the same time, FHA and VA shares also fell,
from 7.9 percent to 2.7 percent. The pendulum swung back again with
the collapse in home prices and the surge in foreclosures. The conven-
tional, conforming prime, FHA, and VA shares had increased to nearly
80 percent of all mortgage originations by the third quarter of 2008.

The subprime mortgage industry developed a number of innovative
products that fueled its continued growth during the mid-2000s. These
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Figure 3.8 ARM Share Grows, Following Low Interest Rates
(Quarterly, 2001–Q2 2008)

0

5

10

15

20

25

2001 2002 2003 2004 2005 2006 2007 2008

Percentage of all number of home mortgages outstanding

Sources: Mortgage Bankers Association, Milken Institute.

products were variations on adjustable-rate mortgages, which had been
around for a long time. As Figure 3.8 shows, the ARM share of all
outstanding home mortgages rose from about 10 percent in 2001 to a
high of about 21 percent in 2006. But as Figure 3.9 indicates, this figure
conceals the importance of ARMs for subprime loans. ARMs almost
always accounted for 40 to 50 percent of subprime loans, whereas they
always accounted for less than 20 percent of prime loans and less than
10 percent of FHA loans.

In contrast to prime and FHA borrowers, a greater proportion of
subprime borrowers wound up with loans that exposed them to sub-
stantial interest-rate risk. Furthermore, as Figure 3.10 shows, most of the
subprime loans were hybrids (loans that begin with a low fixed rate for
an initial period, then reset to higher, variable rates for the remainder
of the term of the loan). For example, 2/28 hybrid loans offered low
fixed interest (“teaser”) rates for two years, then reset semiannually or
annually to an index value plus a certain margin (subject to periodic and
lifetime interest rate caps) during the remaining 28 years of the loan.
The 3/27 hybrids offered initial fixed rates for the first 3 years and then
resets for the remaining 27 years of the loan. (There are also hybrid
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Figure 3.9 Largest Share of ARMs Go to Subprime Borrowers
(Quarterly, 2001–Q2 2008)
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option ARM loans, which are a combination of option ARMs and
hybrid ARMs. See the glossary for explanations of different types of
mortgage loans.) In 2006, such hybrids accounted for nearly two-thirds
of all subprime mortgage loans and almost half of all Alt-A loans. Clearly,
subprime borrowers with these types of loans were bearing substantial
interest-rate risk.

Figure 3.10 Hybrids Dominate Subprime Home Purchase Loan
Originations (2006)
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Certain product variations increased this risk, and the option ARM
(also called the “pay-option ARM” or the “pick-a-payment” loan) be-
came especially notorious in this regard. During the initial period, bor-
rowers can choose their payment each month: a low minimum payment,
an interest-only payment, or a fully amortizing 15- or 30-year fixed-rate
payment. Because the minimum payment is actually less than the interest
due, it can result in negative amortization (an actual increase of the loan
balance on the back end) and large monthly payments in later years. The
complexity and potential pitfalls of these loans made it essential that they
be reserved for exactly the right type of financially savvy borrower, but
unfortunately, in the heady days of the housing boom, prudence was in
short supply.

Many subprime borrowers with ARMs simply intended to refinance
their mortgages before the rates went higher—and that strategy did work
for a time. As long as home prices continued to rise, even buyers who
put no money down would find themselves with equity in two to three
years, and that equity made it possible to obtain a new loan. Borrowers
and lenders alike tended to focus only on the borrower’s ability to carry
the low initial payments, and loans were written for increasingly large
amounts.

As for the risks being incurred by lenders, some seem to have op-
erated under the assumption that in the event of a default, the home
could be sold for more than the loan amount. This required the opti-
mistic expectation that home prices would continue rising—or that the
mortgage loan would simply be securitized, shifting the credit risk to
another party.

Table 3.3 provides detailed information on the share of 2/28 and
3/27 hybrids among subprime and prime originations. The 2/28 hybrid
share of subprime originations peaked at 28 percent in 2004, for example,
before declining to 12 percent in 2007. The 3/27 hybrid share was
12 percent in 1999; it slid for several years before bouncing back to
9 percent in 2004, then falling all the way to 1.6 percent in 2007.
The 2/28 hybrid share of prime originations was always less than 0.1
percent, while the 3/27 hybrid share reached a peak of 1.3 percent in
2004 before declining to 0.13 percent in 2007. Hybrid ARMs clearly
played a much bigger role in the subprime market than in the prime
market.
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Table 3.3 Growth of Hybrids in Home Mortgage Originations (1999–2007)

Share of Annual Subprime
Origination (%)

Share of Annual Prime
Origination (%)

Year 2/28 Hybrid 3/27 Hybrid 2/28 Hybrid 3/27 Hybrid

1999 6.05 12.36 0.01 0.06
2000 13.74 7.54 0.02 0.14
2001 24.28 5.08 0.01 0.34
2002 25.38 3.84 0.01 0.79
2003 25.26 5.34 0.01 0.86
2004 27.58 8.83 0.05 1.34
2005 24.08 7.96 0.09 0.55
2006 17.11 2.79 0.05 0.27
2007 11.98 1.63 0.00 0.13

Sources: LoanPerformance, Milken Institute.

Subprime Mortgages Enable More Widespread
Homeownership

Words of Praise from Regulators for Subprime Lending
Subprime mortgage lending provides credit to borrowers with
past credit problems, often at a higher cost or less favorable
terms than loans available in the conventional prime market. In
most cases, these lenders offer credit to borrowers who would
not qualify for a loan in the prime market, thus expanding
access to credit and helping more families to own their own
homes. The higher costs of these loans may serve to offset
the increased risk that these lenders assume in lending to these
borrowers.

“Unequal Burden in Baltimore: Income and Racial Disparities in
Subprime Lending”
U.S. Department of Housing and Urban Development
May 2000

(Continued)
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This should be a time of great satisfaction for the advo-
cates of low-income and minority borrowers. As a result of the
good economy, various technological changes, and innovative
financial products, credit to low-income and minority borrow-
ers has exploded in recent years . . . . A significant portion of this
expansion of low-income lending appears to be in the so-called
subprime lending market. This market has expanded consider-
ably, permitting many low-income and minority borrowers to
realize their dreams of owning a home and have a chance for
acquiring the capital gains that have so increased the wealth of
upper-income households.

Remarks by Federal Reserve Governor Edward M. Gramlich
Fair Housing Council of New York, Syracuse, New York
April 14, 2000

Expanded access to mortgage credit has helped fuel substan-
tial growth in homeownership. The national rate of homeown-
ership increased from 1995 through mid-2006, reaching nearly
69 percent of all households this year. All major racial and ethnic
groups have made gains in homeownership, but in percentage
terms the largest increases have been made by minority house-
holds.

Remarks by Federal Reserve Chairman Ben S. Bernanke
Opportunity Finance Network’s Annual Conference, Washington,
D.C.
November 1, 2006

Overall, the emergence of risk-based subprime lending
should produce positive social welfare effects.

J. Michael Collins, Eric S. Belsky, and Karl E. Case
“Exploring the Welfare Effects of Risk-based Pricing in the Subprime
Mortgage Market”
Joint Center for Housing Studies Working Paper Series
April 2004
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Given the widely documented abuses by brokers, lenders, investors,
and borrowers alike—and especially given the heartbreaking wave of
foreclosures experienced by families across the country—it is hardly
surprising that the entire subprime lending industry has come under
scrutiny. But acting to curtail it too hastily, based on opinions rather
than supporting evidence, could ultimately block millions more from
homeownership.

It is important to remember that subprime lending is not problematic
in and of itself. It arose out of good intentions, and when deployed with
full disclosure and a proper appreciation of risk, it can open the door
of opportunity to millions of lower-income Americans, including those
who are working in good faith to overcome past financial problems.
It would be a shame to close off that opportunity altogether rather
than simply acting to rein in abuses of the system. For all the tales of
irresponsible borrowing and lending, millions of families are now in
their own homes thanks to subprime mortgages—and millions of those
loans are being paid on time.

One of the most vocal critics has been the Center for Responsible
Lending (CRL), which issued a report in 2007 stating that the subprime
mortgage market has resulted in a net ownership loss of 854,674 units.5

CRL suggested that subprime loans have been a bad development for
individuals, despite the fact that approximately 1.3 million loans were
granted to first-time home buyers from 2000 to 2006.

But following the basic approach taken by CRL, we found that
even with rising foreclosure rates over the period, the nation has actually
seen a net gain in homeownership of 434,683 units.6 To arrive at this
estimate, we used CRL assumptions, with one important exception.
CRL assumed that 25 percent of all loans for home purchases were made
to first-time home buyers. But it calculated the number of subprime
foreclosures based on all first-lien, owner-occupied subprime loans. This
would include not only purchases of homes by first-time purchasers but
also purchases of second homes and purchases by investors. Rather than
using CRL’s calculation, we compared all purchase-loan foreclosures to
the same types of loans to first-time home buyers. Because CRL’s data are
proprietary, we relied on LoanPerformance (LP) data for our calculations
and were able to nearly duplicate the results obtained by CRL.

Table 3.4 shows our calculations along with those of CRL. CRL
found a net homeownership loss in every year over the period
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2000–2006, totaling almost 854,700 units for the entire period. In
contrast, we found a net homeownership gain in every year, or 434,683
units nationwide, for the period. We obtained the nationwide figure
by adjusting the LP data, which accounts for between 40 percent and
50 percent of all subprime mortgage loans, by 42 percent. (Comparing
LP data with national aggregate data from Inside Mortgage Finance, we
arrived at the 42 percent figure.)

CRL asserted that the subprime market generated more than
$2 trillion in home loans and that those loans “will lead to a net loss of
homeownership for almost 1 million families.” However, we found that
by matching the same kinds of loans, the result is a net gain of nearly
half a million units. These analyses, however, do not take into account
subprime mortgage loans made before 2000 or those made after 2006.

The point of this exercise is not to unduly question the analysis of
CRL but to inject a note of caution. Before regulators rush to prohibit
subprime mortgage loans or certain mortgage products, it is important to
be sure that these actions will do more good than harm. Continued access
to credit (that is, to subprime mortgage loans) does help those home
buyers who would otherwise have trouble obtaining credit to realize
their dreams of homeownership. Without the subprime loan market,
it is clear that many individuals—perhaps 1 million or more—would
have been denied access to the credit they needed to become first-time
homeowners over the period we examined. While foreclosure rates
among first-time buyers with subprime mortgages may be high, they are
not 100 percent, so some borrowers are benefiting from such loans. It is
worth noting the words of former Federal Reserve Governor Edward
M. Gramlich:

One of the important stories of the 1990s was the huge growth in subprime
lending. . . . One visible outcome has been an increase in home ownership rates
for low-income and minority borrowers. This represents a welcome extension
of home mortgage and other credit to previously underserved groups—a true
democratization of credit markets. Millions of low and moderate-income
families now have a chance at owning a home and building wealth.7

So what rate of foreclosure on subprime mortgages is socially op-
timal? That is a thorny question, and obviously the number of families
who have lost their homes in the past few years is nothing short of
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tragic. But it is impossible to eliminate all risk in an uncertain world.
Attempting to regulate with the goal of achieving a foreclosure rate of
zero would come with a cost: restricting the privilege of homeownership
only to those with sterling credit.

Securitization Facilitates the Funding of
Subprime Mortgages

As chronicled in Chapter 2, mortgage lending has undergone a sea
change in recent years: the switch from the originate-to-hold model
to the originate-to-distribute model. This was especially true in the
case of subprime loans. At the height of the housing boom, investors
were clamoring to put their money into mortgage-backed securities
(MBS)—particularly those backed by subprime loans, which offered big
returns. The process of securitizing and selling the loans gave lenders a
source of funding and liquidity to make additional loans.

As Figure 3.11 shows, beginning with the onset of record low inter-
est rates in 2001, the cumulative share of subprime mortgage originations

Figure 3.11 Securitization Becomes the Dominant Funding Source for
Subprime Mortgages (1994–Q3 2008)
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P1: OTA/XYZ P2: ABC
c03 JWBT079-Barth March 26, 2009 1:52 Printer Name: Courier Westford

62 BUILDUP AND MELTDOWN OF THE MORTGAGE

that were securitized steadily increased, from 44.7 percent to 67.8 per-
cent in 2007, before declining to 67.5 percent in the third quarter of
2008. Although the most recent decline appears to be quite small, the
percentage of subprime mortgage loans originated in the first quarter
of 2008 was at its lowest level (2.1 percent) over the entire period. This
means, roughly speaking, that two-thirds of the credit risk associated
with subprime loans has been shifted through the capital markets, from
lending institutions to investors, in the form of securities backed by those
loans.

Issuers of securities backed by subprime mortgage loans know that
these investments are quite risky. To enhance the creditworthiness of
the securities and attract more investors, they have turned to mono-
line insurers (firms that provide guarantees only in the capital markets),
among others, to cover potential losses on some of these investment
vehicles. (Most of these monoline insurers also guarantee municipal se-
curities. In fact, until their recent ventures in guaranteeing subprime and
other asset-backed securities, their primary business had been insuring
municipal securities.)

These private insurers play the same role for subprime loans that
Ginnie Mae, Freddie Mac, and Fannie Mae play for conforming loans:
they guarantee the timely payment of interest and principal on the se-
curities they issue. (The home mortgages securitized by Ginnie Mae are
insured by the Federal Housing Authority, the Veterans Administration,
and the Rural Housing Service.) Monoline insurers do not, however,
have backing from the federal government and must rely on their own
capital to honor the guarantees.

Table 3.5 shows the subprime exposure of selected monoline insurers
for several recent years. It also shows how the exposure has changed over
time and the total exposure of each firm as compared to its capital
position in 2006. In addition, the credit ratings of the firms by S&P
are provided as of October 31, 2008. The subprime mortgage market
meltdown and, more generally, the problems spreading throughout the
financial sector have clearly cast a pall over all of these firms, and for
some, raised serious questions about their financial viability.

A weakening in the financial condition of monoline insurers has dire
implications, not only for their ability to fulfill their commitments re-
garding existing municipal securities but also for their ability to guarantee
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new issuance. It also can lead to a downgrading in the credit ratings of
the outstanding municipal securities already guaranteed by these firms,
which may reduce the ability or willingness of investors to hold such
securities.

Aside from the monoline insurers, other firms that have guaran-
teed MBS have also been hit by the deterioration in the mortgage
market—including most notably the insurance giant American Inter-
national Group (AIG), which received an $85 billion emergency loan
from the Federal Reserve on September 16, 2008, in exchange for eq-
uity warrants giving it a majority ownership stake in the firm. Shortly
thereafter, in the first week of October, the Federal Reserve extended an
additional loan of almost $38 billion. Just a month later, on November
10, 2008, AIG received an additional $40 billion capital injection from
the Treasury.

Not surprisingly, the issuance of securities by private-label issuers has
steadily declined over the past year, given the widening and deepening
of the recent mortgage market problems. Figure 3.12 shows that from
July to August 2008, private-label issuers have offered virtually no such

Figure 3.12 Private-Label Mortgage-Backed Security Issuance Dries up
in 2008
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securities. In contrast, Ginnie Mae is the only securitizer reporting an
increase, going from $18 billion from September–October 2007 to $56
billion in September–October 2008. This is due to the increase in the
origination of FHA home mortgage loans and Ginnie Mae’s securitiza-
tion of them. (For a longer-term perspective on the relative importance
of different mortgage-backed securities issuers, see the Appendix, Table
A.10 and Figure A.10.) Because the FHA and Ginnie Mae are part of the
federal government, they have full access to the capital markets for loans
they originate and securitize. Borrowers can put down 3 percent (3.5
percent after January 1, 2009) on an FHA-insured mortgage; maximum
loan amounts on the more expensive East and West coasts were set at
$729,750 through December 2008 and then dropped to $625,000 in
January 2009.

The Housing Bubble
Reaches the Breaking Point

Starting to Face the Possibility
of Losses
The very large flows of mortgage funds over the past two years
have been described by some analysts as possibly symptomatic of
an emerging housing bubble, not unlike the stock market bub-
ble whose bursting wreaked considerable distress in recent years.
Existing home prices (as measured by the repeat-sales index) rose
by 7 percent during 2002, and by a third during the past four
years. Such a pace cannot reasonably be expected to be main-
tained. And recently, price increases have clearly slowed. . . . But
any analogy to stock market pricing behavior and bubbles is a
rather large stretch.

Remarks by Federal Reserve Chairman Alan Greenspan
Annual Convention of the Independent Community Bankers of
America, Orlando, Florida
March 4, 2003

(Continued)
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These loans (subprime) represent roughly $370 billion in
outstandings, or 4.3 percent of all mortgages, and may ultimately
result in just $110 billion in net loan losses for the mortgage
industry. In addition, it is likely that any foreclosures associated
with these troubled mortgages will be spread over a number of
years, and losses will be borne not just by banks, but also by
investors in privately-issued mortgage-backed securities.

Economic Conditions and Emerging Risks in Banking
Report to the FDIC Board of Directors, p. 14
Federal Deposit Insurance Corporation
May 9, 2006

We know from data . . . that a significant share of new loans
used to purchase homes in 2005 were nonprime (subprime or
near-prime), . . . [and] the share of securitized mortgages that
are subprime climbed in 2005 and in the first half of 2006. [But]
we believe the effect of the troubles in the subprime sector on
the broader housing market will likely be limited, and we do
not expect significant spillovers from the subprime market to
the rest of the economy or to the financial system.

Remarks by Federal Reserve Chairman Ben S. Bernanke
Federal Reserve Bank of Chicago’s 43rd Annual Conference on Bank
Structure and Competition
Chicago, Illinois
May 17, 2007

Now that we are in a crisis, it is instructive to look back and examine
whether there were ample signs of a housing bubble—and whether
heeding these warning signs could have mitigated the damage.

As discussed earlier, the Federal Reserve created a low-interest rate
environment, which was further fueled by an inflow of funds from
investors based in other countries with savings gluts. Low interest rates
set off a surge in home sales, prices, and housing starts, and the whole
system was kept well oiled with liquidity by investors searching far and
wide for higher yields. There were plenty of telling indicators along



P1: OTA/XYZ P2: ABC
c03 JWBT079-Barth March 26, 2009 1:52 Printer Name: Courier Westford

The Housing Bubble Reaches the Breaking Point 67

Figure 3.13 The Recent Run-up of Nominal Home Prices Was
Extraordinary (1890–Q2 2008)
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the way that these trends had converged to produce a bubble that was
reaching dangerous proportions.

It is useful to begin by placing recent housing prices in a broader
context. Figures 3.13 to 3.16 show what happened to both nominal
and real (adjusted for inflation) home prices from 1890 to the second
quarter of 2008. Over this long period, nominal home prices rose at an
annualized rate of 3.4 percent (just 0.57 percent in real terms). It is clear
from these figures that the recent run-up in prices quickly outstripped
historical norms. Figures 3.14 and 3.16, moreover, contain another im-
portant lesson: they show that home prices do not just rise in a steady
trajectory—they can undergo fairly wide swings, both positive and neg-
ative. But amid the heady days of the housing boom, many market
participants chose to ignore the fact that housing prices can drop and
that booms are often followed by busts. Taken together, these figures
make a compelling case that the recent home price bubble was simply
not sustainable as it continued to grow with each passing day.

Table 3.6 shows the real returns on U.S. stocks, bonds, and homes
from 1890 to 2007—and as it happens, stocks and bonds have been
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Figure 3.14 Home Prices Don’t Go up Forever: Change in Nominal Home
Prices in 100-Plus Years (1890–Q2 2008)
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Figure 3.15 The Recent Run-up of Real Home Prices Was Extraordinary
(1890–Q2 2008)
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Figure 3.16 Home Prices Don’t Go up Forever: Change in Real Home
Prices in 100-Plus Years (1890–Q2 2008)
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better investments than homes over time (providing real returns of 6.3
and 4.7 percentage points, respectively, while the real return on homes
totaled only 0.6 percent over this long period). Only from 1997 to 2007,
a period that encompasses a collapse in stock prices due to the dot-com
implosion and the growth of a major housing price bubble in its place,
did homes deliver higher real returns than stocks and bonds.

Table 3.6 Real Returns on Stocks, Bonds, and Homes

Average Return (%) Stocks Bonds Homes

1890–1925 5.4 3.8 −0.7
1926–1945 6.8 2.8 1.0
1946–1970 9.5 3.7 0.2
1971–1996 6.5 8.5 0.0
1997–2007 1.5 4.9 6.0
1890–2007 6.3 4.7 0.6

Sources: Robert Shiller, Milken Institute.
Note: The percentages are based on geometric means and the real return for homes is based on home
price appreciation.
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The fact that homes have typically produced low returns over long
periods underscores why lenders traditionally made mortgage loans to
individuals with “skin in the game” (i.e., a down payment that gave
them a significant equity stake from the outset). Borrowers with equity
have more cushion against financial stress and will fight to stay in their
homes and protect their initial investment. Those with very little (or even
negative) equity are not as well positioned to maneuver when times are
tough and are more likely to lose (or walk away from) their homes if
their personal circumstances deteriorate.

For many years, a 20 percent down payment was considered standard,
and regarded as some evidence of the borrower’s financial stability. In
other words, lenders preferred to grant mortgages with a loan-to-value
ratio (the outstanding mortgage balance as a percentage of the price of
the home) closer to 80 percent than to 90 percent or higher. Maintaining
that ratio was also considered in applications for second mortgages and
home equity loans. (See Appendix Figure A.11 for information on bank
home loans, including the breakdown of those secured by first liens,
junior liens, and home equity loans, as well as those that are financed
with ARMs.)

Lenders traditionally took these steps to manage risk because in most
cases they have no recourse to the borrower’s other assets or income in
the event of default and because they frequently get no more than
50 percent to 75 percent out of foreclosures. But at the height of the
boom, these standards were abandoned. Lenders were churning out
mortgages that required little or no money down—knowing they could
pass that increased risk on to investors.

A comparison of the nominal return on homes to other selected
assets is provided in Figure 3.17. It shows what $1 invested in each of the
assets in 1890 was worth at year-end 2007. Homes slightly outperformed
gold after 1988 but distantly trailed the returns on stocks, bonds, and
CDs.

Figure 3.18 provides a much shorter but equally revealing look at
what was happening to home prices both nationwide and in California
from 1979 to September 2008. The peak median home price nation-
wide was about 90 percent higher than the average median price over
that period, while California’s peak exceeded its average by more than
150 percent. The peak price nationwide was $229,093 (virtually the
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Figure 3.17 Nominal Returns on Selected Assets (1890–2007)
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Figure 3.18 California and National Median Home Prices Reach Record
Highs (Monthly, January 1979–September 2008)
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Figure 3.19 Ratio of Median Home Price to Median Household Income
Increases Rapidly (1968–2007)
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same as the average median California home price over the period
1979 to September 2008), while in California that figure soared to
$587,547. Home prices in different regions clearly rose at varying rates
and reached varying peaks. But in some overheated markets, prices were
setting record highs that were out of whack with anything seen during
the previous 30 years. In Southern California, which became something
of a poster child for the housing boom, there were tales of bidding
wars, of modest bungalows with million-dollar price tags, and of houses
in new developments being snapped up even before construction was
completed.

More alarming, as Figure 3.19 shows, the median price of a home
also rose sharply in the early and mid-2000s relative to median household
income, climbing well above the average ratio maintained from 1968
through 2007. This should have been a red flashing light, warning that
homes were becoming less affordable. Of course, home buyers were
accommodated with mortgages tailored to their circumstances but with
a corresponding increase in risk. Borrowers were stretching further and
further to buy homes.

Another sign of overheating in the housing sector was the precip-
itous decline in the rent-to-price ratio in the early and mid-2000s. As
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Figure 3.20 Rent–Price Ratio Reached Historic Low in 2006 But Has
Slightly Rebounded (Quarterly, 1960–Q1 2008)
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Figure 3.20 shows, the average ratio was 5 percent over the period from
1960 to the first quarter of 2008. But from 2000 to the first quarter of
2008, the average declined to 4 percent. The ratio reached a record low
of just below 3.5 percent in the fourth quarter of 2006. The substantial
decline in this ratio through 2006 suggests that a bubble in home prices
was occurring, especially in those areas with the biggest declines in the
ratio. With the burst of housing bubble, however, the ratio has since
been rising but is still substantially below its average value from the first
quarter of 1960 to the first quarter of 2008. The shaded area in Figure
3.20 shows a possible path for the rent-to-price ratio to return to its
long-term norm.

Figure 3.21 shows a substantial jump in both existing and new homes
for sale, beginning in 2001. Once the housing bubble began to burst,
new homes for sale began their downward path, but existing homes for
sale—including those in foreclosure—continued to climb.

Market participants were profiting from these sharply rising home
prices during the boom, so it is unsurprising that many ignored the signs
that the market was becoming unsustainable. But it is fair to ask why
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Figure 3.21 Recent Jump in Homes for Sale: Existing and New Homes
(Monthly, 1989–September 2008)
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regulators and government officials failed to take action that might have
discouraged lenders from taking tremendous risks.

The Collapse Begins

By mid-2007, it was clear that the housing market had fallen into real
distress. The most obvious sign, illustrated in Figure 3.22, was a long,
steep plunge in home prices, as chronicled by the two S&P/Case-Shiller
home price indexes.

Falling prices unleashed a cascade of consequences. Many
homeowners—especially those who bought near the end of the
boom—now found themselves under water (owing more than their
home’s current market value). Without equity, borrowers with ARMs
were unable to refinance before their rates reset. Faced with higher
monthly payments, many households fell into default. Foreclosures rose
sharply—in fact, RealtyTrac reported that more than 573,000 properties
nationwide were in some stage of foreclosure in the first half of 2007.8

Multiple subprime lenders filed for bankruptcy.
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Figure 3.22 2005: The Collapse in Home Prices Begins
(Quarterly, Q1 1988–Q2 2008)
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In August 2007, the problems reached a crescendo with the collapse
of two Bear Stearns hedge funds that invested heavily in subprime-related
securities. Many investors grew increasingly concerned about declining
asset values and excessive leverage at other financial firms. Moreover,
money markets were freezing up; the interbank lending market was
charging loan rates at spreads reaching 21-year highs over Treasury se-
curities; and the flight to safety pushed the Treasury rate to its lowest
daily level since 1952. Suddenly, the crisis on Main Street had arrived on
Wall Street’s doorstep. As the timeline in Figure 3.23 illustrates, a torrent
of events unfolded in rapid succession as the Dow Jones U.S. Financial
Index continued its downward trend.

The credit crunch was on: Figure 3.24 shows that the spread between
LIBOR (the London Interbank Offered Rate, reflecting what banks
charge for short-term lending to other banks) and the overnight index
swap rate jumped from less than 14 basis points in July 2007 to 48 basis
points in the second week of August and still higher to 364 points on
October 10, 2008. Since August 2007, the average spread was 89 basis
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Figure 3.24 Liquidity Freeze: Spread between Three-Month LIBOR and
Overnight Index Swap Rates (Weekly, 2001–October 31, 2008)
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points, compared to an average of 25 basis points from December 2001
to October 10, 2008.

The TED spread (the gap between the three-month LIBOR rate and
the three-month Treasury bill rate; “T” for Treasury bill rate and “ED”
for Eurodollars) is another measure of liquidity, reflecting the extent to
which banks are willing to lend to one another; a widening TED spread
indicates an increased risk of credit defaults in the marketplace. As Figure
3.25 shows, this indicator stood at an average of 86 basis points over the
period from December 2005 to October 15, 2008, but on August 20,
2007, it jumped to 240 basis points. It widened still further to 464 basis
points on October 10, 2008. The previous high was 255 basis points in
November 1987.

In addition, the market for commercial paper (short-term debt, rou-
tinely issued by corporations to cover operating expenses) was showing
signs of stress. Figure 3.26 shows that the rate firms have to pay on asset-
backed commercial paper rose sharply in early September 2007 and then
again in December 2007 as compared to the rates paid on comparable
rated financial and nonfinancial commercial paper.

Clearly, the meltdown of the mortgage market had produced a
widespread shortage of liquidity in the financial system. Firms with
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Figure 3.25 Widening TED Spread: Spread between Three-Month LIBOR
and T-Bill Rates (Daily, December 31, 2005–October 31, 2008)
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Figure 3.26 Market for Liquidity Freezes
(Daily, May 1, 2007–October 31, 2008)
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cash were holding onto it, and other firms were rebuilding their capital,
making them reluctant to lend.

These multifaceted problems soon spilled over to the real economy.
Even beyond the financial sector, credit spreads widened and stock prices
declined. The unemployment rate rose as recessionary effects set in.
Efforts to help the credit markets toward recovery became critical.

Overwhelming uncertainty in the marketplace bracketed these prob-
lems: uncertainty about the value of assets ultimately collateralized by
homes and, therefore, uncertainty about the financial condition of the
firms holding or guaranteeing these assets. And looming over it all was
worry over the murkiness hidden in the form of outstanding credit de-
fault swaps, which had grown to enormous sums and could be triggered
if the markets worsened and the underlying securities fell in value. Lit-
tle information was available about the counterparties to these credit
derivatives and their exact risk exposures and financial conditions.

Meanwhile, home prices now seemed to be in freefall. As Figure 3.27
shows, home prices had fallen a few times before October 2005 but had
never plunged so abruptly and so deeply as they did after that month. In
August 2008, the median home price had fallen 9.8 percent from the pre-
vious year. The declines were even steeper in once-overheated regions.

Figure 3.27 Median Existing Home Price: Too Good to Last
(Monthly, 1969–August 2008)
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Figure 3.28 Forty-Six States Report Falling Prices in Q4 2007
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Figure 3.28 shows that 46 states saw home prices fall in the fourth
quarter of 2007, while only four states experienced price increases over
the period. Home values deflated in all nine regions of the country, with
the biggest decline (17.2 percent) posted in the Pacific region (the West
Coast). The problem clearly was national in scope, unlike the savings
and loan crisis of the 1980s, which was largely concentrated in Texas.

More detailed information on home prices in 20 metropolitan areas
over four different periods is provided in Figures 3.29 to 3.32 and Ap-
pendix Figures A.12 to A.15. Figures 3.29 to 3.32 show the price changes
using S&P/Case-Shiller indexes, while the figures in the Appendix track
Office of Federal Housing Enterprise Oversight (OFHEO) indexes.

The figures based on the S&P/Case-Shiller indexes are quite re-
vealing: individuals who purchased homes one year prior to August
2008 experienced a decline in home price in all 20 metropolitan areas.
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Figure 3.29 One-Year Home Price Changes for Selected Metropolitan Areas
(August 2007–August 2008)
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Figure 3.30 Two-Year Home Price Changes for Selected Metropolitan Areas
(August 2006–August 2008)
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Figure 3.31 Four-Year Home Price Changes for Selected Metropolitan
Areas (August 2004–August 2008)
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Figure 3.32 Five-Year Home Price Changes for Selected Metropolitan Areas
(August 2003–August 2008)
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However, if you go back in time and take a longer-term view, the
declines in home prices eventually turn into gains for all the metropolitan
areas except three: Detroit, Cleveland, and Minneapolis. In contrast,
Appendix Figures A.12 to A.15, based on the OFHEO indexes, paint a
similar picture, but with smaller price declines (which may be explained
by the fact that the OFHEO indexes include only conforming loans,
whereas the S&P/Case-Shiller indexes also include subprime and jumbo
loans).

In the figures, it is worth noting that neither Detroit nor Cleveland
(both located in Rust Belt states with struggling economies) rank among
the top two metropolitan areas experiencing the biggest declines in
home prices over the past one or two years, but they do come out worst
over the four-year period. Home prices in Las Vegas and Miami, in
contrast, continue to post price gains when measured over the longer
time period. How long this will continue to be the case is uncertain,
given the continued deteriorating economy.

As home prices declined, housing starts also cratered, as shown in
Figure 3.33. After reaching a record high of 1.8 million units in January
2006, they plummeted to only 544,000 units in September 2008. This

Figure 3.33 Housing Starts Hit Record in 2006 But Then Drop 64 Percent
(Monthly, 1959–September 2008)
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Figure 3.34 Private Construction Spending on Residential Property Declines
since the Peak of 2006 (Monthly, 1993–September 2008)
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is nearly half the average over the past 30 years. (Compared to a year
earlier, the decline was 42 percent, far greater than the mean change of
1.15 percent over the same period, as shown in Appendix Figure A.16.)

More generally, Figure 3.34 shows that residential private construc-
tion spending declined steadily after reaching a peak in March 2006. In
September 2008, such spending was less than half the value at the peak
and even below the 2003 level. This clearly creates extra hardships for
those employed in this sector of our economy.

In addition to the drop in housing starts, existing home sales fell
nationwide by 29 percent from the fourth quarter of 2005 to the fourth
quarter of 2007. Figure 3.35 shows that even though all states experi-
enced declines in sales, they ranged from less than 20 percent in some
states to more than 40 percent in several others. Nevada posted the
biggest plunge, at 65 percent, over the two-year period. The incredi-
ble flood of homes sales posted just a few years earlier had slowed to a
trickle.

As Figure 3.36 illustrates, declining home sales are associated with
homes sitting on the market for longer periods of time. The length of
time it took to sell both new and existing homes stretched out rapidly



P1: OTA/XYZ P2: ABC
c03 JWBT079-Barth March 26, 2009 1:52 Printer Name: Courier Westford

The Collapse Begins 85

Figure 3.35 Existing Home Sales Are Down Everywhere over the Past Two
Years (Percentage Change, Q4 2005–Q4 2007)
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Figure 3.36 Homes Sit Longer on the Market
(Monthly, 1989–September 2008)
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Figure 3.37 Homes Stay Longer on the Market as Home Appreciation
Slows (Monthly, 1989–September 2008)
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beginning in 2006, reaching 20-year record highs in June 2008. Homes
sat longer on the market because home appreciations were dropping,
as shown in Figure 3.37. The simple correlation between these two
variables was −0.60 over the period 1989 to September 2008. Many
sellers were unwilling to face the reality that the boom was over. A home
might sit for months while the owner resisted the notion of reducing
the asking price. It was now a buyer’s market. No longer worried about
being outbid, buyers could afford to be choosy—and many decided to
postpone purchases, believing that prices had even further to fall.

As mentioned earlier, falling home prices have left many borrowers
under water (in the uncomfortable position of owing more than their
homes are worth). Figure 3.38 shows the percentage of homes purchased
between 2001 and 2006 that have negative equity as of the second quarter
of 2008. The average for all the areas shown is 45 percent. The worst-hit
areas were in Arizona, California, Florida, and Nevada. (For more details
on the percentage of buyers with negative home equity, see Appendix
Table A.22.)

Many homes were sold at a loss between the third quarter of 2007
and the second quarter of 2008. In fact, that was the case with one-third
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Figure 3.38 Percentage of Homes Purchased between 2001 and 2006 That
Now Have Negative Equity
United States = 44.8%
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>= 35% and < 50%
>= 50%

Sources: Zillow.com, Milken Institute.

of homes sold in the areas indicated in Figure 3.39. Once again, the states
in greatest distress were Arizona, California, and Florida; Nevada and
Michigan also showed widespread losses. But the rest of the country was
not immune; many other areas suffered as well. Perhaps not surprisingly,
many of the homes that did manage to sell were foreclosures. Figure
3.40 shows that nearly 20 percent of home sold in a recent period were
foreclosures, with the highest concentration of these sales in California
and Nevada. (For details on the percentage of homes recently sold for a
loss, see Appendix Table A.23; for information on foreclosure sales, see
Appendix Table A.24.)

The presence of so many heavily discounted foreclosed properties
on the market causes prices to spiral down even further. Furthermore,
lenders typically incur substantial losses when homes are foreclosed.

Taking a longer view of the mortgage market, both prime and sub-
prime loans have fallen into delinquency and foreclosure in the past, and
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Figure 3.39 Percentage of Homes Sold at a Loss between
Q3 2007 and Q2 2008
United States = 32.7 %
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Sources: Zillow.com, Milken Institute.

there have been spikes in these rates at various points in earlier decades. In
the past few years, these numbers have hit record highs. Figures 3.41 and
3.42 show that subprime delinquencies reached nearly 20 percent and
foreclosures rose to almost 5 percent in the second quarter of 2008. Al-
though prime loans remain in much better shape, prime delinquency and
foreclosure rates have more than doubled over the past 10 years to highs
of 2.35 percent and 0.67 percent, respectively. (Appendix Tables A.25 to
A.27 contain more information on delinquencies and foreclosure rates.)

Figure 3.43 shows that subprime ARMs are particularly likely to de-
fault (i.e., become delinquent or fall into foreclosure). These mortgages,
with their potential for escalating monthly payments, reached a default
rate of 33.4 percent in the second quarter of 2008—triple the rate for
defaults on subprime fixed-rate mortgages. Prime fixed-rate mortgages
performed best, even better than FHA and VA loans. (See Appendix
Table A.28 for more information on delinquencies and foreclosures.)
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Figure 3.40 Percentage of Homes Sold between Q3 2007 and Q2 2008 That
Were in Foreclosure
United States = 18.6%
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>= 40%

Sources: Zillow.com, Milken Institute.

Although the mortgage market has always experienced some level
of foreclosures, as Figure 3.44 shows, the average number of foreclosures
has more than doubled recently. While 661,362 were recorded over the
period covering the second quarter of 1999 to the second quarter of
2006, there were 1.3 million foreclosures over the two-year period from
the third quarter of 2006 to the second quarter of 2008.9

These are sobering figures, and behind the numbers are countless
stories of families in crisis. Homeowners in foreclosure find their credit
scores ruined and their lives in upheaval. In many neighborhoods, empty
properties sit neglected, driving nearby home values down even further.
Municipalities have faced growing fiscal challenges as their tax bases
erode.

The subprime share of all home mortgage foreclosures is dramatic, as
seen in Figure 3.45 and Appendix Table A.29. Although subprime loans
accounted for only 12 percent of all loans in June 2008, they accounted
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Figure 3.41 Subprime Delinquencies Skyrocket (Quarterly, 1998–Q2 2008)
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Figure 3.42 Subprime Mortgages Entering Foreclosure Take off
(Quarterly, 1998–Q2 2008)
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Figure 3.43 Subprime ARMs Have the Worst Default Record
(Quarterly, Q2 1998–Q2 2008)
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Figure 3.44 Foreclosures Are Nothing New But Their Numbers Have
Doubled (Quarterly, Q2 1999–Q2 2008)
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Figure 3.45 Subprime Loans Accounted for Half or More of Foreclosures
since 2006
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for half of all foreclosures. Even as far back as December 2003, subprime
mortgage loans accounted for a large percentage of all foreclosures and
continued to do so thereafter.

Subprime default rates should not be a surprise to anyone, given
the characteristics of these instruments, as indicated in Table 3.7 as of
September 2008. This table shows the characteristics of subprime mort-
gage loans for the nation, as well as Arizona, California, Florida, and
Nevada, all of which have high foreclosure rates on such loans. In par-
ticular, as more new loans were made over the period 2003 to 2006,
lenders steadily lowered underwriting standards to maintain their volume
of business. This led to more “NINJA” loans—loans made to individuals
who had no verified income, job, or assets. In addition, more piggy-
back loans (loans that combined two mortgages to cover the purchase
of a single home) were made. The longer the housing boom contin-
ued, the more lax the lending standards became—and sure enough,
we can see much earlier and higher foreclosure rates among subprime
loans with later vintages from 2004 and earlier through 2006. Further-
more, notice the high percentage of subprime mortgages that involved
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cash-out refinances in the table, exceeding 50 percent nationwide and
in each of the four states.

It is particularly striking to note that the rate of foreclosures on
subprime loans originated increased dramatically in each year beginning
in 2003. Some estimates indicate a near doubling of the foreclosure
rate over this period, and for loans originated in 2006, the foreclosure
rate of 5.5 percent just six months from origination actually exceeded the
corresponding foreclosure rates for all previous years (see Figure 3.46).

Most of the foreclosures on subprime loans occur in the first few
years after the loans have been made (see Appendix Tables A.30 and
A.31). Indeed, the national foreclosure rate on subprime mortgage loans
originated in 2006 was slightly higher than 10 percent from January
2006 through September 2007 and nearly 20 percent for loans made in
California. As of November 2007, there was one foreclosure for every
617 households, according to RealtyTrac.

It was plain to see a clear increase in foreclosure rates associated with
subprime mortgage loans over this time period. Given the increasing
volume and dollar amount of subprime loans being made, the Federal
Reserve, the Federal Deposit Insurance Corporation (FDIC), and other
regulatory authorities should have initiated corrective action well before

Figure 3.46 Early Problems: Foreclosure Rates of Subprime Loans by
Origination Year (1998–2006)
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August 2007—especially because many financial institutions specializing
in these types of loans either were already experiencing financial diffi-
culties or had failed by then. Indeed, why do we have numerous and
well-staffed regulatory agencies at all if they are asleep at the wheel?

There is no denying that the recent collapse is painful, but it is im-
portant to keep a bit of historical perspective (especially because panic
can be a self-fulfilling prophecy). Some have likened this financial tur-
moil to the Great Depression, but any serious comparison reveals that
as of November 2008, we have yet to experience anything like the dire
situation that prevailed in the 1930s.

As Figure 3.47 shows, the Dow Jones Industrial Average (DJIA)
has declined sharply during the recent turmoil. But the decline was far
worse during the Great Depression. The DJIA index plunged by 89.1
percent from September 3, 1929, to July 8, 1932, whereas the decline
from October 9, 2007, to October 27, 2008, was less than half this
level, at 42.3 percent. It is clear, moreover, that volatility in the stock
prices has occurred many times over the past century, with both positive
and negative swings in the index. This can be seen in Figure 3.48,
which shows the yearly percentage changes in the DJIA index. (Table
3.8 provides more detailed information on the movement of the DJIA

Figure 3.47 Dow Jones Industrial Average Index
(Daily, 1910–October 31, 2008)
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Sources: Datastream, Milken Institute.
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Figure 3.48 Dow Jones Industrial Average Index
(Daily, 1910–October 31, 2008)
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index from the peak to the trough during the recessions over the past
80 years.)

Although recent bank failures have been alarming, these events are
far from reaching Depression-era magnitude. From 1929 to 1933, more
than 10,000 banks were shuttered. In contrast, there are currently fewer
than 120 banks on the FDIC’s problem bank list (although the number
is expected to increase). Whereas the money supply declined three years
in a row from 1930 to 1932 (and by more than 10 percent in 1932), it
has not been declining in recent months (as of this writing in November
2008). Indeed, it increased by more than 6 percent on an annualized
basis in September 2008. Furthermore, real GDP declined by nearly
15 percent in 1932, but it declined by just 0.3 percent in the third quarter
of 2008 (although bigger declines are soon expected). Last, in the Great
Depression about one-half of urban households with an outstanding
mortgage were in default. In mid-2008, 9.2 percent of home mortgages
were either delinquent or in foreclosure. Clearly, things would have to
get much worse then they stord at this writing for the situation to truly
be considered as devastating as the Great Depression.

Table 3.8 provides more detailed information on the percentage
change in the DJIA index from the peak to the trough during the
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recessions over the past 80 years. As may be seen, the biggest decline,
almost 90 percent, occurred during the Great Depression. The most
recent decline was 40 percent, from the peak on October 9, 2007, to a
trough on October 27, 2008—far short of the financial crisis during the
1930s. Furthermore, the unemployment rate of 6.5 percent in October
2008, although generally expected to increase, was far below the 25
percent rate recorded during the Great Depression. It is therefore a far
stretch to compare the current situation to the 1930s, unless conditions
deteriorate far more severely than most would expect.
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Chapter 4

When Will the
Crisis End?

. . .10 to 15 million households will end up in negative equity territory and
will be likely to default on their homes and walk away from them. Then,
the losses for the financial system from [these] massive defaults will be of the
order of $1 trillion to $2 trillion, a multiple of the $200 to $400 billion of
losses currently estimated for mortgage related securities.

—“The Forthcoming ‘Jingle Mail’ Tsunami: 10 to
15 Million Households Likely to Walk Away from Their

Homes/Mortgages Leading to a Systemic Banking Crisis”
Nouriel Roubini’s Global EconoMonitor

February 19, 2008

Well, I think we’re getting close to the bottom.
—Dick Kovacevich, Chairman of Wells Fargo

BusinessWeek
November 3, 2008

The major disruptions in the mortgage and credit crisis have
been accompanied by unexpected and surprising twists—and
no one knows for certain when the tumult will end or what

the ultimate cost to the nation will be. In this section, we look at a
variety of estimates of the losses in the financial sector. Many observers
and analysts have attempted to quantify the damages, but their estimates
have varied widely, ranging from perhaps undue optimism to downright
doom. We will also examine scenarios for when the housing market
might hit bottom.
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102 WHEN WILL THE CRISIS END?

The losses in the financial sector are vast, but the damage has not been
contained there. Even solid, profitable companies in other industries
were affected by the credit squeeze. The uncertainty hanging over the
marketplace caused wild volatility in the stock market throughout 2008,
but the overall trend was clearly dismal.

While financial giants were calculating the mounting losses on their
balance sheets, millions of ordinary Americans watched in dismay as
their investment accounts were shrinking by the day. The Congressional
Budget Office estimated that U.S. pension funds had lost $1 trillion
from the second quarter of 2007 to the second quarter of 2008, and the
cumulative decline in pension fund assets in the previous 18 months was
likely to reach $2 trillion as of October 2008.1 The effect on current
retirees and those nearing retirement age was devastating, and it remains
to be seen how losses in pension funds and retirement accounts, if not
reversed, will strain the Social Security system in the years to come.

What Is the Damage Scorecard to Date?

How Big Is the Black Hole? The Estimates Grow. . .

In a report dated Nov. 15, chief U.S. economist Jan Hatzius
[Goldman Sachs] said a ‘back-of-the-envelope’ estimate of
credit losses on outstanding mortgages could reach around
$400 billion.

“Mortgage Crisis May Slash Lending Up to $2 Trillion”
CNBC
November 16, 2007

We use several methods to estimate the ultimate losses on these
securities. Our best (very uncertain) guess is that the losses will
total about $400 billion, with about half being borne by lever-
aged U.S. financial institutions.

David Greenlaw, Jan Hatzius, Anil K. Kashyap, Hyun Song Shin
“Leveraged Losses: Lessons from the Mortgage Market Meltdown”
U.S. Monetary Policy Forum Conference Draft
February 29, 2008

(Continued)
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What Is the Damage Scorecard to Date? 103

Financial firms are likely to face at least $600 billion of losses
as the crisis triggered by the collapse of subprime mort-
gages batters banks, brokers and insurers, UBS AG analysts
said.

Abigail Moses and Yalman Onaran
“Financial Firms Face $600 Billion of Losses, UBS Says”
Bloomberg
February 29, 2008

The continuing decline in the U.S. housing market and
wider economic slowdown is contributing to new loan
deterioration—delinquencies on prime mortgages and com-
mercial real estate as well as corporate and consumer loans
are increasing. With default rates yet to peak and the re-
cent heightened market distress, declared losses on U.S. loans
and securitized assets are likely to increase further to about
$1.4 trillion . . ..

“Financial Stress and Deleveraging Macrofinancial
Implications and Policy”
Global Financial Stability Report
International Monetary Fund
October 2008

“There are significant downside risks still to the market and
the economy,” [Nouriel] Roubini, 50, a New York University
professor of economics, said in an interview with Bloomberg
Television. “We’re going to be surprised by the severity of the
recession and the severity of the financial losses.” . . . Roubini
said total credit losses resulting from the meltdown of the sub-
prime mortgage market will be “closer to $3 trillion,” up from
his previous estimate of $1 trillion to $2 trillion.

Bloomberg
October 14, 2008
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Table 4.1 provides estimates from various sources of the likely sub-
prime and credit losses; they range from a low of $50 billion to a high of
$3 trillion. By comparison, the savings and loan crisis of the 1980s cost
$408 billion in 2007 dollars, of which 82 percent was borne by taxpay-
ers. About half of the costs, moreover, were associated with problems
in Texas, while the current problem is nationwide. The estimates have
ballooned quite substantially over time, as observers trying to quantify
the costs of the crisis have assessed the snowballing effect of the subprime
mortgage market meltdown across the broader financial sector and the
real economy.

Worldwide through October 31, 2008, financial institutions have
taken cumulative losses/write-downs of $685 billion, according to
Bloomberg data and as shown in Figures 4.1 and 4.2. They have raised
$688 billion in capital and cut 149,220 jobs. More recently, Citigroup
announced it was cutting another 52,000 jobs. The numbers are con-
tinuing to grow.

Figure 4.3 shows the sources of the capital raised by firms worldwide
from July 2007 to December 2007 and from January 2008 to July 2008.
Public investors have been the dominant source of funds for the most
recent period, accounting for slightly more than two-thirds of the $300
billion raised. Figure 4.4 shows the types of financial instruments used to

Figure 4.1 Losses/Write-Downs, Capital Raised, and Jobs Cut by Financial
Institutions Worldwide through October 31, 2008
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raise capital. North American banks have relied most heavily on issuing
preferred stock, while European banks have relied most heavily on rights
issuance.

Table 4.2 shows that the top 10 financial institutions accounted for
63 percent of the losses/write-downs, 58 percent of the capital raised,

Figure 4.2 Cumulative Losses/Write-Downs, Capital Raised, and Jobs Cut
by Financial Institutions Worldwide through October 31, 2008
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Figure 4.3 Worldwide Capital Raised by Source ( July 2007–July 2008)
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Figure 4.4 Worldwide Capital Raised by Type of Instrument
( July 2007–August 2008)
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and 68 percent of the jobs cut. More detailed information on these issues
is provided in Appendix Table A.33. The table also shows that financial
institutions beyond the United States are struggling.

Figures 4.5 and 4.6 show the percentage change in stock price and
total loss in market value of selected financial firms from December 2006
to October 2008. Of the 15 firms listed in Figure 4.5, 7 have either failed
or been acquired as of that date. Figure 4.6 shows that those firms still
in business have suffered substantial declines in market value. The status
of the top 25 subprime lenders and private-label issuers of mortgage-
backed securities (MBS) in 2006 is detailed in Appendix Tables A.34
and A.35.

Table 4.3 shows the losses and write-downs of selected financial
firms since the second quarter of 2007, and their cumulative net income
from 2004 to the third quarter of 2008. Overall, the total losses and
write-downs exceed the cumulative net income for the firms by roughly
$86 billion. However, four of the firms (Citigroup, Washington Mutual,
Merrill Lynch, and Wachovia) account for all the net losses and write-
downs. The cumulative profits for the other firms more than offset
their losses and write-downs, with Bank of America showing the most
positive result, over this time period.
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Table 4.2 Losses/Write-Downs, Capital Raised, and Jobs Cut by the Top 10
Financial Institutions Worldwide through October 31, 2008

Losses/Write-Downs
(US$ Billions)

Percentage of
Total

Wachovia, United States 96.5 14.1
Citigroup, United States 68.1 9.9
Merrill Lynch, United States 58.1 8.5
Washington Mutual, United States 45.6 6.7
UBS, Switzerland 44.2 6.5
HSBC, United Kingdom 27.4 4.0
Bank of America, United States 27.4 4.0
National City, United States 26.2 3.8
JPMorgan Chase & Co., United States 20.5 3.0
Wells Fargo, United States 17.7 2.6
Others 253.1 37.0

Grand total 684.8 100.0

Capital Raised
(US$ Billions)

Percentage of
Total

Citigroup, United States 74.0 10.8
Bank of America, United States 55.7 8.1
Royal Bank of Scotland, United Kingdom 52.8 7.7
JPMorgan Chase & Co., United States 44.7 6.5
UBS, Switzerland 31.6 4.6
Wells Fargo, United States 30.8 4.5
Merrill Lynch, United States 29.9 4.3
Barclays, United Kingdom 28.2 4.1
HBOS PLC, United Kingdom 24.9 3.6
Morgan Stanley, United States 24.6 3.6
Others 291.1 42.3

Grand total 688.3 100.0

Jobs Cut
(Number)

Percentage of
Total

Citigroup, United States 23,660 15.9
Lehman Brothers, United States 13,390 9.0
Bank of America, United States 11,150 7.5
Bear Stearns, United States 9,159 6.1
UBS, Switzerland 9,000 6.0
Commerzbank, Germany 9,000 6.0
Wachovia, United States 8,393 5.6
Royal Bank of Scotland, United Kingdom 7,200 4.8
Merrill Lynch, United States 5,720 3.8
National City, United States 4,900 3.3
Others 47,648 31.9

Grand total 149,220 100.0

Sources: Bloomberg, Milken Institute.
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Figure 4.5 Financial Stock Prices Take Big Hits
Percentage change in stock price, December 2006–October 2008
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Figure 4.6 Financial Market Capitalization Takes Big Hit
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The Pain Spreads throughout the Financial Sector
and Beyond

Reckless people have
deluded themselves that this
was a subprime crisis, but
we have problems with
credit-card debt,
student-loan debt, auto
loans, commercial real estate
loans, home-equity loans,
corporate debt and loans that
financed leveraged buyouts.
. . . We have a subprime
financial system, not a
subprime mortgage market.

