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Article 

The Dark Side of Universal Banking: Financial 
Conglomerates and the Origins of the Subprime 

Financial Crisis 

ARTHUR E. WILMARTH, JR. 

Since the subprime financial crisis began in mid-2007, banks and 
insurers around the world have reported $1.1 trillion of losses.  Seventeen 
large universal banks account for more than half of those losses, and nine 
of them either failed, were nationalized or were placed on government-
funded life support.  To prevent the collapse of global financial markets, 
central banks and governments in the U.S., U.K. and Europe have 
provided $9 trillion of support to financial institutions.    

Given the massive losses suffered by universal banks, and the 
extraordinary governmental assistance they have received, they are clearly 
the epicenter of the global financial crisis.  They were also the main 
private-sector catalysts for the credit boom that precipitated the crisis.  
During the past two decades, governmental policies in the U.S., U.K. and 
Europe encouraged consolidation and conglomeration within the financial 
services industry.  Domestic and international mergers among commercial 
and investment banks produced a leading group of seventeen large 
complex financial institutions (LCFIs).  Those LCFIs dominated domestic 
and global markets for securities underwriting, syndicated lending, asset-
backed securities (ABS), over-the-counter (OTC) derivatives, and 
collateralized debt obligations (CDOs).   

Universal banks pursued an “originate to distribute” (OTD) strategy, 
which included (i) originating consumer and corporate loans, (ii) 
packaging loans into ABS and CDOs, (iii) creating OTC derivatives whose 
values were derived from loans, and (iv) distributing the resulting 
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securities and other financial instruments to investors.  LCFIs used the 
OTD strategy to maximize their fee income, reduce their capital charges, 
and transfer to investors the risks associated with securitized loans. 

Securitization enabled LCFIs to extend huge volumes of home 
mortgages and credit card loans to nonprime borrowers.  By 2006, LCFIs 
turned the U.S. housing market into a system of “Ponzi finance,” in which 
borrowers kept taking out new loans to pay off old ones.  When home 
prices fell in 2007, and nonprime homeowners could no longer refinance, 
defaults skyrocketed and the subprime financial crisis began. 

Universal banks also followed reckless lending policies in the 
commercial real estate and corporate sectors.  LCFIs included many of the 
same aggressive loan terms (including interest-only provisions and high 
loan-to-value ratios) in commercial mortgages and leveraged corporate 
loans that they included in nonprime home mortgages.  In all three 
markets, LCFIs believed that they could (i) originate risky loans without 
screening borrowers and (ii) avoid post-loan monitoring of the borrowers’ 
behavior because the loans were transferred to investors.  However, LCFIs 
retained residual risks under contractual and reputational commitments. 
Accordingly, when securitization markets collapsed in mid-2007, universal 
banks were exposed to significant losses. 

Current regulatory policies—which rely on “market discipline” and 
LCFIs’ internal “risk models”—are plainly inadequate to control the 
proclivities in universal banks toward destructive conflicts of interest and 
excessive risk-taking.  As shown by repeated government bailouts during 
the present crisis, universal banks receive enormous subsidies from their 
status as “too big to fail” (TBTF) institutions.  Regulation of financial 
institutions and financial markets must be urgently reformed in order to 
eliminate (or greatly reduce) TBTF subsidies and establish effective 
control over LCFIs. 
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The Dark Side of Universal Banking: Financial 
Conglomerates and the Origins of the Subprime 

Financial Crisis 

ARTHUR E. WILMARTH, JR.∗ 

Remember this crisis began in regulated entities . . . . 
This happened right under our noses.1 

God knows, some really stupid things were done by 
American banks and by American investment banks . . . . To 
policy makers, I say where were they?  They approved all 
these banks . . . .We gave [consumers] weapons of mass 
destruction to borrow too much . . . .”2 

I.  INTRODUCTION 

The global economy is currently experiencing the “most severe 
financial crisis since the Great Depression.”3  The ongoing crisis has 
battered global financial markets and has triggered a world-wide 

                                                                                                                          
∗  Professor of Law, George Washington University Law School, Washington, DC.  I wish to 

thank Dean Fred Lawrence and the George Washington University Law School for a summer research 
grant that supported my work on this Article.  I am most grateful for the excellent research assistance 
provided by my former students, Christopher Scott Pollock and Blake Reese, and also by Germaine 
Leahy, Head of Reference for the Jacob Burns Law Library.  Finally, I greatly appreciate very helpful 
comments by, and conversations with, Larry Cunningham, Theresa Gabaldon, Anna Gelpern, Ann 
Graham, Patricia McCoy, Larry Mitchell, Heidi Schooner, and Michael Taylor about various topics 
discussed in this Article.  Unless otherwise indicated, this Article includes developments through April 
15, 2009. 

