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Recent Developments in Mortgage Finance

BY JOHN KRAINER

As the U.S. housing market has moved from boom in the middle of the decade to bust over the
past two years, the sources of mortgage funding have changed dramatically. The government-
sponsored enterprises—Fannie Mae, Freddie Mac, and Ginnie Mae—now own or guarantee an
overwhelming share of originations. At the same time, non-agency mortgage securitization and
loans retained in lender portfolios have largely dried up.

The period following the 2001 recession through 2006 is rightly called a housing boom. House prices
and net borrowing by households surged in the early part of the decade, easily outpacing growth in
household income. But, with the onset of the financial crisis and the failure of many mortgage market
participants, access to mortgage finance declined dramatically. This Economic Letter summarizes some
of the key ways that the mortgage market evolved during the boom years and during the ensuing housing
market bust. It focuses on changes in the way loans were made and funded and how loan characteristics
themselves changed.

Sources of mortgage finance

One of the distinguishing features of the U.S. housing finance system is the role played by the capital
markets in funding residential mortgages (see Green and Wachter 2007). The direct link between
housing finance and the capital markets is through securitization of home loans in various types of
mortgage-backed securities (MBS). The pooling of mortgages into MBS permits the separation of loan
origination and funding, as well as the transfer of risk. Also, depending on the type of MBS,
securitization can facilitate the separation of credit risk—the possibility that borrowers default on their
mortgages—and market risk, defined as changes in the value of a portfolio of mortgages as interest rates
move and borrowers prepay. Securitization transforms relatively illiquid loans into highly liquid
securities. In addition, pooling mortgages from different geographic regions serves as a way for investors
to diversify away from shocks to local housing markets.

With the development of MBS and other types of structured financial products, banking institutions,
including commercial banks, savings institutions, and credit unions, have slowly but steadily ceded
market share to capital market investors in holding residential mortgage assets in portfolio. According to
Federal Reserve flow of funds data, the banking institution share of total mortgage assets declined from a
peak of about 75% in the mid-1970s to about 35% in 2008. Much of the decline in banking institution
housing portfolios over this period was related to the expansion of the government-sponsored
enterprises (GSEs) Fannie Mae, Freddie Mac, and Ginnie Mae. The GSEs purchase mortgages for
securitization and guarantee MBS against credit risk.
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Fannie Mae and Freddie Mac require that mortgages conform to certain standards to qualify for
securitization. For example, mortgages must meet set size limits and underwriting guidelines. Ginnie
Mae guarantees the repayment of principal and interest on MBS backed by federally insured loans, such
as Federal Housing Administration (FHA) or Department of Veterans Affairs loans. Unlike Fannie Mae
or Freddie Mac, Ginnie Mae is explicitly backed by the U.S. government.

Starting in the late 1990s, the GSEs’ near-exclusive hold on residential MBS issuance was challenged by
so-called non-agency, or private-label, securities issued by brokerage firms, banks, and even
homebuilders. Non-agency securitizations are conceptually very similar to agency securitizations.
Lenders sell loans to an arranger, which then packages the loans, creates securities with claims to the
cash flows of the loans, and sells the securities to investors (see Bruskin, Sanders, and Sykes 2000).
However, in contrast to agency MBS, purchasers of non-agency securities are exposed to credit risk as
well as market risk. Also, non-agency securitizations are more complex, involving many specialized
parties. In recent years, securities were typically separated into tranches and structured to create
different payoffs—more complicated arrangements than typical of agency securitizations. At its peak in
late 2007, non-agency securitizations accounted for nearly 20% of outstanding mortgage credit.

An avalanche of research and commentary has examined why non-agency securitization grew so fast
during the housing boom. One argument suggests that policymakers were worried that the GSEs were
becoming too big and systemically important. These fears led to the imposition of caps on GSE
portfolios, giving a boost to alternative sources of mortgage funding as the demand for housing finance
boomed. Another story points to the decline in economic and financial market volatility that took place
in the 1990s, especially in the first part of the decade. This phenomenon may have led to an increase in
lending to previously marginal borrowers—a development that was probably not unique to mortgages
but occurred in other asset markets as well.

Loans and loan characteristics, then and now

As noted above, GSE securitization involves loans that conform to size and underwriting guidelines.
Mortgages that found their way into private securitizations were nonconforming according to one or
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agency securitizations. Compared with mortgages purchased by the GSEs, non-agency securitizations
were much more likely to involve adjustable-rate mortgages, including option ARMs, to be rated as
subprime, and to have less-than-full documentation of borrower income and assets. The median FICO
credit score for the non-agency securitizations was about 30 points lower than for the mortgages held or
guaranteed by Fannie Mae or Freddie Mac and much closer to the credit scores typically associated with
loans guaranteed by Ginnie Mae. Compared with Ginnie Mae, however, the non-agency securitizations
tended to involve a much greater share of adjustable-rate mortgages. Indeed, in 2006, non-agency
securitizations appear to have gained market share by partially displacing Ginnie Mae’s position among
borrowers with low credit quality and expanding into the market for jumbo loans, which exceed GSE size
limits.