—Nouriel Roubini
Quoted in the

New York Times Magazine
August 17, 2008

In retrospect, life seemed so much
simpler back in the 1980s, when most
of the turmoil produced by the sav-
ings and loan debacle stayed contained
within that industry. There was rela-
tively little securitization of mortgages
(as the previous chapter and Figure 3.11
show, securitization—especially of sub-
prime loans—did not really take off until
after 1994). The more complex financial
instruments associated with the current
crisis, such as the collateralized debt obli-
gation (CDO) and the credit default swap
(CDS), were not yet on the scene. As a re-
sult, the losses did not spread throughout
the entire financial sector and beyond.

Conditions today are quite different.
The pain has indeed spread far and wide,
due chiefly to the issuance of a variety of
securities backed by subprime mortgages.
Lenders sold these securities to the capital markets, which then sold them
to investors worldwide. Insurers of those securities came into play as well.
When the subprime meltdown began in earnest, no one could place an
accurate value on many of the securities. That uncertainty resulted in
increases in the premiums required on these securities over Treasury
securities. As financial institutions took greater and greater losses and
write-downs, they were compelled to sell off their own assets. The sector
experienced fairly widespread deleveraging and a shortage of liquidity.

The yield spreads of both MBS and high-yield bonds over the 10-
year Treasury bond rose considerably after July 2007, as illustrated in
Figure 4.7, indicating that the marketplace now viewed these investments
with increasing wariness. This is consistent with the problems rippling
beyond the mortgage market. Furthermore, the spreads indicate that the
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Figure 4.7 Sign of Collapse: Widening Spreads between Mortgage-Backed
and High-Yield Bonds (Weekly, 2004–October 31, 2008)
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market considered MBS to be riskier than high-yield bonds, which was
not the case prior to the summer of 2007.

With financial firms simultaneously deleveraging and seeking outside
liquidity to fund their ongoing business operations, it is not surprising
that we also see a widening spread in the yields on many financial
institution’s bonds over Treasury securities. As illustrated in Figure 4.8,
bonds on all eight commercial and investment banks depicted saw spreads
widening through the second half of 2007, followed by dramatic jumps
in the fall of 2008. The spreads widened most for Bear Stearns, Lehman
Brothers, and Merrill Lynch, and the least for Citigroup, JPMorgan
Chase, and Bank of America. The spread for Goldman Sachs was fairly
flat until a spike September 18, 2008, followed by a big decline that
was more in line with the last three institutions. These figures also show
Fitch’s ratings compared to the spreads, with the correlation between
the two far from close over the depicted periods.

In addition, as Figure 4.9 shows, even the yield spread between state
and local government (municipal) bonds and 10-year Treasury bonds
increased to its highest level since 1970, at almost 10 percentage points.
This spread is typically negative, because municipal bonds have a tax
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Figure 4.8 Yield Spreads: Corporate Bonds vs. Treasury Securities
(2007–October 31, 2008)
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advantage over Treasury bonds that increases for individuals in higher tax
brackets. But now municipal bonds were being harmed by the exposure
of the monoline insurers that guaranteed them. These monoline insurers
had once limited their coverage only to municipal bonds, but had more
recently ventured into the business of insuring securities backed by
subprime mortgage loans. As they were hit with losses and write-downs
on the MBS they insured, those losses raised questions about the insurers’
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Figure 4.9 Widening Spreads between Municipal Bonds and 10-Year Treasury
Bonds (Weekly, 1970–October 24, 2008)
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ability to honor their guarantees on municipal securities, lowering their
value. Tightening market conditions also reduced the supply of credit
available to state and local governments, when they were increasingly
facing shortfalls in revenue and increased expenditures.

An examination of the commercial paper market shows that the
credit crunch was also taking a toll on solid companies outside the
financial sector. Commercial paper is quite important because it provides
firms with a means of obtaining short-term funding to meet payrolls and
ongoing expenses. Figure 4.10 and 4.11 show the outstanding amount
and the weekly changes in the amount of commercial paper from January
4, 2006, to October 29, 2008. The total amount outstanding, as Figure
4.10 shows, declined by $367 billion from August 8, 2007, to September
26, 2007. It then fell by another $366 billion from September 10 to
October 22, 2008, before recovering somewhat, by $101 billion, from
October 22 to October 29, 2008.

These steep declines, which reflect a liquidity squeeze in the market,
are shown more graphically in Figure 4.11. Asset-backed commercial
paper accounted for most of the decline over the entire period, followed



P1: OTA/XYZ P2: ABC
c04 JWBT079-Barth March 26, 2009 5:10 Printer Name: Courier Westford

116 WHEN WILL THE CRISIS END?

Figure 4.10 Commercial Paper Outstanding Declines Substantially
(Weekly, January 4, 2006–October 29, 2008)
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Figure 4.11 Market for Liquidity Freezes up: Changes in Commercial Paper
Outstanding (Weekly, January 4, 2006–October 29, 2008)
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Figure 4.12 Money Market Funds Suffer Withdrawals
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by financial commercial paper. The slump further demonstrates how
the subprime mortgage market meltdown had spread throughout the
financial sector.

Some investors grew so shaken by the increasing turmoil in the
financial sector that they even began to question the safety of money
market funds, except for those funds whose assets consisted mainly of
Treasury securities. Figure 4.12 shows that investors took withdrawals
from their money market funds from 12 of the top 20 institutions in the
four days from September 12 to September 16, 2008; this tumultuous
week, shortly after federal regulators seized Fannie Mae and Freddie
Mac, also witnessed the failure of Lehman Brothers. During this five-day
period, the Reserve Primary Fund suffered massive withdrawals—$24.8
billion, or nearly half of its assets—and on September 16 “broke the
buck,” which means the value of its shares dropped below a dollar. In
the ensuing panic, the company froze its assets and placed a temporary
block on withdrawals. Investor confidence was now roiled even in money
market funds, which had long been considered a safe haven.
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All of the factors discussed above shook confidence, but there was
another looming cloud that added to investors’ fears: the unregulated
market for credit default swaps, which had grown to massive size as
investors clamored for yet another way to speculate on mortgage-backed
securities. But because these swaps are private contracts between two
parties and were not traded via a central clearinghouse, no one could
say with certainty just how big each firm’s exposure might be when
the mortgage market deteriorated. This murkiness added to the market’s
lack of confidence throughout 2008.

Credit default swaps (CDS) are direct contracts between two parties,
allowing an investor to hedge against the risk of defaults on debt pay-
ments (such as those on bonds or mortgage-backed securities). One party
agrees with a counterparty to swap premiums in exchange for payment
if a bond or loan goes into default. These derivative instruments are
therefore a form of insurance in which the spread is the annual amount
a buyer pays over the term of the contract for loss protection. In other
words, if the CDS spread is 100 basis points, then a purchaser of $10
million worth of credit default insurance pays the seller of the protection
$100,000 per year until the contract expires. The premiums paid are
meant to cover the expected losses in the event of a default.

The story does not stop here, however. In the event of a default,
there are two forms of settlement, either physical or cash settlement. In
the case of physical settlement, the investor delivers or transfers title to
the defaulted bond or loan to the seller of the insurance; in the case of
cash settlement, the seller pays the investor the difference between the
par value (stated or face value) of the defaulted bond or loan and its
market price.

This arrangement would seem to be fairly straightforward—except
that the amount of CDS outstanding is greater than the amount of the
bonds and loans that are protected against losses. How can this happen?
CDS buyers are not required to own the underlying bonds or loans
being insured.

This means that if the loss to the investors actually holding the bonds
or loans is $10 million, or the entire amount insured in our hypothetical
scenario above, and there is no recovery, the CDS sellers would be obli-
gated to pay that amount. But the parties who sold protection against the
losses (effectively betting that the securities would perform as expected)
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may be obligated to pay much more—because other investors may also
have purchased insurance on these same bonds or loans even through
they did not own them. As a result, credit default swaps can magnify the
ultimate payouts that sellers of the insurance are required to make. They
may end up being required to pay out not only the difference between
the par value of the bonds or loans and their market value to those who
own the bonds or loans, but also exact same amount to many additional
investors who purchased the same insurance.

Figure 4.13 provides additional information about market reaction
to the spreading financial crisis, using the Credit Derivatives Research
(CDR) Counterparty Risk Index, which tracks the credit risk of selected
financial institutions that acted as counterparties to most of the contracts
traded in the credit default swap market. It clearly shows that the risk, as
perceived by the market, of these institutions being able to fulfill their
commitments not only trended upward over the past year but also spiked
temporarily whenever a bailout action was put in place. For example,

Figure 4.13 Counterparty Risk Increases for Financial Firms
(Daily, July 2007–October 31, 2008)
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Figure 4.14 Jump in GSE Credit Default Swap Spreads over
Treasury Securities Finally Initiates Government Support
(Daily, January 2008–October 31, 2008)
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when the Federal Reserve rescued AIG on September 16, 2008, the
index shot up 68.1 basis points in a day to reach 456.5 basis points; when
Citigroup agreed to buy Wachovia in October 2008, the index reached
a record high of 607.1 basis points. The highs over the entire period
occurred during the week of October 6, 2008, when the International
Monetary Fund issued a bleak global forecast.

Figure 4.14 provides a comparison of the credit default swap
spreads for Fannie Mae and Freddie Mac (that is, for Fannie Mae
and Freddie Mac bonds) to Treasury securities. The difference between
the Treasury securities and the two government-sponsored enterprises
(GSEs) widened and narrowed sharply at different times during the first
10 months of 2008. The spread was widest in March, when JPMorgan
Chase acquired Bear Stearns, but then fell before rising fairly sharply
again until July 11, when Treasury Secretary Henry Paulson announced
that the department’s “primary focus is supporting Fannie Mae and
Freddie Mac in their current form as they carry out their important
mission.” In response to his statement, the spreads dropped precipitously,
by nearly 40 percent in one day.
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Tables 4.4 and 4.5 provide more detailed information about the
credit default swap premiums for both Fannie Mae and Freddie Mac.
These tables show that the premiums were highest for their subordinated
debt and increased by well over 100 basis points from June 2007 to
March 2008; they increased still further to August 2008 before declining
somewhat in October 2008, after the two firms had been put into
conservatorship in September 2008 by FHFA. Also, notice that there
was a big disconnect between the movements in the CDS spreads and
the ratings assigned by Fitch and Moody’s for the different time periods.
There is, however, a negative correlation between the CDS spreads and
the stock prices of the two firms.

The discussion so far has focused on financial institutions and their
credit default swap spreads. It is useful, however, to broaden the perspec-
tive by looking at the spreads for other types of companies. Table 4.6
shows the average, lowest, and highest spreads for bonds issued by com-
panies in different industries (see Appendix Figure A.17 for more de-
tailed information). As may be seen, the spreads widened considerably
for all 18 industries over the period, growing the highest in 2008. Fur-
thermore, the highest spreads were not for banks but for the travel and
leisure industry, with automobiles and parts industry a close second. This
table demonstrates that the problem that began in the subprime mort-
gage market contributed to difficulties well beyond the financial sector.
Figures 4.15 to 4.17, moreover, show the rolling correlations of daily
CDS premiums of the 18 industries over three different time periods.
Note that they all jumped from .60 or less to .87 or higher. This is
indicative of the widespread liquidity crisis, which limited the ability of
firms to fund their ongoing operations and to access the credit market,
more generally.

There has been growing concern about the tremendous growth in
the credit default swap market, as shown in Figure 4.18. The annualized
growth rate from June 2001 to December 2007 was 102 percent. The
notional amount—the face amount that is used to calculate payments
made on CDS and thus generally does not change hands—increased
from less than $1 trillion in 2001 to a record high of slightly more than
$62 trillion in 2007 before declining to slightly less than $55 trillion in
June 2008 and then still further to $47 trillion on October 31, 2008.
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Figure 4.15 Average Three-Month Rolling Correlations of Daily Credit
Default Swap Premiums of 18 U.S. Industries
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Average, July 2007–October 31, 2008: 0.79

Sources: Datastream, Milken Institute.
Note: The 18 industries include automobiles and parts, banks, basic resources, chemicals,
construction and materials, financial services, food and beverage, health care, industrial goods and
services, insurance, media, oil and gas, personal household goods, retail, technology,
telecommunications, travel and leisure, and utilities.

Figure 4.16 Average Six-Month Rolling Correlations of Daily Credit
Default Swap Premiums of 18 U.S. Industries
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Sources: Datastream, Milken Institute.
Note: See the figure above for a list of the 18 industries.
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Figure 4.17 Average One-Year Rolling Correlations of Daily Credit Default
Swap Premiums of 18 U.S. Industries
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Sources: Datastream, Milken Institute.
Note: See above for a list of the 18 industries.

Figure 4.18 Rising Risk: The Credit Default Swap Market Nearly Doubled
Each Year from June 2001 through October 2008
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These reductions were partly due to the industry’s own efforts to reduce
notional amount of CDS outstanding and partly due to recent auctions
and settlements of Fannie Mae, Freddie Mac, and Lehman Brothers CDS
contracts.

No one can pinpoint the amount ultimately at risk in the credit
default swap market at the present time. Worry about the unknown
extent of these losses loomed over the market in 2008. The notional
amount is vast (though it has recently declined, as noted above), but the
actual exposure to losses is clearly less than this amount. But it remains to
be seen exactly how large the true losses will be, which parties will bear
those losses, and whether those parties have sufficient capital to absorb
them. This is the very reason the regulatory authorities are trying to shift
these types of credit derivatives to a central exchange: to better reduce
risk so that a failure of a single counterparty does not cause a systemic
crisis.

At present, CDS are traded over-the-counter (OTC), which means
that they are negotiated one to one between two parties. The failure
of Lehman Brothers and the massive Federal Reserve loans to AIG in
September 2008 sharpened concern about counterparty risk and height-
ened interest in establishing a clearinghouse for credit default swaps,
especially because many of the swaps insure bonds and loans that are
backed by mortgages. A clearinghouse or exchange will enable the net-
ting of offsetting contracts, thereby reducing the notional amount of
contracts to a level that actually represents the risk exposure to sellers.
This structure, once established, can set up a fund capitalized by partici-
pating institutions to help deal with the fallout from a large counterparty
failure. The clearinghouse becomes the buyer for every seller and the
seller for every buyer of CDS and can therefore use its fund to cover
any losses in the event of a member institution default. Furthermore,
by employing mark-to-market pricing on a daily basis and liquidating
the positions of all member institutions who cannot post additional col-
lateral, a central clearinghouse further reduces the risk of a systemic
crisis.

On October 31, 2008, the Depository Trust & Clearing Corporation
(DTCC) announced that it will publish aggregate market data from
its Trade Information Warehouse (Warehouse), the worldwide central
trade registry it maintains on credit derivatives. It began doing so on



P1: OTA/XYZ P2: ABC
c04 JWBT079-Barth March 26, 2009 5:10 Printer Name: Courier Westford

128 WHEN WILL THE CRISIS END?

Figure 4.19 Estimated Breakdown of Credit Default Swap Buyers and Sellers
of Protection (March 2007)
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November 4 and plans to continue weekly, with DTCC posting on its
web site the outstanding gross and net notional values (“stock” values) of
CDS contracts registered in the Warehouse for the top 1,000 underlying
single-name reference entities and all indices, as well as certain aggregates
of this data on a gross notional basis only. This type of information should
prove useful in helping alleviate market concerns about transparency.

Figure 4.19 shows the breakdown of the buyers and sellers of the
protection provided by credit default swaps. The biggest buyers and
sellers are banks, dealers, and hedge funds, accounting for roughly two-
thirds of the market. In the case of U.S. commercial banks, 32 institutions
sold $7.6 trillion (notional amount) in credit derivatives in the second
quarter of 2008—and 99 percent of all credit derivatives are CDS. The
notional amount for the 36 banks that purchased credit derivatives was
$7.9 trillion.

Adding these two notional amounts together, one obtains the total
notional amount of credit derivatives held by all U.S. banks, which was
$15.5 trillion as of June 2008. Figure 4.20 shows the breakdown of this
amount by investment grade and maturity. The largest percentage of
credit derivatives are investment grade (71 percent) and have a maturity
between one to five years (65 percent).

Table 4.7 shows the notional amounts of positions in credit deriva-
tives held by the top 10 bank holding companies in June 2008. These
10 companies account for 99.6 percent of all credit derivatives held by
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Figure 4.20 Breakdown of Notional Amount of
Credit Derivatives of All U.S. Banks by Investment
Grade and Maturity ( June 2008)
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U.S. banks, with JPMorgan Chase accounting for the largest share at
51 percent. This table shows that the net positions (i.e., beneficiary mi-
nus guarantor positions) for all these banks are positive, except for three.
The largest negative net position was held by HSBC North America
Holdings, at $39 billion. If this institution had to pay out this amount to
cover the losses it was insuring, its capital would have been exceeded by
$12 billion. In the case of the other two institutions with negative net
positions, Bank of America and U.S. Bancorp, these positions are far less
than their capital levels.

Table 4.8 shows the gross fair values in credit derivatives held by
the top 10 bank holding companies. The gross positive fair value is the
total of the fair values of all contracts in which the bank, as both guar-
antor and beneficiary, would receive payments from its counterparties,
without taking into account netting. This value therefore represents the
maximum losses to which a bank is exposed if all its counterparties
default and no contracts are netted, assuming no collateral is posted by
the counterparties. The gross negative fair value is the total of the fair
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values of all contracts in which a bank, as both guarantor and beneficiary,
would make payments to its counterparties, without taking into account
netting. This value therefore represents the maximum losses to which a
bank’s counterparties are exposed if a bank defaults and no contracts are
netted, assuming no collateral is posted by the bank. Whether a bank on
net receives greater payments than what it pays out depends on whether
the gross positive fair value of its credit derivative contracts exceeds the
gross negative fair value of these contracts. As shown in Table 4.8, to the
extent that the fair values are appropriately and accurately calculated,
only in the case of one of the institutions, HSBC North America Hold-
ings, is the total net fair value negative at $767 million, which is less than
3 percent of its capital.

The pain that has been plaguing the United States has spread well
beyond our borders. Other nations are resolving real estate bubbles of
their own, and many foreign investors have absorbed losses in U.S. real
estate, mortgage-backed securities, and financial institutions. Reduced
spending by the U.S. consumer is also expected to have a worldwide
impact. Table 4.9 shows that the market capitalization of the equities
that are traded in the world at year-end 2006 and 2007 and Octo-
ber 31, 2008. Total market capitalization rose from 2006 to 2007 by
$11 trillion but then declined by $28 trillion (or 47 percent) in the first
10 months of 2008. Similar information is provided for selected individ-
ual countries in the same table. Every one of the 20 countries has seen its
stock market capitalization decline by at least 29 percent from December
31, 2007, to October 31, 2008. The three countries with the biggest
percentage declines are India, Russia, and China, at 67 percent, 66.9
percent, and 63.3 percent, respectively. The United States experienced
the biggest absolute decline at $6.2 trillion, which was 35 percent of its
2007 GDP.

Given all the financial problems in so many countries, Figures 4.21
and 4.22 show that credit default swap premiums for selected coun-
tries have all risen fairly dramatically in October 2008. Even in the
United States, the CDS premium increased by 65 percent from Septem-
ber 26, 2008, to October 31, 2008. It may come as a surprise to
many readers, but that does indeed mean that some individuals are
betting that the United States may default on some of its Treasury
securities.
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Figure 4.21 CDS Premiums Rise Dramatically for G7 in October 2008
(Weekly, January 4, 2008–October 31, 2008)
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Sources: Datastream, Milken Institute.
Note: CDS data for Canada is not available.

Figure 4.22 CDS Premiums Rise Dramatically for Emerging Economies in
October 2008 (Weekly, January 4, 2008–October 31, 2008)
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Sources: Datastream, Milken Institute.
Note: Iceland is included although it is not an emerging economy.
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When Will We Hit Bottom?

Home prices in the U.S. are
likely to start to stabilize or
touch bottom sometime in
the first half of 2009. . .

[but] prices could continue
to drift lower through 2009
and beyond.

—Alan Greenspan
Quoted in the

The Wall Street Journal
August 14, 2008

Everyone is asking: When will we hit
bottom? In April 2008, The Wall Street
Journal posed that question to a group
of economists. As shown in Figure 4.23,
their answers varied somewhat, but 38
percent expected home prices to bottom
out in the first half of 2009, while an-
other 29 percent projected that the de-
cline would extend into the second half
of 2009. Only 6 percent thought home
prices would not reach bottom until the
first half of 2010. Recent events may
have changed the minds of many who
responded to the survey. Nevertheless, the question itself is important,
and this section attempts to provide some information that may help
answer it.

One way to try to answer the question is to look at the rent-to-home
price ratio, which is analogous to the reciprocal of the price-to-earnings
ratio of stocks. The average ratio of annual rent to price from 1960 to
the first quarter of 2008 was 5.04 percent, but it was only 3.48 percent

Figure 4.23 Looking for a Bottom: Survey of Economists
Economists Say the Economy Isn’t at Its Low Point Yet and That Home Prices
Likely Won’t Get There until 2009

Does this feel like the bottom 
to a downturn?

No
 73%

Yes
 27%

When will home prices hit bottom?

4%

17%

38%

29%

6%

1st half 2008

2nd half 2008

1st half 2009

2nd half 2009

1st half 2010

Source: The Wall Street Journal, April 11, 2008.
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Table 4.10 Declines in Home Prices and the Time It Takes to Get the
Rent-to-Price Ratio to a Targeted Value

Annual Home Price Decline Required

−2.0% −5.0% −10.0% −15.0% −20.0%

Rent-to-Price 3.80% 2010 Q3 2008 Q4 2008 Q2 2008 Q2 2008 Q2
Ratio

4.00% 2013 Q1 2009 Q4 2008 Q3 2008 Q2 2008 Q2
5.00% 2024 Q1 2014 Q1 2010 Q4 2009 Q3 2009 Q1
5.04%
average

2024 Q3 2014 Q2 2010 Q4 2009 Q3 2009 Q1

6.00% 2026 Q4 2017 Q3 2012 Q3 2010 Q4 2009 Q4

Source: Milken Institute.
Note: The average rent-to-price ratio from 1960 to Q1 2008 is 5.04 percent. The starting rent-to-price
ratio was 3.93 percent, which was its value in the fourth quarter of 2007. The median sales prices of
existing homes are used in these calculations.

in 2006 at the height of the home price bubble. Table 4.10 shows the
quarter and year in which different annual home price declines would
achieve various rent-to-price ratios. For example, given that the rent-
to-price ratio was 3.93 percent in the fourth quarter of 2007, an annual
price decline of 10 percent would get that ratio back to the long-run
average ratio of 5.04 percent in the fourth quarter of 2010. A 20 percent
decline, however, would get the rent-to-price ratio back to the average
ratio in the first quarter of 2009.

Table 4.11 shows similar information for different annual rental price
growth rates that would get the rent-to-price ratio back to its long-term
average value or to a lower or higher ratio. Of course, a simultaneous de-
cline in home prices and increase in rental prices would get that ratio back
to 5.04 percent sooner than either trend would if acting alone. Indeed,
rental prices increased nationwide in the first three quarters of 2008.

Another way to approach the question is to examine the growth
in household income that would be necessary to get the median home
price-to-income ratio back to its average value of 3.36 percent over
the period 1960 to 2007. As Table 4.12 shows, if household income
continues growing at its average rate of 5.02 percent over the same
period, the ratio would get back to its average value in 2013. A de-
cline in the median home price, however, would speed up the process
considerably given the same growth of median household income.
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Table 4.11 Increases in Rental Prices and the Time It Takes to Get the
Rent-to-Price Ratio to a Targeted Value

Rental Price Annual Growth Required

3.00% 4.00% 5.00%
5.52%
average 6.00%

Rent-to-Price
Ratio

3.80% 2009 Q3 2009 Q1 2008 Q3 2008 Q3 2008 Q3

4.00% 2011 Q2 2010 Q2 2009 Q4 2009 Q3 2009 Q2
5.00% 2019 Q1 2016 Q1 2014 Q2 2013 Q3 2013 Q1
5.04%
average

2019 Q1 2016 Q2 2014 Q3 2013 Q4 2013 Q2

6.00% 2025 Q1 2020 Q4 2018 Q1 2017 Q1 2016 Q2

Source: Milken Institute.
Note: The average rental price growth rate from 1960 to Q1 2008 is 5.52 percent. The average rent-
to-price ratio over the same period is 5.04 percent. The starting rental-price ratio was 3.93 percent,
which was its value in the fourth quarter of 2007. The median sales prices of existing homes are used
in these calculations.

Table 4.12 Combinations of Household Income Growth Rates and Median
Home Price-to-Income Ratio Needed to Get Home Price Back to Its Value
in 2006

Household Income Growth

3.00% 4.00% 5.00%
5.02%
average 6.00%

Median Home
Price-to-Income
Ratio

2.50% 2027 2022 2019 2019 2017

3.00% 2020 2017 2015 2015 2014
3.36%
average

2017 2014 2013 2013 2012

4.00% 2011 2010 2009 2009 2009
4.50% 2008 2008 2008 2008 2008

Source: Milken Institute.
Note: The average household income growth rate from 1960 to 2007 is 5.02 percent. The average
median home price-to-income ratio over the same period is 3.36 percent. The median sales prices of
existing homes are used in these calculations.
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Figure 4.24 Home Mortgage Debt Share of Household Debt Reaches a
New High in 2007 (Quarterly, 1952–Q2 2008)
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19801976197219681964196019561952 2008200420001996199219881984

Percentage

Q2 2007: 73.7%

Q2 2008: 73.4%

Average, 1952–2008: 64.2%

If total household debt were to remain unchanged, to get back
to the average ratio of mortgage to total debt, mortgage debt 
would have to decline by $1.3 trillion, or $24,100 per 
household with a mortgage. 

Sources: Federal Reserve, Milken Institute.

Continuing these types of scenarios, Figure 4.24 shows that mort-
gage debt would have to decline by $1.3 trillion, or $24,100 per each
household with a mortgage, to lower the average ratio of mortgage
debt–to–total household debt to its long-term average ratio of 64.2 per-
cent from 73.4 percent, where it stood in the second quarter of 2008.
Figure 4.25 shows that mortgage debt would have to decline by $6.2
trillion to lower the average ratio of mortgage debt–to–disposable per-
sonal income to its average ratio of 79.7 percent from 139.5 percent in
2007.

The different scenarios explored above not only indicate various
adjustments that may have to occur in some combination to get things
back to “normal” but also demonstrate just how far various ratios were
deviating from historical norms before the housing bubble burst. These
unsustainable deviations should have been a call for action on the part
of the regulatory authorities.

Based on market information, Figure 4.26 shows that futures con-
tracts on home prices predict an annualized home price decline of 11
percent from October 2008 to November 2009 and a price decline of
8 percent from October 2008 to November 2010. These price declines
are in addition to those that have already occurred, as discussed earlier.
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Figure 4.25 Home Mortgage Debt as a Percentage of Disposable Personal
Income Reaches a High in 2007 (Quarterly, 1952–2007)
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Home mortgage debt/disposable personal income

Q4 2007: 139.5%

Average, 1957–2007: 79.7%

If disposible income were to remain constant, household debt would have to
decline by $6.2 trillion to get the ratio of household debt to disposable income 
back to the average value. 

Sources: Federal Reserve, U.S. Census Bureau, Milken Institute.

Another perspective on when a bottom will be reached is provided
by Table 4.13. This table shows the CDS spreads for different sectors
of the economy from January 1, 2004, to October 31, 2008, with the
time period broken down into pre– and post–subprime mortgage mar-
ket meltdown. The low, high, and average CDS spreads as well as the

Figure 4.26 Implied Annualized Price Decline through Expiration Date of
Chicago Mercantile Exchange Home Price Futures Contracts
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Figure 4.27 Stock Market Volatility Reaches Record High
(Daily, January 1, 1990–October 31, 2008)
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October 27, 2008: 80.6

Average, January 1, 1990–October 31, 2008: 19.4

Sources: Datastream, Milken Institute.
Note: The Chicago Board Options Exchange VIX Index is a measure of the implied stock market
volatility of the S&P 500.

standard deviation of the spreads are provided for the two subperiods.
For every sector, the average spread was higher post–June 30, 2007,
than pre–June 30, 2007, and the standard deviation was also higher in
the second subperiod. One would expect that when the financial sector
and real economy return to more normal conditions, the CDS spreads
shown for October 31, 2008, would decline to much lower levels for
the different sectors. Notice in particular that the spread for the financial
services sector was 948 basis points on that date, which is far greater than
the average of 34 basis points for the first subperiod and even greater
than the average of 327 basis points for the crisis period.

Figure 4.27 shows the degree of investor nervousness as reflected in
the VIX Index, which is a measure of the expected stock market volatil-
ity. It reached a record high of 80.6 on October 27, 2008. Over the past
nearly two decades, the average value was only 19.4 and all the previous
peaks were less than 50. The near-term outlook based on this index was
quite chaotic as of October 27, 2008. A decline in the VIX Index to a
value much closer to the average would be consistent with less uncer-
tainty and more stability in the financial sector and the real economy.
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Chapter 5

What Went Wrong . . . ?

How did the problems in the subprime mortgage area—with losses that prob-
ably will ultimately turn out to be in a range of $100–$200 billion—lead
to such broad market distress?

—William C. Dudley, Executive Vice President
Federal Reserve Bank of New York

“May You Live in Interesting Times”
Remarks delivered at the Federal Reserve Bank of Philadelphia

October 17, 2007

The crisis in the housing and credit markets demands a full ac-
counting of what went wrong. It is virtually impossible to pre-
vent a similar disruption in the future (or at least contain its

severity) without thoroughly understanding the factors that caused this
turmoil. In conducting such an assessment, it is important to keep in
mind that there have been previous crises in the United States and else-
where in the world. Indeed, roughly two-thirds of the more than 180
member countries of the International Monetary Fund have experienced
financial crises in the past 40 years. One must be careful, therefore, not
to attribute the disruption in the United States to factors that somehow
are uniquely American. It may well be that there are several common
contributing factors behind these events, which have occurred in all
parts of the world and at all levels of income.

Examining the current dilemma also calls for a dose of perspective
from the very outset. To be sure, the mortgage markets are currently in
distress, with falling home prices and an increasing wave of foreclosures.
But these problems should be understood in context, juxtaposed against

143
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Figure 5.1 The Mortgage Problem in Perspective (Mid-2008)

80 million houses
27 million are paid off

 53 million households have mortgages
48 million are paying on time 

5 million households are behind
(9.2% of 53 million, with 2.8% in foreclosure)

Sources: U.S. Treasury Department, Milken Institute.

And do not forget that the
vast majority of even
subprime borrowers have
been making their
payments. Indeed, fewer
than 15 percent of borrowers
in this most risky group
have even been delinquent
on a payment, much less
defaulted.

—Austan Goolsbee
“ ‘Irresponsible’ Mortgages

Have Opened Doors to
Many of the Excluded”

The New York Times
March 29, 2007

the size of the overall market. Figure
5.1 does just that, illustrating that of
the approximately 80 million houses in
the United States, 27 million are paid
off, while the remaining 53 million have
mortgages. Of those households with
mortgages, 5 million (or 9 percent) are
behind in their payments and roughly 3
percent are in foreclosure. By contrast, in
the depths of the Great Depression, about
one-half of urban households with out-
standing mortgages were in default.1

The rising foreclosure rate is a seri-
ous economic and societal concern, and
it raises thorny and unavoidable issues.
As Harvard University’s Lawrence Sum-
mers, now head of the National Eco-
nomic Council, stated, “. . . we need to

ask ourselves the question, and I don’t think the question has been put in
a direct way and people have developed an answer; what is the optimal
rate of foreclosures? How much are we prepared to accept?”2 It is not
clear what foreclosure rates are optimal for different groups of borrow-
ers, simply from a social welfare standpoint. One thing we do know for
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certain, however: In a world full of inherent risk and uncertainty, if we
want individuals to be able to purchase homes on credit, the optimal
rate of foreclosure cannot be zero.

. . .with Origination Practices and
New Financial Products?

Rapidly rising foreclosure rates among subprime home mortgage loans
have led some observers to conclude that origination practices and new
financial products were the culprits behind the distress in this market.
Some have argued that many of the new loan products introduced in
recent years and offered to subprime borrowers should never have been
made available and should be prohibited going forward.

To argue that the loan “product” is the source of the problem is
to ignore a fundamental truth: The ability or willingness of individuals
to repay loans depends on their financial situation, not on the products
they are offered. The marketplace and a borrower’s personal financial
circumstances may both deteriorate, leading to serious difficulties, in-
cluding foreclosure. In some parts of the country, home prices have
fallen so dramatically that houses are now worth less than the remaining
balances owed on them, leading some borrowers to simply choose to
walk away from their commitments. In addition, borrowers may lose
their jobs, suffer divorce or serious illness, or otherwise find themselves
in dire financial straits. All of these factors contribute to increases in
foreclosures, regardless of the mortgage product used to make the initial
purchase of a home.

Some individual loan products, however, have become particularly
associated with escalating foreclosure rates, especially among subprime
borrowers. Appendix Tables A.36 and A.37 show cumulative foreclo-
sure starts for both prime and subprime borrowers from January 1999
through September 2007 (and it is worth noting that not all foreclosure
starts actually result in foreclosure). Both groups of borrowers expe-
rienced foreclosures using 29 of the different mortgage products, in-
dicating foreclosure is a possible outcome of virtually every mortgage
product, prime or subprime.

Of course, foreclosure rates on subprime mortgages are higher than
those for prime mortgages, regardless of product type. But that result is
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generally expected, because subprime borrowers are defined as carrying
greater credit risk—and that is especially true of those borrowers with
little or no “skin in the game.”

One new financial product has been the particular target of criticism
by the news media: the hybrid adjustable-rate mortgage. Its notoriety
is likely to continue until a bottom is reached through government
action, because turmoil in the mortgage market is expected to worsen as
interest rates on these loans continue to reset upward in the months and
years ahead (see Appendix Table A.38 for reset dates for adjustable-rate
first mortgages originated from 2004 to 2006). Loans with this rate-
reset feature are known as hybrids because their interest rates are fixed,
generally at a low rate, for an initial period before becoming variable
(often with caps that limit the size of the possible increase over a given
year or over the entire term of the loan). These loans have been the
object of growing concern in the past year or two, because a relatively
large number of borrowers with shaky credit histories took out subprime
hybrid mortgage loans and are struggling to afford the higher monthly
payments that accompany these rate adjustments.

As long as home prices were rising, hybrids posed few problems.
Relying on the newfound equity created by escalating home values,
borrowers would simply refinance their loans before the interest rates
reset to a higher level. But recent declines in home prices have left
many of these borrowers unable to refinance. As a result, many home-
owners will be hard-pressed to avoid foreclosure when the resets take
place.

Because hybrid loans—especially subprime hybrids—have become
so controversial, it is important to assess their longer-term role in home
foreclosures against other products in the mortgage market. Figures 5.2
through 5.5 provide that comparison by showing home mortgage orig-
inations and cumulative foreclosures for prime and subprime borrowers.
The numbers, covering the period January 1999 to July 2007, are based
on a sample of 80 million mortgage loans from LoanPerformance. Fig-
ure 5.2 shows that of almost 71 million prime mortgage originations,
nearly 84 percent were fixed-rate mortgages (mostly 30-year, fixed-rate
loans), 10 percent had adjustable rates, and less than 5 percent were
hybrid mortgages. By contrast, Figure 5.3 shows that of the 9.5 mil-
lion subprime mortgages originated during this period, 44 percent were
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Figure 5.2 Prime Mortgage Originations
( January 1999–July 2007)
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Sources: LoanPerformance, Milken Institute.

fixed-rate loans, 16 percent had adjustable rates, and 32 percent were
hybrid mortgages.

Although both prime and subprime borrowers used all three types
of loan products, subprime borrowers relied more heavily on hybrid
loans. Most of these are 2/28 and 3/27 mortgages, with short-term
fixed interest rates (holding for the first 2 and 3 years, respectively),

Figure 5.3 Subprime Mortgage Originations
( January 1999–July 2007)
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Figure 5.4 Cumulative Foreclosures through September
2007 on Prime Mortgages Originated January 1999
through July 2007
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followed by variable interest rates for the remaining 28 or 27 years of
the loan’s term. (The 2/28 mortgages include 2/6 and 2/1 mortgages
or mortgages that reset after six months and 1 year, respectively, after the
initially 2-year fixed rate ends. Similarly, 3/27 mortgages include 3/6
and 3/1 mortgages or mortgages that reset after six months and 1 year,
respectively, once the 3-year fixed-rate period is over.)

The cumulative foreclosure starts that accompanied these different
mortgage products are presented in Figures 5.4 and 5.5. Even though
attention has been focused on high and rising foreclosure rates in the
subprime market, the total number (but not the percentage) of fore-
closures on prime mortgages is actually slightly higher than the total
number of foreclosures on subprime mortgages: 1.4 million versus 1.3
million.

Among all prime mortgage foreclosures, 74 percent occurred with
30-year, fixed-rate loans. Hybrids and adjustable-rate mortgages ac-
counted for less than 12 percent of prime foreclosures. In contrast,
hybrid loans comprised 36 percent of all subprime foreclosures during
this period (with 2/28 and 3/27 loans accounting for most of these). Yet
fixed-rate loans posted almost the same rate of foreclosure, at 31 percent,
with adjustable-rate loan foreclosures close behind, at 26 percent.
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Figure 5.5 Cumulative Foreclosures through September
2007 on Subprime Mortgages Originated January 1999
through July 2007

Total number = 1.3 million
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Clearly, differences exist among the types of products most closely
associated with foreclosures among prime and subprime borrowers. It is
important to note, however, that more than 800,000 homes financed by
subprime mortgages other than hybrid loans had gone into foreclosure by
the end of September 2007, according to data from LoanPerformance.
Foreclosures are obviously a problem throughout the subprime market,
even without taking into account the effects of hybrid loans and their
interest rate resets.

Without home price increases, hybrid loans surely exacerbate the
foreclosure problem when interest rates reset upward, but they are not
the basic cause of it. Indeed, Table 5.1 shows that of all the 2/28 and
3/27 subprime loans in foreclosure as of July 2007, approximately 57
percent and 83 percent, respectively, had not yet seen their interest rates
reset to higher levels.

Table 5.1 Selected Subprime Hybrid Loans in Foreclosure ( July 2007)

Age of Loans (Percent)

Product type < 1 year < 2 years < 3 years < 5 years >= 5 years Total

2/28 hybrid 13.2 44.2 27.5 12.0 3.1 100
3/27 hybrid 7.1 46.1 29.9 12.9 3.9 100

Sources: LoanPerformance, Milken Institute.
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In the first part of this decade, foreclosures were mainly a problem
of the prime mortgage market, given its dominance. Today they are
more heavily concentrated in the subprime mortgage market, given its
growth, but the pain has also spread to the Alt-A and prime mortgage
markets. So far, in response to the worsening problems associated with
subprime loans, lenders have dramatically scaled back their willingness
to offer such products, particularly those with reset features. However,
the majority of subprime borrowers have benefited enormously from
product diversity that offered access to credit and homeownership.

Some observers maintain that origination practices are quite different
for prime and subprime mortgage loans. But such a view is mistaken.
There has been no shortage of stories about mortgages with danger-
ously high loan-to-value ratios and low- or no-documentation loans to
subprime borrowers ending up in default. Low- or no-documentation
(stated income) loans may be appropriate for some borrowers, such as
those receiving significant portions of their income that may not be
reflected in past pay stubs or immigrants who frequently rely on relatives
and other financial resources not reflected in any standard documenta-
tion. The media often gives the impression that these types of mortgage
loans go only to subprime borrowers. However, Figures 5.6 and 5.7

Figure 5.6 Mortgage Originations: Loan-to-Value (LTV) Ratio (2006)
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Figure 5.7 Mortgage Originations: Documentation (2006)
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show that loans with these characteristics were granted to both prime
and subprime borrowers. One cannot, therefore, conclude that these
particular origination practices were used to target only subprime bor-
rowers. Prime borrowers appeared to find these types of loans desirable
as well. For more detailed information on various loan types, products,
and characteristics associated with different FICO scores, see Appendix
Tables A.39 through A.44.

The bottom line? Product innovation is beneficial, and attempts to
curtail such innovation in the mortgage market could mean little or
no access to credit for borrowers who would not otherwise qualify for
loans, even if those borrowers are in a position to repay. Government
actions that are too sweeping and severe could limit the availability of
mortgage products, thereby denying borrowers a wider menu of choices
for finding the product that best suits their needs.

We must therefore be careful in reacting to the subprime mort-
gage market turmoil with measures that would curtail credit for those
with limited access to traditional mortgage products. A wider range of
products can accommodate a wider range of borrowers, better matching
risk-and-return combinations.

Part of what went wrong in the mortgage origination process can be
attributed to the simple fact that new products create learning curves for
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both lenders and borrowers. To the extent that problems arise for lenders,
they will make adjustments in the products they offer. Borrowers, too,
must educate themselves or obtain appropriate assistance to learn which
products are most suitable for their current and expected future financial
status. The process by which lenders and borrowers decide on specific
mortgage products is imperfect and can create difficulties for both parties,
ultimately resulting in renegotiations of mortgage terms and even the
curtailment or discontinuation of some products, as we have seen amid
the current turmoil. Moreover, regulatory authorities should always be
vigilant against fraudulent activity in mortgage markets, especially during
periods of rapid credit expansion.

More generally, it is clear that origination practices did not always
provide adequate information to potential borrowers that would enable
them to make informed decisions, especially regarding new products
being offered by innovative financial firms. Many borrowers simply did
not understand the terms of their loans.

Figure 5.8 indicates that consumers often receive insufficient
information—or information that is too complex—regarding home
mortgage loans. In addition to documenting this situation, the Fed-
eral Trade Commission demonstrates that information can be provided
in a modified form so that a significantly higher percentage of individuals
can correctly understand the terms of their home mortgage loans.

These findings suggest that instead of trying to limit the products
financial institutions can offer, it makes more sense to concentrate efforts
on better informing potential customers about the available options and
about the specific terms of their loans. On November 12, 2008, the
U.S. Department of Housing and Urban Development (HUD) began
to require mortgage lenders and brokers to provide borrowers with an
easy-to-read standard good faith estimate (GFE) that will clearly answer
the key questions they have when applying for a mortgage, including the
following: What is the term of the loan? Is the interest rate fixed or can
it change? Is there a prepayment penalty should the borrower choose to
refinance at a later date? Is there a balloon payment? and What are total
closing costs? The new standardized GFE will be required beginning
January 1, 2010. This change updates the requirements of the Real
Estate Settlement Procedures Act (RESPA), a 1974 law that sets federal
rules for home purchase transactions.
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Figure 5.8 There Are Better Ways to Disclose Information about Home
Mortgage Loans

Percentage of respondents who could not correctly identify various loan costs  
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No matter how much information is disclosed, however, there un-
doubtedly will always be consumers who do not understand the products
they choose. But this does not mean that products should be banned if
they cannot be understood by everyone in the marketplace.

. . .with Securitization and Rating Agencies?

The broad industry shift from an originate-to-hold model (in which a
lender initiates and then keeps loans in its own portfolio) to an originate-
to-distribute model relies on the ability to sell mortgage-backed securi-
ties (MBS) to investors. Rating agencies play a crucial role in providing
information about the quality of such securities—but in the wake of
the mortgage market meltdown, their performance has been called into
question.

Table 5.2 shows that as of November 5, 2008, AAA-rated securities
accounted for 29 to 45 percent of all rated fixed-income securities that
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were issued between January 1, 2000, and September 30, 2008, and
are still outstanding. Of all securities that were rated, Standard & Poor’s
(S&P) gave AAA ratings most frequently, whereas Fitch Ratings was
the least generous with top ratings. All three credit rating agencies (the
third major player being Moody’s) have been designated as nationally
recognized statistical rating organizations (NRSRO) by the Securities
and Exchange Commission (SEC).

Investors have long assumed that a security with a AAA rating is
of the highest credit quality (therefore it usually offers a relatively low
yield). Yet the only direction such a security can go is down, given its
top rating. Conversely, lower-rated securities benefit from higher yields
and the possibility of an increase in value as well. It is interesting to
note, as the table shows, that around 90 percent or more of the securities
were rated investment grade by the three agencies. To the extent that
investors rely on such ratings as a substitute for their own research or
due diligence, they do so at their own risk.

Focusing more narrowly on the ratings of mortgage-backed securi-
ties from 2005 to 2007, 56 percent of these securities that were rated
as investment grade were eventually downgraded to below investment
grade, as Table 5.3 shows. Even among the securities rated AAA, roughly
one in six were downgraded within three years. (One might note that
it is not clear that ratings across different industries are as comparable as
those within the industries.)

Table 5.3 56 Percent of MBS Issued from 2005 to 2007 Were
Eventually Downgraded

S&P Total Downgraded
Downgraded as a

Percentage of Total

AAA 1,032 156 15.1%
AA(+/−) 3,495 1,330 38.1%
A(+/−) 2,983 1,886 63.2%
BBB(+/−) 2,954 2,248 76.1%
BB(+/−) 789 683 86.6%
B(+/−) 8 7 87.5%

Total 11,261 6,310 56.0%

Sources: Inside Mortgage Finance, Milken Institute.
Note: A bond is considered investment grade if its credit rating is BBB- or higher by S&P.
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Figure 5.9 When Is a AAA Not a AAA? Multilayered Mortgage Products
Create New and Higher Ratings

Origination of
mortgage loans

High-grade CDO
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5%Junior AAAPool of mortgage
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1%BBB
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Mortgage bonds
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Sources: International Monetary Fund, Milken Institute.
Note: The equity tranche absorbs approximately the first 3 percent of credit losses in a portfolio.
Losses then affect the mezzanine tranches; the first of these commonly covers the next 3 percent of
losses up to 6 percent. Additional tranches can also be created to cover losses up to 12 percent, beyond
which the losses begin to hit senior, AAA-rated tranches. Both first and second mortgages can be
securitized in a similar fashion.

The rating process for subprime mortgage bonds was marked by
a fundamental conflict: Agencies received fees from the very issuers
who requested the ratings—and almost everything wound up as AAA.
Securities were “sliced and diced” precisely to obtain these high ratings,
as shown in Figure 5.9, and bank regulatory authorities assign favorable
capital treatment to bonds rated AAA. As it turned out, this designation
in all too many cases simply implied that the bonds were the best of
the worst. Not surprisingly, as Figure 5.10 shows, rating agencies were
eventually forced to downgrade many asset-backed securities, both AAA
and those with lower ratings, as the crisis unfolded. Of course, AAA
securities can only move down the rating scale as time passes, which
raises the question of why an investor would ever purchase such a security
given the performance of rating agencies over time and knowing that
lower-rated securities may possess an upside gain.
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Figure 5.11 Subprime Mortgage-Backed Securities Downgrades
(2005–2007 Issuance)
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Figure 5.11 shows that the deterioration of subprime mortgage-
backed securities was especially severe, with more than half of all securi-
ties issued between 2005 and 2007 eventually downgraded by the three
major rating agencies. It should have been obvious to every investor in
subprime MBS that ratings are no substitute for careful research or due
diligence before purchases. In the height of the housing boom, there was
little appreciation for the risk inherent in CDOs backed by mortgages
with loan-to-value ratios exceeding 90 percent but without documenta-
tion of the borrower’s income. (Mortgage loans based on the borrower’s
“stated income,” with little or no documentation to verify that figure,
have been dubbed “liar loans.”) Figure 5.12 shows the extent to which
the growth in MBS has contributed to the rise of structured finance
collateral in collateralized debt obligations.

It is interesting to compare individual companies’ S&P credit ratings
and the corresponding credit default swap (CDS) spread.3 These items
are listed in Table 5.4 for those companies in the S&P 500 for which
both types of information are available. It is apparent that the ratings and
the CDS spreads do not track one another very closely; the high, low,
and average CDS spreads do not consistently match the ratings of S&P.
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For example, a company with a rating of A+ has a spread of 2,999 basis
points, whereas another company with a rating of BB+ has a spread
of 795 basis points. Companies with the same ratings, moreover, have
vastly different spreads. In particular, two companies are rated A+ but
the difference in CDS spreads is 2,987 basis points. It is reported that a
CDS spread of 600 basis points implies a debt rating of B1, 13 notches
below AAA.4 In summary, ratings cannot substitute for due diligence on
the part of investors.

. . .with Leverage and Accounting Practices?

With respect to capital, the
current housing crisis has
reinforced two things. First,
financial institutions need to
have enough capital to
weather a downturn, and
second, in times like these,
it is critical that they have
enough capital to continue
delivering liquidity to the
market.

—Testimony of Daniel H.
Mudd, President and CEO,

Fannie Mae
U.S. Senate Committee on

Banking, Housing, and
Urban Affairs

Hearing on “Reforming
the Regulation of the

Government Sponsored
Enterprises”

Washington, D.C.
February 7, 2008

One fundamental truth governs all finan-
cial institutions: The greater the leverage,
the smaller the decline in asset values that
can be absorbed before insolvency sets in.
This is why regulatory authorities over-
seeing financial institutions set minimum
capital requirements, whether risk-based
or simple leverage-based standards.

The capital of a financial institution
is analogous to the deductible on a casu-
alty insurance policy. The first hit up to
a predetermined amount in the event is
borne by the individual (or, in this case,
the firm). The greater the deductible (or
capital), the larger the share of any losses
that must be borne by the insured (or by
equity owners of a firm). This type of
arrangement is meant to give individuals
(or firms) an incentive not to engage in
excessively risky activities when protec-
tion against losses are provided by casu-
alty insurance (deposit insurance or, more
generally, government bailouts).

Figure 5.13 shows the leverage ratios
for different types of financial institutions,
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Figure 5.12 The Growth in Mortgage-Backed Securities Has Contributed to
the Rise of Structured Finance Collateral in Collateralized Debt Obligations
(Quarterly CDO Issuance, 2005–Q3 2008)
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as measured by total assets relative to common equity. It is clear that as
of June 2008, depository institutions were far less leveraged than other
types of financial firms. The leverage ratio of Freddie Mac is obviously
extraordinary as compared to other firms (even Fannie Mae). In this
particular case, there were 68 dollars in assets for each dollar in equity, so
a decline of as little as 1.5 percent in asset value would render Freddie Mac
insolvent. Letting regulated institutions grow too big with inadequate
capital cushions is a policy designed to produce disaster.

Figure 5.14 provides more information on the leverage ratios em-
ployed by various financial firms in selected years. It is obvious that
the leverage ratios vary widely, but they were far lower for commer-
cial and savings banks than for investment banking companies and the
two government-sponsored enterprises (GSEs) in June 2008. The most
highly leveraged of these institutions have failed, been put into conser-
vatorship, or been acquired. Two of the institutions, Goldman Sachs and
Morgan Stanley, are being transformed into financial holding companies
and therefore will have to undergo a substantial deleveraging process.

Furthermore, the two big mortgage giants, Fannie Mae and Freddie
Mac, were subject to a minimum statutory capital requirement equal to
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Table 5.4 Selected S&P 500 Companies’ Credit Ratings by S&P and
Associated CDS Spreads as of October 17, 2008

CDS Spreads (Basis Points)

S&P’s Number of Highest Lowest Average
Ratings Companies

Investment
grade AAA 3 56 15 41

AA+ 1 95 95 95
AA 5 86 49 74
AA− 9 265 54 118
A+ 17 2,999 12 346
A 36 1,040 38 151
A− 34 2,557 51 427
BBB+ 43 1,114 38 222
BBB 41 1,210 61 271
BBB− 17 1,235 89 359

Speculative
grade BB+ 12 795 130 419

BB 14 938 168 522
BB− 8 1,352 337 713
B+ 4 3,925 418 1,612
B 3 2,686 894 1,523
B− 2 4,718 3,701 4,209

Sources: S&P, Bloomberg, Datastream, Milken Institute.
Note: Credit ratings of S&P 500 companies and the associated CDS spreads for those firms for which
both ratings and CDS spreads are available.

the sum of 2.5 percent of their on-balance sheet assets plus .45 percent
of their outstanding off-balance sheet guarantees. This low requirement
obviously allowed for both institutions to leverage their capital sub-
stantially through both the acquisition of on-balance-sheet assets and
off-balance-sheet guarantees.

The advantage of leverage is that it enables institutions to achieve
higher rates of return on equity more easily. Stock buyback purchases
clearly help to accomplish this goal. But the risk of insolvency is simply
being shifted to debt holders when this occurs. During times when asset
values are declining, it may be difficult to roll over debt and raise capital,
which points out the serious weakness of a business model based on high
leverage.
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Figure 5.13 Leverage Ratios of Different Types of Financial Firms
( June 2008)
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Figure 5.14 Selected Financial Institutions’ Leverage Ratios
(Selected Years)
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How could $1.2 trillion in subprime mortgages outstanding cause
such a large global financial disaster? Leverage is certainly a part of the
problem. If banks maintain a leverage ratio of 10:1, they would allo-
cate only $120 billion of capital to support $1.2 trillion. With such a
small amount of capital, a 10 percent decline in the $1.2 trillion un-
derlying assets could wipe out all of the banks’ capital. Of course, some
of the institutions were more highly leveraged than 10:1, and in some
areas, home price have fallen much more than 10 percent. (If the ra-
tio were 30:1, as some institutions had on their balance sheets prior to
the crisis, then the supporting capital for $1.2 trillion would be only
$40 billion.) These situations can force some institutions into insolvency
if capital cannot be raised. In mortgage-backed securities, the equity
tranche was designed to absorb the first hit from declines in the un-
derlying assets; the cushion was typically between 2 to 15 percent, so
those tranches were the first to be hit when home prices fell and in
some cases, they have been wiped out. In addition, the continuing de-
cline of home prices, the widely dispersed nature of mortgage-backed
securities, and the complexity of resecuritization (for example, CDOs
became CDOs-squared and even CDOs-cubed) led to increased un-
certainty in the marketplace about exactly how much and where the
losses were. The increased uncertainty, in turn, led to heightened de-
mand for a limited supply of liquid assets, exacerbating the liquidity
freeze.

It is useful to compare the leverage ratios of different firms to their
credit ratings. Figure 5.15 provides such a comparison for eight institu-
tions at three different points in time: 2000, 2005, and 2007. As may
be seen, there is much more variation in leverage ratios than in credit
ratings. Indeed, the leverage ratio ranges from a low of 11.2 to a high
of 33.5, whereas the ratings range from a high of AA+ to a low of A
(all investment-grade ratings). Furthermore, a simple regression between
the leverage ratios and ratings over the period 2000 to September 2008
indicates that the leverage ratio would have to increase by 16.5 before
the credit rating would decline one level. Credit ratings based on this
type of analysis do not appear to be sensitive to substantial swings in
leverage ratios.

Figure 5.16 shows the market’s assessment of selected financial insti-
tutions at several points in time from 2000 to 2008. It is apparent that
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Figure 5.15 Increased Leverage Leads to Slight Decrease in Issuer Rating
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this assessment not only changed but also had sharply deteriorated by
September 2008, at which time the market capitalization was greater than
the accounting capitalization for only some of the institutions (Goldman
Sachs, Citigroup, Bank of America, and JPMorgan Chase).

Figure 5.16 Selected Financial Institutions’ Market-to-Book Ratios
(Selected Years)
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In view of the high leverage ratios of the five biggest investment
banks (Goldman Sachs, Morgan Stanley, Merrill Lynch, Lehman Broth-
ers, and Bear Stearns) and what has recently happened to them, it is
instructive to consider an action taken by the SEC in April 2004. At
that time, the SEC voted unanimously in an open meeting to allow
the five big U.S. brokerages to be designated as “consolidated super-
vised entities” (CSEs). The brokerages with CSE status were able to use
in-house, risk-measuring computer models in line with the 1988 Basel
Capital Accord (Basel I) to determine how much capital they needed
to cushion against unexpected losses. It was reported at the time that
under Basel I standards, some institutions could soon be cutting their
capital reserves by as much as 50 percent. But the SEC’s CSE rule added
a $5-billion floor to the Basel I model, reportedly reducing the likely
level of reductions to 20 to 30 percent.

SEC Commissioner Paul Atkins predicted that monitoring the so-
phisticated models used by the brokerages under the CSE rules—and
stepping in when capital falls too low—would “present a real man-
agement challenge” for the commission. Because the new CSE rules
applied to the largest brokerages without bank affiliates, SEC Commis-
sioner Harvey Goldschmid noted, “If anything goes wrong, it’s going to
be an awfully big mess.”5

More than four years later, on September 26, 2008, in the midst
of the financial crisis, SEC Chairman Christopher Cox announced that
the CSE program was ending. He also stated that “. . . a massive hole
remains: the approximately $60 trillion credit default swap market, which
is regulated by no agency of government.”6

It has always been clear that firms that grow too big, with too little
capital, are disasters waiting to happen. Regulated firms are no different
from unregulated firms, except to the extent that market participants
fail to impose greater market discipline on regulated firms because they
assume the regulators will do so in their place—or, worse yet, because
they believe that regulators will grant forbearance or otherwise bail out
the regulated firms with the assistance of the federal government if
necessary.

It is useful to put the recent capital–asset ratio, or, conversely,
the leverage ratio, of commercial banks into historical perspective.
Figures 5.17 and 5.18 show the dramatic decline in the capital–asset
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Figure 5.17 Capital–Asset Ratio for Commercial Banks Shows Long-Term
Decline (1896–Q2 2008)
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Figure 5.18 Leverage Ratio for Commercial Banks Shows Long-Term
Increase (1896–Q2 2008)
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Figure 5.19 Selected Balance Sheet Items for All Commercial Banks
(Quarterly, 1994–Q2 2008)
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ratio and the long-term increase in the leverage of commercial banks,
respectively. Indeed, each dollar of capital supported $3.56 of assets in
1896, whereas the same dollar supported $9.89 of assets in 2007. The
historical average of the capital–asset ratio over this long period is 10.9
percent, and Figure 5.16 shows that in every year since 1939, the capital-
asset ratio exceeded this average. Furthermore, the leverage ratio in 2007
is roughly 60 percent higher than its value during the Great Depression.
The sharp decline in the capital–asset ratio after the Great Depres-
sion indicates that Federal Deposit Insurance replaced a substantial por-
tion of capital as depositors’ major source of protection against banking
losses.

The leverage issue for financial firms is compounded by the fact
that they also rely on borrowings to fund their assets. In particular,
Figure 5.19 shows selected items from the balance sheet of all commercial
banks. It indicates that banks had increasingly substituted borrowed funds
for deposits, especially over the period from 1994 to 2000. In 1994,
borrowed funds were 14 percent of total assets, but they had increased
to 20 percent in the second quarter of 2008. In contrast, the deposit-
to-asset ratio declined to 64 percent in the second quarter of 2008 from
73 percent in 1994. Most strikingly, the insured deposit–to-asset ratio
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declined to 34 from 54 over the same period. This means that insured
deposits only fund approximately one-third of total assets at banks. At
the same time, banks are relying more heavily on borrowed funds. This
means they must be able to roll over those funds to maintain the same
total amount of assets, apart from any increases in equity. This puts
banks in a more difficult position to the extent that asset values decline
and those investors from whom they borrow funds become increasingly
reluctant to lend funds. In such a situation, banks are required to raise
additional capital or sell assets or a combination of the two.

More detailed information on leverage and borrowings for financial
firms is provided in Table 5.5. Many of the firms included in the table
not only are highly leveraged but rely heavily on short-term borrowings.
When that is the case, firms are more susceptible to serious financial
problems when their assets decline in value because they face not only
a decline in equity but also increased difficulties in rolling over their
short-term borrowings. At the same time, to the extent that they have
relied on short-term borrowings to meet payrolls and other ongoing
expenses rather than holding cash or other extremely liquid assets, the
scramble to obtain cash only exacerbates problems.

The Emergency Economic Stabilization Act of 2008 restates the
Securities and Exchange Commission’s authority to suspend the ap-
plication of Statement No. 157 of the Financial Accounting Standards
Board (FASB) if the SEC determines that doing so is in the public interest
and would protect investors. FASB Statement No. 157 (Fair Value Mea-
surements, or FAS 157), issued in September 2006, and FASB Statement
No. 159 (Fair Value Option for Financial Assets and Financial Liabilities,
or FAS 159), issued in February 2007, were both effective as of 2008,
with early adoption permitted in 2007. FAS 157 clarifies “fair value” and
establishes a framework for developing fair value estimates for the fair
value measurements that are already required or permitted under other
standards. Fair value continues to be used for derivatives, trading secu-
rities, and available-for-sale securities. Changes in fair value go through
earnings for the derivatives and trading securities. Changes in the fair
value of available-for-sale securities are reported in other comprehensive
income. Available-for-sale securities and held-to-maturity debt securi-
ties are written down to fair value through earnings if impairment is
other than temporary and mortgage loans held for sale are reported at
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the lower of cost or fair value. Loans held for investment are also sub-
ject to impairment but are written down based on the present value of
discounted cash flows. FAS 159 allows banks to elect a fair value option
when assets are recognized on the balance sheet and to report certain
financial assets and liabilities at fair value with subsequent changes in fair
value included in earnings. Existing eligible items could be fair-valued
as early as January 2007 under FAS 159, if a bank adopted FAS 157.

Some have argued that fair value accounting is inappropriate dur-
ing the current crisis because it leads to unreasonably depressed values
for assets. More generally, its use tends to be procyclical, so that dur-
ing economic downturns, asset values are marked down, worsening
the situation for firms. Some experts maintain that fair value account-
ing should be suspended during crises and downturns, if not totally
eliminated.

But eliminating this standard may allow deeply troubled firms to
avoid disclosing the seriousness of their difficulties, thereby misleading
creditors and investors. It is not clear, moreover, that such accounting
leads to a worsening of the financial condition of individual firms. In-
stead, it is more likely that deterioration in the marketplace is simply
depressing the asset value of firms and that fair value accounting simply
reflects this fact. Market discipline depends heavily on the disclosure
of timely and accurate information, and any accounting practices that
prevent such disclosure enable firms to avoid the discipline of the market-
place. No one ultimately benefits if the suspension or elimination of fair
value accounting results in such a situation. According to Lawrence Sum-
mers, “. . . nothing in the experience of the past year gives confidence
in the judgment of those who believe that market prices substantially
undervalue their assets.”7

. . .with Fannie Mae and Freddie Mac?

The federal government has assumed an ever more important role in
providing funding for the housing market over time. It does so through
a variety of institutions, including Ginnie Mae, Fannie Mae, Freddie
Mac, and the Federal Home Loan Banks. Figure 5.20 shows that these
institutions increased their share of home mortgages outstanding, in-
cluding those held in portfolio and those that have been securitized,
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The Special Role of Fannie Mae
and Freddie Mac

Let me be clear—both companies have prudent cushions above
the OFHEO-directed capital requirements and have increased
their reserves. We believe they can play an even more positive
role in providing the stability and liquidity the markets need
right now.

James B. Lockhart, Director, Office of Federal Housing
Enterprise Oversight
March 19, 2008

We are a stockholder-owned corporation . . . . The U.S. gov-
ernment does not guarantee, directly or indirectly, our securities
or other obligations.

Federal National Mortgage Association
Form 10-Q, p. 95
Filed August 8, 2008

Fannie Mae and Freddie Mac are also working through this
challenging period. They play an important role in our hous-
ing markets today and need to continue to play an important
role in the future. Their regulator has made clear that they are
adequately capitalized.

Henry Paulson, U.S. Treasury Secretary
Testimony on regulatory reform before the House Committee on
Financial Services
July 10, 2008

What’s important are facts—and the facts are that Fannie and
Freddie are in sound situation . . . . They have more than ade-
quate capital. They’re in good shape.

Senator Christopher Dodd
CNN’s Late Edition
July 13, 2008

(Continued)
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Our proposal was not prompted by any sudden deterioration
in conditions at Fannie Mae or Freddie Mac. OFHEO has reaf-
firmed that both GSEs remain adequately capitalized. . . . Let
me stress that there are no immediate plans to access either the
proposed liquidity or the proposed capital backstop.

Henry Paulson, U.S. Treasury Secretary
Testimony on GSE Initiatives before the Senate Banking Committee
July 15, 2008

We have no plans to insert money into either of those two
institutions . . . .

Henry Paulson, U.S. Treasury Secretary
NBC’s Meet the Press
August 10, 2008

They [the Bush administration] should have wiped out the
shareholders, nationalized the institutions with legislation that
they are to be reconstituted—with necessary taxpayer support to
make them financially viable as five or ten individual privately
held units, and auctioned off.

Alan Greenspan
Interview with David Wessel
The Wall Street Journal
August 14, 2008

from zero in 1952 to more than 40 percent after 1990, with Fannie
Mae and Freddie Mac being the biggest institutions. (For information
on the characteristics of their mortgage loans, see Appendix Tables A.45
through A.49.)

Fannie Mae was established in 1938 as a response to the Great
Depression. Freddie Mac was established many years later (in 1970) to
further expand the secondary market for home mortgages. These two
government-sponsored enterprises (GSEs) do not write individual loans;
instead, they buy and sell mortgages in the secondary market, providing
a flow of liquidity to the nation’s lenders. Figure 5.21 shows that these
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Figure 5.20 The Growing Role of Agencies and Government-Sponsored
Enterprises (GSEs) in Funding Home Mortgages (Selected Years)
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Loan Banks.

two institutions had more than $1.7 trillion in assets and had securitized
another $3.9 trillion in the second quarter of 2008. In comparison,
all the commercial banks and saving institutions in the country were
holding $3 trillion in residential real estate assets. Fannie and Freddie,
therefore, became the dominant players in the home mortgage market,
holding or guaranteeing more than $5.5 trillion in home mortgages.
Appendix Tables A.50 and A.51 compare the evolving roles of Fannie
Mae and Freddie Mac versus commercial banks and savings institutions
in the residential real estate market.

Both Fannie Mae and Freddie Mac grew substantially from 1990
through the second quarter of 2008. From $133 billion in total assets
and $288 billion in securitized mortgages outstanding in 1990, Fannie
Mae grew to hold $1 trillion in total assets and $1.3 trillion in out-
standing mortgage backed securities by 2003 (see Figure 5.22). Issues
surrounding its accounting practices led to a decline in its total assets
by 2008 but not its securitized mortgages outstanding; by the third
quarter of 2008, Fannie’s assets had declined to $897 billion while its
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securitized mortgages outstanding had climbed to over $2.3 trillion. At
the same time, Freddie Mac’s total assets increased continuously, from
$41 billion in 1990 to $804 billion in the third quarter of 2008, while
its off-balance-sheet securitized home mortgages also grew steadily from
$316 billion to $1.5 trillion.

Figure 5.21 The Importance of Fannie Mae and Freddie Mac vs. Commercial
Banks and Savings Institutions in the Residential Real Estate Market (Q2 2008)
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Figure 5.22 Fannie Mae and Freddie Mac’s Growth since 1990
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Figures 5.23 and 5.24 offer two alternative ways of looking at how
these two institutions grew so large with so little capital over the three
and a half years leading up to the summer of 2008. More specifically, they

Figure 5.23 Capital Ratios for Fannie Mae and Freddie Mac
(2005–Q3 2008)
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Figure 5.24 Fannie Mae and Freddie Mac Are Highly Leveraged
(2005–Q3 2008)
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Figure 5.25 Reported Earnings of Fannie Mae and Freddie Mac
(Quarterly, 2006–Q3 2008)
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show the ratio of the mortgage book of business (that is, the mortgage
portfolio, mortgage-backed securities held by third parties, and other
guarantees) relative to both book and fair value measures of capital as
well as the corresponding reciprocal ratios. Both of these institutions
were enormously highly leveraged. Such thin capital ratios meant that
any significant decline in the value of their assets would wipe out their
capital. Unfortunately, both institutions did indeed suffer catastrophic
losses when housing prices began to decline, as shown in Figure 5.25.
On a fair value basis, Fannie Mae reported it was near insolvency in
the second quarter of 2008, while Freddie Mac reported it was actually
insolvent. One quarter later, however, both institutions were reporting
insolvency on a fair value basis.

This dire situation can largely be explained by the fact that both insti-
tutions have had a mandate not simply to focus on profits but to provide
funding for affordable housing. Indeed, in addition to creating the Of-
fice of Federal Housing Enterprise Oversight (OFHEO), the Federal
Housing Enterprises Financial Safety and Soundness Act (FHEFSSA)
of 1992 established HUD-imposed housing goals on Fannie Mae and
Freddie Mac for financing affordable housing and housing in inner cities
and other rural and underserved markets.8
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Table 5.6 Housing Goals Set by HUD for Fannie Mae and Freddie Mac

2005–2008 Housing Goals (%)1997–2000
Housing
Goals (%)

2001–2004
Housing
Goals (%) 2005 2006 2007 2008

Low and
moderate
income 42 50 52 53 55 56

Underserved areas 24 31 37 38 38 39
Special affordable

housing 14 20 22 23 25 27

Sources: Federal Register, Milken Institute.

In 1996, HUD increased the affordable housing goal from 40 per-
cent to 42 percent of their financing to go to borrowers with low and
moderate incomes for each year from 1997 through 1999. This goal was
increased to 50 percent for the years 2001 to 2004 and increased still
further in subsequent years as shown in Table 5.6. There are also goals
for underserved areas (i.e., low-income and/or high-minority census
tracts and rural counties) and special affordable housing (i.e., very-
low-income families and low-income families living in low-income
areas).

Also, as shown in Figures 5.26 and 5.27, both institutions recently
were holding relatively large amounts of securities backed by subprime
and Alt-A mortgages. The subprime-backed securities alone accounted
for 71 percent of the core capital of Fannie Mae and 116 percent of
the core capital of Freddie Mac. Furthermore, Figure 5.28 shows that
the interest-only conventional mortgages securitized by Freddie Mac
increased from $25 billion in 2005 to $159 billion, or more than 500
percent, in 2007. But, more generally, the real problem that caused their
downfall was that the two institutions were highly leveraged, as shown
by Figure 5.24, particularly given the riskiness of the types of mortgage
loans just discussed.

It is important to briefly discuss the capital requirements imposed
on Fannie Mae and Freddie Mac to better understand the degree to
which they were leveraged. Both companies were subject to two types
of capital requirements: (1) a minimum level of capital equal to the
sum of 2.5 percent of their on-balance-sheet assets plus 0.45 percent
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Figure 5.26 Characteristics of Mortgage Loans and Mortgage-Related
Securities in Freddie Mac’s and Fannie Mae’s Retained Portfolios (Selected Years)
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Figure 5.27 Characteristics of Mortgage Loans and Mortgage-Related
Securities in Freddie Mac’s and Fannie Mae’s Retained Private–Label Portfolios
(Selected Years)
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Figure 5.28 Freddie Mac’s Guaranteed PCs and Structured Securities by
Single-Family Conventional Mortgage Products (2005–2007)
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of their outstanding off-balance-sheet guarantees and (2) critical capital
levels for the two items at 1.25 percent and 0.25 percent, respectively.
These capital requirements were specified in FHEFSSA. However, in
early 2004, OFHEO directed that each of the two companies maintain
a capital level at least 30 percent above the statutory minimum. This
additional capital requirement was reduced to 20 percent on March 19,
2008. Despite these additional capital requirements, the minimum level
of capital required still allowed for substantial leverage.

A related issue that speaks to Fannie Mae and Freddie Mac’s involve-
ment in subprime mortgages is that in May and July of 2006, temporary
investment caps on their mortgage portfolios were established. But on
September 19, 2007, OFHEO provided Fannie Mae and Freddie Mac
with more flexibility in managing their mortgage portfolios to comply
with the investment caps of 2006. The reason for doing so was stated by
OFHEO as follows:

With the ongoing concerns about the subprime mortgage market, both Fannie
Mae and Freddie Mac have announced commitments to purchase tens of
billions of dollars of subprime mortgages over the next several years. The
portfolio cap flexibility plus their ongoing ability to securitize mortgages, sell
assets, and replace maturing assets, will enhance each Enterprise’s ability to
purchase or securitize, over the next six months up to $20 billion or more
of subprime mortgages, refinanced mortgages for borrowers with lower credit
scores, and affordable multi-family housing mortgages. These efforts should
assist lenders in helping some subprime borrowers avoid foreclosure.9
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Figure 5.29 Foreign Share of Purchases of Newly Issued GSE Debt Declines
Abruptly in August 2008
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OFHEO finally removed the portfolio growth caps for both companies
on March 1, 2008.

The serious stress in the U.S. financial sector has raised concerns
that foreign investors might diversify away from many U.S. dollar-
denominated financial assets. As Figure 5.29 shows, the foreign share
of purchases of newly issued GSE debt did indeed decline abruptly, from
63 percent in July 2008 to 39 percent in August 2008. These types of ac-
tions by foreign investors have contributed to the federal government’s
sense of urgency regarding the need to stabilize the financial system.
The government did reassure the creditors of Fannie Mae and Freddie
Mac when the two companies were placed into conservatorship in early
September 2008 and their solvency was guaranteed.

. . .with Tax Benefits for Homeownership?

The federal government has always promoted homeownership as a so-
cial good and, to that end, has devised tax incentives to encourage it.
Owner-occupants of homes may deduct mortgage interest on their pri-
mary and secondary residences as itemized nonbusiness deductions. In
general, the mortgage interest deduction is limited to interest on debt
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no greater than the owner’s basis in the residence, and is also limited
to no more than $1 million. Interest on up to $100,000 of other debt
secured by a lien on a principal or second residence is also deductible,
irrespective of the purpose of borrowing, provided the debt does not
exceed the fair market value of the residence. Owner-occupants of
homes may also deduct property taxes on both primary and secondary
residences.

Furthermore, interest earned on state and local bonds used to fi-
nance homes purchased by first-time, low- to moderate-income buyers
is tax exempt. The amount of state and local tax-exempt bonds that
can be issued to finance these and other private activity is limited. The
combined volume cap for private activity bonds, including mortgage
housing bonds, rental housing bonds, student loan bonds, and indus-
trial development bonds, was $62.50 per capita ($187.5 million min-
imum) per state in 2001 and $75 per capita ($225 million minimum)
in 2002. The Community Renewal Tax Relief Act of 2000 acceler-
ated the scheduled increase in the state volume cap and indexed the
cap for inflation, beginning in 2003. States may issue mortgage credit
certificates (MCCs) in lieu of mortgage revenue bonds. MCCs entitle
home buyers to income tax credits for a specified percentage of interest
on qualified mortgages. The total amount of MCCs issued by a state
cannot exceed 25 percent of its annual ceiling for mortgage-revenue
bonds.

These types of benefits to home buyers clearly contribute to in-
creased demand for homes. To this extent, the existing tax code pro-
motes homeownership. In the process, it contributes to the origination
of mortgages, higher home prices, and increased home building.

An individual in the maximum income tax bracket who itemizes
and takes out a mortgage at a 6 percent interest rate to purchase a
home would effectively be paying roughly a 4 percent interest rate. This
provides an incentive to many individuals to become homeowners.

As shown in Figure 5.30, the estimated tax savings due to mortgage
interest deductions on owner-occupied homes was $85 billion in 2007
and is projected to steadily climb to $130 billion by 2013. But it is fair to
question whether these tax benefits should be continued, even though
they have existed for many years and did not cause the recent bubble in
housing prices.
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. . .with Regulation and Supervision?

Market events over the past
year have reiterated some of
the risks associated with the
growing business of
subprime lending . . . .
Institutions considering or
engaging in this type of
lending should recognize the
additional risks inherent in
this activity and determine
if these risks are acceptable
and controllable, given the
institution’s staff, financial
condition, size, and level of
capital support.

—Richard Spillenkothen,
Director

Division of Banking
Supervision and

Regulation,
Federal Reserve

FRB: Supervisory Letter
SR 99-6 (GEN) on

subprime lending
Washington, D.C.

March 5, 1999

Financial institutions do not answer solely
to the marketplace; they are heavily regu-
lated and supervised by numerous federal
and state authorities. Indeed, the current
crisis cannot be chalked up to a lack of
regulators. It is not even clear that the ex-
isting regulators need more powers. It is
worth considering whether there are sim-
ply too many regulators with overlapping
responsibilities—who did not adequately
use the powers already granted to them
to contain the emerging problems in the
subprime mortgage market before they
spread throughout the financial sector. In
addition to regulatory authorities, there
are at least 10 U.S. congressional com-
mittees that have some jurisdiction over
the financial services sector.

There were undeniable signs that
a housing price bubble was growing,
fueled by the excessive credit being
provided to consumers, especially to sub-
prime borrowers. Table 5.7 provides am-
ple evidence that the Federal Reserve
(and presumably other regulatory author-
ities) were aware of the warning signals
for a relatively long time before the bub-
ble actually burst. Indeed, even if the top
officials from these regulatory agencies

did not appreciate or wish to act earlier on the information they had,
their subordinates apparently fully understood and appreciated the grow-
ing magnitude of the problem. Going forward, much more effort should
be devoted to preemptive actions that can prevent assets bubbles rather
than to reactive actions designed to clean up the mess once the bubbles
have burst.
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The United States has
experienced an
unprecedented housing
boom in recent years. As of
2005, we estimated that
there were a record 89 cities
with ‘boom’ real estate
conditions, in which home
prices, after inflation, had
appreciated by at least 30
percent during the prior
three years. . . . Banks have
benefited from the boom
through rapid loan growth
and servicing fees associated
with mortgage underwriting,
equity liquidation, and new
construction lending . . . .
However, buyers are facing
increasing budget pressure as
home prices continue to
escalate . . . . Weakening
home sales volumes and
rising inventories of unsold
homes further attest to the
slowdown in housing that
has begun to emerge.

—Economic Conditions
and Emerging Risks in

Banking
A Report to the FDIC,

Board of Directors
Federal Deposit Insurance

Corporation
May 9, 2006

As we try to understand what went
wrong with regulation and supervision,
it worth noting that after the FDIC
seized IndyMac, the agency issued the
following statement:

Under the IndyMac program, eligible
mortgages will be modified into sus-
tainable mortgages permanently capped
at the current Freddie Mac survey rate
for conforming mortgages, which is cur-
rently about 6.5 percent. Modifications
are designed to achieve sustainable pay-
ments at a 38 percent debt-to-income
(DTI) ratio of principal, interest, taxes,
and insurance. To reach this metric for
affordable payments, modifications could
adopt a combination of interest rate reduc-
tions, extended amortization, and prin-
cipal forbearance.10

It is possible to construct alterna-
tive scenarios using the FDIC’s debt-to-
income ratio of 38 percent as a ceiling
to assess whether mortgage payments are
affordable and sustainable.11 This is done
based on assumptions regarding mort-
gage payments for a home purchased at
the median price, with a 30-year con-
forming, fixed-rate loan with alternative
loan-to-value (LTV) ratios. Figures 5.31
and 5.32 show the results of this exer-
cise for the nation and for California,
respectively, examining historical afford-
ability trends for a household with the
median income purchasing a home at the
median price. These figures show that,
given the increase in the median price of
homes nationwide and in California, any
mortgage payments with an LTV ratio of
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Figure 5.30 Estimated Tax Savings by Individuals Due to Mortgage Interest
Deduction on Owner-Occupied Homes
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80 percent or higher would not have been affordable and sustainable after
2005, based on the FDIC’s figure. The triggering year for this situation
would have occurred in 2001 in the case for California.

If indeed the 38 percent debt-to-income ratio is deemed by the
FDIC to be the dividing line between prudent and imprudent loans,
then there was ample opportunity for regulatory authorities to take
action against institutions making such loans that exceeded this cutoff,
especially in California.

Before concluding this section, it is important to discuss some of
the problems faced by FDIC-insured institutions in recent years. These
institutions, particularly commercial banks, were not only funding the
subprime mortgage loans on their own balance sheets but were also
providing both on- and off-balance-sheet funding to other financial
firms involved in subprime loans. In addition, they were directly involved
in securitizing such loans through special-purpose entities (SPEs). As a
result of these and other activities, many depository institutions became
overextended, with some failing or being acquired by stronger banks
when the housing price bubble burst.
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Table 5.7 Major Events and Supervisory Responses Related to Real Estate and
Nontraditional and Subprime Lending

Date Events and Supervisory Responses

1990 and 1994 Poor real estate appraisal practices are identified as
contributing to real estate lending problems at failed
institutions in the late 1980s and early 1990s. Pursuant
to the Financial Institutions Reform, Recovery and
Enforcement Act of 1989, the Federal Reserve and
other federal banking agencies (the agencies) adopt real
estate appraisal regulations to establish appropriate
standards for regulated institutions’ real estate appraisal
practices. In 1994, the agencies amend their appraisal
regulations and issue the “Interagency Appraisal and
Evaluation Guidelines” to further promote sound
appraisal practices.

1993 In response to poor real estate lending practices in the late
1980s and early 1990s that led to thrift and bank failures,
and the FDIC Improvement Act of 1991, the agencies
adopt regulations and guidelines on real estate lending
standards for commercial and residential lending. These
guidelines impose supervisory loan-to-value (LTV)
limits and capital limitations on high-LTV loans.

1998 through 2002 Five institutions close because of problems related to
subprime lending, including poor underwriting, fraud, and
valuation of securitization and residual interests.

� July 1998: BestBank
� September 1999: First National Bank of Keystone
� November 1999: Pacific Thrift and Loan
� July 2001: Superior Bank
� February 2002: NextBank

1999 The agencies identify problems related to the risk
management practices and valuation of securitization
and residual interests at federally regulated subprime
lenders. In December 1999, the agencies issue the
“Interagency Guidance on Asset Securitization
Activities,” describing the proper valuation of residual
interests and highlighting situations in which such
interest should be assigned no value.

(Continued )
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Table 5.7 (Continued )

Date Events and Supervisory Responses

March 1999 Problems are observed at both regulated and nonregulated
subprime lenders, resulting in the bankruptcy of several
nonregulated lenders. In March 1999, the agencies issue
the “Interagency Guidance on Subprime Lending” to
address concerns with monoline subprime lending
institutions.

October 1999 “Interagency Guidance on High Loan-to-Value (LTV)
Residential Real Estate Lending” is issued to remind
institutions that risks are higher in residential mortgages
when the LTV ratio exceeds 90 percent and to
encourage institutions to take this into account in their
own risk management practices.

January 2001 “Expanded Guidance for Subprime Lending Programs” is
issued in response to the increasing number of monoline
subprime lending institutions, particularly those focused
on credit card and residential mortgage lending. The
guidance addresses a number of concerns related to the
subprime lending business model and inappropriate risk
management practices and underwriting standards.

2001 As a result of concerns with predatory lending in the
subprime mortgage market, the Federal Reserve revises
the rules implementing the Home Ownership and
Equity Protection Act (HOEPA) to extend HOEPA’s
protections to higher-cost loans and to strengthen
HOEPA’s prohibitions and restrictions, including a
requirement that lenders generally document and verify
a consumer’s ability to repay a high-cost mortgage loan.

2002 The Federal Reserve expands the data collection and
disclosure rules under the Home Mortgage Disclosure
Act (HMDA) to increase transparency in the subprime
mortgage market. New data elements are added on loan
pricing for certain higher-priced loans, which helps to
facilitate the federal banking and thrift agencies’ ability
to identify potential problems in the subprime market.
The Federal Reserve also expands the share of
nondepository state-regulated mortgage companies that
must report HMDA data, which has provided a more
complete picture of the mortgage market, including the
subprime area.
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Table 5.7 (Continued )

Date Events and Supervisory Responses

2003 The agencies observe weaknesses in regulated institutions’
appraisal practices, and in October, they issue the
“Interagency Guidance on Independent Appraisal and
Evaluation Functions.” The statement reinforces the
importance of appraiser independence from the loan
origination and credit decision process to ensure that
valuations are fairly and appropriately determined.

2003 to 2006 The Federal Reserve issues three formal enforcement
actions and three informal actions, which involve mortgage
lending issues, including subprime mortgage lending.
Formal enforcement actions include:

� Citigroup Inc. and CitiFinancial Credit Company:
cease-and-desist order, 5/27/04

� Doral Financial Corporation: cease-and-desist order,
3/16/06

� R&G Financial Corporation: cease-and-desist order,
3/16/06

March 2004 The Federal Reserve and the FDIC issue “Interagency
Guidance on Unfair or Deceptive Acts or Practices by
State-Chartered Banks.” This guidance describes
standards that the agencies will apply to determine when
acts or practices by state-chartered banks are unfair or
deceptive. Such practices are illegal under section five of
the Federal Trade Commission Act.

2004 to 2005 The agencies observe a rapid growth of mortgage products
that allow for the deferral of principal and sometimes
interest (interest-only loans and payment option ARMs)
that contain the potential for substantial payment shock
when the loans begin to fully amortize. In 2004 and
2005, the Federal Reserve and the other agencies review
the nontraditional mortgage lending activity and risk
management practices at selected major regulated
institutions. During this time, Federal Reserve staff meet
with various industry and consumer groups to discuss
the trends and practices in the nontraditional mortgage
markets. In December 2005, the agencies issue the
proposed “Interagency Guidance on Nontraditional
Mortgage Products.”

(Continued )
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Table 5.7 (Continued )

Date Events and Supervisory Responses

February 2005 The agencies, under the auspices of the Federal Financial
Institutions Examination Council, issue “Interagency
Guidance on the Detection, Investigation, and Deterrence
of Mortgage Loan Fraud Involving Third Parties” to assist
the banking industry in detecting, investigating, and
deterring third-party mortgage fraud. The term third-party
refers to the parties necessary to execute a residential
mortgage other than a financial institution or a legitimate
borrower (including mortgage brokers, real estate
appraisers, and settlement agents).

2005 As a result of the 2003 interagency guidance on appraisal
independence, many institutions start to review their
appraisal procedures and ask for additional guidance on
appropriate practices. In March the agencies issue a
follow-up document, including questions and answers to
promote sound appraisal and collateral valuation practices.

May 2005 In response to supervisory concerns that regulated institutions’
risk management practices are not keeping pace with the
rapid growth and changing risk profile of their home equity
loan portfolios, the agencies issue the “Interagency Credit
Risk Management Guidance for Home Equity Lending.”

2005 to 2006 The Federal Reserve conducts supervisory reviews of
mortgage lending, including subprime lending activity, at
large banking institutions with significant mortgage
programs. The focus of these reviews is an assessment of the
adequacy of the institutions’ credit risk management
practices, including lending policies, underwriting
standards, appraisal practices, portfolio limits and
performance, economic capital, credit stress testing,
management information systems, and controls over
third-party originations.

October 2006 The agencies issue the “Interagency Guidance on
Nontraditional Mortgage Product Risks,” addressing the
need for institutions to have appropriate risk management
practices and underwriting standards, including an
assessment of a borrower’s ability to repay the loan at the
fully indexed rate, assuming a fully amortizing repayment
schedule, including any balances added through negative
amortization. The guidance details recommended practices
for lenders’ consumer disclosures so that a borrower
receives clear, balanced, and timely information.
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Table 5.7 (Continued )

Date Events and Supervisory Responses

October 2006 The agencies issue two additional documents related to the
nontraditional mortgage guidance: (1) “Proposed
Illustrations of Consumer Information for
Nontraditional Mortgage Products” and (2) an
addendum to the May 2005 “Interagency Credit Risk
Management Guidance for Home Equity Lending.”

March 2007 The agencies call for public comment on the “Proposed
Statement on Subprime Mortgage Lending,” which
addresses risk management, underwriting standards, and
consumer disclosure practices for a regulated institution’s
subprime mortgage lending activity.

April 2007 The agencies issue a formal document encouraging
financial institutions to work with homeowners who are
unable to make mortgage payments. In this document,
the agencies stress that prudent workout arrangements
that are consistent with safe and sound lending practices
are generally in the long-term best interest of both the
financial institution and the borrower and that
institutions will not face regulatory penalties if they
pursue reasonable workout arrangements with
borrowers.

May 2007 The agencies issue final illustrations of consumer
information intended to help institutions implement the
consumer protection portion of the “Interagency
Guidance on Nontraditional Mortgage Product Risks”
that the agencies adopted October 4, 2006. The
illustrations consist of (1) a narrative explanation of
nontraditional mortgage products, (2) a chart comparing
interest-only and payment option adjustable-rate
mortgages (ARMs) to a traditional fixed-rate loan, and
(3) a table that could be included with monthly
statements for a payment option ARM showing the
impact of various payment options on the loan balance.

June 2007 The agencies issue a final “Statement on Subprime
Mortgage Lending” to address issues relating to certain
ARM products that can cause payment shock. The
statement describes the prudent safety and soundness
and consumer protection standards that institutions
should follow to ensure borrowers obtain loans they can
afford to repay.

(Continued )
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Table 5.7 (Continued )

Date Events and Supervisory Responses

July 2007 Three federal agencies and two associations of state
regulators announce that they will cooperate in an
innovative pilot project to conduct targeted
consumer-protection compliance reviews of selected
nondepository lenders with significant subprime
mortgage operations.

August 2007 The agencies issue proposed illustrations of consumer
information for certain ARM products. The illustration
consists of (1) an explanation of some key features and
risks that the Subprime Statement identifies, including
payment shock, and (2) a chart that shows the potential
consequences of payment shock in a concrete, readily
understandable manner.

September 2007 The agencies issue the “Statement on Loss-Mitigation
Strategies for Servicers of Residential Mortgages” to
encourage federally regulated financial institutions and
state-supervised entities that service securitized
residential mortgages to determine the full extent of
their authority under pooling and servicing agreements
to identify borrowers at risk of default and pursue
appropriate loss mitigation strategies designed to
preserve homeownership.

December 2007 The agencies propose and ask for public comment on
changes to Regulation Z (Truth in Lending) to protect
consumers from unfair or deceptive home mortgage
lending and advertising practices.

July 2008 The Federal Reserve Board grants the Federal Reserve
Bank of New York the authority to lend to Fannie Mae
and Freddie Mac if necessary. In July, the Board
approves a final rule for home mortgage loans to better
protect consumers and facilitate responsible lending.
The rule prohibits unfair, abusive, or deceptive home
mortgage lending practices and restricts certain other
mortgage practices. The final rule also establishes
advertising standards and requires certain mortgage
disclosures to be given to consumers earlier in the
transaction.
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Table 5.7 (Continued )

Date Events and Supervisory Responses

September
2008

Fannie Mae and Freddie Mac are placed into conservatorship.
The agencies issue joint release on Fannie Mae and Freddie
Mac. In this release, the agencies state that they have been
assessing the exposures of banks and thrifts to Fannie Mae and
Freddie Mac and are prepared to work with institutions that
hold common or preferred shares of the two GSEs to develop
capital-restoration plans pursuant to the capital regulations and
the prompt corrective action provisions of the Federal Deposit
Insurance Corporation Improvement Act.

October
2008

The Federal Reserve Board approves final amendments to
Regulation C that revise the rules for reporting price
information on higher-priced mortgage loans. The changes
are intended to improve the accuracy and usefulness of data
reported under the Home Mortgage Disclosure Act.

Sources: Federal Reserve, Milken Institute.

The problems that grew in depository institutions are reflected in
Figure 5.33, which shows the increase in noncurrent loans beginning in
June 2006 and the acceleration that took place after September 2007.
Delinquent loans climbed from $49 billion in June 2006 to $83 billion

Figure 5.31 Alternative Measures of the Affordability of Mortgage Debt
Nationwide (Quarterly, Q2 1972–Q4 2007)
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Figure 5.32 Alternative Measures of the Affordability of Mortgage Debt for
California (Quarterly, Q2 1979–Q1 2008)
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in September 2007 and then to $163 billion in June 2008. Also shown
is the coverage ratio (i.e., the ratio of loan-loss reserve to noncurrent
loans). Clearly, the value of troubled loans has been growing faster than
the reserves set aside to cover losses. To maintain the same coverage ratio
as in the mid-2000s, much larger loan-loss reserves would have been
needed, thereby contributing to still further reductions in income and
capital. The average coverage ratio over the period was 135 percent, so
an additional $75 billion in loan-loss reserves would have been needed
in June 2008 to restore the average coverage ratio. To get back to the
same ratio that existed in March 2005, loan-loss reserves would have had
to increase by $136 billion.

Table 5.8 shows the major factors that have recently impacted the
earnings of FDIC-insured institutions. It is clear that deterioration in
asset quality at these institutions and the resulting increase in loan-loss
provisions have produced negative earnings over the past year.

During periods of severe financial distress, it is interesting to con-
sider what happens to the CD rates offered by troubled depository
institutions. During the savings and loan crisis of the 1980s, the shakiest
institutions typically offered the highest rates on their deposits, thereby
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Table 5.8 Major Factors Affecting FDIC-Insured Institutions’ Earnings
Contributions to Pretax Earnings Growth, as Compared to Previous Year,
in US$ Billions

Q1 2008 vs.
Q1 2007

Q2 2008 vs.
Q2 2007

Positive factor
Increase in net interest income 8.3 8.2

Negative factors
Decrease in noninterest income 1.7 7.4
Increase in loan-loss provision 27.9 38.8
Decrease in gains on securities sales 0.4 2.8
Increase in noninterest expense 3.2 6.6

Net effect of the above factors −24.9 −47.4

Sources: Quarterly Banking Profile, FDIC; Milken Institute.

hoping to grow their way out of their problems. However, to pay the
higher rates on deposits and still earn a profit, they had to invest any
newly acquired funds in riskier assets. These institutions were effectively
gambling for resurrection: offering higher rates in an attempt to obtain
more funds. Depository institutions typically do not pay out more cash
when they pay higher deposit rates but instead merely allow the increased

Figure 5.33 Reserve Coverage Ratio of All FDIC-Insured Institutions
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Table 5.9 IndyMac Offers the Highest CD Rates in the Nation One Week
before Its Seizure by the FDIC on July 11, 2008

Bank

6-Month CD
Rate ( July 5,

2008) Bank

12-Month CD
Rate ( July 5,

2008)

1 IndyMac Bank 4.10 1 IndyMac Bank 4.40
2 Crestmark

Bank 4.00
2 Wachovia 4.25

3 Wachovia 4.00 3 Crestmark
Bank 4.20

4 Christian
Community
CU 4.00

4 Century Bank
Direct 4.11

5 ISN Bank 3.82 5 State Bank of
India 4.06

6 Century Bank
Direct 3.76

6 Ascencia Bank 4.01

7 GMAC Bank 3.70 7 Washington
Mutual 4.00

8 Ascencia Bank 3.66 8 UmbrellaBank 4.00
9 Corus Bank 3.62 9 Tennessee

Commerce
Bank 4.00

10 E-Loan 3.61 10 Digital Credit
Union 4.00

National
average 3.14

National
average n.a.

6-month
LIBOR 3.11

12-month
LIBOR 3.29

Sources: Bank Deals, Federal Reserve, Moody’s Economy.com, Milken Institute.

interest payments to accrue in their customers’ accounts. In this regard, as
Table 5.9 shows, right before IndyMac was seized by the FDIC in July
2008, it was offering the highest rates in the nation on 6-month and
12-month CDs. When a troubled bank offers a high rate on its deposits,
it forces healthier banks to also raise their rates to remain competi-
tive. However, such actions serve only to weaken the entire banking
industry. The table also shows that all the CD rates for the selected
institutions are higher than the LIBOR rates. This is unusual because
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Figure 5.34 Outstanding Federal Home Loan Bank Advances Held by
FDIC-Insured Institutions (1991–Q2 2008)
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the LIBOR rates are paid for wholesale funds, while CD rates are paid
for retail funds and are therefore typically lower to cover the signifi-
cant costs of operating a retail branch network. Higher CD rates offered
by financial institutions may indicate that they are in need of capital
and should be a signal that merits closer examination by regulatory
agencies.

It is also interesting to note the growing importance of advances to
FDIC-insured institutions from 1991 to the second quarter of 2008, as
shown in Figures 5.34 and 5.35. The Federal Home Loan Banks are able
to issue securities at relatively low spreads over Treasury securities and
then lend funds to depository institutions. Their advances are heavily
collateralized and therefore analogous to the issuance of covered bonds
that are sold to the Federal Home Loan Banks. As the figures show, the
advances funded less than 2 percent of the assets at depository institutions
in 1991 but more than 6 percent by the second quarter of 2008. (To
date, the Federal Home Loan Banks have never lost any money due to
the failure of institutions to which they extended advances, even in cases
in which losses were imposed on the FDIC.)

Brokered deposits have also assumed greater importance to FDIC-
insured institutions from 1992 to the second quarter of 2008, as shown
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Figure 5.35 Ratio of Outstanding Federal Home Loan Bank Advances to
FDIC-Insured Institution Assets (1991–Q2 2008)
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in Figures 5.36 and 5.37. They grew from $58 billion in 1992 to $644
billion in the second quarter of 2008, and the percentage of total as-
sets funded by them increased from 1.3 percent to nearly 5 percent.
Brokered deposits are so named because a broker arranges for individ-
uals who want to deposit more than the amount covered by FDIC

Figure 5.36 Outstanding Brokered Deposits (1992–June 2008)
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Figure 5.37 Outstanding Brokered Deposits to FDIC-Insured Institution
Assets (1992–June 2008)
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insurance to have their money divided up into smaller amounts and
deposited in a number of different banks. Promontory Financial Group
is a company with a system called CDARS (certificate of deposit ac-
count registry service), which provides such a service. It has more
than 2,500 member institutions and provides FDIC insurance cover-
age up to $50 million. Promontory charges about 12.5 basis points on
a one-year CD to get access to federally insured funds. In contrast, the
FDIC charges insurance premiums of 5 to 43 basis points. Given the
increases in deposit insurance coverage in 2008, such companies appar-
ently received some premiums for coverage that is now provided by the
FDIC itself.

IndyMac Bank, which had $32 billion in assets, funded about one-
third ($10 billion) of them with advances from the Federal Home Loan
Bank of San Francisco before its failure and roughly another one-sixth
($5.5 billion) from brokered deposits. This situation raises serious issues
about the extent to which such advances and brokered deposits help an
institution avoid failure or simply enable it to postpone the inevitable
while gambling for resurrection. If so, these particular sources of funds
are merely shifting additional risk to the FDIC, which in the case of
IndyMac Bank is estimated to cost $8.9 billion.
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Table 5.10 provides information on the extent to which selected
banks and all FDIC-insured institutions rely on brokered deposits and
Federal Home Loan Banks advances as compared to total deposits and in-
sured deposits for December 2000 and June 2008. It shows that brokered
deposits and Federal Home Loan Banks have become more important
in funding assets—even more important than equity—over this time
period. Also, it may be noted that total deposits, and especially insured
deposits, are relatively less important at these institutions than one might
expect.

To put the current problem for depository institutions into historical
perspective, Table 5.11 shows that between 1980 and October 2008,
5,468 commercial and savings banks, savings and loans, and credit unions
failed. These institutions held $1.3 trillion in assets and imposed losses
on the three relevant federal insurance funds and U.S. taxpayers of $204
billion. These losses do not include losses to stockholders or uninsured
creditors. Most of the problems occurred during the 1980 to 1995
period, which saw 95 percent of the failures, 72 percent of the assets,
and 94 percent of the losses, respectively. The worst problems were in
the savings and loans industry, which accounted for 80 percent of the
total cost of resolution. Most notably, the cost per dollar of assets of
failed institutions in some years was alarmingly high for all three types
of depository institutions. The current outlook is for an increase in the
number of failures in the near future.

Another issue involves the Community Reinvestment Act (CRA),
which was originally passed into law in 1977 to help ensure that all
banking institutions insured by the FDIC would make credit available
to the lower-income communities in which they are chartered. Fed-
eral bank regulatory authorities, including the Federal Reserve, conduct
examinations of the institutions for CRA compliance. The original
statute was amended in 1989 to require public disclosure of each in-
stitution’s rating and performance evaluation. This information has en-
abled various advocacy groups to better position themselves in exercising
their right under CRA to comment on a bank’s noncompliance with
the law.

Although there are no specific penalties imposed on institutions for
noncompliance with CRA, their records are taken into account by the
regulatory authorities when considering any applications for expansion



P1: OTA/XYZ P2: ABC
c05 JWBT079-Barth March 27, 2009 11:43 Printer Name: Courier Westford

T
ab

le
5.

10
D

ec
re

as
in

g
R

el
ia

nc
e

on
U

ni
ns

ur
ed

D
ep

os
its

fo
r

Se
le

ct
ed

Fi
na

nc
ia

lI
ns

tit
ut

io
ns

(S
el

ec
te

d
Ye

ar
s)

D
at

e

T
o
ta

l
A

ss
et

s
(U

S
$

B
il
li
o
n
s)

L
ia

b
il
it
ie

s
S
h
ar

e
o
f

T
o
ta

l
A

ss
et

s

D
ep

o
si

ts
S
h
ar

e
o
f

T
o
ta

l
A

ss
et

s

In
su

re
d

D
ep

o
si

ts
S
h
ar

e
o
f

T
o
ta

l
A

ss
et

s

B
ro

ke
re

d
D

ep
o
si

ts
S
h
ar

e
o
f

T
o
ta

l
A

ss
et

s

F
H

L
B

A
d
va

n
ce

s
S
h
ar

e
o
f

T
o
ta

l
A

ss
et

s

A
ll

FD
IC

-I
ns

ur
ed

In
st

itu
tio

ns
Ju

ne
20

08
13

,3
00

89
.8

64
.5

40
.9

4.
8

6.
3

D
ec

.2
00

0
7,

46
3

91
.5

65
.9

47
.8

3.
0

3.
0

JP
M

or
ga

n
C

ha
se

Ju
ne

20
08

1,
45

4
90

.9
57

.4
17

.4
0.

2
0.

0
D

ec
.2

00
0

60
3

93
.9

48
.8

20
.3

0.
0

0.
0

B
an

k
of

A
m

er
ic

a
Ju

ne
20

08
1,

67
0

89
.4

52
.9

32
.5

0.
2

3.
1

D
ec

.2
00

0
61

0
91

.5
63

.3
44

.3
0.

0
1.

4∗

C
iti

gr
ou

p
Ju

ne
20

08
1,

32
5

91
.8

61
.9

29
.4

5.
6

6.
9

D
ec

.2
00

0
48

8
92

.2
61

.3
30

.5
1.

2
0.

8

W
ac

ho
vi

a
Ju

ne
20

08
78

2
90

.0
60

.8
38

.6
9.

0
7.

1
D

ec
.2

00
0

24
1

93
.0

62
.2

40
.8

2.
8

2.
3∗

W
el

ls
Fa

rg
o

Ju
ne

20
08

55
8

91
.3

64
.7

42
.3

1.
1

2.
2

D
ec

.2
00

0
28

4
90

.3
62

.8
44

.7
0.

5
0.

0

U
.S

.B
an

k
Ju

ne
20

08
24

2
91

.1
59

.1
31

.4
0.

3
7.

1
D

ec
.2

00
0

73
92

.5
73

.5
53

.4
1.

8
4.

3∗

W
as

hi
ng

to
n

M
ut

ua
lB

an
k

FS
B

Ju
ne

20
08

46
36

.5
10

.4
10

.2
9.

1
23

.3
D

ec
.2

00
0

1
93

.0
42

.4
29

.3
0.

0
46

.9

W
as

hi
ng

to
n

M
ut

ua
lB

an
k

Ju
ne

20
08

30
7

92
.1

61
.3

46
.6

11
.1

19
.0

D
ec

.2
00

0
15

5
93

.9
42

.4
36

.1
9.

1
32

.0

In
dy

M
ac

B
an

k
Ju

ne
20

08
31

96
.3

61
.7

53
.2

17
.9

32
.8

D
ec

.2
00

0
6

90
.9

14
.4

12
.0

1.
6

22
.1

So
ur

ce
s:

FD
IC

,M
ilk

en
In

st
itu

te
.