Regional patterns in growth of non-agency MBS
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The figure reveals a suggestive

correlation between growth in
mortgage finance and growth in house prices during the boom years. States with the highest proportions
of mortgages subject to non-agency securitization tended to experience more pronounced price
appreciation. It may have been that lenders and investors expected house prices to continue to rise in
these fast-growing states and consequently became relatively less averse to the risk of lending. Indeed, if
house prices were expected to keep climbing, default risks on mortgages would be expected to fall,
holding all else constant. The reverse story is more controversial, namely that the growth in credit
availability spurred by non-agency securitization actually may have helped fuel house price appreciation
(see Mian and Sufi 2009.

In the bust period after the boom, house prices have fallen sharply and lending supported by private-
label securities has greatly diminished. Apparently, the retreat of lenders and investors from the
nonconforming segment of the market has less to do with the fundamentals in regional housing markets
and more to do with a system-wide shock.

Rise and fall of non-agency securitization

As noted above, the sources of mortgage finance have shifted as the housing market has gone from boom
to bust. Figure 3 plots the evolution of these funding sources over the past decade. Fannie Mae and
Freddie Mac combined have consistently been the largest players in the market, owning or guaranteeing
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about half or more of the mortgages in
the sample at any given time. Non-
agency securitization peaked in the
first quarter of 2006, when it
accounted for nearly 40% of new
originations. Finally, the share of
mortgages retained in the originating
institution’s portfolio averaged about
15% throughout the boom, but has
fallen considerably since.

The most noticeable feature of Figure 3
is the abrupt change in financing

Figure 3
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originations. Figure 3 shows dramatic
declines during this time in both non-agency securitization and originations of loans retained in the
lending institution’s portfolio. In the present day, when Ginnie Mae’s activities are included, the three
GSEs are providing unprecedented support to the housing market—owning or guaranteeing almost 95%
of the new residential mortgage lending.

This shift in mortgage finance has had a profound impact on the types of borrowers receiving loans. In
the fourth quarter of 2006, approximately 10% of originations in our sample were labeled by originators
as “subprime.” For the entire universe of mortgages, subprime loans are estimated to have made up
about 20% of originations in 2006. By the first quarter of 2008, the subprime share was effectively zero.
Since then, increased FHA lending—identified here by Ginnie Mae’s share—has revived this segment of
the market. After plummeting in early 2008, the share of borrowers with FICO credit scores lower than
660 has returned to just higher than 20%, the same share as when subprime securitization peaked in
2006.

The collapse of nonconforming loan originations has had a particularly strong impact on the higher end
of the market. The share of jumbo mortgages was nearly 9% at the peak in 2006. By the end of 2008,
jumbo loans accounted for just 3% of new originations. Meanwhile, in another big shift, option ARMs
made up about 6% of originations in the fourth quarter of 2006. By year-end 2008, option ARMs had
vanished from the data set.

Conclusion

Mortgage originations have slowed considerably over the past two years. According to Federal Reserve
flow of funds data, household net borrowing backed by home mortgages has fallen every quarter since
the beginning of 2006, and is now negative for the first time since the 1970s. It is difficult to disentangle
the role played by declining demand for mortgages from the declining supply of credit. Lender surveys,
such as the Federal Reserve Senior Loan Officer Opinion Survey, have consistently reported that
borrower demand has declined over the course of the recession. Credit supply problems, however, still
appear to be a major problem affecting the housing market. With the vast majority of current mortgage
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lending now intermediated in some form by the GSEs, it will be difficult for the housing market to
return to normal.

John Krainer
Senior Economist, Federal Reserve Bank of San Francisco

References

Bruskin, Eric, Anthony Sanders, and David Sykes. 2000. “The Nonagency Mortgage Market: Background and
Overview.” In The Handbook of Nonagency Mortgage-Backed Securities, 2nd edition, eds. Frank Fabozzi,
Chuck Ramsey, and Michael Marz. Hoboken, NJ: John Wiley & Sons.

Green ,Richard, and Susan Wachter. 2007. “The Housing Finance Revolution.” Prepared for the 31st Economic
Policy Symposium: Housing, Housing Finance & Monetary Policy.
http://www.kc.frb.org/Publicat/Sympos/2007/PDF/Green_Wachter_0415.pdf

Mian, Atif, and Amir Sufi. 2009. “The Consequences of Mortgage Credit Expansion: Evidence from the U.S.
Mortgage Default Crisis.” Quarterly Journal of Economics 124(4, November).