∗ D
at

a
ar

e
as

of
D

ec
em

be
r

20
01

.

201



P1: OTA/XYZ P2: ABC
c05 JWBT079-Barth March 27, 2009 11:43 Printer Name: Courier Westford

T
ab

le
5.

11
Fa

ile
d

Fe
de

ra
lly

In
su

re
d

D
ep

os
ito

ry
In

st
itu

tio
ns

:N
um

be
r,

A
ss

et
s,

an
d

R
es

ol
ut

io
n

C
os

ts
(1

98
0–

O
ct

ob
er

20
08

)

F
ai

le
d

C
o
m

m
er

ci
al

an
d

S
av

in
gs

B
an

ks
F
ai

le
d

S
av

in
gs

an
d

L
o
an

s
F
ai

le
d

C
re

d
it

U
n
io

n
s

Y
ea

r
N

u
m

b
er

A
ss

et
s

(U
S
$

M
il
li
o
n
s)

C
o
st

(U
S
$

M
il
li
o
n
s)

C
o
st

/
A

ss
et

s
(%

)
N

u
m

b
er

A
ss

et
s

(U
S
$

M
il
li
o
n
s)

C
o
st

(U
S
$

M
il
li
o
n
s)

C
o
st

/
A

ss
et

s
(%

)
N

u
m

b
er

S
h
ar

es
(U

S
$

M
il
li
o
n
s)

C
o
st

(U
S
$

M
il
li
o
n
s)

C
o
st

/
S
h
ar

es
(%

)

19
80

10
23

6
31

13
.1

11
1,

45
8

16
7

11
.5

23
9

n.
a.

33
n.

a.
19

81
10

4,
85

9
78

2
16

.1
28

13
,9

08
1,

01
8

7.
3

34
9

13
6

44
32

.4
19

82
42

11
,6

32
1,

16
9

10
76

27
,7

48
1,

21
3

4.
4

32
7

15
6

79
50

.6
19

83
48

7,
20

7
1,

42
5

19
.8

54
19

,6
55

1,
02

4
5.

2
25

3
10

2
55

53
.9

19
84

80
3,

27
6

1,
63

5
49

.9
27

5,
78

3
83

3
14

.4
13

0
20

8
20

9.
6

19
85

12
0

8,
73

5
1,

04
4

12
36

7,
06

6
1,

02
5

14
.5

94
47

12
25

.5
19

86
14

5
7,

63
8

1,
72

8
22

.6
51

24
,1

82
3,

60
5

14
.9

94
11

6
29

25
19

87
20

3
9,

23
1

2,
02

8
22

47
10

,9
21

4,
50

9
41

.3
88

32
7

52
15

.9
19

88
22

1
52

,6
83

6,
86

6
13

22
2

11
3,

96
5

52
,2

03
45

.8
85

29
7

33
11

.1
19

89
20

7
29

,4
02

6,
21

5
21

.1
32

7
14

6,
81

1
51

,1
40

34
.8

11
4

28
5

74
26

19
90

16
9

15
,7

29
2,

88
9

18
.4

21
3

13
4,

76
6

21
,4

73
15

.9
16

4
33

9
49

14
.5

19
91

12
7

62
,5

24
6,

03
7

9.
7

14
4

82
,6

26
10

,8
23

13
.1

13
0

26
7

77
28

.8
19

92
12

2
45

,4
85

3,
70

7
8.

1
59

45
,9

80
4,

74
1

10
.3

11
4

22
3

10
7

48

202



P1: OTA/XYZ P2: ABC
c05 JWBT079-Barth March 27, 2009 11:43 Printer Name: Courier Westford

19
93

41
3,

52
7

65
5

18
.6

9
6,

33
9

53
2

8.
4

71
26

5
20

7.
5

19
94

13
1,

40
2

20
8

14
.8

2
14

2
14

9.
9

33
25

5
36

14
.1

19
95

6
75

3
10

4
13

.8
2

45
6

66
14

.5
26

54
5

13
2.

4
19

96
5

19
0

39
20

.4
1

33
22

67
.3

19
19

2
10

.5
19

97
1

28
5

18
0

0
0

0
16

n.
a.

1
n.

a.
19

98
3

29
0

22
6

77
.9

0
0

0
0

18
n.

a.
4

n.
a.

19
99

7
1,

52
3

61
4

40
.3

1
69

1
1.

7
23

n.
a.

8
n.

a.
20

00
6

38
3

31
8

1
31

1
4.

2
29

n.
a.

15
n.

a.
20

01
3

56
6

10
.3

1
1,

76
5

26
6

15
22

n.
a.

6
n.

a.
20

02
10

2,
82

1
37

6
13

.3
1

52
n.

a.
n.

a.
15

n.
a.

16
n.

a.
20

03
3

94
7

66
7

0
0

0
0

13
n.

a.
10

n.
a.

20
04

3
15

7
4

2.
5

1
13

n.
a.

n.
a.

21
n.

a.
13

n.
a.

20
05

0
0

0
0

0
0

0
0

15
n.

a.
17

n.
a.

20
06

0
0

0
0

0
0

0
0

16
n.

a.
6

n.
a.

20
07

2
14

1
12

8.
4

1
2,

47
4

10
8

4.
4

12
n.

a.
43

n.
a.

20
08 O

ct
.

13
10

,2
85

2,
32

8
23

3
33

7,
82

4
8,

04
2

2.
4

n.
a.

n.
a.

n.
a.

n.
a.

So
ur

ce
s:

FD
IC

,N
at

io
na

lC
re

di
t

U
ni

on
A

dm
in

ist
ra

tio
n,

B
ar

th
an

d
B

ru
m

ba
ug

h
(1

99
7)

,M
ilk

en
In

st
itu

te
.

N
ot

e:
T

he
th

re
e

sa
vi

ng
s

an
d

lo
an

fa
ilu

re
s

in
20

08
w

er
e

In
dy

M
ac

B
an

k,
W

as
hi

ng
to

n
M

ut
ua

lB
an

k,
an

d
A

m
er

ib
an

k.

203



P1: OTA/XYZ P2: ABC
c05 JWBT079-Barth March 27, 2009 11:43 Printer Name: Courier Westford

204 WHAT WENT WRONG . . . ?

through merger, acquisition, or branching. This provides the advocacy
groups an opportunity to support or oppose any bank’s application for
expansion. In response to this situation, many institutions have made
efforts to provide the type of lending that would be viewed favorably in
their CRA examinations. It has been argued by some that in meeting
their CRA obligations, institutions may have been pushed into making
unprofitable or excessively risky loans.12 This is despite CRA’s mandate
that institutions fulfill their obligations in a way that is consistent with
safe and sound operations.

In summary, the CRA undoubtedly opened the door for some
federally insured depository institutions to be pressured into making
some loans that would have not otherwise been made, worsening their
risk exposure. However, it is too big a stretch to lay the entire blame for
the crisis on the CRA.

. . .with the Greed Factor?

There is a portion of
subprime credit seekers who
are manipulating, or
“gaming,” the traditional
credit risk model
methodologies for access to
credit otherwise unavailable
to them. Traditional credit
risk models do not suppress
authorized user tradelines
(i.e., a consumer added to
the account of a cardholder
as a user). A subset of
low-score or no-score

(Continued)

It was inevitable that the problems in
the financial sector would lead to finger-
pointing—and there is no shortage of
blame to go around. There is no doubt
that pure, old-fashioned greed played a
major role in the events that transpired. As
Figure 5.38 shows, investors were increas-
ingly making second home purchases
from 2003 to 2007. That share continued
to rise as the housing bubble emerged and
then dropped once the bubble burst. This
undoubtedly reflects the fact that many
people purchased second homes simply
to flip them for higher prices. Some in-
dividuals successfully made a profit, but
many others may have walked away or
ended up in default.
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consumers are using this
loophole to artificially
present themselves to credit
grantors as prime prospects.
This group of consumers is
gaining access to increased
credit extension amounts
and favorable rates when, in
fact, their risk score without
these authorized user trades
would suggest a higher-risk
profile. This aspect of
traditional credit risk scores
is creating a cottage industry
on the Internet and an
opportunity for “would-be”
credit gamers, increasing the
risk in the lending portfolios
of financial institutions.
While this practice is not
illegal, its manipulative and
exploitive undertones are
concerning and may be best
categorized as abuse that
borderlines fraudulent
behavior.

—“Vantage Score Addresses
Deficiencies in Traditional

Scores in the Subprime
Consumer Sector”

White Paper
Experian

May 7, 2007

In addition to investors and spec-
ulators who helped to drive up home
prices to dangerous levels, other individ-
uals engaged in fraud (from property flip-
ping with falsely inflated appraisals to ly-
ing on loan applications) to the detriment
of lending institutions. Table 5.12 shows
a growing number of cases of mortgage
fraud documented in suspicious activity
reports from 2002 to 2007 by the Federal
Bureau of Investigation. It also shows that
dollar losses accelerated over this period,
totaling $3.7 billion.

The Financial Crimes Enforcement
Network (a part of the U.S. Treasury
Department) reported that many of the
fraudulent activities involved financial
professionals in the mortgage industry,
including mortgage brokers, loan offi-
cers, and lenders who are familiar with
the mortgage loan process and there-
fore know how to exploit vulnerabili-
ties in the system. Some recent devel-
opments, such as NINJA loans, made it
easier for brokers or originators to sim-
ply falsify income and assets on mort-
gage applications. When mortgage trans-
actions are affected by fraudulent activity,
demand is artificially inflated and even-
tual home price declines may thus be
steeper.

Even in the absence of fraud, the
housing bubble seemed to promise such
quick, outsized profits that many mar-
ket participants simply threw caution to
the wind. Both domestic and foreign in-
vestors in securities backed by subprime
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Figure 5.38 Investor Share of Second Home Purchases (Selected Years)
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There’s an old Wall Street
adage that there’s a nexus
between fear and greed. If
you diminish fear, you get
more greed. People got
braver issuing this stuff. All
the participants felt they
could act merely as agents
and collect fees. Nobody was
prepared to say “I have
liability.”

—Lewis S. Ranieri
BusinessWeek

June 26, 2008

loans—particularly in the more exotic
types—must now more fully appreciate
the fact that the marketplace is sometimes
quite harsh in punishing those who seek
out ever-higher returns without properly
taking into account the correspondingly
greater risk.
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Table 5.12 Mortgage Fraud Reported in Suspicious
Activity Reports (2002–2007)

Dollar Losses
Year Number (US$ millions)

2002 5,623 293
2003 6,936 225
2004 17,127 429
2005 21,994 1,014
2006 35,617 946
2007 46,717 813

Source: Federal Bureau of Investigation, 2007 Mortgage Fraud Report.

Assessing the Role of Various Factors
to Explain Foreclosures

The traditional causes of
foreclosure, even before there
was subprime lending, were
job loss, divorce and major
medical expenses. And the
national foreclosure data
seem to suggest that these
issues remain paramount.

—Austan Goolsbee
“‘Irresponsible’ Mortgages

Have Opened Doors to
Many of the Excluded”

The New York Times
March 29, 2007

Most individuals enter foreclosure not be-
cause of the loan product they received
but rather because of the financial cir-
cumstances they find themselves in after
they obtain those mortgage loans. These
factors include unemployment (an in-
creasingly important issue as the econ-
omy weakens), divorce, health problems,
and especially declines in housing prices
that leave homes worth less than their
outstanding mortgage balances. By rec-
ognizing the key role these factors play, it
becomes clear that legislation and regu-
lations cannot and should not try to pre-
vent subprime lending altogether (or in-
novation in the mortgage markets more
generally), because that will shut off credit completely to millions who
want to become homeowners. Although higher standards are needed,
it would be a mistake to react to an era of easy credit by forcing the
pendulum to swing too dramatically in the opposite direction.

Instead, actions should focus on better educating consumers on
complex loan products and simplifying the documents necessary for
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informed decision-making. After all, consumers must be allowed to
choose mortgage products, even if some expose borrowers to interest-
rate risk. The marketplace itself will eliminate the most toxic products.

More thought must also be given to what foreclosure rate is
acceptable on subprime mortgage loans in the absence of fraud on the
part of either the lender or borrower. Surely it would be unreasonable
to enact legislation or implement regulations based on the premise that
the only socially desirable foreclosure rate is zero. If that were the case,
hardly anyone would qualify for a home mortgage loan in a world full
of risk.

Let’s begin by taking a broad view of foreclosures in selected
metropolitan areas. Figure 5.39 plots five-year housing price gains
against foreclosure rates, showing that foreclosures were fairly high in
metropolitan areas whether or not they had housing bubbles. Some of
these areas simply suffered from relatively weak economies—after all,
other economic factors beyond collapsing housing bubbles can cause
residents to lose their homes. Figure 5.40 shows similar information after

Figure 5.39 Drivers of Foreclosures: Strong Appreciation or Weak Economies?
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Figure 5.40 After the Housing Bubble Burst in 2007: Foreclosures Highest for
Areas with Biggest Price Declines
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the housing bubble burst. This time, the highest foreclosure rates were
in those areas that had experienced the biggest run-up in home prices.

A number of foreclosure and default models have been used in eco-
nomic and finance literature to understand the foreclosure phenomenon.
Although the independent variables differ from study to study, the usual
suspects, such as FICO scores, are included in most models, as are loan
and borrower characteristics and macroeconomic conditions.

Based on the specifications in the literature and data availability, we
have examined the determinants of foreclosure start rates, using state-
level panel data with time-period and product-type fixed effects.13 The
independent variables can be separated into four groups. The first group
includes dummies for product types, dummies for origination years, and
a dummy for prime/subprime loans to capture the fixed effects. The
second group includes the age of loans, as well as its interaction with
product type. The third group includes state-specific macro variables,
such as household income, home prices, and unemployment rates. The
last group includes loan characteristic variables at the time of loan
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origination, such as average FICO score, initial interest rates, and loan-
to-value ratio. Specifically, the model takes the following form:

FSitop = α1 + α∗
2dumprime

+ α3y + α4p + β1p∗age0

+ β∗
2chhhincit

+ β∗
3chhpriceit

+ β∗
4chunemit

+ β∗
5ownitop + β∗

6wficoitop

+ β∗
7wiiritop + β∗

8wltvitop

+ ε

where

FSitop is foreclosure start rate of product type p, originated in
year o, for state i at year t;

Dumprime is a dummy that takes value of 1 if the type is prime
and 0 otherwise.

y is the year of origination dummies;
p is product type dummies;
ageo is age of loans originated in year o;
chhhincit is annual percentage change in household income of state

i at time t;
chhpriceit is annual percentage change of home price of state i at

time t;
chunemit is change in unemployment rate (percentage point);
ownitop is the share of owner-occupied loans of state i at year t of

product type p that were originated in year o;
wficoitop is the average FICO score of loans originated in year o in

state i at year t that are product type p;
wiiritop is the average initial interest rate;
wltvitop is the average initial loan-to-value ratio; and
ε is the error term.

The last two groups of factors—macroeconomic environment and
loan characteristics—are often cited in the economic literature. (Note
that full details on all of the sources referred to in this section can be found
in the References list.) Rose (2006), Elliehausen, Staten, and Steinbuks
(2006), Li and Ernst (2006), Ho and Pennington-Cross (2007), and
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Figure 5.41 Default Rates of Subprime Home Mortgage Loans and
Year-over-Year Change in Employment ( January 1998–September 2008)
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Gerardi, Rosen, and Willen (2007) include household income as a part
of their assessments of mortgage market. Variations of the home price
variable are also used by several mortgage studies, including Gerardi,
Rosen, and Willen (2007), Li and Ernst (2006), and Bocian, Ernst, and
Li (2006).

Unemployment was found to have a positive and significant re-
lationship with mortgage default rates by Danis and Pennington-Cross
(2005) and was found to have a negative and significant relationship with
subprime loan volume by Li and Ernst (2006). Figure 5.41 shows that
slower growth in employment has been associated with higher default
rates on subprime home mortgages over the past decade.

Owner occupancy status and FICO scores are also important loan
characteristics that can affect default and foreclosure rates. Borrowers
with lower FICO scores tend to have higher foreclosure rates (Rose,
2006a) and default rates (Danis and Pennington-Cross, 2005a, 2005b).

Previous studies generally suggested that the loan-to-value (LTV)
ratio is a primary determinant of default. Focusing on subprime mort-
gage delinquency, Capozza and Thomson (2006) find that LTV ratio has
a positive and significant relationship with the likelihood of foreclosure
when a loan is already in default. Danis and Pennington-Cross (2005a,
2005b) suggest that for subprime loans, LTV ratio at origination is
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Figure 5.42 Median Percentage Down Payment on Home Purchases
(Selected MSAs, 2006)
United States = 10%
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>= 10% and < 15%
>= 15%

Sources: Zillow.com, Milken Institute.

positively correlated with delinquency. Pennington-Cross and Ho (2006)
find that higher LTV ratio is associated with higher default and prepay-
ment probability. Figure 5.42 and Appendix Table A.52 show the median
percentage of down payment for home purchases in 2006. In the vast
majority of metropolitan areas, the down payment was less than 15
percent—and in several areas, the median down payment was even less
than 5 percent.

The impact of interest rates on the subprime default rate is less clear.
Chomsisengphet and Pennington-Cross (2006) note that “the subprime
market has provided a substantial amount of risk-based pricing in the
mortgage market by varying the interest rate of a loan based on the bor-
rower’s credit history and down payment.” Danis and Pennington-Cross
(2005a, 2005b) find that the interest rate has a negative and significant
impact on delinquency and default rates.

The LoanPerformance database, the Home Mortgage Disclosure
Act (HMDA) database, and the American Financial Services Association
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(AFSA) database are among the common data sources used in empirical
studies on mortgage markets, especially the subprime mortgage market.
However, each database covers only a part of the mortgage market. In
other words, they provide a partial rather than a comprehensive pic-
ture of the entire universe of all mortgage loans. (For a more detailed
comparison of mortgage databases, see Appendix Table A.53.)

Table 5.13 shows the list of variables, definitions, and sources. Our
assessment relied on aggregate loan-level data from the LoanPerformance
database and state-level macroeconomic and financial data from various
sources, including the U.S. Census Bureau, the National Association of
Realtors, and the U.S. Bureau of Labor Statistics.

Table 5.14 shows the regression results for all loans, for prime loans,
and for subprime loans. The loan sample includes loans made from 2000
through 2006. Foreclosures are reported monthly; the last period for
reported foreclosures in the sample was December 2006.

The benchmark period for origination year dummies was 2006.
In the three regressions, the coefficients of time dummies show that
the foreclosure rate for loans originated in all years prior to 2006 are
significantly lower than those loans originated in 2006. This period is the
point in time when the share of subprime loans peaked and underwriting
standards deteriorated substantially.

Product-type fixed-effect coefficients for all regressions suggest that
the all products have statistically significantly higher foreclosure rates
when benchmarked against fixed-rate products, with the exception of
other hybrid prime mortgage products.

The coefficients of the product-type fixed-effect also show that
adjustable-rate mortgages in general have the highest foreclosure start
rates (higher than those of hybrid 2/28 and 3/27). When we separate
loan types into prime loans and subprime loans, however, the 2/28 hy-
brid mortgage has the highest foreclosure start rate among prime loans
(1.30 percentage points higher than that of fixed-rate mortgage), while
the adjustable-rate mortgage has the highest foreclosure rate among
subprime loans (1.75 percentage points higher than that of fixed-rate
mortgages).

The loan age of a fixed-rate mortgage is negative and significant
for all subprime loans in the sample, regardless of product type. It is,
however, not significant for prime loans. As compared to fixed-rate
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Table 5.14 Regression Results: Dependent Variable: Foreclosure Start Rate

All Observations Prime Subprime

C 1.0307∗∗∗ −0.5045∗∗∗ 5.7596∗∗∗

AGE −0.0355∗∗∗ 0.0036 −0.0727∗∗∗

DUMPRIME −0.5605∗∗∗

DUM2000 −0.2655∗∗∗ −0.3141∗∗∗ −0.1919∗∗∗

DUM2001 −0.3366∗∗∗ −0.2732∗∗∗ −0.2999∗∗∗

DUM2002 −0.4304∗∗∗ −0.2107∗∗∗ −0.5087∗∗∗

DUM2003 −0.3903∗∗∗ −0.1974∗∗∗ −0.5209∗∗∗

DUM2004 −0.2247∗∗∗ −0.0938∗∗∗ −0.3692∗∗∗

DUM2005 −0.1016∗∗∗ −0.0339 −0.1409∗∗∗

DUMT228 0.8605∗∗∗ 1.3095∗∗∗ 0.5506∗∗∗

DUMT327 0.2544∗∗∗ 0.1537∗∗∗ 0.257∗∗∗

DUMTARM 0.9344∗∗∗ 0.055∗∗ 1.7564∗∗∗

DUMTOHY 0.3986∗∗∗ 0.0363 0.7341∗∗∗

DUMTOTH 0.3062∗∗∗ 0.2233∗∗∗ 0.4422∗∗∗

DUMT228∗AGE −0.1315∗∗∗ 0.0425∗∗∗ −0.1096∗∗∗

DUMT327∗AGE −0.0427∗∗∗ 0.0013 −0.0793∗∗∗

DUMTARM∗AGE −0.0851∗∗∗ −0.0009 −0.1842∗∗∗

DUMTOHY∗AGE −0.0285∗∗∗ −0.006 −0.0681∗∗∗

DUMTOTH∗AGE −0.0262∗∗∗ −0.0207∗∗∗ −0.0454∗∗∗

CHHHINC −0.002∗ −0.0004 −0.0027
CHHPRICE −0.0164∗∗∗ −0.0077∗∗∗ −0.0251∗∗∗

CHUNEM 0.0794∗∗∗ 0.0087 0.0874∗∗∗

OWN −0.0037∗∗∗ −0.0005 −0.0076∗∗∗

WFICO −0.0007∗∗∗ 0.0004∗∗∗ −0.007∗∗∗

WIIR 0.0294∗∗∗ 0.0655∗∗∗ −0.0314∗∗∗

WLTV 0.0082∗∗∗ 0.0029∗∗∗ 0.0107∗∗∗

Adjusted R2 0.2954 0.3496 0.2911
Number of observations 22,662 10,767 11,895

Source: Milken Institute.
∗∗∗, ∗∗, and ∗ indicate level of significant at 1 percent, 5 percent, and 10 percent, respectively.

mortgages, all other types of subprime mortgages show foreclosure rates
decreasing with the loans’ age.

Among subprime loans, there is strong evidence, regardless of loan
type, that as loans age, the number of foreclosure starts declines. Among
ARM subprime mortgages, aging of loans leads to more dramatic
declines in foreclosure start rates, as compared with other types of
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mortgages. For each year that loans age, the foreclosure rates of ARM
subprime mortgages fall by 0.25 percentage points.

For prime loans, however, the effect of age on foreclosure starts is
more ambiguous. As prime loans age, 2/28 and 3/27 hybrid loans tend
to have higher foreclosure rates than fixed-rate loans. However, this is
significant only for 2/28 mortgages.

State-specific macroeconomic climate also has a significant impact
on foreclosure rates. State-level growth in household income has a neg-
ative impact on foreclosure start rates at the 10 percent significance
level for all loans. Growth in home prices has a negative and signifi-
cant impact on foreclosure start rates across all loans and each of the
two subcategories (prime loans and subprime loans). Higher unemploy-
ment rates are associated with increased foreclosure start rates for all
loans, prime loans, and subprime loans but are not significant for prime
loans.

Loan characteristics are also important determinants of foreclosure
start rates. A pool of loans with a higher share of owner-occupied prop-
erties, regardless of where they are originated or product type, tends to
have lower foreclosure start rates. This is statistically significant for all
loans and subprime loans. Higher average FICO scores are associated
with lower foreclosure rates for all loans and subprime loans but with
higher foreclosure rates for prime loans. Higher initial interest rates are
associated with higher foreclosure start rates for all loans and prime loans
but with lower foreclosure start rates for subprime loans. Loan-to-value
ratios have negative and significant impacts on all loans, prime loans, and
subprime loans.
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Chapter 6

So Far, Only
Piecemeal Fixes

In the wake of such a multifaceted and sweeping crisis, how have the
private sector and the government responded?
History tells us that in any period of financial crisis, the federal gov-

ernment will enact new laws and regulations—and the current situation
is no different. The government has taken a number of dramatic steps to
try to contain the turmoil spreading throughout the financial sector and
prevent it from bleeding into the real economy.

In many respects, however, the government has engaged in a series
of flip-flops that have exacerbated the uncertainty gripping the mar-
ketplace. In March 2008, Bear Stearns was bailed out—but six months
later, Lehman Brothers was allowed to fail. Within weeks, the govern-
ment shifted gears yet again, as American International Group (AIG)
was rescued. No convincing rationale for this differential treatment of
institutions has ever been provided.

On another front, when the U.S. Treasury Department received
authorization to spend up to $700 billion to shore up the financial
system, officials initially indicated that the money would be used to
purchasing troubled assets. But shortly thereafter, the first $125 billion
was used instead for injecting capital into nine of the biggest institutions.
Again, the public received no clear explanation for this sudden switch
in strategy.

Even as billions—and likely trillions—of taxpayer dollars are de-
ployed, the public has found the response to be confusing and patchwork
at best. This chapter documents and provides context for the various

219
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actions taken by the Treasury, the Federal Reserve, the Federal Depos-
itory Insurance Corporation (FDIC), Congress, and the White House,
as well as the private sector.

The Landscape Shifts for Lenders

After the freewheeling era of the housing boom, the mortgage meltdown
dramatically altered the behavior of market participants. Faced with losses
and write-downs, financial institutions tightened their lending standards
for commercial and residential real estate loans, as shown in Figures 6.1
and 6.2. Indeed, examining trends since 1990, the net percentage of
surveyed loan officers who reported stricter standards for commercial
real estate loans reached an all-time high of roughly 80 percent in the
third quarter of 2008. Figure 6.2 shows that lending standards for prime,
nontraditional, and subprime mortgages all also tightened sharply after
2006.

Figures 6.3 shows demand for all types of residential mortgages
plummeted after 2006, mirroring the falloff in demand for commer-
cial mortgages. This indicates that lenders and investors reacted to the

Figure 6.1 Tightened Standards and Weaker Demand for Commercial Real
Estate Loans (Quarterly, 1990–Q3 2008)
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Figure 6.2 Tightened Standards for Residential Mortgage Loans
(Quarterly, 1990–Q3 2008)
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Sources: Federal Reserve, Milken Institute.
Note: The breakdown into the three subcomponents only became available in the first quarter of
2007.

Figure 6.3 Weaker Demand for Residential Mortgage Loans
(Quarterly, 1990–Q3 2008)
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Figure 6.4 Washington Mutual Reverses Its Mortgage Origination Strategy
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deterioration in the housing and mortgage markets by curtailing the
credit extended to new mortgages and mortgage-backed securities.

Many financial institutions abandoned their previous mortgage orig-
ination strategies. Washington Mutual, for example, as shown in Fig-
ure 6.4, not only reduced its originations but also stopped originating
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subprime mortgages altogether, shifted away from nonconforming to
conforming loans, and relied less on correspondents and more on retail
outlets for originations in the first quarter of 2008. But its efforts were
clearly too little, too late for the bank to survive the turmoil as an in-
dependent entity. Other financial institutions responded by scaling back
their mortgage lending operations in a similar manner. As a matter of
fact, in the third quarter of 2008, subprime loan originations came to
a virtual standstill. Certain mortgage products, like the 2/28 and 3/27
loans, have almost disappeared.

Other institutions are taking steps to modify the terms on their
mortgages for borrowers who are behind on their payments or are likely
to be in the near future. JPMorgan Chase, for example, on October
31, 2008, announced a loan modification plan that covered $70 billion
mortgages, or 4.7 percent of the total mortgages it holds or services.
More than 400,000 borrowers may qualify for modifications on their
mortgages.

Citigroup also launched a loan modification program on Novem-
ber 11, 2008. This program reaches out to a select group of 500,000
homeowners, particularly those in areas that are likely to face extreme
economic distress, who are not currently behind on their mortgage pay-
ments but may require assistance to remain current. Moreover, Citigroup
is systematically implementing its practice of not initiating a foreclosure
or completing a foreclosure sale on any eligible borrower in cases where
it owns the mortgage, the home in question is the principal residence of
the borrower is seeking to stay in it, and the borrower is working in good
faith with Citigroup and has sufficient income for affordable mortgage
payments. Citigroup has also streamlined its existing loan modification
program to rework delinquent loans. It is based on a simplified formula
to determine an affordable payment as a percentage of the borrower’s
gross income and will reduce the monthly payment to that amount by
applying one or more of the following: interest rate reduction, extension
of term, or forgiveness of principal.

On October 10, 2007, HOPE NOW was unveiled by Treasury Sec-
retary Henry Paulson and Housing Secretary Alphonso Jackson. HOPE
NOW is a national alliance of HUD-approved counselors, lenders, ser-
vicers, investors, and other mortgage market participants. Its goal is to
maximize outreach efforts to homeowners in distress, enabling them to



P1: OTA/XYZ P2: ABC
c06 JWBT079-Barth March 27, 2009 12:35 Printer Name: Courier Westford

224 SO FAR, ONLY PIECEMEAL FIXES

stay in their homes and to create a unified, coordinated plan to assist
as many homeowners as possible. The group launched a national direct
mail campaign to contact at-risk borrowers, encouraging them to ei-
ther call their lender or a credit counselor. This alliance agreed to adopt
a standard process model that streamlines work flow, productivity, and
communications between servicers and counselors. It also works to ex-
pand the capacity of an existing national network to counsel borrowers
and connect them with servicers, developing common communications
guidelines that will be used to respond to at-risk borrowers to offer them
the best possible solutions, customized for each borrower.

A member of the alliance, the American Securitization Forum
(which represents servicers, investors, and other secondary market par-
ticipants) announced in October 2007 that counseling fees can be re-
imbursed from securitization transactions in appropriate circumstances.
Moreover, under HOPE NOW, the servicers agreed to develop cross-
industry technology solutions to more effectively connect servicers and
counselors to better serve the homeowner. The initiative’s progress is to
be measured by a common set of metrics to be developed by the alliance.

HOPE NOW has had to overcome some resistance on the part
of servicers to the concept of modifying the terms of mortgage loans,
because it is costly for them to do so and clearly reduces their profits.
There may also be conflicts between the first- and second-lien holders on
the mortgages that impede modifications. At the same time, the servicers
may have concerns about legal liability to the investors in mortgage-
backed securities when the underlying mortgages change terms.

In October 2008, HOPE NOW announced that it has so far helped
2.5 million homeowners avoid foreclosure; roughly two-thirds of these
were subprime borrowers. Figure 6.5 tracks the program’s progress,
showing the total accumulated number of loans (broken out by prime
and subprime loans) that have been addressed through new accumulated
loan repayment plans. Figure 6.6 shows similar information for new
accumulated loan modifications, and Figure 6.7 illustrates new accumu-
lated workout plans, which includes both new loan repayment plans and
new loan modifications.

Even as HOPE NOW has attempted to help homeowners, the num-
ber of foreclosure sales has been rising steadily. Figure 6.8 shows that
1 million foreclosure sales were completed between the third quarter of
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Figure 6.5 HOPE NOW Alliance Program: Accumulated Borrower
Repayment Plans (Q3 2007–Q3 2008)
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Sources: HOPE NOW, Milken Institute.
Note: Repayment plans allow borrower to become current and catch up on missed payments that
are appropriate to the borrower’s circumstances, which involves deferring or rescheduling payments.
In these cases, the full amount of the loan is ultimately expected to be paid within the original
contractual maturity of the loan.

Figure 6.6 HOPE NOW Alliance Program: Accumulated Borrower
Modifications (Q3 2007–Q3 2008)
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Sources: HOPE NOW, Milken Institute.
Note: Modifications permanently alter terms of the original loan contract. They can involve
reducing the interest rate, forgiving a portion of the principal, or extending the maturity date of the
loan.
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Figure 6.7 HOPE NOW Alliance Program: Accumulated Borrower
Workouts (Q3 2007–Q3 2008)
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Sources: HOPE NOW, Milken Institute.
Note: Workout plans include both repayment plans and modifications.

Figure 6.8 HOPE NOW Alliance Program: Accumulated Foreclosure Sales
(Q3 2007–Q3 2008)
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Figure 6.9 Commercial Bank Lending Increases over Time
(Weekly, January 3, 1973–October 25, 2008)
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2007 and the third quarter of 2008. For more details on the number of
loans addressed by HOPE NOW from July 2007 to September 2008, see
Appendix Tables A.54 and A.55. Of course, over time more information
should become available to track how many of the loans modified by
HOPE NOW will prove to be sustainable over the long term.

Although there has been serious concern about a recent lack of
credit and liquidity within the commercial banking industry, the news
media may have given the misleading impression that credit is no longer
available and liquidity does not exist. To correct these misperceptions,
Figure 6.9 shows that various types of loans have generally shown no
sharp declines over the long period from January 3, 1973, to October
25, 2008, with the exception of commercial and industrial loans. These
loans decreased during the period from April 2001 to May 2004, at the
same time that real estate loans were rapidly increasing.

Indeed, Figure 6.10 shows the weekly percentage changes in bank
credit, commercial and industrial loans, all real estate loans, residential
real estate loans, revolving home equity loans, commercial real estate
loans, consumer loans, and interbank loans. There is no clear pattern
in these changes for different types of loans from 1973 to October 25,
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Figure 6.10 Percentage Changes in Commercial Bank Loans of Different
Types over Time (Weekly, January 3, 1973–October 25, 2008)
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2008; some are negative and others positive. The important point is that
since 2007 or so the changes have not all been negative, which would
indicate a complete drying up of credit.

Figure 6.11 shows the same type of information but for a shorter time
period and with absolute changes rather than percentage changes. Once



P1: OTA/XYZ P2: ABC
c06 JWBT079-Barth March 27, 2009 12:35 Printer Name: Courier Westford

The Landscape Shifts for Lenders 229

Figure 6.11 Changes in Commercial Bank Loans of Different Types over
Time (Weekly, January 3, 2007–October 25, 2008)
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again, the data show that there is no steady and persistent decrease in loans
outstanding by commercial banks since January 3, 2007. Indeed, bank
credit outstanding for all commercial banks increased by $482 billion, or
5 percent, in October. This means that credit is still being made available
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Figure 6.12 Net Borrowing by Households and Nonfinancial Businesses
(Quarterly, Q1 1990–Q2 2008)
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but on more stringent terms to more creditworthy borrowers. Some
banks, however, have experienced an increase in their loans when loans
they had planned to keep off their balance sheets were forced back on
and existing lines of credit were drawn on.

Despite the availability of these different types of credit, Figure 6.12
shows that net borrowing by households and nonfinancial businesses
rose to a record high of $2.8 trillion in the second quarter of 2006 and
then declined sharply by $2 trillion or 71 percent to $811 billion in the
second quarter of 2008.

Commercial banks have also increased their liquidity but only re-
cently by substantial amounts. As Figure 6.13 shows, banks held relatively
small amounts of excess reserves (between $800 million and $4.6 billion)
from October 17, 2007, to September 17, 2008. However, during the
week of September 17, 2008, excess reserves jumped to $68.8 billion,
then to $136 billion during the week of October 8, 2008, and then still
further to $363.6 billion during the week of November 5, 2008. This
indicates that banks began to accumulate excess reserves at a time when
“cash was king.” Liquidity became a matter of survival, as some banks
had significant short-term, nondeposit liabilities that required interest
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Figure 6.13 Excess Reserves Take Off
(Weekly, January 3, 2007–November 5, 2008)
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and principal payments—and it was becoming ever more difficult to roll
them over except at relatively high rates.1 Such funds were needed to
meet payrolls and to cover other ongoing operating expenses. This sit-
uation underscores the problem with borrowing short and lending long
(not to mention having too many assets with too little capital) when a
crisis occurs. Financial institutions that are highly leveraged and illiquid
are choosing a business model destined for disaster.

The Federal Reserve Intervenes to Provide
Liquidity and Higher-Quality Collateral

As the earlier quotes indicate, the Federal Reserve has not won univer-
sally rave reviews for its response to the crisis. It is therefore important
to examine some of the actions taken by the Fed to stem the bleeding in
the financial sector and to soften the decline in real economic activity.

Beginning on August 17, 2007, the Fed cut the discount rate 10 times,
from 6.25 percent to 1.25 percent on October 29, 2008. Similarly,
beginning on September 18, 2007, the Fed lowered its target federal
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Its (the Federal Reserve’s)
mistake was to cut interest
rates so dramatically at the
same time that it extended
its credit facilities. It would
have been better to lend
freely at a penalty rate.
Higher interest rates would
have made its emergency
credit more costly and led to
better-targeted lending and
less inflation.

—Barry Eichengreen
“What the Fed Can Learn
from History’s Blunders”

Financial Times
August 19, 2008

I don’t see that they’ve
achieved what they should
have been trying to achieve.
So my verdict on this
present Fed leadership is
that they have not really
done their job.

—Anna Schwartz
“Bernanke Is Fighting the

Last War”
Interview with

Brian M. Carney
The Wall Street Journal

October 18, 2008

funds rate nine times, from 5.25 percent
to 1.0 percent on October 29, 2008.2

Another steep cut followed in December
2008.

However, as Figure 6.14 shows, al-
though the federal funds rate declined
over this period, the 30-year fixed mort-
gage rate remained relatively flat from
mid-2006 to December 2008, and the
gap between the two rates widened sig-
nificantly. A portion of the widening
was due to a slight increase in mortgage
rates, which did not help improve the
affordability of fixed-rate mortgages dur-
ing 2008 as a workout option for troubled
adjustable-rate mortgages.

Figure 6.15 compares trends in the
target federal funds rate, AAA corporate
bond yield, high-yield corporate bond
yield, and Freddie Mac’s 30-year fixed
mortgage rate over the same period as
the previous figure. It basically tells the
same story but shows that reductions in
the target federal funds rate have failed to
lower high yield corporate yields or AAA
corporate bond yields. In fact, the AAA
corporate bond yield increased somewhat
at the end of the period, while high-yield
corporate bond yields increased sharply.
This move reflects the greater perceived
risk associated with these securities.

In addition to cutting the discount
rate and target federal funds rate, the Fed-
eral Reserve established a number of new
and historic programs between August
2007 and October 2008.
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Figure 6.14 Despite Federal Funds Rate Cuts, Mortgage Rates Remain
Relatively Flat (Weekly, 2007–October 31, 2008)
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Figure 6.15 Increasing Spreads between Corporate Bonds, Mortgage
Securities, and Target Federal Funds Rate (Weekly, 2007–October 31, 2008)
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First, the Term Discount Window Program (TDWP), announced on
August 17, 2007, essentially extends the term of discount window loans
from overnight to up to 90 days. Depository institutions that borrow
under either the TDWP or the conventional discount window pay the
primary credit rate.

Several months later, on December 12, 2007, came an announce-
ment of the Term Auction Facility (TAF), under which the Federal
Reserve auctions off loans to depository institutions every other Thurs-
day for a term of 28 days. The size of the auction is set (initially at
$75 billion), and depository institutions bid for the funds. The interest
rate paid is the lowest rate that exhausts the funds (or the lowest rate
proposed by any bidder if the total requests are smaller than the amount
to be auctioned). Consequently, the rate can be higher or lower than the
primary credit rate.

The Federal Reserve took further action by establishing the Term
Securities Lending Facility (TSLF) on March 11, 2008. The TSLF es-
tablishes term swaps of securities between the Federal Reserve and pri-
mary dealers, who are permitted to exchange various securities for U.S.
Treasuries for a term of 28 days. The securities are auctioned weekly,
with the amount of the auction and the Treasuries available determined
in advance of the auction. The rate is essentially the spread between
the rate on Treasuries being auctioned and the rate on the pledged
collateral presented by the primary dealers. On May 2, 2008, agency
securities, agency mortgage-backed securities (MBS), AAA/Aaa-rated
private-label real estate MBS, collateralized MBS, agency-collateralized
mortgage obligations, and other asset-backed securities were added to
the list. The Treasury securities so borrowed could then be repo-ed
overnight and used to liquefy what might otherwise be illiquid assets in
a period of market turmoil.

The Primary Dealer Credit Facility (PDCF) was announced on
March 16, 2008, extending overnight borrowing from the Federal Re-
serve to primary dealers. (Currently, there are 20 dealers with whom the
Federal Reserve trades government securities, including both banks and
investment banks.) The loans are overnight but may be renewed daily for
a period of six months or longer if conditions warrant. The interest rate
charged is the primary credit rate. The collateral requirements under the
PDCF differ somewhat from those used for regular discount borrowing.
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U.S. Treasuries, agency securities, agency MBS, and investment-grade
debt facilities can be used for borrowing.3

In addition to setting up these programs, on March 14, 2008, the
Federal Reserve Bank of New York, in conjunction with JPMorgan
Chase, provided a 28-day emergency loan to Bear Stearns. Two days
later, Bear Stearns signed a merger agreement with JPMorgan Chase in
a stock swap worth $2 a share. In addition, the Federal Reserve agreed
to issue a nonrecourse loan of $29 billion to JPMorgan Chase, thereby
assuming the risk of the less liquid assets of Bear Stearns.

As the financial problems continued, the Federal Reserve made
a dramatic move on September 16, 2008: stepping in to prevent the
financial collapse of AIG, which suffered a liquidity crisis following the
downgrading of its credit rating. This action was taken under section
13(3) of the Federal Reserve Act, which was added in 1932 and allows
the Fed to make loans under “unusual and exigent circumstances.”
Federal Reserve officials announced the creation of a credit facility with
a 24-month term (with a 2 percent fee upfront and at an interest rate of
8.50 percent on the portion it has not yet borrowed and 8.50 percent
over the three-month London Inter-Bank Offered Rate [LIBOR] on
the borrowed amount), under which AIG is allowed to draw up to $85
billion, in exchange for warrants for a 79.9 percent equity stake in AIG
and the right to suspend dividends to previously issued common and
preferred stock. AIG announced the same day that its board accepted
the terms of the Federal Reserve’s rescue package.

On October 8, 2008, the Federal Reserve Board authorized the
Federal Reserve Bank of New York to borrow securities from certain
regulated U.S. insurance subsidiaries of the AIG. Under this program,
the New York Fed may borrow up to $37.8 billion in investment-grade,
fixed-income securities from AIG in return for cash collateral. These
securities were previously lent by AIG’s insurance company subsidiaries
to third parties. Drawdowns to that date under the existing $85 billion
New York Fed loan facility have been used, in part, to settle transactions
with counterparties returning these third-party securities to AIG. This
new program allows AIG to replenish liquidity used in settling those
transactions, while providing enhanced credit protection to the New
York Fed and U.S. taxpayers in the form of an interest in these securi-
ties. On October 30, 2008, AIG said it would be able to borrow up to
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$20.9 billion from the Commercial Paper Funding Facility (CPFF) pro-
gram. This brings AIG’s maximum total borrowing from the Fed to
$143.7 billion.4

The Federal Reserve’s actions to shore up AIG did not end there.
On November 10, 2008, the interest rate on the new credit facility
was reduced to match the three-month LIBOR plus 300 basis points,
and the fee on undrawn funds was reduced to 75 basis points. The
life of the credit facility was extended from two years to five years.
The Treasury Department also announced its intention to purchase
$40 billion of newly issued AIG preferred shares under the Troubled
Asset Relief Program (TARP). This purchase allows the Federal Re-
serve to reduce from $85 billion to $60 billion the total amount available
under the original credit facility created on September 16, 2008. The
Federal Reserve Board also authorized the Federal Reserve Bank of
New York to establish two new lending facilities relating to AIG under
section 13(3) of the Federal Reserve Act.

In one new program, the Residential Mortgage-Backed Securities
Facility (RMBSF), the New York Federal Reserve Bank will lend up
to $22.5 billion to a newly formed limited liability company (LLC)
to fund the LLC’s purchase of residential mortgage-backed securities
from AIG’s U.S. securities lending collateral portfolio. AIG will make a
$1 billion subordinated loan to the LLC and bear the risk for the first
$1 billion of any losses on the portfolio. The loans will be secured by all
of the assets of the LLC and will be repaid from the cash flows produced
by these assets as well as proceeds from any sales of these assets. The
New York Fed and AIG will share any residual cash flows after the loans
are repaid. Proceeds from this facility, together with other AIG internal
resources, will be used to return all cash collateral posted for securities
loans outstanding under AIG’s U.S. securities lending program. As a
result, the $37.8 billion securities lending facility established by the New
York Fed on October 8, 2008, is expected to be repaid and terminated.

The other new facility, the Collateralized Debt Obligations Facility
(CDOF), allows the New York Federal Reserve Bank to lend up to
$30 billion to a newly formed LLC to fund the LLC’s purchase of mul-
tisector collateralized debt obligations (CDOs) on which AIG Financial
Products has written credit default swap (CDS) contracts. AIG will make
a $5 billion subordinated loan to the LLC and bear the risk for the first



P1: OTA/XYZ P2: ABC
c06 JWBT079-Barth March 27, 2009 12:35 Printer Name: Courier Westford

The Federal Reserve Intervenes to Provide Liquidity 237

$5 billion of any losses on the portfolio. In connection with the pur-
chase of the CDOs, the CDS counterparties will concurrently unwind
the related CDS transactions. The loans will be secured by all of the
LLC’s assets and will be repaid from cash flows produced by these assets
as well as the proceeds from any sales of these assets. The New York Fed
and AIG will share any residual cash flows after the loans are repaid.

The Treasury purchase of $40 billion of newly issued AIG preferred
shares is not part of the $250 billion that was set aside for purchase of
preferred shares of banks. Instead, the money will come from the $100
billion in second-round funding that President Bush requested from the
$700 bailout package, leaving $350 billion still to be allocated as of late
2008.5

Efforts have also been undertaken to address liquidity issues on a
broader global scale. On September 18, 2008, the Bank of Canada,
the Bank of England (BoE), the European Central Bank (ECB), the
Federal Reserve, the Bank of Japan, and the Swiss National Bank (SNB)
announced measures designed to ease pressures in the U.S. dollar short-
term funding markets. The Federal Open Market Committee (FOMC)
authorized a $180 billion expansion of its temporary reciprocal currency
arrangements (swap lines) to provide dollar funding for both term and
overnight liquidity operations by the other central banks. Furthermore,
to assist in the expansion of other central banks’ operations, the FOMC
on October 13, 2008, authorized increases in the sizes of its temporary
swap facilities with the BoE, the ECB, and the SNB so that these central
banks can meet demand for U.S. dollar funding. These arrangements
have been authorized through April 30, 2009.

Things did not stop here. On September 22, 2008, the Federal
Reserve allowed Goldman Sachs and Morgan Stanley to become bank
holding companies. Also, on November 10, 2008, the Federal Reserve
approved the application of American Express to become a bank holding
company. To provide increased liquidity support to these firms as they
transition to bank holding company structures, the Federal Reserve
Bank of New York was authorized to extend credit to the U.S. broker-
dealer subsidiaries of Goldman Sachs and Morgan Stanley against all
types of collateral that may be pledged at the Federal Reserve’s primary
credit facility for depository institutions or at the existing PDCF. The
Federal Reserve has also made these collateral arrangements available to
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the broker-dealer subsidiary of Merrill Lynch. In addition, the Federal
Reserve Bank of New York was also authorized to extend credit to the
London-based broker-dealer subsidiaries of Goldman Sachs, Morgan
Stanley, and Merrill Lynch against collateral that would be eligible to be
pledged at the PDCF.

Allowing these two investment banking firms to become bank hold-
ing companies raises interesting issues regarding the Gramm-Leach-
Bliley Act, which allowed the creation of financial holding companies
encompassing commercial banking, investment banking, and insurance
activities within a single entity. Some have blamed Gramm-Leach-Bliley
for the financial crisis, but this conclusion is totally wrong. Of the big
five investment banks, the three (Merrill Lynch, Lehman Brothers, and
Bear Stearns) that got into the deepest trouble were all unaffiliated with
banks. Furthermore, because banks eventually acquired two (Merrill
Lynch and Bear Stearns) of these three firms, it can be said that the
Act therefore helped the government find a satisfactory resolution for
dealing with them.

Under the $700 billion Emergency Economic Stabilization Act (see
full details in the next section of this chapter), the Federal Reserve was
authorized to pay interest on required and excess reserves of depository
institutions. On November 5, 2008, the Fed announced that the rate on
required reserves would be set equal to the average target federal funds
rate over the reserve maintenance period and the rate on excess balances
would be set equal to the lowest FOMC target rate in effect during
the reserve maintenance period. These changes became effective for the
maintenance periods beginning November 6, 2008.

On October 14, 2008, the Federal Reserve announced further de-
tails of its Commercial Paper Funding Facility (CPFF) program, created
a week earlier to provide a broad liquidity backstop for the commercial
paper market (in which corporations sell short-term debt), thus increas-
ing the availability of credit for businesses and households. Under the
CPFF, the Federal Reserve Bank of New York will finance the pur-
chase both unsecured and asset-backed commercial paper from eligible
issuers through its primary dealers (limited only to highly rated, U.S.
dollar-denominated, three-month commercial paper). Federal Reserve
pricing will be based on the then-current three-month overnight index
swap (OIS) rate plus fixed spreads. For unsecured commercial paper,
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the lending rate is the three-month OIS + 100 basis points, plus 100
basis points as an unsecured credit surcharge. For asset-backed commer-
cial paper, the lending rate is the three-month OIS + 300 basis points.
On the first day of the program, General Electric borrowed just un-
der $5 billion.6 The CPFF began on October 27, 2008, and will cease
purchasing commercial paper on April 30, 2009, unless the program is
extended.

On October 21, 2008, in a move designed to restore faith in the
safety of money market accounts, the Federal Reserve announced the
creation of the Money Market Investor Funding Facility (MMIFF) to
provide liquidity to U.S. money market investors. Under the MMIFF,
authorized under Section 13(3) of the Federal Reserve Act, the New
York Fed provides senior secured funding to special purpose vehicles
(PSPVs) as part of an industry-supported private-sector initiative to fi-
nance the purchase of eligible assets from eligible investors. Eligible assets
include U.S. dollar-denominated certificates of deposit and commercial
paper issued by highly rated financial institutions and having remaining
maturities of 90 days or less. Eligible investors include U.S. money mar-
ket mutual funds and over time may include other U.S. money market
investors. The MMIFF provides assurance that money market mutual
funds can liquidate their investments if cash is needed to cover with-
drawals from customers. The New York Fed will lend to each PSPV, on
a senior secured basis, 90 percent of the purchase price of each eligi-
ble asset; the PSPVs will hold the eligible assets until they mature, and
proceeds from the assets will be used to repay the Federal Reserve loans
and asset-backed commercial paper. The PSPVs will be authorized to
purchase up to $600 billion in eligible assets, and because the New York
Fed will provide 90 percent of the financing, Federal Reserve lending for
this program could total $540 billion. The PSPVs will cease purchasing
assets on April 30, 2009, unless the facility’s mandate is extended, and the
New York Fed will continue to fund the PSPVs until their underlying
assets mature.

The MMIFF complements the Commercial Paper Funding Facil-
ity (discussed above) and the Asset Backed Commercial Paper Money
Market Mutual Fund Liquidity Facility (AMLF, which will be discussed
later in this section), announced on September 19, 2008, which extends
loans to banking organizations to purchase asset-backed commercial
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paper from money market mutual funds. The AMLF, CPFF, and MMIFF
are all intended to improve liquidity in short-term debt markets and
thereby increase the availability of credit.

On November 25, 2008, the Fed created the Term Asset-Backed
Securities Loan Facility (TALF), under which the New York Fed will
make up to $200 billion of loans. TALF loans will have a one-year term,
will be nonrecourse to the borrower and will be fully secured by eligible
asset-backed securities (ABS). Treasury will provide $20 billion of credit
protection to the Fed in connection with the TALF. Eligible collateral
will include U.S. dollar-denominated cash (that is, not synthetic) ABS
that have a long-term credit rating in the highest investment-grade rat-
ing category (for example, AAA) from two or more major nationally
recognized statistical rating organizations (NRSROs) and do not have
a long-term credit rating of below the highest investment-grade rating
category from a major NRSRO. The underlying credit exposures of
eligible ABS initially must be auto loans, student loans, credit card loans,
or small business loans guaranteed by the U.S. Small Business Admin-
istration. All U.S. persons that own eligible collateral may participate
in the TALF. Collateral haircuts will be established by the FRBNY for
each class of eligible collateral. Haircuts will be determined based on the
price volatility of each class of eligible collateral.

On the same day, the Fed announced initiation of a program to pur-
chase the direct obligations of housing-related government-sponsored
enterprises (GSEs)—Fannie Mae, Freddie Mac, and the Federal Home
Loan Banks—and MBS backed by Fannie Mae, Freddie Mac, and Gin-
nie Mae. Purchases of up to $100 billion in GSE direct obligations under
the program will be conducted with the Fed’s primary dealers through
a series of competitive auctions. Purchases of up to $500 billion in MBS
will be conducted by asset managers selected via a competitive process.
Purchases of both direct obligations and MBS are expected to take place
over several quarters, with a start date at the end of 2008.

As a result of all these sweeping actions, the composition of the Fed’s
balance sheet changed dramatically, as shown in Table 6.1 and Figure
6.16. Its total assets grew from $880 billion in July 2007 to $885 billion
in April 2008, finally hitting $996 billion in mid-September 2008. The
increase over the entire period was 13 percent or $115 billion.
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Figure 6.16 Federal Reserve Assets Increased But Asset Quality Deteriorated
(Weekly, January 5, 2000–November 26, 2008)
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Sources: Federal Reserve, Milken Institute.

In the next two months, however, total assets more than doubled,
climbing by $1 trillion to $2.1 trillion by November 26, 2008. For
the most part, the Fed’s initial response involved simply swapping trou-
bled private-sector securities for government-sector securities or making
loans to the private sector. It was not adding to the supply of credit until
late in 2008. Apparently not until relatively late in the game did the
Fed’s concerns about inflationary pressures give way to concerns about
slowing real economic activity.

As Table 6.1 shows, the new Supplementary Financing Program that
began on September 17, 2008, led to an increase of Treasury deposits of
$459 billion in exchange for an equivalent amount of Treasury securities.
Although the Fed could have acquired such securities through open
market operations, this would have led to an expansion in the money
supply. Because this created the danger of inflation, the Fed chose the
other course of action. But despite its worries about inflation, the actual
federal funds rate has declined below the target federal funds rate, which
means the Fed has allowed an expansion in credit and thus an increase
in its total assets. Moreover, the Fed lowered the target federal funds
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rate by 50 basis points to 1.5 percent on October 8, 2008, and then
again to 1 percent on October 29, rather than maintaining it by selling
government securities through open market operations. Furthermore,
the Fed has seen its holdings of Treasury securities held outright decline
to $477 billion as of October 8, 2008. Given the increased risk exposure
of asset value declines now on the Fed’s balance sheet, its $40 billion
in capital seems shakier than it did just a short time ago. Indeed, on
October 23, 2008, the Federal Reserve reported an (unrealized) loss of
$2.7 billion on the $29 billion in troubled assets it took over from Bear
Stearns.

The overall impacts of the recent and largely unprecedented ac-
tions by the Fed are summarized in Table 6.2. It is apparent that the
balance sheet ballooned tremendously in a relatively short period of
time, as detailed above. But the Fed’s total assets back in mid-2007, be-
fore the crisis, were mainly constrained by the public’s holdings of cash
and depository institutions’ holdings of reserves. Since then, the Trea-
sury’s deposits have provided leeway for sufficient growth in the balance
sheet. As a result, the Federal Reserve’s assets now exceed $2.1 tril-
lion and its assumed responsibilities beyond targeting prices have grown
enormously.7

One concern about the Fed’s recent actions is that they may exacer-
bate inflation if the current recession follows a V-shaped recovery. The
housing price bubble came about because interest rates were capped too
low for too long. Figure 6.17 shows that from October 2002 through
April 2005, real short-term interest rates were negative. After remaining
positive for 25 months, real interest rates became negative once again
in January 2008. Indeed, they grew substantially more negative in re-
cent months than in the earlier part of the decade. The cuts in the
target federal funds rate under Chairman Bernanke have been far more
aggressive then those under his predecessor, Chairman Greenspan. As
Figure 6.18 shows, the effective federal funds rate was close to zero
in November 2008 and was actually below the target federal fund rate
for two months or so. This situation leaves little room for the Fed to
lower rates still further. Depending on how low they remain and how
long they stay low, the possibility remains that other asset bubbles may
form.
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Figure 6.17 Negative Real Short-Term Interest Rates
(Monthly, January 2000–September 2008)
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Figure 6.18 The Federal Reserve Has Little Maneuvering Room
(Daily, June 1, 2008–November 14, 2008)
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Congress and the White House Take Steps to
Contain the Damage

Congress and the White House have made their own attempts to rein
in the housing and credit crises.8 On August 31, 2007, a month after
the failure of two Bear Stearns hedge funds that were heavily invested
in securities backed by subprime mortgages, President Bush announced
a new initiative to help an estimated 240,000 families avoid foreclosure.
The Federal Housing Administration (FHA) launched the FHASecure
plan, which allows borrowers in default to qualify for refinancing if
they have strong credit histories and had been making timely mortgage
payments before their interest rates reset.

Shortly thereafter, in October 2007, the formation of HOPE NOW
was announced. This national alliance (described in greater detail earlier
in this chapter) was created to reach out to distressed homeowners and
prevent foreclosures. It is a collaboration of credit and homeowners’
counselors, mortgage servicers, and mortgage market participants that
will explore a variety of methods to reach out to at-risk homeowners,
including a direct-mail campaign to encourage at-risk borrowers to call
their mortgage servicer or credit counselors. The alliance aims to im-
prove communications between servicers and nonprofit counselors to
speed outreach and to develop and explain options for at-risk borrowers
and develop standards with investors to enable counseling sessions for
homeowners to be funded by servicing contracts.

Two months later, President Bush further announced that HOPE
NOW had developed a plan to assist up to 1.2 million homeowners by
refinancing existing loans into new private mortgages, moving them into
an FHASecure plan or freezing their current interest rates for five years.

Then, in February 2008, President Bush signed into law the Eco-
nomic Stimulus Act. While tax rebates for low- and middle-income
taxpayers and tax incentives to stimulate business investment were the
centerpiece, the package also increased the maximum size of loans eli-
gible for purchase by Fannie Mae and Freddie Mac.

Five months later, in July 2008, the Housing and Economic Recov-
ery Act (HERA) authorized the FHA to guarantee up to $300 billion
in new 30-year fixed-rate mortgages for subprime borrowers if lenders
voluntarily write down principal loan balances to 90 percent of current
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appraisal value. It also established a single regulator—the Federal Hous-
ing Finance Agency (FHFA)—for Fannie Mae, Freddie Mac, and the
Federal Home Loan Banks (all GSEs). FHFA represents a merger of the
Office of Federal Housing Enterprise Oversight (OFHEO) and the Fed-
eral Housing Finance Board (FHFB), to be finalized by July 30, 2009.
The Act also provides temporary authority to the Treasury secretary to
purchase any obligations and other securities in any amounts issued by
the GSEs involved in the mortgage market.

As the financial crisis escalated in the autumn of 2008, the federal
government made several increasingly dramatic moves. On September 7,
the FHFA placed Fannie Mae and Freddie Mac into conservatorship,
while Treasury announced a temporary program to purchase GSE
mortgage-backed securities to help make loan financing available to
home buyers.

Less than two weeks later, in an effort to head off a massive and
destructive run on assets, Treasury announced a temporary guaranty
program for money market mutual funds. On the same day, the Securities
and Exchange Commission (SEC) temporarily banned short selling,
which some believe was unduly contributing to plunging stock prices.

The most sweeping action of all came on October 3, 2008, when
the Emergency Economic Stabilization Act (EESA) was signed into
law. The Act empowers Treasury to use up to $700 billion to inject
capital into financial institutions, purchase or insure mortgage assets, and
purchase any other troubled assets that Treasury deems necessary for
market stability. In a follow-up move, Treasury unveiled the Troubled
Assets Relief Program (TARP); its initial strategy was purchasing $250
billion of senior preferred shares, with half of this amount going to nine
big financial institutions.

Each of these historic government actions is explained in greater
detail in the pages that follow.

The Economic Stimulus Act of 2008

In February 2008, this act was signed into law with the goal of boosting
the U.S. economy and averting or lessening a recession. It provided tax
rebates to low- and middle-income taxpayers, tax incentives to stimulate
business investment, and an increase in the limits imposed on mortgages
eligible for purchase by government-sponsored enterprises. The total
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cost of this bill was projected by the Congressional Budget Office at
$124 billion over 2008 to 2018.

The tax rebates were paid via checks issued to individual taxpayers
during 2008. Most taxpayers below the income limit received a rebate
of at least $300 and up to $600 per person (at least $600 and up to
$1,200 for married couples filing jointly). Businesses received a one-time
depreciation tax deduction equal to 50 percent of the cost of specified
kinds of new investment during 2008. The law also raised the limits
on the value of new productive capital that businesses may exclude
from their income as business expenses during 2008. Previously, the
limit on expensable productive capital investments had been $128,000,
reduced (but not below zero) by the amount by which the value of those
investments exceeded $510,000. The law raised those limits to $250,000
and $800,000, respectively.

Housing and Economic Recovery Act of 2008

On July 30, President Bush signed the Housing and Economic Re-
covery Act of 2008.9 This legislation covers FHA modernization and
an FHA-backed rescue plan, GSE oversight reform and backstop, tax
incentives, low-income and affordable housing, Truth in Lending Act
(TILA) reform, empowering states, and licensing.

The Act authorizes a $25 million appropriation to FHA to improve
technology, processes, and program performance; eliminate fraud; and
provide appropriate staffing. Effective January 1, 2009, it also alters the
requirements for loans that can guaranteed by the FHA: The loan limit
was increased to the lesser of 115 percent of the local median home price
or $625,500, with a floor for lower priced markets of $271,000. It also
created a 12-month stay on FHA’s proposal for risk-based premiums, set
down payment requirements at 3.5 percent, and prohibited seller-funded
down payment assistance (either direct or through a third party).

Regarding GSE oversight, the Act created a new regulator (five-
year term, appointed by the president and confirmed by the Senate)
with oversight authority similar to that of bank regulators. It established
a new affordable housing fund and capital magnet fund to be funded by a
4.2-basis-point fee on all new loans, significantly changed the affordable
housing goals, and raised the conforming loan limit (to the higher of
$417,000 or 115 percent of the local median home price, not to exceed
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$625,500; changes became effective January 1, 2009). In addition, the
Act authorized the Treasury secretary to temporarily increase the GSEs’
lines of credit and, if necessary, to buy equity in the GSEs to restore
confidence to credit markets. It also provided a role for Treasury and the
Fed in GSE oversight to ensure safety and soundness.

The law also created a voluntary program, HOPE for Homeowners
(H4H), which encourages lenders to write down the loan balance of
a borrower in distress in exchange for an FHA-guaranteed loan not to
exceed 90 percent of the newly appraised value of the home. Borrowers
would be required to pay an upfront mortgage insurance premium of 3
percent and an annual mortgage insurance premium of 1.5 percent. To
qualify, the borrower must have a debt-to-income ratio above 31 percent
on the original loan. The loan amount may not exceed a maximum
of $550,440, and the program is capped at $300 billion. This program
began on October 1, 2008, and ends September 30, 2011. Media reports
indicate, however, that it has gotten off to a rocky start.10

Under the Act, a $7,500 refundable tax credit is created for first-time
home buyers. Moreover, the Act expands the volume cap for the low-
income housing tax credit, allows for tax-exempt treatment of bonds
guaranteed by the Federal Home Loan Banks, and exempts the low-
income housing tax credit from the alternative minimum tax. The Act
also encourages the development of low-income and affordable housing
by harmonizing multifamily FHA mortgage insurance programs with
the low-income housing tax credit.

The Act requires that TILA disclosures be delivered to borrowers
seven days prior to loan closing. It requires that borrowers receive ex-
amples of how payments would change based on rate adjustments and
information on the maximum possible payment under the loan terms.
Consumers are also to receive early disclosures before paying anything
more than a nominal fee that covers the cost of a credit report.

Furthermore, the Act raises the cap by $11 billion on tax-free bonds
that state housing finance agencies may use to help at-risk homeowners
by refinancing troubled loans. It also appropriates $4 billion for states
to purchase and renovate abandoned and foreclosed properties, reducing
the blight and neglect in communities with high foreclosure rates. In
addition, it encourages state officials to create a national licensing system
for residential loan originators, allows HUD to create its own national
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licensing system if the states fail, establishes minimum qualifications for
all loan originators, and requires federal regulators to create a registry
for banks and thrift employees who originate loans.

Conservatorship of Fannie Mae and Freddie Mac

On September 7, 2008, the federal government seized control of Fannie
Mae and Freddie Mac, with FHFA appointed as conservator and charged
with overseeing their affairs and bringing them back to financial health.
To promote stability in the secondary mortgage market and lower the
cost of funding, the GSEs were charged with modestly increasing their
mortgage-backed security (MBS) portfolios through the end of 2009.
Then, to address systemic risk, their portfolios will be gradually re-
duced by 10 percent per year, largely through natural runoff, eventually
stabilizing at a lower, less risky size.

The move was structured so that each company would maintain a
positive net worth. Treasury receives senior preferred stock with a liq-
uidation preference, an upfront $1 billion issuance of senior preferred
stock with a 10% coupon from each GSE, quarterly dividend payments,
warrants representing an ownership stake of 79.9% in each GSE going
forward, and receives a quarterly fee starting in 2010. The agreements are
spelled out in contracts between Treasury and each GSE; they are indef-
inite in duration and have a capacity of $100 billion each. If the FHFA
determines that a GSE’s liabilities have exceeded its assets under generally
accepted accounting principles, Treasury will contribute cash capital to
the GSE equal to the difference between liabilities and assets. An amount
equal to each such contribution will be added to the senior preferred
stock held by Treasury, which will be senior to all other preferred stock,
common stock, or other capital stock to be issued by the GSE.

The agreements also specify many other terms and conditions. With-
out the prior consent of Treasury, each GSE shall not make any payment
to purchase or redeem its capital stock or pay any dividends (other than
dividends on the senior preferred stock); issue capital stock of any kind;
enter into any new or adjust any existing compensation agreements
with “named executive officers”; terminate conservatorship other than
in connection with receivership; sell, convey, or transfer any of its assets
outside the ordinary course of business except as necessary to meet their
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obligation under the agreements to reduce their portfolio of retained
mortgages and MBS; increase its debt to more than 110 percent of its
debt as of June 30, 2008; and acquire or merge with another entity. Also,
each GSE’s retained mortgage and mortgage-backed securities portfolio
shall not exceed $850 billion as of December 31, 2009, and shall decline
by 10 percent per year until it reaches $250 billion.

In the meantime, Treasury established a new secured lending credit
facility that will be available to Fannie Mae, Freddie Mac, and the Federal
Home Loan Banks. The GSE Credit Facility (GSECF) will provide
secured funding on an as-needed basis under terms established by the
Treasury secretary. Funding is provided directly by Treasury from its
general fund held at the Federal Reserve Bank of New York in exchange
for guaranteed MBS issued by Freddie Mac and Fannie Mae or advances
made by the Federal Home Loan Banks. All such assets pledged against
loans are acceptable with appropriate collateral margins as determined
by Treasury.

To further support the availability of mortgage financing for millions
of Americans, Treasury launched a temporary program to purchase GSE
MBS. Treasury is committed to investing in agency MBS, with the size
and timing subject to the discretion of the Treasury secretary. The scale
of the program will be based on developments in the capital markets and
housing markets. Treasury can hold this portfolio of MBS to maturity
and, based on mortgage market conditions, may make adjustments to
the portfolio. This program will expire on December 31, 2009, with
Treasury’s temporary authorities granted by the Congress in the Housing
and Economic Recovery Act of 2008.

Because the GSEs are in conservatorship, it has been decided that
they will no longer be managed with a strategy to maximize common
shareholder returns, a strategy that historically has encouraged risk-
taking. It is not clear exactly what the new strategy is going to be. It
should also be noted that holders of the subordinated debt of these two
GSEs were not wiped out. This is important because some have argued
that by putting such debt holders at risk of loss, the yield on a firm’s
debt relative to the yield on U.S. Treasury securities will then serve as a
market-based indicator of the risks being taken by the firm. Government
bailouts, however, reduce the value of such an indicator.
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Figure 6.19 Spreads of Fannie Mae and Freddie Mac Debt Yields
over Treasury Rates Reaches All-Time High
(Daily, January 1, 2008–November 19, 2008)
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It is interesting that after Fannie Mae and Freddie Mac were placed
in the conservatorship, the yields on three-year debt issued by the two
institutions compared to the yield on comparable-maturity Treasury
securities rose to an all-time high, as shown in Figure 6.19. This indicates
that there is still some concern on the part of investors about what will
eventually happen to the two companies because the government has
not provided an explicit guarantee on the debt issued by them.

Guaranty Program for Money Market Funds

On September 19, 2008, Treasury announced the establishment of a
temporary guaranty program for the U.S. money market mutual fund
industry, under authority of the Gold Reserve Act of 1934. This Act,
which was amended in 1976, allows Treasury’s Exchange Stabilization
Fund to “. . . deal in gold, foreign exchange, and other instruments
of credit and securities the secretary considers necessary” subject to
approval of the president.11 For the next year, Treasury pledged to in-
sure the holdings of any publicly offered eligible money market mutual
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fund—both retail and institutional—that pays a fee to participate in the
program. It was established due to concerns about the net asset value of
money market funds falling below $1, which Treasury believed would
exacerbate global financial market turmoil and cause severe liquidity
strains in world markets.

This action followed as the report on September 16, 2008, that
Reserve’s Primary Fund broke the buck, with its shares worth only 97
cents on the dollar, largely because of its investments in the short-term
debt of Lehman Brothers. Many money market mutual funds are a key
source of funding for corporations to pay for payroll and other key
short-term operating expenses.

Temporary Ban on Short Selling in Financial Companies

In June 2007, the SEC had abolished the uptick rule, which stated that
a stock could not be shorted unless it had gone up in price.12 But as the
financial crisis gained momentum, the SEC took temporary emergency
action on September 19, 2008, to prohibit short selling—and not just
naked short selling (in which investors can short a stock without first
borrowing the shares). The SEC’s action initially applied to the securities
of 799 companies and was scheduled to terminate on October 2. How-
ever, the ban was subsequently extended to October 8 and expanded to
nearly 1,000 stocks. The prohibition covered not just financial compa-
nies but also companies like GM, GE, and IBM, which have significant
revenue derived from financial activities. Shortly after the ban expired,
selected traders were once again allowed to take short positions in even
the companies on the list.

The purpose of the ban was to protect companies from a collapse
in their stocks prices due to short sellers betting against the companies.
Some argue, however, that a firm’s financial condition, not short sell-
ers, causes its stock price to decline. Studies will undoubtedly examine
this tumultuous period to determine whether the ban had the desired
effect. It is also interesting to note that there are hedge funds whose
business strategy is based on short sales, and they were adversely af-
fected, demonstrating that changes in government regulations can have
unintended consequences.
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The Emergency Economic Stabilization Act (EESA)

After a swift but bitter debate on Capitol Hill came to a close, the EESA
was signed into law on October 3, 2008. (When Congress initially re-
jected an earlier version of this legislation on September 29, 2008, the
Dow Jones Industrial Average fell by 778 points.) The Act empowered
Treasury to use up to $700 billion to inject capital into financial institu-
tions, to purchase or insure mortgage assets, and to purchase any other
troubled assets that Treasury and the Federal Reserve deem necessary to
promote financial market stability.

The TARP portion of the legislation gave Treasury $250 billion
immediately, then required the president to certify that additional funds
were needed ($100 billion, then $350 billion subject to Congressional
disapproval). Treasury must report on the use of the funds and the
progress in addressing the crisis. EESA also establishes an oversight board
so that—in theory—Treasury cannot act in an arbitrary manner. It also
calls for a special inspector general to protect against waste, fraud, and
abuse.

The new law also gives the Federal Reserve the authority to pay
interest on reserves and temporarily increases FDIC and National Credit
Union Administration (NCUA) deposit insurance from $100,000 up to
$250,000 until December 31, 2009. The Act temporarily raises the bor-
rowing limits at Treasury for the FDIC and the National Credit Union
Share Insurance Fund. It also restates the SEC’s authority to suspend the
application of Financial Accounting Standards Board Statement No. 157
(Fair Value Measurements, or FAS 157) if the SEC determines that it is
in the public interest and protects investors.

It should be noted that in setting up TARP, discussions revolved
around exactly how Treasury would spend the authorized funds. Some
of this discussion revolved around whether to follow the models set by
three earlier government operations set up to deal with similar problems
in past crises:

� Reconstruction Finance Corporation (RFC; 1932): The RFC
was created during the Hoover administration in 1932 and re-
tained by President Roosevelt. It provided aid to state and local
governments and made loans to banks, railroads, farm mortgage
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associations, and other businesses, with most repaid. It eventually
ended operation in 1957.

� Home Owner’s Loan Corporation (HOLC; 1933): The
HOLC was established by the Home Owners Loan (or Refinancing)
Act under President Franklin D. Roosevelt. Under the Act, Treasury
was authorized to invest in HOLC stock. It could also issue bonds.
The HOLC was used to extend shorter-term loans to fully amor-
tized, longer-term loans, helping to refinance troubled mortgages
and prevent foreclosure. The HOLC ended its operation in 1951,
reportedly having earned a small profit.

� Resolution Trust Corporation (RTC; 1989): The RTC was cre-
ated by the Financial Institutions Reform Recovery and Enforce-
ment Act (FIRREA) of 1989. It was a government-owned asset
management company that would manage and resolve all formerly
FSLIC-insured institutions that were placed under conservatorship
or receivership from January 1, 1989, through August 9, 1992. The
assets liquidated by the RTC were primarily real estate-related as-
sets, including mortgage loans, that had been assets of savings and
loan associations (S&Ls) declared insolvent by the Office of Thrift
Supervision during the S&L crisis of the 1980s. The RTC ended
operations in 1995.

Troubled Assets Relief Program (TARP)

Shortly after the EESA was passed, on October 14, 2008, Treasury
announced the TARP Capital Purchase Program (CPP) to purchase
up to $250 billion of senior preferred shares in financial institutions
(following the British approach of boosting bank capital in exchange for
equity stakes). The program was available to qualifying U.S. controlled
banks, savings associations, and certain bank and savings and loan holding
companies engaged only in financial activities that elect to participate by
November 14, 2008.

The program called for Treasury to determine eligibility and allo-
cations for interested parties after consulting with the appropriate fed-
eral banking agency. The minimum subscription amount available to a
participating institution is 1 percent of risk-weighted assets. The max-
imum subscription amount is the lesser of $25 billion or 3 percent of
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risk-weighted assets. Treasury funded the senior preferred shares pur-
chased under the program by year-end 2008. The senior preferred shares
qualify as Tier 1 capital and rank senior to common stock and pari passu
(which is at an equal level in the capital structure) with existing preferred
shares, other than preferred shares, which by their terms rank junior to
any other existing preferred shares.

The senior preferred shares pay a cumulative dividend rate of 5 per-
cent annually for the first five years and reset to a rate of 9 percent
annually after year five. The senior preferred shares are nonvoting, other
than class voting rights on matters that could adversely affect the shares.
The senior preferred shares are callable at par after three years. Prior to
the end of three years, the senior preferred may be redeemed with the
proceeds from a qualifying equity offering of any Tier 1 perpetual pre-
ferred or common stock. Treasury may also transfer the senior preferred
shares to a third party at any time. In conjunction with the purchase
of senior preferred shares, Treasury receives warrants to purchase com-
mon stock with an aggregate market price equal to 15 percent of the
senior preferred investment. The exercise price on the warrants is the
market price of the participating institution’s common stock at the time
of issuance, calculated on a 20-trading-day trailing average.

Companies participating in the program must adopt Treasury’s stan-
dards for executive compensation and corporate governance for the
period during which Treasury holds equity issued under this program.
These standards generally apply to the chief executive officer, the chief
financial officer, and the three other most highly compensated executive
officers. The financial institution must meet certain standards, includ-
ing (1) ensuring that incentive compensation for senior executives does
not encourage unnecessary and excessive risks that threaten the value of
the financial institution; (2) required clawback of any bonus or incentive
compensation paid to a senior executive based on statements of earnings,
gains, or other criteria that are later proven to be materially inaccurate;
(3) prohibition on the financial institution from making any golden
parachute payment to a senior executive based on the Internal Rev-
enue Code provision; and (4) agreement not to deduct for tax purposes
executive compensation in excess of $500,000 for each senior executive.

On October 28, 2008, the first round of $125 billion disbursed un-
der the TARP Capital Purchase Program was allocated to nine of the
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nation’s largest financial institutions. On November 14, $33.6 billion
was allocated to 21 institutions as part of the $125 billion second round.
Another 23 institutions received an additional $2.9 billion on November
21, brining the total funds allocated under the TARP Capital Purchase
Program to $161 billion. The amounts injected into each of these insti-
tutions are provided in Table 6.3, and the relative importance of these
amounts to some of these institutions is shown in Table 6.4. Treasury
officials originally said the department would release a list of institutions
at the time they were selected to receive capital injections from TARP
but later decided to let the recipient institutions make the announce-
ments at that time, with Treasury later posting a list when payments are
actually made.

It may be that some of the selected institutions were being rewarded
for having already acquired, or perhaps being prompted to acquire,
troubled financial institutions. Indeed, it was reported that National
City, after being told it should not expect to receive a capital injection
from Treasury, announced its acquisition by PNC Financial Services
Group, which indicated that it did receive an injection of $7.7 billion.13

The use of TARP funds in this way puts Treasury, which does not
disclose the criteria it relies on, in a position of picking winners and
losers, especially in cases where weaker financial institutions are denied
capital and thereby forced into being acquired by those institutions that
are allowed access to the available funds. The benefit of this procedure,
however, is that it potentially relieves the FDIC from having to seize
weaker institutions that might otherwise fail. (Interestingly enough, the
Federal Deposit Insurance Corporation Improvement Act of 1991 was
designed to require bank supervisors to take prespecified actions, includ-
ing requiring banks to recapitalize themselves, when bank capital starts
to decline below certain “prompt corrective action” threshold levels.
Apparently, this act did not have the desired effect insofar as government
capital has been injected into banks.)

On November 12, 2008, Treasury announced that it was evaluating
programs that would further leverage the impact of a TARP investment
by attracting private capital, potentially through matching investments.
In this regard, Table 6.5 shows that sovereign wealth funds had already
made investments in selected U.S. financial institutions (Citigroup, Mer-
rill Lynch, and Morgan Stanley) before the Treasury injected capital
in these firms under CPP. The table also shows the initial investment
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amounts and the current value of those investments as of November 4,
2008. Furthermore, Treasury was also considering broadening access
to nonbank financial institutions not eligible for the current capital
program.

On November 21, 2008, the Office of the Comptroller of the Cur-
rency (OCC) announced that it had granted its first conditional prelim-
inary approval of a new type of national bank “shelf-charter,” designed
to facilitate new equity investments in troubled depository institutions.
The new mechanism involves the granting of preliminary approval to in-
vestors for a national bank charter. The charter remains inactive, or “on
the shelf,” until such time as the investor group is in a position to acquire
a troubled institution. By granting the preliminary approval, the OCC
expands the pool of potential buyers available to buy troubled institu-
tions and in particular the new equity capital available to bid on troubled
institutions through the FDIC’s bid process. The first such approval was
granted on November 24, 2008, to establish the Ford Group Bank.

An additional or alternative approach is to ask or require debt holders
to swap their debt for an equity share in a troubled institution. This
particular approach to help recapitalize institutions, however, has not
received much attention. Although it is not clear why it was apparently
left off the menu of options, it should receive more serious consideration.
Rather than protecting all debt holders from sizable losses to maintain
confidence in at least the biggest financial institutions, debt/equity swaps
have the benefit of relieving at least a portion of the stability-enhancing
obligation of the government to inject capital into institutions and/or
guarantee their debts.

As of November 21, 2008, 53 “winning” publicly traded institu-
tions had received capital injections. The capital injections amounted to
$161.5 billion. Privately held institutions have until December 8, 2008,
to apply for funds. This means that $88.5 billion remains to be allocated.
The names of the “losing” institutions have not been publicly revealed.
The intent of the capital injections is to encourage lending on a larger
scale and improve investor confidence in banks.

The Treasury, FDIC, and the Fed issued the “Interagency Statement
on Meeting the Needs of Creditworthy Borrowers” on November 12,
2008. It stated that the agencies expect all banking organizations to fulfill
their fundamental role in the economy as intermediaries of credit to busi-
nesses, consumers, and other creditworthy borrowers. They expressed
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the concern that if banking organizations tighten their underwriting
standards excessively or retreat from making sound credit decisions, cur-
rent market conditions may be exacerbated, leading to slower growth
and potential damage to the economy as well as the long-term interests
and profitability of individual banking organizations.

On November 24, 2008, up to $306 billion of Citigroup’s assets (an
asset pool of loans and securities backed by residential and commercial
real estate and other such assets on Citigroup’s balance sheet) were guar-
anteed by the government. Under this plan, Citigroup takes the first
loss up to $29 billion, and any loss in excess of that amount is shared by
the government (90 percent) and Citigroup (10 percent). Treasury (via
TARP) takes the second loss up to $5 billion, while FDIC takes the third
loss up to $10 billion. The Federal Reserve funds the remaining pool
of assets with a nonrecourse loan, subject to Citigroup’s 10 percent loss
sharing, at a floating rate of overnight interest swap plus 300 basis points.

A New Tax Break for Banks

Attracting little notice at the time, Treasury issued a new regulation
(Notice 2008-83) on September 30, 2008, allowing banks—and only
banks—that acquire another bank to offset their profits with losses from
the loan portfolio of the acquired bank. Because the corporate tax rate
is 35 percent, this means acquiring banks can avoid paying $35,000 in
taxes for every $100,000 in losses they can use to offset profits. This cre-
ated tremendous incentive for healthier institutions to acquire troubled
institutions. (For example, Wells Fargo is acquiring Wachovia. Some
media reports estimated that Wells Fargo may be able to use losses of
more than $70 billion to obtain tax savings of $19.4 billion—exceeding
the $15.1 billion it paid for Wachovia. It was also reported by news
media that PNC was set to receive large tax breaks.14) It is interesting to
note that the tax law being changed was designed precisely to prevent
tax-motivated acquisitions of corporations losing money.

In addition, Treasury also implemented a tax break that allows com-
munity banks suffering losses on preferred stocks in Fannie Mae and
Freddie Mac to treat those losses as ordinary losses rather than capital
losses. These tax benefits to banks are in addition to the $700 billion avail-
able under the TARP and will further increase the federal budget deficit.
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The FDIC Takes Steps to Instill Greater Confidence
in Depository Institutions

FDIC analysis suggests
that a 5 percent reduction in
uninsured deposits would
reduce Gross Domestic
Product growth by 1.2
percent per year in a normal
economy and 2.0 percent
per year in a stressed
economy. With U.S.
economic growth currently
stressed, a run of this
magnitude could result in,
or deepen and prolong,
recession. FDIC data
indicate rapid and
substantial outflows of
uninsured deposits from
institutions that are
perceived to be stressed. The
systemic nature of this threat
is further evidenced by the
increasing number of bank
failures.

—Federal Deposit
Insurance Corporation

12 CFR Part 370
October 23, 2008

[6714-01-P]

Before discussing the steps taken by FDIC
to deal with the financial crisis, it is
important to discuss trends in deposi-
tory institutions in recent years. Figure
6.20 shows that the number of FDIC-
insured “problem” institutions (those in
weak condition, which are placed under
greater regulatory scrutiny) rose to a high
of 136 in 2002 as a result of the 2001 re-
cession and then declined to a low of 50
in 2006 before rising once again to 117
institutions in June 2008.

The situation looks somewhat differ-
ent when examined in terms of the total
assets held by problem institutions. Al-
though these assets followed a path similar
to the number of problem institutions,
Figure 6.21 shows that total assets reached
a high of $78.3 billion, which was
roughly double the figure following the
recession at the beginning of the decade.

Both of these tallies conspicuously
omit Washington Mutual (the largest
banking failure in U.S. history), which
was acquired by JPMorgan Chase in
September 2008, and Wachovia, which
was later acquired by Wells Fargo. These
two troubled institutions were presum-
ably not included in the problem bank list
because of their size. Officials no doubt
feared that if the public learned more
than $1 trillion in assets were held in
problem institutions, that announcement
might trigger a catastrophic run on all
banks.
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Figure 6.20 Number of FDIC-Insured “Problem” Institutions
Number of institutions
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The determination that an institution should be placed in the FDIC’s
problem list is based on the CAMELS rating system, with C representing
capital adequacy, A asset quality, M management, E earnings, L liquidity,
and S sensitivity to market risk. The scores range between 1 and 5, with

Figure 6.21 Assets of FDIC-Insured “Problem” Institutions
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the best banks rated a 1 and the worst banks rated a 5. Banks with 4
and 5 overall ratings are put on the problem list. However, the problem
bank list is not made public and neither are examination reports of
banking institutions prepared by the regulatory authorities. The agency
periodically releases only the number of institutions on the list and their
total assets.

In response to the growing number of weakened institutions and
several high-profile bank failures, the FDIC took steps to instill greater
confidence in all federally insured depository institutions. On October
3, 2008, the EESA temporarily raised the basic limit on federal deposit
insurance coverage from $100,000 to $250,000 per depositor.15 The
increased deposit insurance limit means that an individual with $250,000
to deposit can now put it all in one bank rather than splitting it into
deposits at least three banks to be guaranteed coverage. The legislation
provides that the basic deposit insurance limit will return to $100,000
after December 31, 2009.

“The FDIC is taking this unprecedented action because we have
faith in our economy, our country, and our banking system,” said FDIC
Chairman Sheila C. Bair. “The overwhelming majority of banks are
strong, safe, and sound. A lack of confidence is driving the current tur-
moil, and it is this lack of confidence that these guarantees are designed
to address.”16 There are two questions that arise with respect to this
comment. First, if “the overwhelming majority of banks are strong, safe,
and sound,” why do they require capital injections? Second, what is the
“lack of confidence” that is “driving the current turmoil?”

The FDIC’s reserves had fallen to $45.2 billion as of June 30, 2008,
representing 1.01 percent of insured domestic deposits—well below the
statutory ratio of 1.15 percent. To rectify the situation, on October 7,
2008, the FDIC adopted a plan to replenish reserves. It also proposed new
rules to increase the rates banks pay for deposit insurance and adjusted
the process by which those rates are set. Currently, banks pay anywhere
from five basis points to 43 basis points for deposit insurance. Under
the proposal, the assessment rate schedule would be raised uniformly
by 7 basis points (annualized) beginning on January 1, 2009. Beginning
with the second quarter of 2009, changes would be made to the deposit
insurance assessment system to make the increase in assessments fairer by
requiring riskier institutions to pay a larger share. Together, the proposed
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changes would help ensure that the reserve ratio returns to at least 1.15
percent by the end of 2013.17

Proposed changes to the assessment system include assigning higher
premiums to institutions with a significant reliance on secured liabilities,
which generally raise the FDIC’s loss in the event of failure. The proposal
also would assess higher rates for institutions with a significant reliance
on brokered deposits but, for well-managed and well-capitalized institu-
tions, only when accompanied by rapid asset growth. (Brokered deposits
combined with rapid asset growth have played a role in a number of
costly failures, including some recent ones.) The proposal also would
provide incentives by reducing rates for institutions to hold long-term
unsecured debt and, for smaller institutions, high levels of Tier 1 capital.
The FDIC also voted to maintain the Designated Reserve Ratio at 1.25
percent as a signal of its long-term target for the fund.

On October 14, 2008, Secretary Paulson signed the systemic risk
exception to the FDIC Act after receiving a recommendation from the
boards of the FDIC and the Federal Reserve and consulting with the
president. This move enabled the FDIC to temporarily guarantee the se-
nior debt of all FDIC-insured institutions and their holding companies,
as well as deposits in non-interest-bearing deposit transaction accounts.
Regulators were to implement an enhanced supervisory framework to
assure appropriate use of this new Temporary Liquidity Guarantee Pro-
gram (TLGP). The ability to issue guaranteed debt under the program
was scheduled to expire on June 30, 2009, and the full protection for
deposits in non-interest-bearing transaction deposit accounts would re-
vert back to the statutory limits on December 31, 2009. Under the plan,
certain newly issued senior unsecured debt (the Debt Guarantee Pro-
gram) issued on or before June 30, 2009, would be fully protected in the
event the issuing institution subsequently fails or its holding company
files for bankruptcy. This includes promissory notes, commercial paper,
interbank funding, and any unsecured portion of secured debt. Cover-
age would be limited to June 30, 2012, even if the maturity exceeds
that date. This guarantee will enable banks to use other shorter-term
guaranty programs until they are able to issue the longer-term debt with
the government guarantee.

Participants were to be charged a 75-basis-point fee to protect their
new debt issues, and a 10-basis-point surcharge was to be added to
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a participating institution’s current insurance assessment to fully cover
the non-interest-bearing deposit transaction accounts. The other part
of the program provides for a temporary unlimited guarantee of funds
in non-interest-bearing transactions accounts (the Transaction Account
Guarantee Program or TAG).18

On November 21, 2008, FDIC strengthened TLGP. Chief among
the changes is that the debt guarantee will be triggered by payment
default rather than bankruptcy or receivership. Another change is that
short-term debt issued for one month or less will not be included in the
TLGP. Eligible entities will have until December 5, 2008, to opt out
of TLGP. The fee structure was changed to a sliding scale, depending
on length of maturity. Shorter-term debt will have a lower fee structure
and longer-term debt will have a higher fee. The range will be 50 basis
points on debt of 180 days or less, and a maximum of 100 basis points
for debt with maturities of one year or longer on an annualized basis.
It is not yet clear how all these types of guarantees affect the allocation
of investor funds among institutions and financial instruments and across
countries.

The FDIC also adopted a mortgage modification program in August
2008 to address foreclosures after it took over IndyMac Bank (which be-
came IndyMac Federal Bank). Under the program, eligible mortgages
would be modified into mortgages permanently capped at the current
Freddie Mac survey rate for conforming mortgages. Modifications are
designed to achieve sustainable payments at a 38 percent debt-to-income
(DTI) ratio of principal, interest, taxes, and insurance. To reach this met-
ric for affordable payments, modifications could adopt a combination of
interest rate reductions, extended amortization, and principal forbear-
ance. Interest rate reductions below the current Freddie Mac survey rate
may be made for a period of five years where such reductions are neces-
sary to achieve a 38 percent DTI, and the reduced rate is consistent with
maximizing net present value. For these loans, after five years, the interest
rate would increase by no more than 1 percent per year until it is capped
at the Freddie Mac survey rate where it would remain for the balance of
the loan term. Other modification features could be combined with an
interest rate reduction, as necessary and consistent with maximizing the
value of the mortgage, to achieve sustainable payments. Modifications
are offered to borrowers only where doing so will achieve an improved
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value for IndyMac Federal Bank or for investors in securitized or whole
loans.

The Government’s Actions Drive up
the Deficit

The federal government’s actions have been piecemeal—and largely re-
active rather than proactive—responses to the mortgage market melt-
down and the spreading financial crisis, which have now depressed the
real economy. They have not so far addressed the bigger and more long-
term issue of how to reform the structure of regulation and supervision
to prevent a similar crisis from happening again.

The crisis and the onset of recession have contributed to a significant
increase in the federal budget deficit, as shown in Figure 6.22, and a rise
in the federal public debt–to-GDP ratio, as shown in Figure 6.23. Some
of the steps taken to deal with trouble financial institutions, moreover, are
not recorded in the federal budget totals. The outlook for the deficit and
the national debt given all these developments is anything but bright and
may constrict the government’s future ability to invest in infrastructure,
health care, education, alternative energy, and other areas.

Figure 6.22 Federal Budget Surplus (Deficit)–to-GDP Ratio
(1976–September 2008)
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Figure 6.23 Federal Public Debt–to-GDP Ratio (1976–September 2008)
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In addition, on October 20, 2008, Fed Chairman Ben Bernanke
said a new fiscal stimulus package “seems appropriate” in view of the
continuing weak economy.19 Any additional spending attached to a new
stimulus will only worsen the deficit.

Table 6.6 provides a summary of all the different federal govern-
ment programs—including those of the Federal Reserve, Treasury, the
FDIC, and other agencies—that have been announced in response to
the turmoil as of November 25, 2008. A tally indicates that the loans,
guarantees, and investments committed under these programs total at
least $7.5 trillion.

In summary, only piecemeal fixes have been implemented so far,
frequently saving only one financial institution at a time or zigzagging
from one approach to another.

Other countries have also taken similar fixes to deal financial prob-
lems. Table 6.7 shows that the United States has committed to the largest
financial rescue package, not surprisingly given the size of its financial
sector. Several of the countries have also expanded their deposit guar-
antees. But eventually, longer-term proposals will have to be considered
for overhauling regulation and forming strategies to prevent this type of
chaos from ever happening again.
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Table 6.7 Size of Financial Rescue Packages and Expanded Deposit Guarantees

Total Bailout and Stimulus Expanded
GDP (US$ Package (US$ Billions, Deposit

Billions, 2007) as of November 25) Guarantees

Austria 323 100 n/a
France 2,271 50–450 n/a
Germany 2,915 151–645 Yes
India 878 41 n/a
Japan 4,377 68 n/a
Netherlands 678 44–250 Yes
Russia 989 209–210 n/a
Singapore 137 100 n/a
South Korea 888 80–130 Yes
Spain 1,233 111 n/a
Sweden 394 190 Yes
Switzerland 389 66 n/a
United Kingdom 2,436 450–590 Yes
United States 13,808 7,510 Yes

Sources: BusinessWeek, December 1, 2008; Financial Times, November 14, 2008; Milken Institute.

Most important of all, the government must perform extensive
counterfactual analyses to provide information as to what would have
happened under scenarios involving different federal responses. Such
analyses would be invaluable in designing strategies for heading off fu-
ture crises. In the next chapter, various proposals are discussed with this
goal in mind.
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Chapter 7

Where Should We Go
from Here?

But whether incipient bubbles can be detected in real time and whether, once
detected, they can be defused without inadvertently precipitating still greater
adverse consequences for the economy remain in doubt . . . [F]inding a way
to identify bubbles and to contain their progress would be desirable, though
history cautions that prospects for success appear slim.

—Alan Greenspan, Former Chairman of the Federal Reserve
Remarks before the Economic Club of New York

New York City
December 19, 2002

Executives at U.S. mortgage giant Fannie Mae like to tell their critics that
the American method of financing home loans is the “envy of the world.”

—James R. Hagerty

Fannie Says U.S. Housing Finance Is Program Envied By the World; Italy,
Among Others, Sees Flaws

—The Wall Street Journal
July 12, 2004
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288 WHERE SHOULD WE GO FROM HERE?

Providing assistance to developing countries in strengthening their financial
institutions—for example, by improving bank regulation and supervision
and by increasing financial transparency—could lessen the risk of financial
crises and thus increase both the willingness of those countries to accept capital
inflows and the willingness of foreigners to invest there.

—Ben S. Bernanke, Governor of the Federal Reserve
“The Global Saving Glut and the U.S. Current Account Deficit”

Virginia Association of Economics, Richmond, Virginia
March 10, 2005

Congress is contemplating a serious tightening of regulations to make the
new forms of lending more difficult. New research from some of the leading
housing economists in the country, however, examines the long history of
mortgage market innovations and suggests that regulators should be mindful
of the potential downside in tightening too much.

—Austan Goolsbee
“ ‘Irresponsible’ Mortgages Have Opened Doors to Many of

the Excluded”
The New York Times

March 29, 2007

We have a lot of specialists and high-powered organizations. But they don’t
warn us of the array of potential problems in advance, and nobody seems
to have a well-tuned plan to handle them. Given the threats posed by the
financial crisis, a better framework for dealing with systemic crises is urgently
needed. The policies recently instituted by the Treasury and the Federal
Reserve to deal with financial crises seem improvised, rather than part of a
consistent, well-articulated policy. There is still a risk that financial dominoes
will begin to fall. . . . If the Bear Stearns crisis had such a potential for disaster,
what will we do if a major hedge fund fails or if several crises happen at once?
The government has already felt it necessary to take measures to bail out
Fannie Mae and Freddie Mac. What if the next case is worse? No one in
government seems to feel a responsibility for warning about such possibilities
and formulating a detailed policy for dealing with them.

—Robert J. Shiller
“Crisis Averted. What of the Next One?”

Economic View, The New York Times
August 9, 2008
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Key Factors That Should Drive Reform

Through the end of 2008, the response to the mortgage meltdown
consisted of temporary fixes, as discussed in Chapter 6. Reacting to
events rather than anticipating them, the government largely improvised
serial bailouts to contain the damage, which spread throughout the
financial sector and into the real economy. The damage has also spread
to other countries around the world.

So where should we go from here? The answer must be based on
a careful consideration of how the initial problems arose and how they
evolved over time into a full-blown crisis.

There are essentially three interrelated factors that together gave rise
to the housing bubble and its subsequent collapse: liquidity, credit, and
leverage. Liquidity and credit are two sides of the same coin. In the low-
interest-rate environment of 2001 to 2004, liquidity was plentiful, and
as investors searched for higher yields, they fueled a credit boom in the
housing sector. Home mortgage originations skyrocketed to an all-time
high, while housing starts and sales also set new records. The outpouring
of credit that financed all this activity was provided by highly leveraged
financial institutions. The loans they did not keep on their own balance
sheets were securitized and sold to investors around the world.

The brakes were suddenly slammed when the home price bub-
ble burst and the excess inventory of homes swelled. These two
factors—coupled with an alarming rise in home foreclosures—signaled
that this was the beginning of an actual crisis rather than a tempo-
rary retrenchment. The initial government responses sometimes reversed
course, and officials failed to clearly convey their intended purposes;
these moves proved ineffective at halting the spreading carnage. The
government’s flip-flops did not help calm the public and instill confi-
dence that our financial institutions were safe and sound, nor did they
offer real hope that progress was quickly being made to stabilize the
financial sector.

Once home prices collapsed and an increasing number of homes
fell into foreclosure, certain long-overdue lessons became crystal clear to
everyone. Financial institutions rapidly reversed course from the days of
easy credit and rushed to deleverage. There was a sectorwide move to
quickly repair balance sheets by raising more capital and selling off assets
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290 WHERE SHOULD WE GO FROM HERE?

before values fell still further. But while this behavior makes sense on
the individual firm level, the ramifications can be serious when many
firms attempt to deleverage all at once.

The immediate results produced a credit crunch and liquidity freeze.
Financial institutions sharply raised lending standards and curtailed credit
lines, as they themselves were attempting to roll over credit that had been
extended to them. The rush was on to obtain and hold onto cash to
meet payrolls and cover other ongoing operating expenses.

Hanging over everything was growing uncertainty about the value of
various assets backed with home mortgages, especially subprime home
mortgages; as home prices fell further and foreclosures mounted, those
worries only intensified. No one knew for sure exactly where the most
troubled assets were held and how much their values would fall—because
those assets were scattered on the balance sheets of multiple financial in-
stitutions and embedded in many different pools of loans that were serv-
ing as collateral for complex mortgage-backed securities or collateralized
debt obligations. Uncertainty, heightened by a lack of transparency, is
the biggest enemy of capital markets.

It perhaps came as a rude awakening to financial institutions and
investors that holding many individual mortgages on the balance sheet
or combining them in a large pool did not necessarily offer the kind of
diversification that lowers risk. Indeed, the values of many of the mort-
gages, especially subprime loans, turned out to be positively correlated
with one another. Because they were dispersed among investors far and
wide, the mortgages created negative ripple effects throughout the en-
tire financial sector when their values plummeted. This turmoil caused
a flight to safety, pushing down rates on Treasury securities and thereby
widening credit spreads across all classes of securities. This development
was in sharp contrast to the period from 2001 to 2004, when the Federal
Reserve repeatedly cut rates due to concerns about deflation. In 2008, it
has not been a case of the Fed pushing rates down but rather an instance
of investors doing so by putting ever larger portions of their funds in
Treasury securities.

The bottom line is that greater efforts must be undertaken to ensure
that financial institutions are never excessively leveraged, never operate
with insufficient liquidity, and never let themselves get into a posi-
tion from which they are unable to provide credit to the marketplace.
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A well-functioning financial system is one in which this situation simply
does not occur.

Excessive leverage is a key factor that explains how $1.2 trillion in
subprime mortgages outstanding caused such widespread financial dis-
tress. If banks maintain a leverage ratio of 10:1, they would allocate only
$120 billion of capital to support $1.2 trillion—and a 10 percent decline
in the underlying assets could wipe them out. Of course, some insti-
tutions were even more highly leveraged than 10:1, and in some areas,
home price have fallen much more than 10 percent. (In fact, some in-
stitutions were leveraged at 30:1 prior to the crisis.) These situations can
force some institutions into insolvency if capital cannot be raised.

Financial institutions must prepare themselves during good times so
that they do not find themselves excessively leveraged, lacking liquid-
ity, or unable to supply credit when the inevitable storm clouds roll in.
Risk-based capital requirements are procyclical, for example, so that in
good times, greater leverage is allowed based on the risk-weighting of
assets, while in bad times, the risk-weighting works in the opposite di-
rection. The challenge for policymakers in designing a national financial
regulatory regime is to correct these types of these narrowly focused
requirements, which are counterproductive for the broader economy.
More generally, they must develop the most appropriate mix of private
and governmental reactions to the inherent market failures that can af-
fect financial systems. It is important to take into account that market
discipline becomes virtually nonexistent if there is a general perception
that the government can always be counted on to make sure financial
institutions operate safely and soundly—and that if they do not, the gov-
ernment will nevertheless be there to cover losses when they are large
and widely spread.

The U.S. credit market is by far the most highly evolved in the
world. The United States, relative to anywhere else, has a larger number
and wider variety of nonfinancial firms about which there is increas-
ingly widespread and publicly available information. In addition, there
are multiple ways for a greater variety of financial service firms to ef-
ficiently invest in nonfinancial firms. But the financial crisis has called
into question the reliability of available information, the complexity of
some of the financial products in the marketplace, and the adequacy of
our existing regulatory structure. Most importantly, it demonstrates that



P1: OTA/XYZ P2: ABC
c07 JWBT079-Barth March 25, 2009 22:20 Printer Name: Courier Westford

292 WHERE SHOULD WE GO FROM HERE?

the foremost goal of regulation should be to prevent a systemic financial
crisis that spills over to adversely affect economic growth.

Regulation should not be designed to ensure the solvency of in-
dividual financial firms but instead to prevent broad crises from taking
hold in the financial sector. In fact, regulation should facilitate prompt
resolution (that is, corrective action to resolve the deteriorating perfor-
mance of a firm before things get even worse). Prompt resolution at
minimum cost reallocates more resources more efficiently than a drawn-
out process, minimizing losses to stockholders, bondholders, and other
creditors. In the case of banking firms with deposit insurance, prompt
resolution means that the deposit insurance agency suffers fewer losses
and the taxpayer, who is a contingent creditor if there are insufficient
deposit insurance fund reserves, faces a lower risk of sharing in those
losses. To the extent that this is not or cannot be done, the govern-
ment may be forced to take steps that would not be considered during
ordinary times.

The current financial crisis is no ordinary time. However, as we
detailed with overwhelming evidence in Chapter 3, it was quite obvious
that a housing bubble was forming and that insufficient regulatory actions
were taken to limit its growth and magnitude while there was still time to
take preventive containment measures. Because it did not take a proactive
stance early, the government (specifically the Fed, along with other bank,
securities, and insurance regulatory authorities) was left with applying
a piecemeal approach to deal with the ever-widening problems after
the fact.

Another goal of regulation is to allocate credit fairly, widely, and
productively. Governments can make loans directly, thus becoming an
intermediator between taxpayers and selected borrowers. By making
loan guarantees available to selected borrowers (such as veterans, for
example), governments can also affect lending by financial firms. More
generally, governments can provide broad subsidies by insuring deposits
for banks on selected products or services. In general, direct loans, loan
guarantees, and broad subsidies reduce the cost of borrowing below
what the private financial system would otherwise charge, with the goal
of supporting selected products. These products, called merit goods, are
selected because in some fashion, the government decides to reduce
their cost and thereby make them more generally available. The most
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conspicuous merit good in the United States is housing finance; the
government (i.e., Congress and the White House) has long supported
the existence of a separate savings and loan industry and offered tax
advantages to home buyers. It also developed a secondary market in
home mortgages by creating government-sponsored enterprises. With
this support, the enterprises and banking institutions received explicit
mandates to provide affordable housing finance to lower-income families
and to distressed areas. This housing-finance system clearly broke down
and is now in dire need of repair.