Recent issues of FRBSF Economic Letter are available at

http://www.frbsf.org/publications/economics/letter/

2009-32 Gauging Aggregate Credit Market Conditions Lopez
http://www.frbsf.org/publications/economics/letter/2009/el2009-32.html

2009-31 Disagreement about the Inflation Outlook Leduc / Rudebusch /
http://www.frbsf.org/publications/economics/letter/2009/el2009-31.html Weidner

2009-30 Predicting Crises, Part Il: Did Anything Matter (to Everybody)? Rose / Spiegel

http://www.frbsf.org/publications/economics/letter/2009/el12009-30.html

2009-29 Predicting Crises, Part I: Do Coming Crises Cast Their Shadows Before?  Trehan
http://www.frbsf.org/publications/economics/letter/2009/e12009-29.html

2009-28 New Highs in Unemployment Insurance Claims Cleary / Kwok / Valletta
http://www.frbsf.org/publications/economics/letter/2009/e12009-28.html

2009-27 Credit Market Conditions and the Use of Bank Lines of Credit James
http://www.frbsf.org/publications/economics/letter/2009/el12009-27.html

2009-26 Growth Accounting, Potential Output, and the Current Recession Fernald / Matoba
http://www.frbsf.org/publications/economics/letter/2009/e12009-26.html

2009-25 Have the Fed Liquidity Facilities Had an Effect on Libor? Christensen
http://www.frbsf.org/publications/economics/letter/2009/e12009-25.html

2009-24 Did Welfare Reform Work for Everyone? A Look at Young Single Mothers Daly / Kwok
http://www.frbsf.org/publications/economics/letter/2009/el2009-24.html

2009-23 Macroeconomic Models for Monetary Policy: Conferenc e Summary Swanson
http://www.frbsf.org/publications/economics/letter/2009/el2009-23.html

Opinions expressed in FRBSF Economic Letter do not necessarily reflect the views of the management of the Federal Reserve Bank of
San Francisco or of the Board of Governors of the Federal Reserve System. This publication is edited by Sam Zuckerman and Anita
Todd. Permission to reprint portions of articles or whole articles must be obtained in writing. Please send editorial comments and

requests for reprint permission to Research.Library.sf@sf.frb.org.


http://www.frbsf.org/economics/economists/staff.php?jkrainer


<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /PageByPage
  /Binding /Left
  /CalGrayProfile (Gray Gamma 2.2)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.6
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJobTicket true
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.1000
  /ColorConversionStrategy /sRGB
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType true
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize false
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo false
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Preserve
  /UCRandBGInfo /Remove
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
    /Arial-Black
    /Arial-BlackItalic
    /Arial-BoldItalicMT
    /Arial-BoldMT
    /Arial-ItalicMT
    /ArialMT
    /ArialNarrow
    /ArialNarrow-Bold
    /ArialNarrow-BoldItalic
    /ArialNarrow-Italic
    /ArialUnicodeMS
    /CenturyGothic
    /CenturyGothic-Bold
    /CenturyGothic-BoldItalic
    /CenturyGothic-Italic
    /CourierNewPS-BoldItalicMT
    /CourierNewPS-BoldMT
    /CourierNewPS-ItalicMT
    /CourierNewPSMT
    /Georgia
    /Georgia-Bold
    /Georgia-BoldItalic
    /Georgia-Italic
    /Impact
    /LucidaConsole
    /Tahoma
    /Tahoma-Bold
    /TimesNewRomanMT-ExtraBold
    /TimesNewRomanPS-BoldItalicMT
    /TimesNewRomanPS-BoldMT
    /TimesNewRomanPS-ItalicMT
    /TimesNewRomanPSMT
    /Trebuchet-BoldItalic
    /TrebuchetMS
    /TrebuchetMS-Bold
    /TrebuchetMS-Italic
    /Verdana
    /Verdana-Bold
    /Verdana-BoldItalic
    /Verdana-Italic
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 150
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 72
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages false
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 150
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 72
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages false
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 600
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects true
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /CreateJDFFile false
  /Description <<
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e55464e1a65876863768467e5770b548c62535370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc666e901a554652d965874ef6768467e5770b548c52175370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /DAN <>
    /DEU <>
    /ESP <>
    /FRA <>
    /ITA (Utilizzare queste impostazioni per creare documenti Adobe PDF adatti per visualizzare e stampare documenti aziendali in modo affidabile. I documenti PDF creati possono essere aperti con Acrobat e Adobe Reader 5.0 e versioni successive.)
    /JPN <>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020be44c988b2c8c2a40020bb38c11cb97c0020c548c815c801c73cb85c0020bcf4ace00020c778c1c4d558b2940020b3700020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken waarmee zakelijke documenten betrouwbaar kunnen worden weergegeven en afgedrukt. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /PTB <>
    /SUO <>
    /SVE <>
    /ENU (Use these settings to create Adobe PDF documents suitable for reliable viewing and printing of business documents.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
>> setdistillerparams
<<
  /HWResolution [600 600]
  /PageSize [612.000 792.000]
>> setpagedevice