A regulatory structure that encourages a competitive financial sys-
tem is another desirable goal; the result is a more efficient financial
marketplace and a more efficient allocation of scarce resources, thereby
promoting economic growth, supporting entrepreneurship, and reduc-
ing income inequality. Thus, a goal of regulation is to promote and to
maintain competitive markets and to intervene only when it is cost-
effective to do so to offset market failures. This is particularly important
given the ongoing integration of global financial markets and the in-
creasing competition among various international financial sectors. This
particular goal may merit the establishment of a separate competition
regulatory authority, given that current financial services regulatory au-
thorities do not primarily focus in this area.

The next section will explore several important issues that policy-
makers must address in any future reshaping of financial market regu-
lations.

Issues for Policymakers

There is a wide variety of views about how to reform regulation of
the financial sector. Rather than comparing and contrasting various
opinions, we have identified several primary issues for policymakers to
carefully consider as they move forward. This discussion will necessarily
venture beyond housing finance or foreclosure reforms. As IMF Man-
aging Director Dominique Strauss-Khan stated, “The world was going
through the most dangerous financial crisis since the Great Depression
of the 1930s and it is the result of three failures: a regulatory and su-
pervisory failure in advanced economies, a failure in risk management
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in the private financial institutions, and a failure in market discipline
mechanisms.”1

What Type of Regulatory Reform Will Minimize, If Not Entirely
Eliminate, Asset Price Booms and Busts, Which Are So Destructive
to Wealth Accumulation and Economic Activity?

It is a disappointing fact, but throughout U.S. history, almost all of the
major banking laws have been drafted in response to various financial
crises. The few that were not were essentially ratifications of develop-
ments that were already occurring due to market forces as our economy
modernized over the past three decades. The timelines in Figures 7.1,
7.2, and 7.3 show all the major banking laws, noting those that were
responses to crises and those that were not.

Every time a new set of laws is enacted, it seems that the accompany-
ing statement is “never again.” Clearly, more of the effort to reform the
regulation of financial institutions and markets must be channeled to-
ward preventing crises rather than implementing reforms after they occur.
Steps need to be taken not to deflate asset price bubbles but to prevent
them from forming. As already discussed, there were early and ample
signals—acknowledged by the regulatory authorities—that a housing
price bubble was emerging. These signals should have triggered regu-
latory actions to tighten overly loose credit policies and to curtail the
excessive use of leverage that was becoming common throughout the
financial system.

A greater emphasis on liquidity, credit, and capital leverage is
needed—paying greater attention to both on- and off-balance-sheet
assets. Regulators should also focus on the degree to which both on-
and off-balance-sheet assets, or subsets of important assets, are positively
correlated with one another, regardless of where they are located
in the financial system. In other words, if one financial institution
is experiencing difficulties that stem from one particular type of
asset, it is important to determine whether other institutions have
similar holdings and address that risk proactively throughout all of the
institutions.

The regulatory challenge is to design a regulatory regime to address
the broad issues of systemic risks.
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Figure 7.2 Most U.S. Banking Laws Are Responses to Crises

National
Currency Act 

(1863)   

1860 

1880 1900 1920 1940 1960 

1980 2000 

Federal Deposit
Insurance Corporation

Improvement Act 
(1991) 

(Banking crisis)  

Federal Reserve
Act (1913) 

(Bank runs)  

Depository Institutions
Deregulation and 

Monetary Control Act  
(1980) 

(S&L crisis)  

National
Bank Act 

(1864)  

Garn-St Germain
Depository 

Institutions Act 
(1982) 

(S&L crisis)  

Glass-Steagall Act,
Federal Deposit 

Insurance, and SEC 
(Great Depression)  

Financial Institutions
Reform, Recovery and

Enforcement Act (1989)
(S&L crisis)  

(Civil War and 
wildcat banking)  

Sarbanes-Oxley Act (2002)
(Enron and WorldCom 
bankruptcies)  

Federal Housing 
Finance Regulatory 
Reform Act 
(2008)  

Emergency 
Economic
Stabilization 
Act (2008)  

Source: Milken Institute.

Figure 7.3 Some U.S. Banking Laws Not Instituted as Crisis Responses
Bank Holding Company Acts

(1956 and 1970) 
(Prevent nationwide banking)   

Riegle-Neil Interstate Banking and Branching
Efficiency Act (1994) 

(Allows nationwide banking: but acquisitions 
limited to 10% of nationwide deposits and 30% of 

individual state deposits)  

1860 1900 1880 2000 1980 1960 19401920 

Gramm-Leach-Bliley
Financial Services 

Modernization Act (1999) 
(Broadens allowable activities) 

Note: Bank acquisitions and mergers 
are subject to an evaluation of the impact 

on competition by bank supervisory 
agencies and the Justice Department. If 
an increase in concentration is too large, 

“divestitures” of competing branches 
may be required. 

Source: Milken Institute.

Do Differences in the Size or Composition of Financial Sectors in
Countries Necessitate Different Regulatory Regimes?

Table 7.1 shows the size and composition of each G-20 country’s fi-
nancial system. These nations collectively account for about two-thirds
of both the world’s population and its GDP. They also account for
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three-fourths or more of the world’s bank assets, bonds outstanding,
and equity market capitalization. The most recent financial crisis has
underscored the fact that financial systems in different countries are in-
terconnected. The turmoil that swept through the U.S. financial sector
quickly ensnared other countries around the world. It is therefore im-
portant that these key countries, in particular, work together to better
coordinate regulatory policies that can prevent emerging crises from
deepening and spreading across national borders.

Table 7.1 also shows that the G-20 countries have different types of
financial systems. Countries like China, Germany, Japan, and the United
Kingdom have bank-oriented financial systems, while the United States
has a capital markets–oriented system. These differences undoubtedly
call for regulatory regimes that will differ in some respects even though
the overriding goals may be the same.

For example, a financial system in which banks are dominant is also
one in which bank loans are the main source of funding for businesses.
The regulatory focus will therefore be on banks. In contrast, a financial
system in which capital markets are dominant is one in which stocks and
bonds are the main source of funding for businesses. Nonbank financial
institutions assume more importance in these cases, especially when
banks are prohibited or restricted from engaging directly in securities
activities.

However, banks may be able to work around some constraints
through off-balance-sheet activities, such as setting up special investment
vehicles through which assets of the banks can be securitized. They may
also choose to fund a significant portion of their assets by issuing secu-
rities themselves. The focus of regulation in this kind of environment
must be on the extent to which the connections between banks and the
capital markets pose potential liquidity, credit, and leverage problems if
there is an abrupt and sharp decline in the value of an important subset
of assets that is spread throughout the financial sector, especially if there
is little knowledge about where these deteriorating assets are located.

The regulatory challenge is to design a regulatory regime that pro-
motes greater cross-country cooperation but that also allows for na-
tional differences in financial systems. This also requires a reassessment
of whether there should be a supranational regulator or whether big-
ger roles should instead be assigned to international organizations such
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as the Basel Committee on Banking Supervision and the International
Monetary Fund.

What Is the Appropriate Structure of Regulation?

The United States is currently burdened with multilayered, overlapping,
inconsistent, and costly regulation, as shown in Figure 7.4. The regula-
tory structure is in dire need of reform. The issue, of course, is which
regulatory structure is most appropriate for the United States.

Table 7.2 shows that there is a single supervisor in more than
90 percent of all countries, so the United States is clearly out of step
with almost all of the rest of the world. Furthermore, the table shows
that the central bank is a bank supervisor in two-thirds of all coun-
tries, including the United States. But in approximately one-third of
all the nations, there is a consolidated supervisor for banking, securi-
ties, and insurance; the United States has a single supervisor for each of
these industries and an umbrella regulator, namely the Federal Reserve,
which comes into play when all these activities are conducted within

Figure 7.4 The Convoluted U.S. Financial Regulatory Regime
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a financial services holding company. The table also provides informa-
tion on whether dual banking (i.e., more than one bank chartering
authority) exists and whether multiple licenses are required for banks
that are allowed to engage in a variety of financial activities. Also, see
Appendix Tables A.56, A.57, and A.58 for information on the structure
and scope of supervisory regimes in individual countries. It is fair to
wonder whether the sheer size of the bureaucracy depicted in Figure
7.4 prevented an effective and timely response as events were unfolding.

The United States should seriously consider more dramatic consol-
idation and streamlining to reduce the number of financial regulatory
agencies and separate licenses required by financial institutions to pro-
vide their services nationwide. Creating a greater regulatory focus on
preventing a systemic crisis requires such consolidation to achieve a more
uniform and broader degree of regulatory oversight.

Every Country Regulates Banks, But What Is a Bank?

It might be strange to say it, but most people probably do not actually
know the distinction between banks and other financial firms. A bank
is defined legally as a firm that makes commercial and industrial (i.e.,
business) loans, accepts demand deposits, and offers deposits insured by
the FDIC. But today, in the United States, if you examine the bal-
ance sheet of all banks, you would find that the legally defined bank
is a relatively small component of the larger entity. Bank activities now
extend far beyond these three services. They provide many different
types of loans, offer uninsured deposits, issue different types of securi-
ties, invest in different types of securities, and engage in different types
of off-balance-sheet activities.

Today banks must understand and manage more complex risks—and
bank examiners and supervisory authorities must similarly be adequately
skilled to fulfill their oversight responsibilities.

In the wake of the recent financial crisis, many more banks and even
nonbank financial institutions have come to better appreciate that de-
posits are a relatively reliable and low-cost source of funds. Because they
had been relying heavily on short-term borrowings or security issuance
to fund short-term cash needs, some banks found themselves scram-
bling to acquire and then hoard cash to cover their required ongoing
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operating expenses. Even some investment banks that are transforming
themselves into banks have come to appreciate the advantages of deposits
over repurchase agreements to obtain funds for the very same short-term
purposes, especially during periods of financial turmoil.

There is a new appreciation that banks need not only to be ade-
quately capitalized to curtail excessive leverage but also to have suffi-
cient liquidity and longer-term liabilities in the event of a widespread
flight to safety, which would include cash. It has also become clear that
off-balance-sheet activities need to be more carefully monitored and
controlled, because they can have important implications for both the
balance sheets and income statements of the banks themselves—not to
mention others—when financial turmoil occurs.

Beyond these specific issues, there is the question of what activities
are allowable for banks. Table 7.3 shows that the G-20 countries (and
nations beyond this group) differ with respect to whether a bank is
a financial institution that can engage in a wide range of activities.
Some countries say yes; others say no. It will be important to explore
whether greater uniformity can provide for a more level and competitive
international playing field for banks, and where the line should be drawn
to achieve a safer, sounder, and more stable banking system.

Still another issue is which organizational form (i.e., a holding com-
pany, with separately capitalized subsidiaries, or directly in a bank or the
subsidiary of a bank) is most appropriate if the widest range of activities is
allowed. Recent work by Barth, Caprio, and Levine (2006) thoroughly
explores these and other related issues and finds that greater leeway into
these activities is beneficial to both bank performance and stability.

The regulatory challenge is to decide on the appropriate composition
of the on- and off-balance-sheet activities allowed by banks to ensure
adequate liquidity, capital, and duration match of assets and liabilities.
The right balance must be struck to allow banks to be competitive while
ensuring they operate prudently.

How Concentrated Is the Banking Industry, How Big and Complex
Are Banks, and How Globalized Are Banks?

Competition in banking differs across countries—and banks in countries
like the United States are becoming bigger, more globalized, and more
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Figure 7.5 Percentage of Deposits and Assets Held by Five Largest Banks
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complex in terms of their organization form and the mix of products
they offer.

Figure 7.5 shows the share of total deposits held by the five largest
banks in the G-20 countries. It is clear that there is substantial diversity
in concentration ratios among these countries, with several countries
having quite high concentration ratios. Figure 7.6, moreover, shows that
in the United States there has been a fairly dramatic shift in the total
asset share accounted for by banks with more than $10 billion in assets.
These 84 banks represent only slightly more than 1 percent of the 7,203
commercial banks, but their asset share increased from 42 percent in
1984 to 80 percent in the second quarter of 2008. The biggest banks
have gotten bigger. However, what is important for pricing decisions
and economic efficiency is not the degree of concentration per se but
rather competition, including potential competition from both domestic
and foreign firms that may enter a market.

Perhaps even more important for U.S. financial stability than the
increasing concentration of assets and deposits among a few dominant
banks is the size and complexity of those banks.

Figures 7.7 and 7.8 show the size, organizational maze, and product
complexity of Citigroup. This type of banking organization poses severe
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Figure 7.6 Big Banks Increasingly Dominate U.S. Banking Industry: Asset
Shares by Bank Size
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challenges for both internal risk managers and the regulators of such
institutions. Indeed, Citigroup has emerged as a particularly problematic
institution as the financial crisis has evolved. Citigroup has 200 million
customer accounts and its credit commitments totaled $1,631 billion in

Figure 7.7 Citigroup’s Organizational Structure Is Extremely Complex
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Figure 7.8 Citigroup’s Product Complexity Challenges Regulators and Its
Internal Risk Managers
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2007. From a high of $286 billion in February 2001, its stock market cap-
italization plunged to just $20 billion in November 2008. This perilous
drop reflected enormous losses and potential losses related to the firm’s
involvement in subprime mortgages and CDOs, among other factors.

Because Citigroup has apparently been deemed too big, too inter-
connected, or too important to be allowed to fail, the government took
action, providing a $306 billion package of guarantees, liquidity access,
and capital on November 23, 2008 (on top of $25 billion in a capital
injection provided just weeks earlier). But did rating agencies provide
adequate ratings, and did regulatory authorities take appropriate steps in
a timely manner to curtail imprudent activities by the bank?

An even more important issue is what regulatory reforms are neces-
sary to reduce any systemic risk that such institutions collectively pose.
Should these behemoths be broken up once things die down?

In addition to those issues, banking institutions have become increas-
ingly global in scope. Table 7.4 shows the top 10 international banks by
market capitalization as of November 14, 2008. Citigroup does business
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Figure 7.9 Foreign Ownership of Banks

56 54

40

30
26

20
16 15

11 9 8 7 7 7 6
2 n/an/a

80

0

10

20

30

40

50

60

70

80

90

M
ex

ico

Sou
th

 K
or

ea
U.K

.

In
don

es
ia

Sou
th

 A
fri

ca

Arg
en

tin
a

Bra
zil

Fra
nce

Austr
ali

a
Ita

ly
U.S

.

Russi
a

Can
ad

a
In

dia

Ger
m

an
y

Ja
pan

Chin
a

Sau
di A

ra
bia

Turk
ey

Percentage

Sources: World Bank, Milken Institute.

in more than 100 countries, has roughly 40 percent of its assets and more
than half of its employees outside the United States, and earns nearly
half of its income from abroad. The status of Citigroup, as well as that of
several other banks listed in Table 7.4, must necessarily involve the co-
operation of the bank regulatory authorities in all the countries in which
these banks operate, particularly when problems arise or preferably even
earlier to prevent serious problems from escalating. This is all the more
vital for countries that have a high degree of their total banking industry
assets in the hands of foreign-owned banks. Figure 7.9 shows that this is
the case for several of the G-20 countries.

A related issue is the extent to which countries allow their banking
industries to be open to foreign banks and, if so, the extent to which they
treat foreign banks like domestic banks. For the slightly more than 150
countries that are members of the World Trade Organization (WTO),
this becomes a matter of comparing international commitments to actual
practices and then, if necessary, adjudicating and serious discrepancies
that create disagreements.

In addition, some regulatory exceptions must be resolved. For ex-
ample, the mixing of banking and commerce is prohibited, but state-
charted industrial loan companies (ILCs) may be owned and operated
by firms that engage in commercial activities. Indeed, parent companies
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that operate ILCs include Merrill Lynch, American Express, Morgan
Stanley, BMW Group, Goldman Sachs, General Electric, Toyota, Tar-
get, and Volkswagen. These ILCs have more than $200 billion in assets.
It remains to be seen what will ultimately be decided with respect to
companies like Wal-Mart that sought to acquire an existing ILC.

The regulatory challenge is to decide on an appropriate measure of
concentration that does not stifle competition (possibly even creating
a new regulatory authority to specifically address competition) while
taking into account contestability. Officials must also decide on the most
efficient organizational form and product mix, both on- and off-balance
sheet, for banking institutions. This should be based on a cost–benefit
analysis of various choices. Concerns about prudence should guide these
decisions and any necessary restrictions imposed on foreign and domestic
entry for banks.

Should Supervision Be on the Basis of Separate Industries or
Products/Services?

There is a wide variety of financial service firms, offering a diversity of
products. Some are equivalent, while others are hybrid products. But
the regulatory treatment of both firms and products is uneven, although
regulatory authorities that differ with respect to what they allow financial
service firms to do contribute to competition and innovation.

Table 7.5 shows not only that there are different types of financial
firms in the United States but also that their individual shares of the total
assets have changed substantially over time. The traditional rationale for
focusing on banks is that they offer demand deposits and therefore are
susceptible to widespread runs that disrupt the entire payments and credit
system. The recent financial crisis now clearly indicates the importance
of the other, currently less heavily regulated financial firms (at least the
biggest ones) to overall financial sector stability.

Furthermore, financial securities firms compete by offering equiv-
alent products. Consider the following: Banks offer time deposits and
letters of credit, while insurance companies offer fixed annuities and
surety bonds. Securities firms offer money market funds and commercial
paper, while banks offer demand deposit and commercial loans. Insur-
ance companies offer variable annuities and reinsurance, while securities
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Table 7.5 Changing Importance of U.S. Financial Institutions (1860–Q2 2008)

1860 1900 1929 1960 1980 2000 Q2 2008

Banking institutions
Commercial banking 71.4 62.9 53.7 36.0 32.7 18.0 18.8
Savings institutions 17.8 18.2 14 17.6 17.5 3.4 2.9
Credit unions n.a. n.a. n.a. 1.0 1.5 1.2 1.3

Contractual intermediaries
Property-casualty

insurance
companies n.a. n.a. n.a. 4.1 4.0 2.4 2.2

Life insurance
companies 10.7 13.8 18.6 18.2 10.2 8.7 7.9

Private pension funds n.a. 0 0.7 6.4 11.3 12.4 9.1
State and local

government
retirement funds n.a. n.a. n.a. 3.1 4.3 6.4 4.6

Federal government
retirement funds n.a. n.a. n.a. 2.2 1.7 2.2 1.9

Others
GSEs, agency- and

GSE-backed
mortgage pools n.a. n.a. n.a. 1.9 6.8 12.4 13.1

Mortgage companies n.a. 1.3 0.6 0.3 0.7 0.7 0.8
Finance companies n.a. 0 2 4.6 4.7 3.4 3.1
Funding corporations n.a. n.a. n.a. 0.0 0.4 3.3 3.6
Money market mutual

funds n.a. n.a. n.a. 0.0 1.7 5.0 5.4
Mutual funds, closed

end funds, and
exchange traded
funds n.a. n.a. 2.4 3.7 1.5 12.9 13.3

Security brokers and
dealers n.a. 3.8 8.1 1.1 1.0 3.4 4.6

Issuers of asset-backed
securities n.a. n.a. n.a. 0.0 0.0 4.2 7.0

Real estate investment
trusts n.a. n.a. n.a. 0.0 0.1 0.2 0.5

Total assets held
by financial
institutions
(US$ billions) 1 16 123 637 4,537 36,001 62,299

Sources: Federal Reserve, Milken Institute.
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firms offer equity mutual funds and catastrophe bonds. In addition, there
are such hybrid products as variable-rate CDs for which the interest rate
is tied to a specified market index (e.g., the S&P 500), security futures,
home mortgages with debt cancellation, and synthetic collateralized loan
obligations.

The regulatory challenge is to provide more equal treatment of both
firms and products to promote a level playing field as well as overall
financial sector stability, taking into account the appropriate balance
between self-regulation and state versus federal government regulation.

How Much and What Kind of Financial Activity Is Unregulated or
Lightly Regulated?

In some countries like the United States, as Figure 7.10 shows, interme-
diation (the process of channeling funds from savers to borrowers) has
been increasingly done over time through the capital markets rather than
banking institutions. Until the recent financial crisis, this was viewed as
a positive development. It was thought that the capital markets served
as a “spare tire”—that is, if banks got into financial difficulties and cut

Figure 7.10 Increasing Reliance on U.S. Securities Markets for Capital
Funding and Portfolio Investment (1900–2008)
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Figure 7.11 Surge in Amount and Diversity of U.S. Asset-Backed
Securities Outstanding
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back on lending, businesses could still obtain any needed funds in the
capital markets by issuing stocks and bonds. Unfortunately, that spare
tire effectively turned out to be a flat tire during the recent financial
meltdown.

In addition, many types of bank loans are becoming securitized and
involving a wider range of financial players, as Figures 7.11, 7.12, and
7.13 show. This, as discussed earlier, reflects a movement toward an
originate-to-distribute rather than an originate-to-hold business model.
As a result, there has been substantial growth in mortgage-backed se-
curities, contributing in turn to the rise in structured financial collat-
eral (which includes RMBS, CMBS, CMOs, ABS, CDOs, CDS, and
other securitized/structured products). Margin requirements and collat-
eral calls have become far more important in financial markets and can
therefore significantly affect the liquidity and overall performance of fi-
nancial institutions. Greater regulatory attention must be given to these
products and the various financial players involved in them, including
lightly regulated private equity funds and hedge funds.
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Figure 7.12 U.S. Asset-Backed Securities Outstanding
1999, total = $4.2 trillion
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The securitization of mortgages, in particular, has raised questions
about the extent to which this trend was a major culprit in the recent
financial crisis. Some have suggested that an alternative to securitizing
mortgages (or other loans for that matter) is issuing covered bonds. These
bonds would be issued by banks and collateralized by specific pools of

Figure 7.13 Shares of Consumer Credit: Banks Compared to Pools of
Securitized Consumer Assets
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assets, such as mortgages. If the bank issuing the covered bonds should
default, the holders of the bonds would have priority claims against
the collateral assets, ahead of other creditors and even the FDIC. The
holders of the covered bonds would also have recourse to the bank issuing
them.

These bonds are used in several European countries, most notably
Germany. Currently, because the risk of issuing such bonds by banks is
shifted to other liability holders, including the FDIC, they are limited
by the FDIC to 4 percent of liabilities.

Covered bonds should be viewed as a complement to, not a sub-
stitute for, securitization. Improvements, however, should be made so
that there is greater leeway to modify mortgage loans that have been
securitized in the event of defaults and to provide greater recourse to
the various financial players (such as originators who had little of their
own money at risk) involved in selecting the mortgage loans that are se-
curitized. With both covered bonds and securitization available to banks
and managed prudently by them, banks can choose between keeping
mortgage loans on their balance sheets with required capital backing or
securitizing them to eliminate a required capital charge. However, banks
must take precautions when attempting to securitize assets off their bal-
ance sheets so they do not get caught short of capital in the event they
must be brought back onto the balance sheet, as happened during the
recent crisis. This, of course, requires greater scrutiny of off-balance-
sheet activities of banks by the regulatory authorities than apparently has
been the case in the past.

Another issue that merits special attention is the use of various
derivatives instruments, especially credit default swaps. Creating a for-
mal exchange for derivatives is important (and, indeed, such an effort is
underway as of this writing), because exchange-traded contracts are cen-
tralized, with continuously adjusted margin requirements. Further, if a
trader defaults, the clearinghouse absorbs the losses with the capital con-
tributed by the member firms. Looking only at banks, five institutions
dominate in derivatives, as Figure 7.14 shows.

The regulatory challenge is to devote more attention to financial
activity that is unregulated or lightly regulated, including off-balance-
sheet activity of regulated financial institutions, without excessive costly
and intrusive regulation that unduly hampers innovation.
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Figure 7.14 Five Big Banks Dominate in Derivatives (Q2 2008)
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What Will Promote Effective Market Discipline, Including
Adequate Disclosure, Transparency, Reliable Outside Rating
Agencies, and Better Information for Consumers about Complex
Products and Services They Are Being Offered?

It is asking too much, and is perhaps inappropriate, to rely solely on
regulators to monitor and safeguard the activities of financial institutions
and financial market participants. Certainly, there is an important role to
be played by market discipline. This, however, requires timely and ade-
quate disclosure of financial information, greater transparency regarding
financial risks, and more reliable ratings from the rating agencies. It is
also essential to provide consumers with better and clearer information,
as well as counseling, about complex products and services. This includes
the need to simplify and improve mortgage documentation and the need
to focus on increasing financial literacy among the broader public. Reg-
ulators should redouble their efforts to promote market discipline as a
way to supplement, if not lessen, their own authority over the major
players in the financial sector.

Market discipline is weakened to the extent there is a widespread
belief that the government will always come to the rescue of individuals
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and firms whenever there are serious and extensive disruptions in the
financial sector. Such a belief promotes complacency and, worse yet, an
increased culture of risk-taking by individuals and firms.

Clearly, many are crying out for something to be done about the
moral hazard issues that have already been raised by the government’s
actions to date. What can policymakers do to prevent financial insti-
tutions from becoming so big and so important that regardless of any
reckless behavior on their part the government feels compelled to bail
them out? Also, how can policymakers wind down the extensive inter-
vention into the private marketplace that has already taken place and
shift consequences back to financial firms in an orderly manner?

As a start, regulatory authorities must be more careful about endors-
ing, or seeming to endorse, the ratings conferred on firms and products
by the major rating agencies. More effort should be devoted to requiring
that better and more comprehensive information be provided to market
participants so they can perform their own due diligence to a greater
extent when making financial decisions.

The regulatory challenge is to strike a better balance between reg-
ulations and market discipline by promoting better disclosure and not
simply expanding and strengthening the power of regulators whenever
there is turmoil in the financial sector—especially without supporting
evidence on the efficiency of such steps based on cost–benefit analyses
of those powers.

What Can Be Done to More Safely Facilitate Homeownership?

At the outset, it is time to admit that there is nothing wrong with being
a renter. But, more importantly, if homeownership is to be promoted
by the government, the process needs to be improved, as the mort-
gage market meltdown so vividly demonstrates. It makes no sense to
create financial institutions like Fannie Mae and Freddie Mac that have
a dual mandate: earning profits for their shareholders while simultane-
ously satisfying regulated quotas on the amount of funding that must
be provided to low-income families. It is clear by now that this is not
a viable business model over time. It is therefore essential to make a
clear decision about what to do with Fannie Mae and Freddie Mac,
postconser-vatorship.
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Beyond dealing with the two mortgage giants, not to mention the
Federal Home Loan Banks, there are currently several alternative and not
necessarily competing approaches to assisting first-time home buyers:

� Shared equity programs: These programs enable households to pur-
chase homes either by offering equity loans or offering the oppor-
tunity to buy a share of a home. They support the outright purchase
of a home with assistance from an equity loan provided by the gov-
ernment or a private lender. When repaying the equity loan, the
homeowner shares in any increase in the property’s value with the
lender. These programs may be structured to allow individuals to
buy a share in a home and pay a rent based on the outstanding eq-
uity. Purchasers have the option to buy further shares in the property
and, ultimately, achieve full ownership. If the property is sold, the
purchaser benefits from any equity that has built up on the share
that is owned. These arrangements may also be structured as shared
appreciation mortgages, in which the lender agrees to an interest
rate lower than the prevailing market rate in exchange for a share
of the appreciated value of the collateral property. The share of the
appreciated value is determined and due at the sale of the property
or at the termination of the mortgage. In addition to promoting
homeownership, shared equity programs may be a useful tool in
preventing foreclosures. However, currently U.S. banks are prohib-
ited from engaging in real estate activities. This poses a barrier to
the implementation of such programs.

� Down-payment assistance: Down-payment assistance and commu-
nity redevelopment programs offer affordable housing opportunities
to first-time home buyers, low-income and moderate-income in-
dividuals, and families who wish to achieve homeownership. Grant
types include seller-funded programs and others, as well as programs
that are funded by the federal government, or local governments,
often using mortgage-revenue bond funds.

� Community land trust: A private, nonprofit corporation created to
provide secure, affordable access to land and housing. Ownership of
the house is split from ownership of the land underneath, which rests
with the community land trust. This arrangement allows the cost
of land to be removed from calculations of building price, thereby
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lowering costs. This land is conveyed to individual homeowners
through a ground lease.

� Lease-to-purchase options: An organization develops and leases a
home to a household that cannot obtain a mortgage for income or
credit reasons and then works with the household to overcome its
barriers to a final purchase. In general, the length of time that the
home is leased depends on the time an individual or family needs to
save down-payment funds or to resolve particular credit issues.

How Can We Limit Foreclosures?

In addition to promoting homeownership, greater thought must be given
to keeping families in their homes. This is a particular problem when
home prices are falling and there is a growing inventory of unsold homes.
Here are a few of possible approaches to limiting foreclosures and better
dealing with them:

� Bankruptcy modification: Debtors may modify the terms of all debts
in bankruptcy, including those secured by mortgages on their prin-
cipal residences.

� Possible new legislation for mortgage restructuring that would support
Treasury restructuring programs: Real Estate Mortgage Investment
Conduits (REMICs) are special-purpose vehicles for pooling mort-
gages and issuing mortgage-backed securities. In many cases, loan
modification efforts have been hampered by the complexity of these
ownership structures. Modifying the REMIC statute and other laws
would give servicers the authority and flexibility to modify loan
terms without legal liability to investors. Rules can also be changed
to provide servicers with further legal comfort in modifying and sell-
ing mortgage loans under any government mortgage restructuring
programs.

� Land bank: A land bank is a public authority created to efficiently
acquire, hold, manage, and develop tax-foreclosed property, as well
as other vacant and abandoned properties.

The regulatory challenge is to put into place a strategy for better
promoting homeownership and for avoiding, to the extent possible, any
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abnormal increase in home foreclosures if ever again there is another
home price bubble.

Concluding Thoughts

What really drove the growth of such dangerous bubbles in the U.S.
housing and credit markets? On multiple levels, we have abused credit,
which is essential for economic growth and development, by allowing
it to grow at unsustainable rates through excessive leverage.

If our nation is to break this cycle, the government must devote
much greater effort to identifying and containing emerging crises before
they grow to dangerous proportions. If this cannot be done for whatever
reason, the government should have a game plan in place before the next
financial crisis strikes. Federal, state, and local governments must also be
much better prepared to address any surges in budget deficits that result
from the inevitable bailouts that occur. Taxpayers deserve no less.
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Figure A.2 Importance of Home Mortgages and Securitization for
Homeownership (1965–June 2008)
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Table A.3 Percentage of Families with a Primary Residence as an Asset,
Selected Household Characteristics and Years

1998 2001 2004

All Families 66.2 67.7 69.1

Percentile of Income
Less than 20 38.8 40.6 40.3
20–39.9 55.3 57.3 57.0
40–59.9 67.3 66.0 71.5
60–79.9 79.1 81.8 83.1
80–89.9 88.2 90.9 91.8
90–100 93.1 94.4 94.7

Age of Head (Years)
Less than 35 38.9 39.9 41.6
35–44 67.1 67.8 68.3
45–54 74.4 76.2 77.3
55–64 80.3 83.2 79.1
65–74 81.5 82.5 81.3
75 or more 77.0 76.2 85.2

Race or Ethnicity of
Respondent

White non-Hispanic 71.8 74.3 76.1
Non-white or Hispanic 46.8 47.3 50.8

Current Work Status
of Head

Working for someone else 63.5 64.7 66.5
Self-employed 81.3 80.3 79.1
Retired 72.4 73.8 75.8
Other not working 35.8 43.6 40.0

Housing Status
Owner 100.0 100.0 100.0
Renter or other 0.0 0.0 0.0

Percentile of Net
Worth

Less than 25 14.0 14.3 15.2
25–49.9 67.3 69.6 71.2
50–74.9 89.3 91.4 93.4
75–89.9 94.0 95.1 96.2
90–100 95.1 95.8 96.9

Sources: Federal Reserve Board, Survey of Consumer Finances; Milken Institute.
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Figure A.3 Real Estate: An Important Component of Household Wealth
(Selected Years)
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348 APPENDIX

Table A.10 Home Mortgage Security Issuance (1952–Q3 2008)

Mortgage-Backed Securities
(Percent of Total)

GNMA FHLMC FNMA Private Label Total US$ Millions

1985 41.6 35.2 21.4 1.8 110,414
1986 37.7 37.2 22.5 2.6 269,189
1987 39.0 30.8 25.6 4.6 243,236
1988 33.4 24.1 33.2 9.3 165,257
1989 26.6 34.3 32.5 6.6 214,587
1990 24.8 28.5 37.3 9.4 259,285
1991 19.7 29.1 35.6 15.5 317,361
1992 15.0 32.9 35.6 16.4 544,629
1993 20.7 31.3 33.2 14.8 666,646
1994 26.3 27.7 30.9 15.0 422,099
1995 22.9 27.0 34.7 15.4 318,022
1996 22.9 27.2 34.0 15.9 440,324
1997 21.3 23.5 30.7 24.5 486,832
1998 16.0 27.0 35.1 21.9 929,234
1999 18.2 28.0 36.1 17.8 833,029
2000 16.8 26.9 34.2 22.1 615,038
2001 12.7 28.8 38.8 19.7 1,354,960
2002 9.3 29.5 39.0 22.3 1,856,893
2003 8.0 26.3 44.1 21.6 2,716,336
2004 6.6 19.4 28.0 45.9 1,882,836
2005 4.0 18.5 22.3 55.3 2,155,987
2006 4.0 17.6 22.3 56.0 2,045,420
2007 5.1 23.8 33.1 37.9 1,864,544
Q1 2008 11.4 33.6 48.8 6.2 345,326
Q2 2008 16.9 32.7 44.1 6.2 403,514
Q3 2008 32.2 25.5 41.4 0.9 256,832

Sources: Inside Mortgage Finance, Milken Institute.
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Table A.11 Outstanding Home Mortgage Securities (1980–Q2 2008)

Mortgage-Backed Securities
(Percent of Total)

Ginnie
Mae

Freddie
Mac

Fannie
Mae

Private
Label

Total US$
Millions

1980 84.5 15.5 NA NA 111,086
1981 83.8 16.2 0.6 NA 126,187
1982 67.1 24.8 8.1 NA 177,342
1983 65.5 24.2 10.3 NA 244,322
1984 60.7 24.3 11.3 3.7 296,622
1985 54.4 26.3 13.2 6.2 389,841
1986 48.3 31.7 17.0 3.1 543,858
1987 45.5 31.1 19.3 4.0 693,727
1988 43.8 29.6 22.0 4.5 776,683
1989 40.6 30.5 24.2 4.8 909,789
1990 37.6 30.1 27.2 5.2 1,066,920
1991 34.1 29.2 28.9 7.8 1,246,653
1992 29.8 29.3 30.8 10.1 1,407,977
1993 27.3 29.8 31.8 11.1 1,518,908
1994 27.5 29.8 31.5 11.2 1,640,226
1995 27.1 29.4 32.4 11.1 1,744,026
1996 26.6 29.0 33.1 11.3 1,901,567
1997 26.2 28.1 33.3 12.4 2,049,099
1998 23.4 27.9 34.8 14.0 2,301,123
1999 22.4 28.6 35.4 13.6 2,601,940
2000 21.7 29.0 36.0 13.4 2,819,656
2001 18.2 29.3 38.2 14.2 3,251,325
2002 15.3 30.3 38.9 15.5 3,509,783
2003 12.1 28.9 42.0 17.0 3,910,529
2004 10.1 27.2 38.7 24.1 4,383,765
2005 7.9 25.8 34.8 31.5 5,119,719
2006 6.9 24.7 32.5 35.9 5,945,131
2007 6.8 26.2 34.2 32.8 6,598,936
Q1 2008 6.8 26.1 36.2 30.8 6,777,427
Q2 2008 7.1 26.5 36.8 29.6 6,835,875

Sources: Inside Mortgage Finance, Milken Institute.
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Table A.12 Funding Sources for Home Mortgages (1952–Q2 2008)

Percent of Total 1952 1980 1990 2005 Q2 2008

Commercial banks 19.3 16.6 16.5 19.1 19.2
Savings institutions 40.2 50.0 22.9 10.2 7.9
Credit unions, life insurance,

and private pension funds 20.9 2.5 2.7 2.7 3.1
GSE home mortgages 0.0 6.0 4.6 4.8 4.1
Agency- and GSE-backed

mortgage pools 0.0 11.2 37.8 36.4 41.0
Private-label backed mortgage

pools 0.0 0.0 2.1 17.2 18.0
Other 19.6 13.7 13.5 9.5 6.9

Total (US$ billions) 58.4 957.9 2,623.3 9,383.8 11,254.2

Sources: Federal Reserve, Milken Institute.
Note: “Agency” refers to Ginnie Mae. GSE refers to Fannie Mae and Freddie Mac.

Table A.13 Originate-to-Hold vs. Originate-to-Distribute Models
(1952–Q2 2008)

Percent of Total 1952 1980 1990 2005 Q2 2008

Held in portfolio 100.0 88.8 60.1 46.4 41.0
Securitized 0.0 11.2 39.9 53.6 59.0

Total (US$ billions) 58.4 957.9 2,623.3 9,383.8 11,254.2

Sources: Federal Reserve, Milken Institute.
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Figure A.4 Mortgage Brokerages Become Major Players in Originating Home
Mortgages (1987–2006)
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Figure A.5 Mortgage Brokers Account for Majority of Recent Home
Mortgage Originations (1987–2006)
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Figure A.6 Surge in Amount and Diversity of Asset-Backed Securities
Outstanding (1999–Q2 2008)
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Sources: Securities Industry and Financial Markets Association, Milken Institute.
Note: “Agency” refers to Ginnie Mae. GSE refers to Fannie Mae and Freddie Mac.

Figure A.7 Foreign Share of Treasury Securities Outstanding (1952–Q2 2008)
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Figure A.8 Foreign Share of Agency- and GSE-Backed Securities
Outstanding (1952–Q2 2008)
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Note: Agency- and GSE-backed securities include issues of federal budget agencies, such as those for
the Tennessee Valley Authority; issues of government-sponsored enterprises, such as Fannie Mae,
Freddie Mac, and Federal Home Loan Banks; and agency- and GSE-backed mortgage pool securities
issued by Ginnie Mae, Fannie Mac, Freddie Mac, and the Farmers Home Administration.

Table A.14 Market Share of Adjustable vs. Fixed-Rate Home Mortgage
Originations (1983–2006)

Year
FRM Share
(Percent)

ARM Share
(Percent) Year

FRM Share
(Percent)

ARM Share
(Percent)

1983 62.9 37.1 1995 67.0 33.0
1984 38.8 61.3 1996 73.0 37.6
1985 49.7 50.3 1997 77.9 22.1
1986 69.1 30.9 1998 87.9 12.1
1987 57.4 42.7 1999 78.1 21.9
1988 41.7 58.3 2000 75.4 24.6
1989 60.6 39.4 2001 87.7 12.3
1990 71.9 28.1 2002 82.8 17.2
1991 77.0 23.0 2003 81.2 18.8
1992 79.7 20.3 2004 65.7 34.3
1993 79.7 20.3 2005 70.0 30.0
1994 61.1 38.9 2006 78.3 21.7

Sources: Inside Mortgage Finance, Milken Institute.
Note: Shares for conventional mortgages.
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Table A.15 Homeownership Rates by Race and Ethnicity (1994–Q3 2008)

Year Black Hispanic
White

Non-Hispanic Other Races Total

1994 42.6 42.2 70.2 47.6 64.2
1995 44.3 41.1 71.2 48.4 65.1
1996 44.4 42.3 71.8 51.4 65.4
1997 45.1 44.0 71.9 52.5 65.7
1998 45.9 45.7 72.6 52.7 66.4
1999 46.8 45.5 73.3 54.3 66.9
2000 47.8 47.5 73.9 52.4 67.5
2001 48.1 48.8 74.4 53.2 68.3
2002 47.7 48.3 75.0 55.2 68.3
2003 49.4 47.7 75.5 56.6 68.6
2004 49.1 48.9 76.2 58.9 69.2
2005 48.0 50.0 76.0 60.1 69.0
2006 48.2 49.5 76.0 60.0 68.9
2007 47.7 48.5 74.9 58.6 67.8
Q3 2008 47.8 49.5 75.1 59.0 67.9

Sources: U.S. Census Bureau, Milken Institute.
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Table A.16 Comparison of the Office of Federal Housing Enterprise Oversight
and S&P/Case-Shiller Home Price Indexes

Office of Federal Housing
Enterprise Oversight S&P/Case-Shiller

Period
covered

Since 1975, quarterly 1. 10-metropolitan area
composite: since 1987, monthly;
2. 20-metropolitan area
composite: since 2000, monthly;
3. National index: since 1987,
quarterly.

Geographic
coverage

364 MSAs 1. Does not include house price
data from 13 states.∗

Have incomplete coverage in
another 29 states.∗∗

2. Does not always align with the
MSAs.

Refinance
included

Includes refinance appraisals Purchase only

Data filter
used

1. Valuation pairs are dropped
when they occur less than
90 days apart. Ten-year pairs
receive about 75 percent less
weight than two-quarter pairs.

1. Valuation pairs are dropped
when they occur less than
6 months apart. Ten-year pairs
receive 20 percent to 45 percent
less weight than two-quarter pairs.

Conforming 1. Restricted to conforming
mortgages.
2. Includes only valuation
data for homes that have
secondary market financing,
based on securitized loan data
provided by Fannie Mae and
Freddie Mac

1. Include jumbo mortgages,
subprime mortgages, VA, FHA,
and other types of financing
arrangements.
2. Valuation data also come from
county assessor and recorder
offices (source: DataQuick).

Weighting
scheme

Equal weight regardless of
home price

Weighted by home value

Data source Fannie Mae and Freddie Mac DataQuick Information System
Applications quarterly numbers are used in

the Federal Reserve’s
estimates of household wealth

Basis for future contracts

Sources: S&P/Case-Shiller, Office of Federal Housing Enterprise Oversight, Milken Institute.
∗ Maine, Indiana, Wisconsin, North Dakota, South Dakota, South Carolina, West Virginia, Alabama,
Mississippi, Idaho, Montana, Wyoming, and Alaska.
∗∗ New York, Pennsylvania, Illinois, Michigan, Ohio, Iowa, Kansas, Minnesota, Missouri, Nebraska,
Delaware, Florida, Georgia, North Carolina, Virginia, Kentucky, Tennessee, Arkansas, Louisiana, Ok-
lahoma, Texas, Arizona, Colorado, Nevada, New Mexico, Utah, California, Oregon, and Washington.
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Table A.17 Average Annual Home Price Changes in Selected Metropolitan
Areas (Percent)

Dec. 2000–Dec.
2006, Cumulative

Dec. 2000–Dec.
2006, Annualized

August 2007–
August 2008

Miami 157.9 17.1 −28.1
Los Angeles 145.2 16.1 −26.7
Las Vegas 119.8 14.0 −30.6
Washington 114.8 13.6 −15.4
Tampa 109.7 13.1 −18.1
Phoenix 109.2 13.1 −30.7
San Diego 104.7 12.7 −25.8
New York 91.1 11.4 −6.9
Portland 73.6 9.6 −7.6
Seattle 72.4 9.5 −8.8
San Francisco 65.0 8.7 −27.3
Chicago 55.4 7.6 −9.8
Minneapolis 50.4 7.0 −13.8
Boston 46.1 6.5 −4.7
Atlanta 26.0 3.9 −8.5
Charlotte 25.8 3.9 −2.8
Denver 20.0 3.1 −5.1
Dallas 16.5 2.6 −2.7
Cleveland 15.1 2.4 −6.6
Detroit 11.8 1.9 −17.2
Composite 10 95.8 11.9 −17.7
Composite 20 82.2 10.5 −16.6

Sources: S&P/Case-Shiller, Milken Institute.
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Figure A.9 HUD Subprime and Manufactured Home Lender List
(1992–2005)
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Sources: HUD, Milken Institute.
Note: The 2004 and 2005 HUD lists differ slightly from past lists. Since 2004, the HUD list is
restricted to subprime lender specialists because HMDA analysts can now easily determine whether a
lender specializes in manufactured home loans.
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Figure A.10 Mortgage-Backed Securities Issued by Issuer
(Quarterly, 1985–Q3 2008)
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Figure A.11 Breakdown of Bank Home Loans
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Figure A.12 One-Year Home Price Changes for Selected Metropolitan Areas
(Q2 2007–Q2 2008)
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Figure A.13 Two-Year Home Price Changes for Selected Metropolitan Areas
(Q2 2006–Q2 2008)
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Figure A.14 Four-Year Home Price Changes for Selected Metropolitan Areas
(Q2 2004–Q2 2008)
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Figure A.15 Five-Year Home Price Changes for Selected Metropolitan Areas
(Q2 2003–Q2 2008)

OFHEO Conventional and Conforming Home Price Index

75.4
63.1
62.9

61.0
60.4

56.4
50.5

49.6
48.9

36.7
34.8
34.3

29.7
27.6

20.5
19.8

17.4
16.2

9.7
5.6

−11.4

Miami
Los Angeles
Phoenix
Portland
Seattle
Washington
New York
Las Vegas
Tampa
San Francisco
United States
Chicago
Charlotte
San Diego
Minneapolis
Boston
Atlanta
Dallas
Denver
Cleveland
Detroit

Sources: Office of Federal Housing Enterprise Oversight, Milken Institute.



P1: OTA/XYZ P2: ABC
appendix JWBT079-Barth March 27, 2009 17:29 Printer Name: Courier Westford

Appendix 371

Figure A.16 Housing Starts (Monthly, 1960–September 2008)
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Sources: U.S. Census Bureau, Global Insight, Milken Institute.

Table A.22 Percentage of Homes Purchased between 2001 and 2006 That
Now Have Negative Equity

United States 44.8

1 Stockton, CA 94.7
2 Merced, CA 94.6
3 Modesto, CA 91.1
4 Vallejo-Fairfield, CA 90.7
5 Yuba City, CA 89.7
6 Riverside-San Bernardino-Ontario, CA 86.3
7 Madera, CA 84.3
8 El Centro, CA 84.1
9 Bakersfield, CA 82

10 Port St. Lucie-Fort Pierce, FL 80.5
11 Salinas, CA 80.2
12 Punta Gorda, FL 79.3
13 Fresno, CA 79.2
14 Cape Coral-Fort Myers, FL 78.5
15 Palm Bay-Melbourne-Titusville, FL 77.3

(Continued )
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Table A.22 (Continued )

United States 44.8

16 Miami-Fort Lauderdale-Miami Beach, FL 76.2
17 Phoenix-Mesa-Scottsdale, AZ 75.5
18 Sarasota-Bradenton-Venice, FL 75
19 Reno-Sparks, NV 73.1
20 Las Vegas-Paradise, NV 72.8
21 Orlando, FL 72.1
22 Tampa-St. Petersburg-Clearwater, FL 71.7
23 Los Angeles-Long Beach-Santa Ana, CA 71.1
24 Oxnard-Thousand Oaks-Ventura, CA 70.7
25 Visalia-Porterville, CA 69.6
26 Deltona-Daytona Beach-Ormond Beach, FL 69.2
27 Vero Beach, FL 68.7
28 San Diego-Carlsbad-San Marcos, CA 68.6
29 Naples-Marco Island, FL 66.7
30 Santa Barbara-Santa Maria-Goleta, CA 66.6
31 Santa Rosa-Petaluma, CA 65.9
32 Hanford-Corcoran, CA 65.2
33 Sacramento-Arden-Arcade-Roseville, CA 62.4
34 Ann Arbor, MI 60.8
35 Napa, CA 59.8
36 Bend, OR 59.3
37 Fort Walton Beach-Crestview-Destin, FL 58.4
38 Washington-Arlington-Alexandria, DC-VA-MD-WV 58.4
39 Lakeland, FL 57.6
40 Panama City-Lynn Haven, FL 57.6
41 San Francisco-Oakland-Fremont, CA 56.1
42 Carson City, NV 55.1
43 Ocala, FL 54.6
44 Detroit-Warren-Livonia, MI 53.8
45 Pensacola-Ferry Pass-Brent, FL 51.6
46 Jacksonville, FL 51
47 Santa Cruz-Watsonville, CA 50.5
48 Medford, OR 49.3
49 Yuma, AZ 47.4
50 Grand Rapids-Wyoming, MI 47.3

Source: Zillow.com.
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Table A.23 Percentage of Homes Sold for a Loss between Q3 2007
and Q2 2008

United States 32.7

1 Merced, CA 74.9
2 Stockton, CA 72.5
3 Modesto, CA 70.8
4 Yuba City, CA 70.2
5 Las Vegas-Paradise, NV 69.0
6 Riverside-San Bernardino-Ontario, CA 65.1
7 Vallejo-Fairfield, CA 65.1
8 Sacramento-Arden-Arcade-Roseville, CA 63.8
9 Salinas, CA 63.5
10 Madera, CA 59.6
11 Bakersfield, CA 59.3
12 El Centro, CA 58.8
13 Muskegon-Norton Shores, MI 57.7
14 Detroit-Warren-Livonia, MI 56.4
15 Fresno, CA 54.6
16 Oxnard-Thousand Oaks-Ventura, CA 54.4
17 San Diego-Carlsbad-San Marcos, CA 54.4
18 Santa Rosa-Petaluma, CA 54.0
19 Ann Arbor, MI 52.3
20 Phoenix-Mesa-Scottsdale, AZ 52.1
21 Santa Barbara-Santa Maria-Goleta, CA 51.6
22 Los Angeles-Long Beach-Santa Ana, CA 51.1
23 San Francisco-Oakland-Fremont, CA 48.0
24 Napa, CA 46.8
25 Visalia-Porterville, CA 45.6
26 Grand Rapids-Wyoming, MI 45.3
27 Reno-Sparks, NV 44.7
28 Memphis, TN-MS-AR 43.8
29 Santa Cruz-Watsonville, CA 43.1
30 Washington-Arlington-Alexandria, DC-VA-MD-WV 42.7
31 Cleveland-Elyria-Mentor, OH 42.4
32 Denver-Aurora, CO 42.3
33 San Jose-Sunnyvale-Santa Clara, CA 41.6
34 Worcester, MA 39.4
35 Toledo, OH 38.8
36 Cape Coral-Fort Myers, FL 38.4

(Continued )
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Table A.23 (Continued )

United States 32.7

37 Lansing-East Lansing, MI 38.3
38 Pueblo, CO 38.3
39 Hanford-Corcoran, CA 37.5
40 Columbus, OH 36.8
41 San Luis Obispo-Paso Robles, CA 36.4
42 Port St. Lucie-Fort Pierce, FL 36.2
43 Minneapolis-St. Paul-Bloomington, MN-WI 35.8
44 Redding, CA 35.6
45 Providence-New Bedford-Fall River, RI-MA 35.4
46 Akron, OH 35.3
47 Bay City, MI 35.2
48 Canton-Massillon, OH 35.0
49 Chico, CA 34.6
50 Battle Creek, MI 34.3

Source: Zillow.com.

Table A.24 Percentage of Homes Sold between Q3 2007 and Q2 2008
That Were in Foreclosure

United States 18.6

1 Madera, CA 57.2
2 Merced, CA 55.6
3 Stockton, CA 53.9
4 Salinas, CA 53.8
5 Vallejo-Fairfield, CA 52.3
6 Riverside-San Bernardino-Ontario, CA 50.9
7 El Centro, CA 50.9
8 Modesto, CA 50.0
9 Las Vegas-Paradise, NV 48.3
10 Bakersfield, CA 46.5
11 Yuba City, CA 44.3
12 Fresno, CA 43.2
13 Sacramento-Arden-Arcade-Roseville, CA 39.0
14 Los Angeles-Long Beach-Santa Ana, CA 38.3
15 Phoenix-Mesa-Scottsdale, AZ 38.0

(Continued )
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Table A.24 (Continued )

United States 18.6

16 San Diego-Carlsbad-San Marcos, CA 37.3
17 Napa, CA 36.2
18 Santa Rosa-Petaluma, CA 35.8
19 Oxnard-Thousand Oaks-Ventura, CA 35.2
20 Visalia-Porterville, CA 35.0
21 Santa Barbara-Santa Maria-Goleta, CA 34.5
22 San Francisco-Oakland-Fremont, CA 34.3
23 Hanford-Corcoran, CA 31.1
24 Memphis, TN-MS-AR 30.2
25 Reno-Sparks, NV 28.8
26 Akron, OH 28.6
27 Santa Cruz-Watsonville, CA 28.6
28 Ann Arbor, MI 28.5
29 Detroit-Warren-Livonia, MI 27.5
30 San Jose-Sunnyvale-Santa Clara, CA 27.5
31 Grand Rapids-Wyoming, MI 27.3
32 Redding, CA 26.0
33 Cleveland-Elyria-Mentor, OH 25.6
34 Washington-Arlington-Alexandria, DC-VA-MD-WV 24.9
35 Toledo, OH 24.3
36 Springfield, OH 24.1
37 Dayton, OH 22.4
38 San Luis Obispo-Paso Robles, CA 22.2
39 Prescott, AZ 21.8
40 St. Louis, MO-IL 21.4
41 Medford, OR 20.2
42 Chico, CA 20.2
43 Tucson, AZ 20.0
44 Columbus, OH 19.9
45 Bend, OR 17.2
46 Yuma, AZ 16.5
47 Jackson, TN 16.4
48 Carson City, NV 15.0
49 Cleveland, TN 13.9
50 Winston-Salem, NC 13.3

Source: Zillow.com.
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384 APPENDIX

Table A.29 Number of Home Mortgage Loan Foreclosures Started
(Annualized Rate in Thousands)

Percent of total

Prime Total,
(Includes Alt-A) FHA and VA Subprime Thousands

Q1 2000 0.40 0.47 0.13 386
Q2 2000 0.41 0.47 0.12 385
Q3 2000 0.40 0.45 0.15 401
Q4 2000 0.38 0.43 0.19 414
Q1 2001 0.37 0.42 0.21 430
Q2 2001 0.37 0.41 0.22 471
Q3 2001 0.38 0.42 0.20 504
Q4 2001 0.41 0.42 0.17 532
Q1 2002 0.41 0.43 0.16 558
Q2 2002 0.40 0.42 0.18 583
Q3 2002 0.40 0.42 0.19 586
Q4 2002 0.39 0.41 0.19 587
Q1 2003 0.40 0.40 0.20 589
Q2 2003 0.42 0.40 0.18 564
Q3 2003 0.42 0.40 0.18 572
Q4 2003 0.40 0.35 0.24 628
Q1 2004 0.37 0.31 0.32 699
Q2 2004 0.35 0.30 0.35 746
Q3 2004 0.33 0.28 0.39 779
Q4 2004 0.33 0.27 0.40 789
Q1 2005 0.33 0.27 0.40 770
Q2 2005 0.33 0.25 0.42 773
Q3 2005 0.33 0.23 0.44 779
Q4 2005 0.33 0.21 0.46 772
Q1 2006 0.33 0.20 0.47 777
Q2 2006 0.32 0.18 0.50 819
Q3 2006 0.31 0.17 0.52 855
Q4 2006 0.32 0.15 0.53 926
Q1 2007 0.33 0.14 0.54 1,029
Q2 2007 0.33 0.12 0.55 1,146
Q3 2007 0.34 0.11 0.55 1,329
Q4 2007 0.35 0.10 0.55 1,506
Q1 2008 0.38 0.09 0.53 1,730
Q2 2008 0.41 0.08 0.51 2,026

Sources: Mortgage Bankers Association, Milken Institute.
Note: Data are as of June 2008. Numbers are expanded to reflect 85 percent coverage.
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398 APPENDIX

Table A.34 Top 25 Subprime Lenders in 2006 (for 12 Months, US$ Millions)

Rank Lender Volume
Market
Share

Status
as of Sept. 2008

1 HSBC Finance, IL $52,800 8.80% Decision One, HSBC
Finance’s subsidiary
that originates
mortgage loans, was
closed

2 New Century
Financial, CA

$51,600 8.60% Bankrupt

3 Countrywide Financial,
CA

$40,596 6.77% Acquired

4 CitiMortgage, NY $38,040 6.34%
5 WMC Mortgage, CA $33,157 5.53% Bankrupt
6 Fremont Investment &

Loan, CA
$32,300 5.38% Acquired

7 Ameriquest Mortgage,
CA

$29,500 4.92% Bankrupt

8 Option One Mortgage,
CA

$28,792 4.80% Acquired

9 Wells Fargo Home
Mortgage, IA

$27,869 4.64%

10 First Franklin Financial
Corp, CA

$27,666 4.61% Operations discontinued

11 Washington Mutual,
WA

$26,600 4.43% Acquired

12 Residential Funding
Corp., MN

$21,200 3.53%

13 Aegis Mortgage Corp.,
TX

$17,000 2.83% Bankrupt

14 American General
Finance, IN

$15,070 2.51%

15 Accredited Home
Lenders, CA

$15,767 2.63%

16 BNC Mortgage, CA $14,500 2.42% Closed
17 Chase Home Finance,

NJ
$11,550 1.93%

18 Equifirst, NC $10,750 1.79%

(Continued )
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Appendix 399

Table A.34 (Continued )

Rank Lender Volume
Market
Share

Status as of
Sept. 2008

19 NovaStar Financial, KS $10,233 1.71% Lending operations
discontinued

20 Ownit Mortgage
Solutions, CA $9,500 1.58% Closed

21 ResMae Mortgage
Corp., CA $7,659 1.28% Filed for bankruptcy

22 Mortgage Lenders
Network USA, CT $6,000 1.00% Closed

23 ECC Capital Corp., CA $5,485 0.91%
24 Fieldstone Mortgage

Company, MD $4,991 0.83% Bankrupt
25 Nationstar Mortgage

(Centex), TX $4,619 0.77%

Total for top
25 lenders:

$543,243 90.5%

Total subprime
originations:

$600,000 100.0%

Sources: Inside Mortgage Finance, Milken Institute.
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Table A.35 Top Nonagency MBS Issuers in 2006 (for 12 Months,
US$ Millions)

Rank Issuer 2006
Number of

Deals
Market
Share

Status as of
Sept. 2008

1 Countrywide
Financial $153,824 219 13.43% Acquired

2 Washington
Mutual $72,843 81 6.36% Acquired

3 Lehman Brothers $69,413 116 6.06% Bankrupt
4 Residential

Funding Corp. $66,187 111 5.78%
5 Bear Stearns $64,229 109 5.61% Acquired
6 Wells Fargo $60,436 61 5.28%
7 Goldman Sachs $46,078 75 4.02%
8 IndyMac $40,141 72 3.50% Bankrupt
9 New Century $35,318 49 3.08% Bankrupt
10 JPMorgan Chase $33,061 38 2.89%
11 Option One $31,260 40 2.73% Acquired
12 Fremont $29,826 46 2.60% Acquired
13 Morgan Stanley $29,775 38 2.60%
14 Credit Suisse $28,770 51 2.51%
15 First Franklin $28,257 40 2.47% Operations

discontin-
ued

16 RBS Greenwich
Capital $28,085 45 2.45%

17 Deutsche Bank $25,328 57 2.21%
18 Bank of America $24,607 38 2.15%
19 WMC Mortgage $21,620 29 1.89% Bankrupt
20 Ameriquest

Mortgage $21,610 24 1.89% Bankrupt
21 Citigroup $20,000 38 1.75%
22 GreenPoint

Mortgage $17,525 20 1.53% Closed
23 Merrill Lynch $16,727 33 1.46% Acquired
24 American Home

Mortgage $12,962 9 1.13% Filed for
bankruptcy

25 UBS Warburg $12,848 42 1.12%

Total for top 25 $990,731 1,481 86.5%
Totals for all

issuers $1,145,613 1,786 100.0%

Sources: Inside Mortgage Finance, Milken Institute.
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Figure A.17 Credit Default Swap Index by Industry
(January 2004–October 31, 2008)
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Figure A.17 Credit Default Swap Index by Industry
(January 2004–October 31, 2008)
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Figure A.17 Credit Default Swap Index by Industry
(January 2004–October 31, 2008)
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428 APPENDIX

Table A.47 Historical Conventional Loan Limits, Fannie Mae and
Freddie Mac (1980–2008)

Historical Conventional Loan Limits

Single Two Three Four Second High-Cost Area,
Family Family Family Family Loan Single Family

1980 93,750 120,000 145,000 180,000 N/A* 140,625
1981 98,500 126,000 152,000 189,000 98,500 147,750
1982 107,000 136,800 165,100 205,300 107,000 160,500
1983 108,300 138,500 167,200 207,900 108,300 162,450
1984 114,000 145,800 176,100 218,900 57,000 171,000
1985 115,300 147,500 178,200 221,500 57,650 172,950
1986 133,250 170,450 205,950 256,000 66,625 199,875
1987 153,100 195,850 236,650 294,150 76,550 229,650
1988 168,700 215,800 260,800 324,150 84,350 253,050
1989 187,600 239,950 290,000 360,450 93,800 281,400
1990 187,450 239,750 289,750 360,150 93,725 281,175
1991 191,250 244,650 295,650 367,500 95,625 286,875
1992 202,300 258,800 312,800 388,800 101,150 303,450
1993 203,150 259,850 314,100 390,400 101,575 304,725
1994 203,150 259,850 314,100 390,400 101,575 304,725
1995 203,150 259,850 314,100 390,400 101,575 304,725
1996 207,000 264,750 320,050 397,800 103,500 310,500
1997 214,600 274,550 331,850 412,450 107,300 321,900
1998 227,150 290,650 351,300 436,600 113,575 340,725
1999 240,000 307,100 371,200 461,350 120,000 360,000
2000 252,700 323,400 390,900 485,800 126,350 379,050
2001 275,000 351,950 425,400 528,700 137,500 412,500
2002 300,700 384,900 465,200 578,150 150,350 451,050
2003 322,700 413,100 499,300 620,500 161,350 484,050
2004 333,700 427,150 516,300 641,650 166,850 500,550
2005 359,650 460,400 556,500 691,600 179,825 539,475
2006 417,000 533,850 645,300 801,950 208,500 625,500
2007 417,000 533,850 645,300 801,950 208,500 625,500
2008** 417,000 533,850 645,300 801,950 208,500 625,500

Sources: Fannie Mae, Milken Institute.
Note: Limits for Alaska, Hawaii, Virgin Islands, and Guam are 50 percent higher. The Virgin Islands
were designated a high-cost area in 1992 and Guam in 2001.
*Prior to 1984, second mortgage limits were the same as first mortgage limits. Subsequent legislation
reduced the limits to 50 percent of first mortgage limits. Fannie Mae had no second mortgage program
before 1981.
**With passage of the economic stimulus package, Fannie Mae and Freddie Mac may temporarily
increase purchase loans beyond the company’s prevailing conventional loan limit in designated high-
cost areas. The company may purchase loans with a maximum original principal obligation of up to 125
percent of the area median home price in high-cost areas, not to exceed $729,750, except in Alaska,
Hawaii, Guam, and the U.S. Virgin Islands, where higher limits may apply.
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Table A.48 Change in Governmental Mortgage Limits (1980–2008)

Fannie/Freddie
Goverment-

Insured Average House Prices

Loan Newly
Year Limit Change FHA VA Built Change Existing Change

1980 $93,751 0.00% $90,000 $100,000 $76,400 6.41% $72,800 13.40%
1981 $98,500 5.07% $90,000 $110,000 $83,000 8.64% $78,300 7.55%
1982 $107,000 8.63% $90,000 $110,000 $83,900 1.08% $80,500 2.81%
1983 $108,300 1.21% $90,000 $110,000 $89,800 7.03% $83,100 3.23%
1984 $114,000 5.26% $90,000 $110,000 $97,600 8.69% $86,000 3.49%
1985 $115,300 1.14% $90,000 $110,000 $100,800 3.28% $90,800 5.58%
1986 $133,250 15.57% $90,000 $110,000 $111,900 11.01% $98,500 8.48%
1987 $153,100 14.90% $90,000 $110,000 $127,200 13.67% $106,300 7.92%
1988 $168,700 10.19% $101,250 $144,000 $138,300 8.73% $112,800 6.11%
1989 $187,600 11.20% $101,250 $144,000 $148,800 7.59% $114,400 1.42%
1990 $187,450 −0.08% $124,875 $184,000 $149,800 0.67% $115,300 0.79%
1991 $191,250 2.03% $124,875 $184,000 $147,200 −1.74% $124,700 8.15%
1992 $202,300 5.78% $124,875 $184,000 $144,100 −2.11% $126,600 1.52%
1993 $203,150 0.42% $151,725 $184,000 $147,700 2.50% $129,300 2.13%
1994 $203,150 0.00% $151,725 $184,000 $154,500 4.60% $133,500 3.25%
1995 $203,150 0.00% $152,362 $203,000 $158,700 2.72% $135,800 1.72%
1996 $207,000 1.90% $155,250 $203,000 $166,400 4.85% $141,800 4.42%
1997 $214,600 3.67% $160,950 $203,000 $176,200 5.89% $150,500 6.14%
1998 $227,150 5.85% $170,362 $203,000 $181,900 3.23% $159,100 5.71%
1999 $240,000 5.66% $208,800 $203,000 $195,600 7.53% $168,300 5.78%
2000 $252,700 5.29% $219,849 $203,000 $207,000 5.83% $176,200 4.69%
2001 $275,000 8.82% $239,250 $203,000 $213,200 3.00% $185,300 5.16%
2002 $300,700 9.35% $261,609 $240,000 $228,700 7.27% $201,600 8.80%
2003 $322,700 7.32% $280,749 $240,000 $246,300 7.70% $216,200 7.24%
2004 $333,700 3.41% $290,319 $240,000 $275,500 11.45% $244,000 12.86%
2005 $359,650 7.78% $312,896 $359,650 $297,000 8.20% $266,600 9.26%
2006 $417,000 15.95% $362,790 $417,000 $305,900 3.00% $268,200 0.60%
2007 $417,000 0.00% $362,790 $417,000 $311,600 1.86% $266,000 −0.82%
2008* $417,000 0.00% $362,790 $417,000 n.a. n.a. n.a. n.a.

Sources: Inside Mortgage Finance, Milken Institute.
Note: *With passage of the economic stimulus package, Fannie Mae and Freddie Mac may temporarily
increase purchase loans beyond the company’s prevailing conventional loan limit in designated high-cost
areas. The company may purchase loans with a maximum original principal obligation of up to 125
percent of the area median home price in high-cost areas, not to exceed $729,750, except in Alaska,
Hawaii, Guam, and the U.S. Virgin Islands, where higher limits may apply. Effective March 6, 2008,
HUD will offer temporary FHA loan limits that will range from $271,050 to $729,750.
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Appendix 435

Table A.52 Median Percentage Down Payment on Home Purchases
(Selected MSAs, 2006)

United States 10.0

1 Bellingham, WA 20.0
2 Corvallis, OR 20.0
3 Bend, OR 20.0
4 Manchester-Nashua, NH 20.0
5 Pittsfield, MA 20.0
6 Springfield, MA 20.0
7 Boston-Cambridge-Quincy, MA-NH 20.0
8 Worcester, MA 20.0
9 Barnstable Town, MA 20.0
10 Hartford–West Hartford–East Hartford, CT 20.0
11 Norwich–New London, CT 20.0
12 Bridgeport-Stamford-Norwalk, CT 20.0
13 New Haven–Milford, CT 20.0
14 Providence–New Bedford–Fall River, RI-MA 20.0
15 Boulder, CO 20.0
16 Virginia Beach–Norfolk–Newport News, VA-NC 20.0
17 Flagstaff, AZ 20.0
18 San Luis Obispo–Paso Robles, CA 20.0
19 Prescott, AZ 20.0
20 Atlanta–Sandy Springs–Marietta, GA 20.0
21 New Orleans–Metairie-Kenner, LA 20.0
22 Naples–Marco Island, FL 19.0
23 Vero Beach, FL 17.1
24 Chico, CA 14.9
25 Champaign-Urbana, IL 14.4
26 Ann Arbor, MI 13.5
27 New York–Northern New Jersey–Long Island, NY-NJ-PA 13.3
28 Santa Cruz–Watsonville, CA 13.1
29 Myrtle Beach–Conway–North Myrtle Beach, SC 12.5
30 Punta Gorda, FL 12.1
31 Sarasota-Bradenton-Venice, FL 11.9
32 Mount Vernon–Anacortes, WA 10.1
33 Spokane, WA 10.1
34 Bremerton-Silverdale, WA 10.1
35 Medford, OR 10.1
36 Redding, CA 10.1
37 Sacramento-Arden-Arcade-Roseville, CA 10.1
38 Seattle-Tacoma-Bellevue, WA 10.0

(Continued )
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Table A.52 (Continued )

United States 10.0

39 Olympia, WA 10.0
40 Portland-Vancouver-Beaverton, OR-WA 10.0
41 Eugene-Springfield, OR 10.0
42 Detroit-Warren-Livonia, MI 10.0
43 Chicago-Naperville-Joliet, IL-IN-WI 10.0
44 Rockford, IL 10.0
45 Reno-Sparks, NV 10.0
46 Allentown-Bethlehem-Easton, PA-NJ 10.0
47 Fort Collins-Loveland, CO 10.0
48 Philadelphia-Camden-Wilmington, PA-NJ-DE-MD 10.0
49 Lancaster, PA 10.0
50 Atlantic City, NJ 10.0

Source: Zillow.com.
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Table A.54 HOPE NOW Alliance Program: Accumulated Borrower
(Q3 2007–Q3 2008)

Number of Loans 2007 Q3 2007 Q4 2008 Q1 2008 Q2 2008 Q3 Total

Repayment plans 322,909 333,393 312,225 302,561 335,572 1,606,659
Prime 120,254 136,364 146,586 141,836 179,042 724,081
Subprime 202,656 197,029 165,639 160,725 156,530 882,578
Modifications 75,326 140,401 170,090 220,326 257,444 863,587
Prime 29,999 37,162 48,022 56,179 70,283 241,644
Subprime 45,327 103,239 122,068 164,147 187,161 621,943
Workout plans 398,236 473,794 482,315 522,887 593,016 2,470,246
Prime 150,253 173,526 194,607 198,015 249,325 965,725
Subprime 247,983 300,268 287,708 324,872 343,691 1,504,521

Source: HOPE NOW Alliance.

Table A.55 HOPE NOW Alliance Program: Accumulated Foreclosure Sales
(Q3 2007–Q3 2008)

2007 Q3 2007 Q4 2008 Q1 2008 Q2 2008 Q3 Total

Foreclosure sales 135,330 151,403 202,970 246,192 264,139 1,000,033
Prime 53,760 59,750 82,819 108,202 130,377 434,908
Subprime 81,570 91,653 120,151 137,990 133,762 565,125

Source: HOPE NOW Alliance.
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Endnotes

Chapter 2 Overview of the Housing and Mortgage Markets

1. The United States is generally expected to gain between 1.2 million and 1.5
million households each year due to rising birth and immigration rates.

2. A housing unit is generally defined as a house, apartment, group of rooms, or
single room occupied or intended for occupancy as separate living quarters. A
more comprehensive definition can be found in the Glossary.

3. Throughout this report, the term home is used to refer to a single-family housing
unit, in contrast to a single- and multifamily, or residential, housing unit.

4. The housing unit value, adjusted for inflation, increased nearly ninefold, whereas
the U.S. population roughly doubled over the period.

5. In 1983, Freddie Mac and Fannie Mae issued the first collateralized mortgage
obligation (CMO) with three separate tranches (categories organized by relative
risk) of securities. Each successive lower tranche received payments only after
the higher tranche had been paid off.

6. See Tables A.10 and A.11 in the Appendix for information on the importance of
private-label securitizers in comparison to Ginnie Mae and the two government-
sponsored enterprises (GSEs), Fannie Mae and Freddie Mac.

7. One way to provide an incentive for originators to be more selective with
respect to borrowers is to require that representations and warrants be provided
by them.

8. The real short-term federal funds rate was actually negative from the fall of 2002
to May 2005.

9. Of course, the movements between the one-year ARM rate and the target
federal funds rates are far from perfect and contemporaneous, because the simple
correlation between these two variables is −0.39.
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446 ENDNOTES

Chapter 3 Buildup and Meltdown of the Mortgage and Credit Markets

1. Mark Doms, Frederick Furlong, and John Krainer, “House Prices and Subprime
Mortgage Delinquencies,” FRBSF Economic Letter, June 8, 2007.

2. A FICO score is a widely used numerical score developed by the Fair Isaac
Corporation to express the quality of a consumer’s credit history. It does not
consider race, ethnicity, religion, national origin, sex, or marital status; age;
salary, occupation, title, employer, date employed, or employment history; ad-
dress; the interest rate being charged on a particular credit card or other account;
items reported as child/family support obligations or rental agreements; certain
types of inquiries (requests for credit report or score); any information not found
in a credit report; and other information that has not been shown to be predic-
tive of future credit performance. The three major credit bureaus are Equifax,
Experian, and TransUnion, each of which creates its own version of the FICO
score using its propriety information collected from credit reports.

3. Federal Register (2002). July 12, 2002. See Figure A.9 in the Appendix for
the Department of Housing and Urban Development (HUD) subprime and
manufactured home lender list from 1992 to 2005.

4. FDIC press release, “Statement on Subprime Mortgage Lending” (PR-55-
2007), June 29, 2007.

5. Center for Responsible Lending, “Subprime Lending: A Net Drain on Home-
ownership,” March 27, 2007.

6. James Barth et al., “Despite Foreclosures, Subprime Lending Increases Home-
ownership,” Perspectives on the Subprime Market (Milken Institute, 2008).

7. Remarks by Federal Reserve Governor Edward M. Gramlich, Texas Association
of Bank Counsel 27th Annual Convention, South Padre Island, Texas, Octo-
ber 9, 2003; available at http://www.federalreserve.gov/boarddocs/speeches/
2003/20031009/default.htm (accessed December 2, 2008).

8. RealtyTrac press release, July 30, 2007, http://www.realtytrac.com/
ContentManagement/pressrelease.aspx?ChannelID=9&ItemID=2932&accnt=
64847 (accessed November 19, 2008).

9. It should be noted that foreclosures impose costs on individuals. Credit scores
drop and as a result, getting future credit becomes more difficult and costly.
The scores may also drop even when a lender agrees to allow a borrower to
sell a home in a short sale, which means the house is sold at a price below the
mortgage amount. In some states, moreover, lenders can go after borrowers for
unpaid mortgage balances.

Chapter 4 When Will the Crisis End?

1. Testimony by Peter Orszag, director of the Congressional Budget Office,
before the House Committee on Education and Labor, October 7, 2008,
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http://www.cbo.gov/ftpdocs/98xx/doc9864/10-07-Retirement Security
Testimony.1.1.shtml (accessed December 1, 2008). Also described at the CBO
director’s blog, http://cboblog.cbo.gov/?p=176.

Chapter 5 What Went Wrong . . . ?

1. David C. Wheelock, “The Federal Response to Home Mortgage Distress:
Lessons from the Great Depression,” in The Federal Reserve Bank of St. Louis
Review 90 (3): 133–48.

2. Panel discussion, “Recent Financial Market Disruptions: Implications for
the Economy and American Families,” The Brookings Institution, Septem-
ber 26, 2007 (transcript available at http://www.brookings.edu/events/2007/
0926monetary-policy.aspx).

3. It should be noted that only six U.S. S&P 500 companies had a AAA rating in
October 2008.

4. Helen Coster and Daniel Fisher, “Burnout: Does General Electric Deserve Its
AAA Rating?,” Forbes, October 27, 2008.

5. See http://securities.stanford.edu/news-archive/2004/20040428 Headline08
Drawbaugh.htm.

6. U.S. Securities and Exchange Commission, press release 2008-230, September
26, 2008 (accessed at http://www.sec.gov/news/press/2008/2008-230.htm).

7. Lawrence Summers, “The Big Freeze, Part 4: A U.S. Recovery,” Financial
Times, August 6, 2008.

8. It is not clear that raising the limits on the size of the mortgage loans to $625,000
in 2006 can be consistent with this goal, with temporary limits even higher at
$729,750.

9. http://www.ofheo.gov/NewsRoom Print.aspx?ID=388

10. FDIC press release, “FDIC Implements Loan Modification Program for Dis-
tressed IndyMac Mortgage Loans,” available at http://www.fdic.gov/news/
news/press/2008/pr08067.html (accessed December 1, 2008).

11. It was reported that the FDIC has generally offered to reduce borrowers’
interest rates or stretch the terms of their loans to as long as 40 years, but few
offers have involved a reduction in principal (The Wall Street Journal, October
8, 2008). A problem with principal-balance reductions is that they are likely
to encourage nondefaulting homeowners to default in an attempt to secure
similar reductions.

12. See, for example, Barr (2005) and Hyeton (2006).

13. The foreclosure start rate is defined as the number of loans originated in a given
year that enter foreclosure proceedings during a certain time period, relative to
the total number of same type of loans originated in the same year.
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Chapter 6 So Far, Only Piecemeal Fixes

1. The advantage of deposits is that interest payments typically accrue in the
accounts rather than being paid out as cash.

2. It should be noted that the actual federal funds rate has recently been lower
than the target rate and even negative when adjusted for inflation.

3. Beginning March 7, 2008, funds provided through the Single-Tranche Open
Market Operations (OMO) Program are made available weekly for a term of
28 days—longer than the overnight to 14-day term of conventional OMO.
Also, on July 30, 2008, the Fed extended its emergency lending programs to
Wall Street firms through January 2009, after policymakers judged that markets
were still “fragile.”

4. Note that state guaranty associations, which were established about 40 years ago,
exist in all states and are funded by the insurers in each state. These associations
cover claims up to the policy limits or limits set by state law in the event an
insurance company fails.

5. Alison Vekshin and Alison Fitzgerald, “Bush Said to Tell Aides He Won’t Seek
Bailout Funds,” Bloomberg News, November 17, 2008.

6. Justin Baer, “GE Tests Fed’s New Commercial Paper Facility,” Financial Times,
October 28, 2008.

7. On November 7, 2008, Bloomberg News filed suit in the U.S. District Court,
Southern District of New York (Manhattan), to force the Federal Reserve to
disclose securities it is accepting as collateral for all the loans it has made to
banks.

8. State and local governments are also taking steps to deal with the current crisis.
For example, California passed enacted a new state law (SB1137) in July 2008
that prevents lenders from initiating foreclosure proceeding until 30 days after
satisfying due diligence requirements to contact the borrower. (http://www.
leginfo.ca.gov/pub/07-08/bill/sen/sb 1101-1150/sb 1137 bill 20080708
chaptered.html.)

9. See Mortgage Bankers Association, http://www.mortgagebankers.org/
NewsandMedia/PressCenter/64098.htm.

10. Scott Reckard, “Government’s Mortgage Relief Program Gets Few Takers,”
Los Angeles Times, November 5, 2008.

11. http://www.usdoj.gov/olc/esf2.htm

12. On June 13, 2007, the SEC removed Rule 10a-1, which provided that, subject
to certain exceptions, a security may be sold short (A) at a price above the price
at which the immediately preceding sale was effected (plus tick) or (B) at the
last sale price if it is higher that the last different price (zero-plus tick). Short
sales are not permitted on minus ticks or zero-minus ticks, subject to narrow
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exceptions. It also removed any short sale price test of any self-regulatory
organization. http://www.sec.gov/news/press/2007/2007-114.htm

13. “PNC Buys National City in Bank Shakeout,” The Wall Street Journal, October
27, 2008, and http://pnc.mediaroom.com/index.php?s=43&item=591.

14. Evan Halper, “Bush’s Tax Breaks for Banks Could Cost California $2 Billion,”
Los Angeles Times, November 11, 2008. See also Stephen Ohlemacher, “Banks
Reap Big Tax Breaks Atop Bailout Billions,” Associated Press, November 10,
2008, and Lynnley Browning, “Treasury to Review New Tax Break Plan,” The
New York Times, November 18, 2008.

15. In 1980, the U.S. Congress expanded deposit insurance to $100,000 from
$40,000.

16. Statement by FDIC chairman Sheila Bair at U.S. Treasury, Federal Reserve,
and FDIC joint press conference, October 14, 2008; available at http://
www.fdic.gov/news/news/press/2008/pr08100a.html (accessed December 2,
2008).

17. It is interesting that in some years the FDIC set the rates that many banks pay
for deposit insurance at zero. In 2006, for example, 95 percent of all the insured
depository institutions paid no premiums. Clearly, providing coverage but yet
charging no premiums is not typically a good business model. Furthermore,
lowering premiums in good times and raising them in bad times result in
procyclical assessments.

18. On November 12, 2008, the FDIC approved GE Capital to participate in the
TLGP. Participants in this program benefit from lowering the cost of debt.

19. http://federalreserve.gov/newsevents/testimony/bernanke200810 20a.htm

Chapter 7 Where Should We Go from Here?

1. IMF Survey, Vol. 37, No. 10, October 2008, 151.
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Glossary

125 loan A loan program that allows homeowners to borrow up to
125 percent of their property’s value, even if they hold little or no
equity. These loans are typically used for home improvements or
debt consolidation. Interest rates and loan amounts are sensitive to
the borrower’s credit score.

20-20 mortgage A 40-year mortgage in which the interest rate resets
after 20 years. The initial interest rate is likely to be lower than that
of a traditional 30-year loan.

3/2 down payment A program offered by some lenders allowing
borrowers who secure a grant or gift equal to 2 percent of their
down payment to provide only a 3 percent down payment from
their own funds.

Abstract See Title search.
Acceleration clause A contractual provision that gives the lender the

right to demand repayment of the entire loan balance if the borrower
defaults or violates certain terms in the note.

Accrued interest Interest that has accumulated but has yet to be paid.
A credit The best credit rating. Consumers with A credit qualify for

the lowest interest rates that lenders offer. Most lenders define this
group as borrowers with FICO scores above 720. Consumers can
pay a penalty for falling below this threshold.

Adjustable-rate mortgage (ARM) A mortgage that allows the
lender to change the interest rate after an introductory period. Most
ARMs have limitations, or caps, on the frequency and/or magnitude
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of interest rate resets. There are several different categories of ARMs.
In the United States, most ARM rates are pegged to a preselected
benchmark index (e.g., LIBOR). These are commonly referred to as
indexed ARMs (see definition). Hybrid ARMs (see definition) com-
bine fixed and variable rates; an example of a hybrid is the 2/28
mortgage. For the first two years, its interest rate is fixed, but for
the remaining life of the mortgage, rates float relative to an index,
although caps may apply. In an option ARM (see definition), the bor-
rower chooses which payment to make each month: a low specified
minimum payment, an interest-only payment, or a 15- or 30-year
fixed-rate payment. Choosing the minimum payment can add to the
loan balance, resulting in negative amortization (see definition).

Adjustment interval In an adjustable-rate mortgage, the time be-
tween changes (adjustments) in the interest rate or monthly pay-
ment. It is often displayed in “x/y” format, where “x” is the period
until the first adjustment and “y” is the adjustment period thereafter.
For example, in a 5/1 ARM, the initial rate holds for five years, after
which the rate adjusts every year. The rate adjustment interval and
the payment adjustment interval are the same on a fully amortizing
ARM (see Fully amortized payment) but may differ on a negative
amortization ARM (see Negative amortization).

Adverse selection Asymmetry of information between buyers and
sellers, with advantages realized by the better-informed party. Ad-
verse selection problems can lead to market distortions. They arose
in the mortgage market when lenders sold mortgage products to
borrowers who did not comprehend the terms or when investors
bought mortgage-backed securities without realizing the true com-
position or risk levels associated with these investment vehicles.

Affordability A measurement of whether a home’s price reasonably
falls within a buyer’s capacity to carry the required mortgage.

Alt-A A category of mortgage risk that falls between prime and sub-
prime; also referred to as A-minus.

Alternative documentation loans Loans requiring documentation
to back up the application but with simplified requirements that are
designed to speed up the approval process. Instead of verifying with
the applicant’s employer, for example, a lender might accept pay-
check stubs or W-2s. Though their requirements relaxed traditional



P1: OTA/XYZ P2: ABC
gloss JWBT079-Barth March 13, 2009 20:33 Printer Name: Courier Westford

Glossary 453

standards, these transactions called for a higher level of vetting than
low-documentation or no-documentation loans (see definition).

Amortization The process of paying off a loan in installments over
time.

Amortization schedule A table showing each mortgage payment
over the life of a loan, with the ratio of interest to principal decreasing
over time until the balance is fully paid.

Amount financed On the “Truth in Lending” form, the amount
financed is the actual loan amount minus finance charges (such as
points) paid at or before closing. For example, if the loan is for
$100,000 and the borrower prepays $4,000 in fees, the amount
financed is $96,000.

Annual percentage rate (APR) The full cost of borrowing, calcu-
lated as a yearly rate across the full life of the loan and including all
finance charges. This standardized measurement allows borrowers to
compare different loan options, evaluating, for example, whether a
mortgage with a higher interest rate but lower fees might be a better
deal than a loan with a lower rate but high fees. The APR must be
reported by lenders under “Truth in Lending” regulations.

Appraisal A written estimate of a property’s current market value,
prepared by a licensed professional. Lenders require appraisals as part
of the loan approval process, and the fee is usually charged to the
buyer at closing.

ARM See Adjustable-rate mortgage.
Asset-backed security (ABS) A bond or note backed by cash flow

from a pool of loans or accounts receivable originated by banks,
credit card companies, or other providers of credit (not first-lien
mortgages).

Assignee liability Provisions in state and federal antipredatory lend-
ing laws that expressly hold purchasers or securitizers of loans liable
for violations of the law committed by the originator and/or makes
them party to lawsuits brought by borrowers who were victimized
by predatory loans.

Assignment Document that shows which company has interest in a
mortgage loan.

Assumable mortgage A mortgage contract that does not prohibit
a creditworthy buyer from assuming the seller’s ownership and
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obligations. Assuming a loan will save the buyer money if the rate
on the existing loan is below the current market rate; closing costs
are avoided as well. A loan with a “due-on-sale” clause stipulating
that the mortgage must be repaid upon sale of the property is not
assumable.

Balloon mortgage A mortgage that is payable in full after a specified
period that is shorter than the term. In most cases, the balance due
is then refinanced. On a 7-year balloon mortgage, for example, the
monthly payment is usually calculated on a 30-year amortization
schedule, but the balance remaining at the end of the seventh year
comes due in a lump sum that must be repaid or refinanced at that
time. Balloon mortgages are similar to ARMs in that the borrower
benefits from a lower rate in the early years in exchange for assuming
the risk of incurring a higher rate later. These loans are riskier than
ARMs because there is no limit on the extent of the rate increase
possible when the balloon payment comes due.

Bond covenants Legal restrictions in bond indentures that bind
the issuer in various ways to prevent undercutting repayment
ability.

Book value An accounting valuation of an asset, based on the price
paid minus depreciation or amortization. This valuation is usually
very different from the asset’s market value.

Buy-down The payment of points (see definition) in exchange for
a lower interest rate. A temporary buy-down concentrates the rate
reduction in the early years of a mortgage’s term.

Buy-up Payment at a higher interest rate in exchange for a rebate by
the lender that reduces upfront costs.

Cash-out refinancing Refinancing for an amount that exceeds the
balance on the existing loan plus settlement costs, allowing the bor-
rower to take cash out of the transaction. This method of refinancing
is an alternative to a home equity loan or a home equity line of credit.

CDO See Collateralized debt obligation.
CDO-squared A type of asset-backed security that is constructed

from CDOs (see Collateralized debt obligation). A CDO-squared can
be further combined into an asset called a “CDO-cubed.”

CDR Counterparty Risk Index An index created by Credit
Derivatives Research LLC to measures the default risk carried by
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the 15 major banks and brokers who are counterparties to most of
the contracts traded in the credit default swap market.

COFI Cost of Funds Index. A regional interest rate index, one of
many benchmarks that can be used to determine interest rate resets
on an adjustable-rate mortgage.

Collateral An asset pledged as security to guarantee a loan or bond in
case of default.

Collateralized debt obligation (CDO) A security constructed
from a portfolio of fixed-income assets, such as mortgages. CDOs
are unregulated and can have extremely complex structures. Rating
firms often slice their risk associated with these investment vehi-
cles into different classes or tranches (see definition): senior tranches
(rated AAA), mezzanine tranches (AA to BB), and equity tranches
(unrated). Investors in these different tranches absorb losses in re-
verse order of seniority; because equity tranches carry a higher risk
of default, they offer higher “coupons” (interest rates) in return.

Collateralized mortgage obligation (CMO) A special-purpose
entity set up as the legal owner of a portfolio of mortgages. CMOs is-
sue bonds to investors (who buy into different tranches or categories
of risk; see definition), with the mortgages themselves serving as
collateral.

Commercial paper An unsecured promissory note that matures on
a specified date within nine months of issuance. Typically issued by
corporations to cover short-term debt such as operating expenses,
commercial paper is not usually secured by collateral and is not
regulated by the Securities and Exchange Commission.

Common stock Ownership shares in public corporations. Also called
ordinary shares, they are the most widely held type of equity.

Conduit loans Commercial real estate loans specifically intended to
be pooled with other loans to form an investment vehicle called a
commercial mortgage-backed security (CMBS).

Conforming loan A mortgage loan that meets standards set by the
Office of Federal Housing Enterprise Oversight (OFHEO) for pur-
chase by Fannie Mae and Freddie Mac. These loans have debt-to-
income ratio limits and documentation requirements and must fall
below a specific maximum loan amount. Lenders offer their best in-
terest rates on conforming loans, because the ability of Fannie Mae
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and Freddie Mac to buy these mortgages creates baseline demand
in the secondary market. Loans that are larger than the maximum
conforming amount are called jumbo mortgages (see definition).

Conventional mortgage Although many sources use the term in-
terchangeably with the conforming loan (see definition above), it has
an additional meaning, which is used in this book; a conforming
home mortgage that is not insured by the FHA or the VA.

Conversion option The option to convert an adjustable-rate mort-
gage to a fixed-rate mortgage at a specific point in the life of the
loan. These loans are likely to carry higher interest rates or points
than ARMs without this option.

Convertible bond A bond that can be converted into equity shares
of a company under certain conditions.

Convertible preferred shares Corporate fixed-income securities
that can be converted into a predetermined number of shares of
common stock at a specified interval. These investments combine
steady income with the chance to benefit from a rising stock price.

Core capital A measurement of a bank’s financial soundness that
includes common equity, preferred stock that cannot be redeemed,
and retained earnings. Regulators set requirements for core capital,
which is also called Tier 1 capital.

Corporate governance The system of rules and processes that gov-
erns a corporation’s operations. This structure ensures that the orga-
nization functions within applicable laws and regulations while also
addressing issues of accountability, transparency, ethics, and conflicts
of interest.

Cost of capital The rate of return needed to make a capital invest-
ment worthwhile, taking into account opportunity cost.

Coverage ratio A bank’s ratio of loan–loss reserves to delinquent
loans.

Credit default swap A contract allowing an investor to hedge against
defaults on debt payments. Credit default swaps are currently settled
directly between the two parties to a contract, as opposed to handled
by a central clearinghouse. The resulting lack of transparency in this
market added to worries about the solvency of major investors.

Credit enhancements Provisions that reduce the credit risk of an in-
vestment vehicle. These may include posting collaterals or obtaining
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loan guarantees or credit insurance. They may be provided by a third
party (external credit enhancements) or by the originator (internal
credit enhancements), and more than one type of provision may be
associated with a given issuance.

Credit report A report from a credit bureau containing detailed in-
formation on an individual’s credit and bill-paying history. Mortgage
lenders typically order a credit report for each borrower, and closing
costs may include a fee for doing so. The three major U.S. credit
reporting agencies are Equifax, TransUnion, and Experian.

Credit score A single numerical score that expresses an individual
consumer’s creditworthiness, based on their credit history. A higher
score carries a lower risk of default. The most widely used version
is the FICO score, developed by the Fair Isaac Corporation.

Credit spread The yield spread between similar securities with differ-
ent credit quality; especially used to differentiate Treasury securities
and non-Treasury securities.

Debt consolidation Rolling existing debt (such as credit card
or student loan balances) into a new loan (typically a home
mortgage).

Debt-to-income ratio A consumer’s total monthly debt payments
(including mortgage, credit cards, car loans, student loans, and other
obligations) measured as a percentage of monthly gross income.
Mortgage lenders typically prefer to keep debt-to-income ratios
below 30 to 40 percent.

Deed in lieu of foreclosure A mechanism for a borrower in default
to transfer ownership of their property back to the lender while
avoiding foreclosure. This process releases the borrower from all
obligations while saving the lender the time and effort of a formal
foreclosure proceeding.

Default Failure of the borrower to honor the terms of the loan agree-
ment. Lenders (and the law) usually view borrowers whose payments
are more than 90 days delinquent as being in default.

Deleveraging The act of reducing, or “unwinding,” excessive lever-
age to lower risk and strengthen the balance sheet through selling
assets and paying off debt. When many institutions and firms un-
dertake deleveraging all at once, credit may be constrained and asset
values may deflate rapidly.
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Delinquency ratio (or rates) The ratio of the number or value of
loans with past due balances to the total number or value of loans
outstanding.

Delinquency A mortgage payment that is more than 30 days late.
Deposit Insurance Fund (DIF) In 2006 the Bank Insurance Fund

(BIF) and the Savings Association Insurance Fund (SAIF) were
merged to form the Deposit Insurance Fund (DIF). Premiums paid
by insured banks and savings institutions are pooled to form this
reserve fund, which the Federal Deposit Insurance Corporation
(FDIC) uses to guarantee deposits up to a certain size.

Derivatives, notional amount The amounts used to calculate con-
tractual cash flows to be exchanged; the total value of a leveraged
position’s assets.

Discount mortgage broker A mortgage broker who claims to be
compensated entirely by the lender rather than by the borrower for
securing a loan.

Discretionary ARM An adjustable-rate mortgage on which the
lender has the right to change the interest rate at any time, subject
only to advance notice. Discretionary ARMs are offered in Europe
but not in the United States.

Down payment An initial cash payment tendered as part of a home
purchase, usually expressed as a percentage of the total purchase
price. A 20 percent down payment was once the industry standard,
but during the housing boom, lenders relaxed those requirements,
offering some mortgage products with no down payment at all.

Due-on-sale clause A provision in a mortgage loan contract stipu-
lating that if the property is sold, the loan balance must be repaid at
the time of sale. This bars the seller from transferring the remaining
obligations of an existing loan to the buyer, protecting the lender
from a situation in which the interest rate on the old loan is below
current market rate. A loan agreement with a due-on-sale clause is
not an assumable mortgage (see definition).

Equity In connection with a home, the owner’s level of ownership. It
is calculated as the difference between the current market value of
the home and the balance of outstanding mortgage loans.

Escrow An agreement placing money with a third-party agent for safe
keeping, pending the performance of some promised act by one of
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the parties to the agreement. Down payments may be held in escrow
until a home sale closes. Some types of home mortgages include
escrow agreements requiring borrowers to add specified amounts
for taxes and insurance to their regular monthly mortgage payments.
That money is held in an escrow account, from which the lender
pays the taxes and insurance when they come due.

Estimated insured deposits The FDIC states that, in general, in-
sured deposits are total domestic deposits minus estimated uninsured
deposits. Uninsured deposits are in accounts where balances exceed
FDIC insurance limits.

Failed/assisted institutions A bank or savings association is deemed
to have failed when regulators seize control of the institution, placing
its assets and liabilities into a bridge bank, conservatorship, receiver-
ship, or another healthy institution. This action may require the
FDIC to provide funds to cover losses. An institution is defined
as “assisted” when the institution remains open and receives some
insurance funds to continue operating.

Fair value accounting A method of accounting that calls for assets
to be valued according to current market value rather than according
to historical cost.

Fannie Mae The Federal National Mortgage Association (FNMA),
a publicly traded corporation founded during the Great Depression
and chartered by Congress as a government-sponsored enterprise
(GSE) in 1968. Fannie Mae does not directly issue home loans, but
operates in the secondary mortgage market, buying and guaranteeing
conforming loans (see definition). Its presence provides liquidity to
mortgage originators, freeing up funds for mortgage companies,
savings and loans, commercial banks, credit unions, and state and
local housing finance agencies to increase lending to greater numbers
of home buyers. Fannie Mae and Freddie Mac (see definition) held or
backed approximately half of the $12 trillion U.S. mortgage market
in 2008. After sustaining huge losses, the two GSEs were placed in
conservatorship in September 2008, under the supervision of the
Federal Housing Finance Agency.

Federal Deposit Insurance Corporation (FDIC) An independent
federal agency created in 1933 in response to a wave of bank failures.
The FDIC provides insurance that guarantees the safety of deposits
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in thousands of member banks and thrifts. In October 2008, the
coverage limit was temporarily raised from $100,000 to $250,000
per depositor, per institution; that limit is scheduled to return to
$100,000 at the end of 2009.

Federal funds rate The interest rate at which depository institutions
lend balances to each other overnight. The Federal Open Market
Committee establishes the target rate for trading in the federal funds
market.

Federal Home Loan Bank System (FHLBanks) A network of 12
regional banks that provide stable, low-cost funding to U.S. financial
institutions for home mortgages; small business loans; and rural,
agricultural, and economic development lending. The FHLBanks
are the largest source of home mortgage and community credit in
the United States; they providing funding to other banks, though
not directly to individual borrowers. Equity stakes in the FHLBanks
are privately held by thousands of member institutions.

Federal Housing Administration (FHA) A federal agency within
the U.S. Department of Housing and Urban Development (HUD)
that provides mortgage insurance on loans made by FHA-approved
lenders throughout the United States. It is the largest insurer of mort-
gages in the world, having insuring more than 34 million properties
since its inception in 1934. FHA coverage protects lenders against
losses from loan defaults, reducing the risk to lenders. Though it
is a government agency, the FHA is fully funded by self-generated
income. See also FHA mortgage.

Federal Housing Finance Agency An independent federal agency
formed by the merger of the Office of Federal Housing Enterprise
Oversight (OFHEO) and Federal Housing Finance Board (FHFB).
In September 2008, the agency became the conservator of Fannie
Mae and Freddie Mac.

Fees The sum of all upfront cash payments required by the lender for
extending the loan. Origination fees and points are expressed as a
percentage of the loan.

FHA mortgage A mortgage issued by a lender that is approved by
the Federal Housing Administration (see definition) and covered by
FHA insurance. Loans must meet certain requirements to qualify for
FHA insurance, and the cost of premiums is typically included in the
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borrower’s monthly payments for at least the first five years of the
loan. The major advantage of an FHA mortgage is that the required
down payment is very low, but the maximum loan amount is also low.

FICO score A credit score (see definition) created by the Fair Isaac
Corporation and used by lenders to evaluate a potential borrower’s
creditworthiness and to determine a loan’s interest rate.

Financing points Rolling points (see definition) into the loan amount
that is financed.

First mortgage A mortgage that has a first-priority claim against the
property in the event of default. It is generally the primary and often
the largest mortgage on a home.

Fixed-income asset Any type of investment that yields a regular (or
fixed) return.

Fixed-rate mortgage (FRM) A mortgage on which the interest rate
and monthly payment is locked in throughout the term.

Float Allowing the rate and points to vary with changes in market
conditions. The borrower may elect to lock the rate and points at
any time when securing a loan but must do so a few days before the
closing. Allowing the rate to float exposes the borrower to market
risk.

Float-down A rate lock on a mortgage plus an option to reduce the
interest rate if market rates decline during the lock period. It is
also called a rate-cap. A float-down costs the borrower more than a
lock because it is more costly to the lender. Float-downs may offer
varying conditions regarding when and how often the borrower can
exercise the option to reduce rates (usually only once).

Foreclosure The legal process by which a lender takes possession of
a property when the borrower defaults on a mortgage.

Freddie Mac The Federal Home Loan Mortgage Corporation
(FHLMC), created in 1970 to expand the secondary market for
mortgages in the United States. This publicly traded corporation
and government-sponsored enterprise (GSE) buys and guarantees
conforming mortgage loans, pools them, and sells them to investors
as mortgage backed securities, providing liquidity to lenders. In
September 2008, federal regulators took over Freddie Mac and
Fannie Mae (see definition), placing both GSEs under the con-
servatorship of the Federal Housing Finance Agency.



P1: OTA/XYZ P2: ABC
gloss JWBT079-Barth March 13, 2009 20:33 Printer Name: Courier Westford

462 GLOSSARY

Fully amortizing payment The monthly mortgage payment that
will fully pay off a loan during its term, if maintained. On fixed-rate
mortgages, the payment is always fully amortizing. (If the borrower
makes prepayments, the monthly payment is more than fully amor-
tizing.) On adjustable-rate mortgages, the payment may or may not
be fully amortizing, depending on the terms of the loan.

Future and forward contracts Derivative instruments in which the
buyer agrees to purchase and the seller agrees to sell, at a specified
future date, a specific quantity of an underlying variable or index at
a specified price or yield. Both of these types of contracts are used
to hedge risk and can be used with physical commodities as well as
currencies and interest rates. Futures contracts are standardized and
are traded on an organized exchange that sets limits on counterparty
credit exposure. Forward contracts do not have standardized terms
and are traded over the counter.

Ginnie Mae The Government National Mortgage Association, a U.S.
government-owned corporation created in 1968 and overseen by the
U.S. Department of Housing and Urban Development. Ginnie Mae
guarantees securities backed by federally insured loans, including
those guaranteed by the Federal Housing Administration and the
Department of Veterans Affairs. These are the only mortgage-backed
securities guaranteed by the federal government.

Ginnie Mae I and II mortgage-backed securities Ginnie Mae
(see definition above) issues two types of income investment vehi-
cles. Ginnie Mae I products pool together only similar mortgages
into a single security (for example, only single-family home mort-
gages with comparable maturity dates and interest rates, all issued by
the same lender). Ginnie Mae II securities are larger and more geo-
graphically diverse pools of mortgages from multiple issuers, with a
wider range of coupons (returns).

Goodwill and other intangible assets An accounting term, espe-
cially relevant in acquisitions and mergers, for those factors beyond
book value that make companies or investments attractive beyond a
strict examination of its assets and liabilities. Goodwill might encom-
pass customer relationships, servicing rights, location, brand value,
and similar items. Goodwill is the excess of the purchase price over
the fair market value of the net assets acquired, less subsequent
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impairment adjustments. Other intangible assets are recorded at
fair value, less subsequent quarterly amortization and impairment
adjustments.

Government-sponsored enterprises (GSE) Privately held finan-
cial service corporations with government charters and backing,
such as Fannie Mae, Freddie Mac, and the Federal Home Loan Banks
(see definitions), created to enhance U.S. capital markets. GSEs carry
the implicit backing of the federal government.

Graduated payment mortgage (GPM) A mortgage in which
monthly payments are initially very low, later rising at a set rate
over a set period after which they level out over the remaining
term. Unlike an option ARM (see definition), a GPM clearly sets the
monthly payment schedule, spelling out how it will change during
the lifetime of the mortgage, because the interest rate remains fixed.
The Federal Housing Administation offers a GPM loan program for
home buyers who expect their earning potential to rise in the near
future. A variation on the GPM is the graduated payment adjustable-
rate mortgage (GPARM), which also starts out with very low monthly
payments; with these loans, the initial low payment period may cause
negative amortization (see definition). Adjustments to a GPARM are
not set at signing, but as with other ARMs, interest rate resets are
tied to a benchmark index.

Growing equity mortgage (GEM) A loan product with a fixed
interest rate and monthly payments that increase over time. Unlike
a graduated payment mortgage, these loans begin with initial pay-
ments that are fully amortizing. Later increases are applied directly
to principal, shorter the life of the loan and saving interest.

Home equity line of credit (HELOC) An open-ended loan, usu-
ally recorded as a second mortgage, granting the borrower a cash
advance against the equity in their home. The lender approves a
maximum amount that is made available as a line of credit. Borrow-
ers can access these funds in increments, and they pay back only the
amount they withdraw, plus interest. Interest rates on HELOCs are
typically variable.

Home equity loan A loan with a second-priority claim against a
property in the event of default. The lender who holds the second
mortgage gets paid only after the lender holding the first mortgage
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is paid. Interest rates on home equity loans are generally fixed but at
higher rates than first mortgages.

Home Ownership and Equity Protection Act (HOEPA) A fed-
eral law addressing deceptive, predatory, and unfair practices in home
lending. HOEPA governs only certain high-rate home mortgages.
It includes full disclosure requirements about interest rates and pay-
ment schedules and forbids practices such as balloon payments and
negative amortization.

Homeownership rates The proportion of households that own,
rather than rent, their homes. It is computed by dividing the number
of owner households by the total number of households.

HOPE for Homeowners A program created by Congress in 2008
to help prevent foreclosures by refinancing troubled mortgages into
more sustainable FHA-secured loans.

HOPE NOW An alliance of mortgage lenders and servicers, trade as-
sociations, nonprofit housing advocates, and debt counselors, formed
in 2007 at the behest of the U.S. Department of Treasury and the
Department of Housing and Urban Development. This coalition’s
counselors work directly with individual homeowners in distress,
assisting them in efforts to obtain loan modifications and avoid
foreclosure.

Householder A U.S. Census Bureau term for the person (or one of
the persons) in whose name a particular housing unit is owned or
rented. This term replaces “head of the household.”

Housing unit According to the U.S. Census Bureau, a housing unit
is a house, an apartment, a mobile home, a group of rooms, or a
single room occupied or intended for occupancy as separate living
quarters.

Hybrid ARM An adjustable-rate mortgage in which the initial rate
is fixed (usually at a low rate) for an initial period and then resets at
certain intervals.

Indexed ARM An adjustable-rate mortgage in which the interest
rate adjustments are pegged to an agreed-on benchmark index (as
opposed to a discretionary ARM, which allows the lender to change
the rate at any time subject only to advance notice). All ARMs in
the United States are indexed.
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Initial interest rate The interest rate offered at the beginning of the
life of an adjustable-rate mortgage. The initial rate is often a low
“teaser” rate set below the fully indexed interest rate.

Initial rate period The period of time during which the initial rate
on a mortgage holds.

Inspection An examination of the structure and mechanical systems
of a home by a licensed professional. Before a home purchase closes,
borrowers typically commission a home inspection and receive a
full report evaluating the home’s soundness and safety and listing any
needed repairs. Buyers typically pay a fee for this service. Most home
sale transactions are contingent on the buyer’s satisfaction with the
results of the report, and in some cases, the terms of the deal may be
renegotiated based on the inspector’s findings.

Interest rate adjustment period The frequency of rate adjustments
on an adjustable rate mortgage after the initial rate period ends. For
example, a 3/1 ARM has an initial rate period of three years, after
which the rate adjusts every year.

Interest rate ceiling The highest interest rate possible under an
adjustable-rate mortgage contract; also called a “lifetime cap.” It
is often expressed as a specified number of percentage points above
the initial interest rate.

Interest rate decrease cap The maximum allowable decrease in the
interest rate on an adjustable-rate mortgage each time the rate resets.
It is usually 1 or 2 percentage points.

Interest rate floor The lowest interest rate possible under an
adjustable-rate mortgage contract. Floors are less common than
ceilings.

Interest rate increase cap The maximum allowable increase in the
interest rate on an adjustable-rate mortgage each time the rate resets.
It is usually 1 or 2 percentage points but may be 5 points if the initial
rate period is five years or longer.

Interest rate index The specific benchmark to which the interest
rate on an adjustable-rate mortgage is tied. All of the commonly
used indices are regularly and widely published.

Interest-only mortgage A loan agreement under which the monthly
payment consists of interest only for a specific interval. During that
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period, the principal balance remains unchanged and the borrower’s
equity does not grow unless the home’s market value increases. These
loans are also called “deferred amortization mortgages.” After the
interest-only period ends, the monthly payment jumps to cover both
the interest owed and the principal. If the loan is an interest-only
ARM, the interest rate may also adjust based on a particular index.

Jumbo mortgage A nonconforming mortgage loan larger than the
maximum amount eligible for purchase by Fannie Mae or Freddie
Mac. However, some lenders use the term to refer to programs for
even larger loans, such as those exceeding $500,000. A loan in excess
of $650,000 is referred to as a “super-jumbo mortgage.” The average
interest rates on jumbo mortgages are typically higher than those on
conforming mortgages and vary depending on property types and
mortgage amounts.

Jumbo pools Ginnie Mae II mortgage-backed securities (see definition)
are collateralized by pools that may include jumbo mortgages (see
definition above). Mortgage loans in Ginnie Mae jumbo pools may
vary in terms of the interest rate within one percentage point.

Leverage Using debt so that a smaller but riskier equity investment
controls a larger asset base. A common measure of leverage is the
asset-to-equity ratio (also called the leverage ratio).

Leveraged buyout (LBO) The acquisition of a company using a
significant amount of borrowed money (bonds or loans) to finance
the purchase. Often, the assets of the company being acquired are
used as collateral for the loans in addition to the assets of the ac-
quiring company. Leveraged buyouts allow investors to make large
acquisitions with smaller capital commitments.

Liar loans Low-documentation or no-documentation mortgages that
have been abused through misrepresentation or fraud by borrowers,
mortgage brokers, or lenders. Certain loan programs, such as stated
income/stated asset (SISA) loans, were particularly susceptible to
unethical behavior.

LIBOR (London Interbank Offered Rate) An interest rate index,
published daily, reflecting the rates banks offer when lending unse-
cured funds to other banks in the London wholesale money market
(or interbank market). Some mortgage products peg their interest
rate adjustments to movement in the LIBOR.
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Lien The lender’s right to claim the borrower’s property if the bor-
rower defaults. If there is more than one lien, the claim of the lender
holding the first lien will be satisfied before the claim of the lender
holding the second lien.

Limited liability A legal concept limiting an investor’s losses to a
specific sum (often the amount of the initial investment).

Loan amount The amount the borrower promises to repay, as set
forth in the mortgage contract. It differs from the amount of cash
disbursed by the lender by the amount of points and other upfront
costs included in the loan.

Loan modification A permanent change in the terms of an exist-
ing mortgage agreement. Modifications are generally designed to
make monthly payments more affordable, helping borrowers avoid
foreclosure. These may include extending the term of the loan or
lowering the interest rate. Also known as a workout.

Loan servicing The administrative handling of a loan after it is ini-
tially provided. A company that “services” a loan processes payments,
sends statements, manages any escrow/impound accounts, provides
collection efforts on delinquent loans, handles pay-offs, and more.

Loan-to-value (LTV) ratio The loan amount expressed as a per-
centage of the lesser of the selling price or the appraised value.

Lock period The number of days during which any interest rate lock
or float-down holds before the loan’s rate is finalized. Ordinarily, the
longer the period, the higher the price to the borrower.

Lock An option exercised by the borrower during the loan application
process to “lock in” the interest rates and points prevailing in the
market at that time. The lender and borrower are then committed
to those terms, regardless of what happens in the market between
that point and the closing date.

Low-documentation or no-documentation (low-doc or no-doc)
loans Loans in which the application process required minimal or
no verification from third-party sources to confirm representations
made regarding the borrower’s income, employment, and assets. See
also Liar loans.

Mark-to-market accounting See Fair value accounting.
Master servicer The entity that is contractually responsible for over-

seeing the primary and subservicers who administer all mortgage
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loans in a securitization pool. The master servicer handles reporting
and remittances to investors.

Mezzanine CDO The medium-risk/medium-yield portion, or
tranche (see definition), of a collateralized debt obligation (see defini-
tion). If there are defaults on the underlying portfolio of assets,
the mezzanine tranche is more insulated from risk than the higher-
yielding junior or equity tranche. The senior tranche carries the
lowest risk but also the lowest yield. The size of the equity tranche
may determine how much risk protection the mezzanine tranche
will actually enjoy.

Monoline insurers Insurance companies that function solely in the
capital markets, guaranteeing the payment of bond principal and
interest in case of default and providing no other types of insurance.

Moral hazard A concept positing that when parties are insulated from
the full consequences of their actions, they will be more likely to
take undue risks.

Mortgage A written legal document evidencing the lien on a property
taken by a lender as security for the repayment of a loan. The terms
mortgage and mortgage loan are often used loosely to refer both to
the actual lien and the loan. In most cases, they are defined in two
separate documents: a mortgage and a note.

Mortgage-backed security (MBS) An investment instrument se-
cured by a mortgage loan or a pool of mortgage loans. When these
investments are securitized, they are rated by a rating agency. Income
from the underlying mortgages is used to pay interest and principal
to the investors. Commercial mortgage-backed securities (CMBS)
are secured by mortgages on commercial, retail, or multifamily prop-
erties, while residential mortgage-backed securities are secured by
residential real estate loans.

Mortgage banker A lender that both initiates and funds mortgage
loans. A mortgage banker will offer borrowers only the loan pro-
grams from their own institution.

Mortgage broker A firm or individual who, for a commission,
matches borrowers with lenders. A mortgage broker takes loan ap-
plications and qualifies borrowers and may counsel borrowers on
the offerings available from multiple lenders. But unlike a mortgage
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banker, the broker does not fund loans and thus does not assume the
risk of default.

Mortgage insurance See PMI.
Mortgage lender The party who disburses funds to the borrower

at closing. The lender receives the note evidencing the borrower’s
indebtedness and obligation to repay and the mortgage, which is the
lien on the subject property.

Mortgage loan A real estate loan secured by a mortgage.
Mortgage payment The monthly payment of interest and principal

made by the borrower.
Mortgage price The interest rate, points, and fees paid by the bor-

rowers. On adjustable-rate mortgages, the price also includes the
fully indexed rate and the maximum rate.

Mortgage servicing rights A contract to perform the administrative
services surrounding the fulfillment of an existing mortgage, such as
collecting and transmitting monthly payments, mailing statements,
and administering taxes and insurance premiums held in escrow.
Lenders may retain ownership of a loan but sell its servicing rights
to an outside firm that receives a fee for these services.

Negative amortization A process that occurs when a loan payment
is less than the interest due, raising the total loan balance. Sometimes
called deferred interest. Negative amortization arises most frequently
on adjustable rate mortgages.

Negative amortization cap The maximum amount of negative
amortization permitted on an adjustable-rate mortgage, usually ex-
pressed as a percentage of the original loan amount (e.g., 110
percent). Reaching the cap triggers an automatic increase in the
monthly payment, usually to the fully amortizing payment level,
overriding any payment increase cap.

Negative equity The condition of owing more on a property than
the property is currently worth. When homeowners have negative
equity, they are said to be “under water” or “upside down.”

Negative points Points paid by a lender for a loan with a higher
interest rate. When this fee goes to the borrower, it is often called a
rebate and is used to offset settlement costs. When negative points are
retained by a mortgage broker, they are called a yield spread premium
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and represent the broker’s compensation for selling a loan with better
terms for the lender.

Net charge-offs Total loans and leases charged off (purged from a bal-
ance sheet because they cannot be collected) less amounts recovered
on loans and leases previously charged off.

NINA loan A no income/no asset loan, a type of low-documentation
loan that does not require verification of income or assets but does
verify employment.

NINJA loan A no income/no job/no asset loan, which had even
more lax underwriting standards than a NINA loan (see definition
above). More than simply an acronym, the term is also a tongue-
in-cheek reference to the mysteries on the loan application and the
likelihood that the borrower would eventually disappear.

Nominal interest rate The rate of interest with no adjustment for
inflation or compounding.

Nominal price A price given in current price levels, with no adjust-
ment for inflation. Also, an estimated price used to initiate a trans-
action, often used when a true market price cannot be established.

Nonconforming loan A mortgage loan that does not meet the re-
quirements for purchase by Fannie Mae and Freddie Mac, either
because it is too large or for other reasons such as poor credit or
high loan-to-value ratio. See also Conforming loan.

Nonprime loan See Subprime loan.
Note A legal document that evidences a debt and a promise to repay.

A mortgage loan transaction always includes both a note evidencing
the debt and a mortgage evidencing the lien on the property, usually
in two documents.

Option ARM An adjustable-rate mortgage (see definition) that offers
the borrower flexible payment options during the initial period.
Each month the borrower can choose a low minimum payment, an
interest-only payment, or a fully amortizing 15- or 30-year fixed-
rate payment. Because the minimum payment is actually less than
the interest due, it can add to the loan balance on the back end,
resulting in negative amortization (see definition). These loans, also
called “pick-a-payment” or “pay-option” ARMs, carry the risk of
very large monthly payments in later years. Many option ARMs
have defaulted.
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Option contracts Contracts in which the buyer acquires the right
to buy from or sell to another party some specified amount of an
underlying variable or index at a stated price (strike price) during
a period or on a specified future date, in return for compensation
(such as a fee or premium). The seller is obligated to purchase or sell
the variable or index at the discretion of the buyer of the contract.

Originate-to-distribute model A business model for lenders in
which loans are granted but then securitized and sold in the sec-
ondary market. It represents a departure from the previous originate-
to-hold model (see definition below). Because risk is passed along to
the investor who buys the loan, the incentive to maintain high credit
standards was eroded.

Originate-to-hold model The dominant business model among
mortgage lenders prior to the 1970s and 1980s. Lenders (mostly
savings and loans at that time) would write loans, service them, and
hold them in portfolio throughout their term. This business model
created incentive for the lender to carefully scrutinize the credit-
worthiness of the borrower, because any defaults directly created
losses.

Origination fee An upfront fee charged by some lenders, usually
expressed as a percentage of the loan amount. It should be added
to points in determining the total fees charged by the lender that
are expressed as a percentage of the loan amount. Unlike points,
however, an origination fee does not vary with the interest rate. It
covers the lender’s administrative costs in processing the loan and
varies among lenders.

Pass-through securities A security granting the holder an interest
in a pool of mortgages. All payments of principal and interest are
“passed through” to investors each month, providing a flow of fixed
income. Issued by Ginnie Mae, Freddie Mac, and others.

Payment decrease cap The maximum percentage decrease allowed
in the payment on an adjustable-rate mortgage at a payment adjust-
ment date.

Payment increase cap The maximum percentage increase allowed in
the payment on an adjustable-rate mortgage at a payment adjustment
date. A 7.5 percent cap is common.

Pay-option mortgage See Option ARM.
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Piggyback loans A second mortgage taken at the same time as a first
mortgage as a way of borrowing a larger total amount while avoiding
the need to purchase mortgage insurance (typically required on loans
where the loan-to-value ratio is greater than 80 percent). Piggy-
backs were common among borrowers who could not purchase with
20 percent down payments. The interest rate on the second loan is
typically higher than the rate on the primary mortgage.

PMI (private mortgage insurance) Mortgage insurance provided
by nongovernment insurers, protecting a lender against loss if the
borrower defaults. In most cases, the borrower pays the premiums,
which can be rolled into the monthly loan payments. Mortgage
insurance is typically required on loans with down payments of less
than 20 percent. The insurance can be dropped once the principal
balance is reduced to 80 percent of the home’s value.

Points An upfront cash payment to the lender as part of the charge for
the loan, expressed as a percentage of the loan amount; e.g., “three
points” means a charge equal to 3 percent of the loan balance. Bor-
rowers sometimes opt to pay points in exchange for receiving a
better interest rate. It is common for lenders to offer a wide range
of rate/point combinations, especially on fixed-rate mortgages, in-
cluding combinations with negative points (see definition).

Pool A collection or portfolio of mortgage loans assembled by an
originator or master servicer as the basis for a security.

Portfolio lender A lender that originates loans and holds them on
its own balance sheet rather than selling its loans to investors in the
secondary market. Instead of relying on secondary market sales for
income, their business model is built around a flow of income from
borrowers’ interest payments throughout the life of the loan.

Predatory lending Lending practices that employ fraud, pressure,
or misrepresentation to lure borrowers into mortgage loans that are
inappropriate, overpriced, or too risky. Predatory lenders often target
low-income or minority consumers.

Preferred equity A claim with both debt and equity characteris-
tics. Preferred dividends, usually paid as a fixed dollar amount per
calendar quarter per share, are usually higher than common divi-
dends and have priority over any common dividend payments in
bankruptcy.
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Prepayment The unscheduled partial or complete payment of the
principal amount outstanding on a debt obligation before it is due.

Prepayment penalty A charge imposed by the lender if the borrower
pays off a loan early. The charge is usually expressed as a percentage of
the loan balance at the time of prepayment or as a specified number
of months’ interest. A large prepayment penalty in a loan agreement
may make it difficult for a borrower to refinance.

Principal The face amount of a loan, exclusive of interest. The por-
tion of the monthly payment that is used to reduce the loan balance
rather to pay interest is called the “principal payment.”

Principal-agent problem A concept in economics that arises when
a party or investor hires an agent but their interests and incentives are
not aligned. Asymmetry of information can worsen this problem.

“Problem” institutions A designation applied by the FDIC to banks
that have weak capital cushions and have been placed under greater
regulatory scrutiny. The FDIC periodically releases a count of prob-
lem institutions but does not reveal their names to avoid causing
bank runs.

Rate-spread reportable loans Any mortgage with an annual per-
centage rate exceeding the yield on U.S. treasuries of comparable
maturity by a certain level (3 percent on a first mortgage or 5 percent
on a secondary mortgage). As of 2004, these loans must be reported
in the lender’s annual Home Mortgage Disclosure Act (HMDA)
reporting.

Real estate investment trust (REIT) An investment vehicle that
holds title to real estate assets that are managed by one or more
trustees who control acquisitions and investments. These investments
can be bought and sold like mutual funds.

Real estate mortgage investment conduit (REMIC) A special
purpose vehicle for pooling mortgages and issuing varying classes of
mortgage-backed securities.

Real interest rate The nominal interest rate (see definition) minus the
inflation rate.

Refinancing Paying off an old loan while simultaneously taking a new
one. This may be done to reduce costs by obtaining a better interest
rate, to reduce risk by converting an adjustable-rate mortgage to a
fixed-rate mortgage, or to cash out equity.
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Reverse mortgage A loan available to homeowners over age 62
that allows borrowers to convert their home equity into cash. The
proceeds can be paid out as a lump sum or in multiple regular
payments. The loan does not have to be paid back as long as the
borrower remains in the home, but equity is depleted.

Risk-based pricing Setting the interest rate on a loan higher or lower
to account for the likelihood of default.

Seasonal vacant units Seasonal housing units are those intended for
occupancy only during certain seasons of the year; found primarily
in resort areas.

Second mortgage A loan with a second-priority claim against a
property in the event that the borrower defaults. The lender who
holds the second mortgage gets paid only after the lender holding
the first mortgage is paid. Second mortgages (often home equity
loans) generally have higher interest rates than primary mortgages.

Secondary mortgage market The market in which mortgage loans
and servicing rights are bought and sold. Most loans in the secondary
market are packaged into mortgage-backed securities and sold to
investors. This process provides lenders with liquidity.

Securitization The process of combining assets and creating a finan-
cial instrument that is repackaged and sold to investors as a “security.”

Servicing See Loan servicing.
Servicing outstanding The unpaid portion or remaining principal

of serviced loans.
Shared appreciation mortgage (SAM) A mortgage in which the

lender offers the borrower a lower interest rate in exchange for a
share of future price appreciation.

Short sale A real estate sale in which the proceeds fall short of the
outstanding balance owed on the property by the seller. Lenders
must give their approval to short sales; many do so to avoid the larger
losses that may be incurred if the property falls into foreclosure. A
short sale will harm the seller’s credit score, but its impact is less
severe than a foreclosure. The forgiven mortgage debt was once
taxed as income, but the Mortgage Forgiveness Debt Relief Act of
2007 removed this tax burden through 2009. The Emergency Eco-
nomic Stabilization Act of 2008 later extended this tax relief through
2012.
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Special-purpose entity (SPE) A corporation, limited partnership,
or other type of legally sanctioned body formed specifically to ful-
fill a narrow objective, such as isolating risk, realizing tax benefits,
or acquiring and holding certain assets; also called a special-purpose
vehicle.

Stated asset loan A loan in which the borrower discloses his or her
assets on the application but the lender does not verify the borrower’s
statements.

Stated income loan A loan in which the borrower discloses his or
her income but the lender does not verify the borrower’s statements.
These applications may or may not include lender verification of
employment.

Stripped mortgage-backed securities (SMBS) Securities created
by “stripping” or separating the principal and interest payments from
the underlying pool of mortgages into distinct classes of securities.

Subprime borrower Borrowers who do not qualify for the lowest,
or “prime,” interest rates because of poor credit histories, high debt
burdens relative to income, high loan-to-value ratios, or other risk
factors.

Subprime lender A lender who specializes in lending to subprime
borrowers.

Subprime loans Subprime mortgages are loans that in some way
exceed the level of credit risk that government-sponsored enterprises
are willing to accept for purchase. Lenders charge higher interest rates
on these loans to compensate the higher risk of borrower default.

Subprime market The network of subprime lenders, mortgage bro-
kers, warehouse lenders, and investment bankers who market, orig-
inate, and service loans to subprime borrowers.

Swaps A derivative in which two parties agree to exchange a series of
cash flows at agreed-on intervals (settlement dates). The cash flows
of a swap are either fixed or determined for each settlement date
by multiplying the quantity (notional principal) of the underlying
variable or index by specified reference rates or prices. Except in cur-
rency swaps, the notional principal is used to calculate each payment
but is not exchanged.

Tax-related service fee During the life of a loan, borrowers will
be making property tax payments, either on their own or through
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an escrow account with the lender. Because property tax liens can
sometimes take precedence over a first mortgage, the lender may pay
an independent service to monitor property tax payments. The fee
for this service may be charged to borrowers as a closing cost.

Teaser rate The initial, low-interest rate on an adjustable-rate mort-
gage, generally below the fully indexed rate.

TED spread The gap between the three-month LIBOR (see defini-
tion) rate for interbank lending and the three-month Treasury bill
rate. A widening TED spread indicates an increased risk of credit
defaults in the marketplace.

Title search A detailed examination of public documents regarding
the property’s ownership history. The search, which may turn up
issues such as liens or easements, confirms that the seller is the
property’s true owner and has the legal right to make the sale. There
may be separate fees to the borrower for compiling the documents
(creating an “abstract”) and for title examination.

Tranche A slice or portion of a collateralized debt obligation. Used
to denote different levels or classes of investment with varying levels
of risk and yield.

Two-step mortgage A loan that offers a low interest rate for the first
five to seven years and then adjusts to a higher interest rate for the
remaining life of the mortgage. During the “first step,” the interest
rate is fixed; during the “second step,” it can be either fixed or
adjustable but is based on current market rates.

Under water Describes a mortgage or a homeowner with negative
equity (that is, the borrower owes more on the property than the
property is currently worth). Also known as being “upside down.”

Underwriting standards Standards and requirements imposed by
lenders as conditions for granting loans, such as credit history, max-
imum ratio of expenses to income, maximum loan amounts, maxi-
mum loan-to-value ratios, and more.

VA loan A mortgage loan available only to U.S. military veterans and
insured by the Department of Veterans Affairs. No down payment
is required.

Vacant housing units A housing unit is vacant if no one is living in
it, unless its occupants are only temporarily absent. In addition, a
vacant unit may be one which is entirely occupied by persons who
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have a usual residence elsewhere. New units not yet occupied are
classified as vacant housing units if construction is largely complete.

Warehouse lender A short-term lender for mortgage bankers. Using
the note as collateral, the warehouse lender provides interim financ-
ing from the time a loan is originated until it is sold in the secondary
market.

Wholesale origination A loan origination strategy by which loans
are purchased from mortgage brokers, mortgage bankers, or other
lenders. This process enables a lender to acquire servicing rights
without incurring the costs associated with running a retail origina-
tion operation.

Workout See Loan modification.
Wrap-around mortgage A form of direct seller financing in which

the buyer assumes the payment obligations on the old mortgage
while also taking out a junior mortgage. A due-on-sale clause would
discourage a seller from opting for a wrap-around mortgage.

Year-round vacant units Units intended for occupancy at any time
of the year, even though they may not be in use the year round. In
resort areas, a housing unit that is usually occupied on a year-round
basis is considered a year-round unit. Year-round vacant units may
be for sale, for rent, or both.
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uninsured deposits, 201t
worldwide losses, 107f
See also specific firms, types, topics

Financial Institutions Reform Recovery and
Enforcement Act (FIRREA) of 1989,
187t, 258, 331t

financing points, defined, 461
FIRREA. See Financial Institutions Reform

Recovery and Enforcement Act
First National Bank of Keystone, 187t
Fitch Ratings, 26, 113, 156
fixed-income assets, 154t, 155, 461
fixed-rate mortgages (FRMs), 19, 32,

342–347t
definition of, 461
FDICIA and, 331t
foreclosure rates, 378–379t, 382–383t
market share of, 353t
subprime and, 88

flight to safety, 290
flipping, 205
float, definition of, 461
FOMC. See Federal Open Market Committee
Ford Group Bank, 267
foreclosures, 73, 87, 94, 207–217

age of loans and, 209
by location, 208f, 209f, 374–375t
costs on individuals, 446n9
credit scores and, 89
database for, 439f
deed in lieu of foreclosure, 307, 457
definition of, 447n13, 461
factors in, 207–217
FICO scores and, 209, 211, 413t
HOPE NOW program, 439f
housing bubble and, 89f, 207–217, 209f
interest rates and, 212
limiting, 318
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loan age, 213
municipal taxes and, 89
origination and, 209, 421t
owner occupancy and, 211
period of, 94
prime loans and, 88, 213
product types, 209
rates of, 91f, 94, 374–386t
subprime loans and, 89, 90f, 92, 92f, 93t, 94f,

209, 213, 380t, 382t, 385t
weak economies and, 208f

forward contracts, 462
fraud, 205, 207t, 466, 472
Freddie Mac, 6, 7, 16, 23, 26, 120, 240, 249

capital ratio, 177f
capital requirements, 179
CDS and, 121, 123t
commercial banks and, 176f, 433t
conforming loans and, 273, 455. See also

conforming loans
conservatorship for, 117, 193t, 250,

253–268
debt yields, 255f
definition of, 461
dual mandate, 316
earnings of, 178f
establishment of, 174
Federal Reserve and, 192t
goals set by HUD, 179t
growth of, 175, 176f
IndyMac and, 185
insolvency of, 178
jumbo loans and, 16
leveraging of, 161, 177f, 179–181
loan limits, 428t
loan portfolio, 180f
loan-to-value ratios, 425t
mortgage originations, 432t
mortgage pool, 430t
mortgage-related securities, 180f
OFHEO and, 181, 455
pass-through securities, 471
post-conservatorship, 316
savings institutions and, 176f
securitization and, 27
special role of, 173
subprime loans and, 62, 179, 181
total assets, 176
tranches for, 445n5
yield on debt, 255

FRMs. See fixed-rate mortgages

FSLIC. See Federal Savings & Loan Insurance
Company

future contracts, 462

G-20 countries, 307
banks and, 303t, 308t
financial sectors in, 296–299
GDP of, 296, 297t
total deposits, 304
See also specific countries

gaining, 204
GDP. See gross domestic product
GEM. See growing equity mortgage
General Electric, 239
Germany, 298, 314
GFE. See Good Faith Estimate
Ginnie Mae, 7, 23, 26, 172, 445n6

definition of, 462
FHA and, 62, 65
mortgage-backed securities, 462
pass-through securities, 471
Rural Housing Service and, 62
securitization and, 27
subprime loans and, 62
VA and, 62

Glass-Steagall Act of 1933, 324t, 334t
globalization, 302–308, 308t
gold, 70
Gold Reserve Act of 1934, 255
golden parachute payments, 259
Goldman Sachs, 161, 165, 166, 237, 238
Goldschmid, Harvey, 166
Good Faith Estimate (GFE), 152
goodwill assets, 462
Government National Mortgage Association.

See Ginnie Mae
government sponsored enterprises (GSEs), 16,

27, 120, 240, 280t, 335t
conservatorship of, 459
Credit Facility, 254
definition of, 463
Fannie Mae. See Fannie Mae
foreign holdings in, 353f
Freddie Mac. See Freddie Mac
Ginnie Mae. See Ginnie Mae
growing role of, 174, 175f
leverage ratios and, 161
mortgage originations, 432t
Treasury and, 253

graduated payment mortgages (GPM), 463
Gramm-Leach-Bliley Act, 238, 334t
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Great Depression, 95, 293, 459
DJIA index and, 95, 99
Fannie Mae and, 174
Federal Deposit Insurance and, 168
GDP and, 96
housing and, 144
leverage ratio, 168

Greenspan, Alan, 174, 244, 287
gross domestic product (GDP)

debt-to-GDP ratio and, 274, 274f
G-20 countries and, 296
Great Depression and, 96
mortgage debt and, 11
United States and, 132

growing equity mortgage (GEM),
463

GSE Credit Facility (GSECF), 254
GSECF. See GSE Credit Facility

H4H. See HOPE for Homeowners
hedging, 34
HELOC. See home equity line of credit
HERA. See Housing and Economic Recovery

Act
HMDA. See Home Mortgage Disclosure Act
HOLC. See Home Owner’s Loan Corporation
home equity line of credit (HELOC), 463
Home Mortgage Disclosure Act (HMDA),

188t, 193t, 213, 437t, 473
Home Owners’ Loan Act, 324t
Home Owner’s Loan Corporation (HOLC),

258
Home Ownership and Equity Protection Act

(HOEPA), 188t, 464
homeownership, 11f, 29, 35, 35f

affordability of, 174, 193f, 194, 228f, 232,
452

California and, 174, 228f
declines in, 58
definition of, 464
equity and, 458
ethnicity and, 354t
flipping and, 51
foreclosure rates and, 58
gains in, 58
HOEPA and, 188t
HOLC and, 258
home prices and, 36–40, 37, 38f, 39f, 50. See

housing market, prices
household wealth and, 72f, 137f‘, 138, 138f,

340t, 341f

householder, defined, 464
importance of mortgages for, 339f
interest rates and, 29–36
manufactured homes, 357f
mortgage originations and, 37. See specific

types, topics
negative equity, 371t
race and, 354t
residence as asset, 340t
S&P/Case-Shiller index, 38
securitization and, 12, 339f
subprime mortgages and, 56–61
tax benefits and, 182–183

Hoover administration, 257
HOPE for Homeowners (H4H), 252, 337t, 464
HOPE NOW program, 223–224, 225f, 226f,

249, 439t, 464
Housing and Economic Recovery Act (HERA)

of 2008, 6, 249, 251–253, 254, 281t
housing markets

adverse selection and, 452
appraisals, 453
asymmetry in, 452
bottom in, 135, 139
in California, 3, 38, 70, 71, 72, 105f, 120,

121, 186, 219
CDS spreads, 139
collapse in, 75f, 81f
composition of units, 338t
construction spending, 84f
delinquencies, 376t. See delinquencies
down payment and, 44, 70, 212f, 317
existing home sales, 84, 85f
federal government and, 172
finance models, 22–29
foreign investors, 132, 182f
fraud and, 205, 207t
Great Depression and, 144
home mortgage debt, 138f, 139f
household income and, 9–15, 72f, 136, 137t,

138, 138f
housing bubbles, 184, 208
increase in homes for sale, 74f
Las Vegas, 83
loan-to-value ratio and, 150f
metropolitan areas, 83, 356t, 369f, 369t, 370f,

370t
Miami, 83
mortgage problem in perspective,

144f
negative equity in, 86, 87f, 469
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OFHEO indexes and, 80, 83. See OFHEO
originate-to-distribute model and, 22–24,

153
originate-to-hold model and, 22–24, 153
overview of, 9–40
owner occupied, 10, 10f
personal income and, 139f
price declines, 38, 79, 80f, 82f, 83, 86
prices, 36–40, 50, 67f, 68f, 72f, 135, 136t,

138, 139f, 145, 146, 289. See also specific
topics

rent-to-price ratio, 72, 135, 136, 136t, 137t
returns on, 70, 71f, 146, 356t, 367f, 369f
Rust Belt states, 83
sales, 86f
second home purchases, 205, 206f
securitization and. See securitization
starts, 83, 317f, 371f
taxes and. See income taxes
total value of, 11
types of loans, 22f
value of, 13f

HSBC North America Holdings, 129
HUD. See U.S. Department of Housing and

Urban Development
hybrids

ARMs and, 46, 146, 464
rate-reset feature, 146
subprime loans and, 53, 54f, 146, 149t

ILCs. See industrial loan companies
income taxes, 10, 182–183, 186f, 252, 268, 475
India, 132
industrial loan companies (ILCs), 227, 307
IndyMac Bank, 185, 196, 196t, 199, 273
inflation, 243, 244, 445n4, 470

Fed and, 243
home prices and, 67, 445n4
interest rates and, 33, 232, 470
MCCs and, 183
V-shaped recovery and, 244

insurance coverage, 28, 460, 472
interest rates

ARMs and, 53f. See ARMs
credit boom and, 29–36, 36f
decrease cap, 465
Federal Reserve and, 66, 248f
floor, 465
foreclosures and, 212
homeownership rates and, 29–36
increase cap, 465

index, defined, 465
inflation and, 33
leverage and, 49
lowering of, 30–32, 31f, 36f, 49, 53f, 66
mortgage originations and, 51, 52f
nominal, 470
risk and, 49
subprime loans and, 212. See also subprime

loans
International Monetary Fund, 120, 143
international regulation, 440t
investment banking companies, 161, 166
Investment Company Act of 1940, 325t

Jackson, Alphonso, 223–224
Japan, 298
JPMorgan Chase, 113, 120, 129, 165, 223, 235,

269, 276t
jumbo loans, 16, 344t, 466

land banks, 318
LBO. See leveraged buyout
lease-to-purchase options, 318
Lehman Brothers, 6, 113, 117, 127, 166, 219,

256
leveraged buyout (LBO), 466
leverage, 5, 160–172, 289–291, 466

of banks, 164
buyouts, 466
capital-asset ratio, 166
commercial banks and, 166
definition of, 466
deleveraging, 5, 103, 112
of Fammie and Freddie, 161, 177f, 179–181
investment banking companies and, 161
liquidity and, 113, 161
mortgage-backed securities and, 164
regulation and, 294
savings banks and, 161

liar loans, 466
LIBOR. See London Interbank Offered Rate
liens, defined, 467
lifetime cap. See interest rate ceiling
liquidity, 77f, 75–79, 238–240, 289–291

commercial paper and, 116f
freeze on, 78f, 115, 290
market for, 116f
regulation and, 294
stock market and, 79
TED spread and, 77

Litigation Reform Act, 333t
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loan modification, see workouts
loan-to-value (LTV) ratio, 44, 70, 185–188,

421t, 467, 472
affordability and, 193
California and, 219, 220f
CDOs and, 159
default and, 211, 212
definition of, 467
FICO and, 419
origination and, 150f, 151, 212

LoanPerformance database, 58, 213, 437t
lock period, 467
London Interbank Offered Rate (LIBOR), 75,

78f
AIG and, 235, 236
ARM rates and, 452
banks and, 197
CD rates and, 196, 197
credit crunch and, 75
definition of, 466
liquidity freeze and, 77f
overnight rates, 77f
TED spread and, 77, 476

low-doc loans, 467
LP. See LoanPerformance
LTV. See loan-to-value ratio

mark-to-market accounting. See fair value
accounting

master servicer, 467–468
MBS. See mortgage-backed securities
MCCs. See morgage credit certificates
McFadden Act, 323t
merit goods, 292
Merrill Lynch, 108, 113, 166, 260
mezzanine CDO, 157f, 468
MMIFF. See Money Market Investor Funding

Facility
Money Market Investor Funding Facility

(MMIFF), 239, 279t
money market funds, 117f, 255–256
monoline insurers, 114

definition of, 468
financial condition of, 62
MBS guarantees, 64
securitization and, 28
subprime loans and, 63t

Moody’s Investors Service, 26
Moody’s rating, 156
moral hazard, 315–316, 468
Morgan Stanley, 161, 166, 237, 260

mortgage-backed securities (MBS), 108, 114,
118, 153, 234, 253, 280t

CMBS and, 468
decline in, 64f
definition of, 468
downgrades and, 156t, 159f
Ginnie Mae and, 462
growth in, 161f, 312
issuers, 366t, 400t
leverage ratios and, 164
private-label, 64f
rating of. See rating agencies
risk and, 113
stripped, 475
subprime loans and, 61–70, 159f
yield spreads and, 112, 113f
See also securitization

mortgage brokers, 3, 25, 51, 351f
mortgage credit certificates (MCCs), 183
Mortgage Forgiveness Debt Relief Act of 2007,

474
municipal bonds, 113, 115f

National Association of Realtors, 213
National Credit Union Administration

(NCUA), 257, 327t
National Housing Act, 324t
National Securities Markets Improvement Act

(NSMIA), 332t
Nationally Recognized Statistical Rating

Organizations (NRSRO), 156, 240, 278t
negative equity, 371–372t, 469, 476
New Deal, 5
NextBank, 187t
NINJA loans, 92, 205, 470
NRSRO. See Nationally Recognized Statistical

Rating Organizations

Obama administration, 7
Office of Federal Housing Enterprise Oversight

(OFHEO), 37, 80, 173, 181, 250, 455
Office of Federal Housing Enterprise Oversight

(OFHEO) Index, 355t
Office of the Comptroller of the Currency

(OCC), 267
Office of Thrift Supervision, 258
OFHEO. See Office of Federal Housing

Enterprise Oversight
OIS. See overnight index swap
originate-to-distribute model, 22–23, 24f, 61,

153, 350t, 471
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originate-to-hold model, 22–23, 24f, 61, 153,
312, 350t, 471

over-the-counter (OTC) markets, 127
overnight index swap (OIS), 238
owner occupancy, 211

Pacific Thrift and Loan, 187t
pass-through securities, 23, 471
Paulson, Henry, 1, 120, 173, 174, 223–224
pay-option mortgage. See ARMs, option
PDCF. See Primary Dealer Credit Facility
pension funds, 102
pick-a-payment loans, 55
piggyback loans, 472
PNC Financial Services Group, 260
prepayment, 473
Primary Dealer Credit Facility (PDCF), 76f,

276t
prime loans, 16, 45

breakdown of, 366f
delinquency and, 88, 103, 382t
fixed rates on, 88, 147, 148
foreclosures and, 88, 148, 148f, 213, 382t,

404t
hybrid, 147, 148
LTV and, 150f
originations of, 147f, 151f, 342t,

358t
subprime mortgages and, 45f, 145
tightened standards, 221f
weaker demand for, 221f

principal-agent problem, 473
private-label issuers, 16, 23, 26,

26f
Promontory Financial Group, 199
property tax, 475

R&G Financial Corporation, 189t
rate-cap. See float-down
rate-spread reportable loans, 473
rating agencies, 4, 26, 157, 157f, 158f, 240,

278t, 447n3. See specific agencies
real estate investment trust (REIT), 432, 473
Real Estate Mortgage Investment Conduits

(REMICs), 318, 473
Real Estate Settlement Procedures Act

(RESPA), 152
rebates, 469
recession, 79, 103, 274
Reconstruction Finance Corporation (RFC),

257

refinancing, 35, 74, 249–250, 258, 454
regulation, 184–204, 185, 292–314, 322f, 440t,

442t. See specific agencies
REIT. See real estate investment trust
REMICs. See Real Estate Mortgage Investment

Conduits
rental rates, 35f, 36, 73, 73f
Reserve Primary Fund, 117
Residential Mortgage-Backed Secutities

Facilities (RMBSF), 236
Resolution Trust Corporation (RTC), 258
RESPA. See Real Estate Settlement Procedures

Act
reverse mortgage, 474
RFC. See Reconstruction Finance Corporation
RHS loans, 345t
Riegle-Neal Act of 1994, 332t
risk, 25

adverse selection and, 452
Alt-A loans and, 452. See Alt-A loans
ARMs and, 55, 454
balloon mortgages and, 454
Basel I and, 166
bond yields and, 232
CDOs and, 159
CDR index, 119, 454
CDS and, 119, 126f, 127
computer models of, 166
CRA and, 204
derivatives and, 119f
FDIC and, 200, 271–272
FHA and, 251
FICO and, 44
financial firms and, 119f
GSEs and, 254
interest rates and, 54, 208
levels of, 452
leverage and, 162
LTV and. See loan-to-value ratio
MBS and, 113
risk-based pricing, 474
risk management, 187–192, 291–295, 301,

305
subprime loans and. See subprime loans
supervisory agencies, 187

RMBSF. See Residential Mortgage-Backed
Secutities Facilities

Roosevelt administration, 257
RTC. See Resolution Trust Corporation
Rural Housing Service of the Department of

Agriculture, 16, 62
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SAIF. See Savings Association Insurance Fund
SAM. See shared appreciation mortgage
Sarbanes-Oxley Act, 335t
savings and loan associations (S&Ls), 25, 200,

258, 327t
ARMs and, 33, 34
crisis in, 80, 106, 194
Fannie Mae and, 176f
Freddie Mac and, 176f
leveraging and, 161

Savings Association Insurance Fund (SAIF), 458
SBA. See Small Business Administration
SEC. See Securities and Exchange Commission
second mortgage, 70, 157, 474
Securities and Exchange Commission (SEC), 7,

156, 250, 256
commercial paper and, 456
credit ratings and, 156
CSE rule, 166
Emergency Economic Stabilization Act of

2008 and, 169
short selling and, 250

securitization, 4, 23–28, 175, 348t
ABS and. See asset-backed securities
American Securitization Forum and, 224
banks and, 313f
CDOs and, 164
covered bonds and, 313, 314
definition of, 474
Fannie Mae and, 16, 27, 172–182
FHA and, 65
Freddie Mac and, 16, 27, 172–182
funding and, 24
Ginnie Mae and, 27
growth in, 28, 29f
homeownership and, 12, 339f
MBS. See mortgage-backed securities
monoline insurers and, 28
origination and, 24
private-label securitizers, 16
rating agencies and, 153–160
rise in, 112
servicing and, 24
subprime loans and, 61–74, 61f, 112, 187t
types of, 29
unbundling and, 24
valuation of, 187t

shared appreciation mortgage (SAM), 317, 474
shelf-charter

267. See stripped mortgage-backed securities
short selling, 250, 256, 446n9, 474

short-term funding, 77, 115
SISA loans. See stated income/stated asset

(SISA) loans
Small Business Administration, (SBA), 240
small-business loans, 7
SNB. See Swiss National Bank
Social Security system, 102
special-purpose entities (SPEs), 186, 475
special purpose vehicle (SPV), 239, 278t
SPEs. See special-purpose entities
Spillenkothen, Richard, 184
SPV. See special purpose vehicle
Standard & Poor’s (S&P) ratings, 26, 74, 80,

156, 159, 355t, 367t
state guaranty associations, 448n4
stated income/stated asset (SISA) loans, 466, 475
stock markets

ABS and. See asset-backed securities
bubbles and , 2–3, 65–67
credit markets and, 79, 295t, 306
DJIA and, 95, 140–141, 141f
global, 297
internet stocks, 2
liquidity and, 79
loans, 461
losses in, 132, 133t
MBS and. See mortgage-backed securities
returns in, 69–70, 69f
securitization and. See securitization
short selling, 7
uncertainty in, 79, 102
volatility in, 95, 141, 141f

Strauss-Kahn, Dominique, 293
student loans, 7, 457
subprime loans, 15, 21f, 42–46, 94, 204, 290,

357f
AA ratings and, 157
AFSA database, 437t
Alt-A. See Alt-A loans
ARMs and, 53, 54f, 55, 88, 91f, 191t
in California. See California
characteristics of, 93t, 366f
credit markets and, 76f
decline in, 221f, 223
default rates, 75, 90f, 103, 119–120, 144, 211f
definition of, 42, 475
delinquencies and. See delinquencies
delinquency, 144
determination of, 44
downgrades and, 159f
Fannie Mae and. See Fannie Mae
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Federal Reserve and, 188t
FICO scores and, 44–46. See FICO scores
fixed-rate mortgages and, 88
foreclosure and. See foreclosures
fraud and, 208
Freddie Mac and. See Freddie Mac
growth of, 47f, 50f, 60
historical perspective, 96–97, 97t, 98t. See

specific topics
homeownership and, 56–61. See also home

ownership
hybrid loans and, 53, 54f
hybrids and, 146, 147, 149t
interest rates and, 212
largest lenders, 398t
leverage and. See leveraging
loan age and, 213, 216
losses from, 76f, 103
losses in, 106, 387t
LTV and, 150–151, 150f
market size, 60
MBS and, 61–70. See also mortgage-backed

securities
monoline insurers and, 63t
new products, 46–56
originate-to-distribute model and, 61
originate-to-hold model and, 61
originations, 47f, 61, 147f, 151, 223, 342,

362t, 380t, 385t
predatory lending, 188t
prime mortgages and, 45f, 145
rating process, 157
risk and, 51, 62, 70, 93t, 144. See also risk
securitization and. See securitization
Subprime Statement, 192t
supervisory responses, 187t
tightened standards, 221f
types of, 45
underwriting standards, 92
unemployment and, 211
See also specific topics

Summers, Lawrence, 172
Superior Bank, 187t
Supplementary Financing Program, 243
Swiss National Bank (SNB), 237

TAF. See Term Auction Facility
TAG. See Transaction Account Guarantee

Program
TALF. See Term Asset-Backed Securities Loan

Facility

TARP. See Troubled Assets Relief Program
tax benefits, 182–183, 186f. See also income

taxes
TDWP. See Term Discount Window Program
teaser rate, 476
TED spread, 77, 78f, 476
Temporary Liquidity Guarantee Program

(TLGP), 272
Term Asset-Backed Securities Loan Facility

(TALF), 240, 279t
Term Auction Facility (TAF), 234, 276t
Term Discount Window Program (TDWP),

234, 276t
Term Securities Lending Facility (TSLF), 234,

276t
third-party mortgage fraud, 190t
Tier 1 capital. See core capital
TILA, 252. See Truth in Lending Act
TLGP. See Temporary Liquidity Guarantee

Program
Trade Information Warehouse, 127
tranches, 468, 476
Transaction Account Guarantee (TAG)

Program, 273, 283t
TransUnion, 457
Treasury notes, 205, 219

10-year, 113
CDS and, 120f, 132
corporate bonds and, 114f
credit spread, 457
foreign share in, 352f
GSEs and, 253
LIBOR and, 75
municipal bonds and, 115f
outstanding, 352f
rates on, 78f, 290
TED spread and, 77, 78, 78t, 476
yield spreads and, 112–113

Troubled Assets Relief Program (TARP), 236,
250, 258–268, 261t, 264t, 277t, 282t

Truth in Lending Act (TILA), 192t, 251, 453
TSLF. See Term Securities Lending Facility

“underwater” loans, 371–372t, 469, 476
unemployment, 79, 211
United Kingdom, 298
United States

budget deficit, 274, 274f
capital inflows to, 31, 32f
capital markets-oriented system, 298
Congress and, 244–268
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United States (cont.)
consumer spending, 132
financial regulatory regime, 299
GDP and, 132
regulatory actions, 244–268
stimulus plans, 219–285
Treasury and. See Treasury notes
Treasury securities and, 132
x-ref is kind of silly

“upside down” loans, 371–372t,
469

uptick rule, 256
U.S. Bancorp, 129
U.S. Department of Housing and Urban

Development (HUD), 152

V-shaped recovery, 244
Veterans Administration, 16, 51, 62, 88, 345t,

382t, 456, 476
VIX index, 141

Wachovia, 108, 120, 268, 269, 282t
Wal-Mart, 309
warehouse lenders, 477
Washington Mutual, 108, 222f, 269
Wells Fargo, 268, 269, 282t
workouts, 223–227, 467, 477
World Trade Organization (WTO), 307
World War II, 11
wrap-around mortgage, 477
WTO. See World Trade Organization
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For decades, the home mortgage market 

successfully extended credit to more and more 

families, enabling millions of Americans to own 

their own homes. In recent years, however, it became 

ever more apparent that credit was expanding too rapidly 

and too many market participants were becoming 

dangerously leveraged. What began as healthy growth in 

mortgage originations and housing starts swiftly became 

a home price bubble. When home prices did come 

plunging back to earth, the damage quickly spread far 

beyond the scope of the actual mortgage defaults and 

foreclosures. Even solid companies with no connection 

to the real estate and fi nance sectors were affected as 

credit markets seized up. How did this happen—and 

what can we do about it now?

In The Rise and Fall of the U.S. Mortgage and Credit 

Markets, James Barth, with the assistance of his colleagues 

at the Milken Institute, analyzes in detail the mortgage 

meltdown and the resulting worldwide fi nancial crisis. 

He explains how Main Street and Wall Street alike took 

on too much risk and too much debt in their quest for 

gains, setting the crisis in motion. 

In straightforward terms, he tells what subprime 

mortgages are, who subprime borrowers are, and how 

securitization—packaging loans into complex securities 

and selling them in the secondary market—expanded 

the mortgage market, but also opened the door to a 

shifting of risk. Barth also assesses what went wrong 

in every other critical area, including loan origination 

practices, regulation and supervision, Fannie Mae and 

Freddie Mac, leverage and accounting practices, and, of 

course, the rating agencies.

The author explains the steps the government has 

taken thus far and suggests that those actions have been 

piecemeal—and largely reactive, rather than proactive. 

He argues that we have yet to address the bigger and 

more long-term issue of how to reform the structure of 

regulation and supervision to prevent a similar crisis from 

happening again. Barth also offers his own thoughts on 

the factors that should drive reform and explores several 

important issues that policymakers must address in any 

future reshaping of fi nancial market regulations.
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Owning a home can bestow a sense of security and independence—but today, in a cruel twist, many Americans 
now fi nd their homes to be a source of worry and dashed expectations.

How did everything change so suddenly and dramatically? In The Rise and Fall of the U.S. Mortgage and Credit 
Markets, renowned economist and fi nance expert James Barth offers a comprehensive examination of the mortgage 
market meltdown and its reverberations throughout the fi nancial sector and the real economy.

In accessible, easy-to-understand terms, Barth explains how the era of easy credit and increased risk-taking produced 
disastrous results for both Main Street and Wall Street. He also details the government’s sweeping and historic 
interventions in the marketplace, which raised a host of thorny questions and created a mountain of new debt and 
obligations for taxpayers. Finally, Barth offers a prescription for moving forward—and for preventing similar crises 
from ever again shaking the foundations of our fi nancial system.

The mortgage meltdown: what went wrong and
how do we fix it?

( c o n t i n u e d  o n  b a c k  f l a p )

( c o n t i n u e d  f r o m  f r o n t  f l a p )

�

“This book is a detailed account of the fi nancial crisis that engulfed the United States and the world starting in 
2007. It is written in a way that makes it widely accessible, and is a must-read for anyone who wants a primer on the 
crisis and what to do to prevent it from occurring again. Its message that the crisis was due, in substantial measure, 
to a failure to enforce existing regulations should give pause to those who want to suffocate the fi nancial sector with 
new regulations.” 

— Raghuram G. Rajan, Eric J. Gleacher Distinguished Service Professor of Finance, 
University of Chicago Booth School of Business

“Looking beyond the excesses of mortgage lending and easy credit, the authors dig deeper to identify the underlying 
roots of the current problems and proffer solutions to resolve the fi nancial crisis while carefully acknowledging 
the risks of an overly zealous political response and excessive new regulation. This is a foundational work to 
understanding the sources of the current crisis and future policy options available to resolving it.”

— B. Scott Minerd, CEO and Chief Investment Offi cer, Guggenheim Partners Asset Management

“If you want to know what happened to the U.S. fi nancial system in 2008, you must read this book. It provides incisive 
analysis, while carefully and comprehensively documenting the dramatic unfolding of the fi nancial crisis.”

— Ross Levine, James and Merryl Tisch Professor of Economics and Director of the 
William R. Rhodes Center for International Economics, Brown University

“From my perspective as a journalist covering the biggest fi nancial story since the Great Depression, this scholarly 
and instructive examination of our current market meltdown is an indispensable resource that quickly untangles 
the complex matter. The author’s perceptive dissection of this historic economic fi asco is supported by an impressive 
compilation of data and statistics that I intend to keep at my elbow.” 

— Jim McTague, Washington Editor, Barron’s 

“If you want to read one authoritative, clear, and balanced book on the subprime mortgage crisis, then read this 
important and timely volume by a terrifi c Milken Institute team of scholars. Policymakers should pay heed to their 
analyses and sensible recommendations.”

—Robert E. Litan, Vice President of Research and Policy, Ewing Marion Kauffman Foundation, 
and Senior Fellow, The Brookings Institution
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