1 Jill Drew, Frenzy, WASH. POST, Dec. 16, 2008, at A1, available at LEXIS, News Library, 
WPOST File (quoting Paul S. Atkins, former member of the Securities and Exchange Commission). 

2 Edward Evans & Christine Harper, Dimon Blames Banks, Regulators for Debt Problems, 
BLOOMBERG.COM, Jan. 29, 2009, http://www.bloomberg.com/apps/news?pid=20601208&sid= 
afYmYskaGvTk (quoting remarks by Jamie Dimon, Chief Executive Officer of JP Morgan Chase, at 
the World Economic Forum in Davos, Switzerland). 

3 Markus K. Brunnermeier, Deciphering the Liquidity and Credit Crunch, 2007–08, 23 J. ECON. 
PERSPECTIVES No. 1, 77, 77 (Winter 2009); see also Stijn Claessens et al., What Happens during 
Recessions, Crunches and Busts? (Dec. 1, 2008), available at http://ssrn.com/abstract=1318825 
(describing the current “financial turmoil” as “the most severe global financial crisis since the Great 
Depression”); Diana I. Gregg, World Is in Recession in 2009 in Wake of Financial Sector Crisis, 92 
BANKING REP. (BNA) 48 (Jan. 6, 2009), available at LEXIS, News Library, BNABNK File (citing 
World Bank assessment that the current financial crisis is the “most serious since the 1930s”); Speech 
by Federal Reserve Board Chairman Ben S. Bernanke at the Council on Foreign Relations, Mar. 10, 
2009, available at http://www.federalreserve.gov/newsevents/speech/bernanke20090310a.htm 
[hereinafter Bernanke CFR Speech] (acknowledging that “[t]he world is suffering through the worst 
financial crisis since the 1930s”). 
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recession.4  Global stock market values declined by $35 trillion during 
2008 and early 2009, and global economic output is expected to fall in 
2009 for the first time since World War II.5 

In the United States, where the crisis began, markets for stocks and 
homes have suffered their steepest downturns since the 1930s and have 
driven the domestic economy into a steep and prolonged recession.6  The 
total market value of publicly-traded U.S. stocks slumped by more than 
$10 trillion from October 2007 through February 2009.7  In addition, the 
value of U.S. homes fell by an estimated $6 trillion between mid-2006 and 
the end of 2008.8  U.S. gross domestic product declined sharply during the 
second half of 2008, and 4.4 million jobs were lost during 2008 and the 
first two months of 2009.9  In early 2009, the U.S. appeared to be “trapped 
in a vortex of plunging consumer demand, rising joblessness, and a 
deepening crisis in the banking system.”10   

                                                                                                                          
4 See, e.g., Anthony Faiola, Downturn Accelerates as It Circles the Globe, WASH. POST, Jan. 24, 

2009, at A1, available at LEXIS, News Library, WPOST File (reporting that “the burst of the biggest 
credit bubble in history” had led to a weakening of “real economies around the world”); Gregg, supra 
note 3 (stating that the financial crisis “has left no country unaffected”); Joanna Slater, Year-End 
Review of Markets & Finance 2008—Global Markets Are in for Another Tough Slog, WALL ST. J., Jan. 
2, 2009, at R4, available at LEXIS, News Library, WSJNL File (reporting that “global stock markets 
collapsed in 2008” as the value of publicly-traded stocks in markets outside the U.S. “fell by almost 
half”). 

5 Shamim Adam, Global Financial Assets Lost $50 Trillion Last Year, ADB Says, 
BLOOMBERG.COM, Mar. 9, 2009, http://www.bloomberg.com/apps/news?pid=20601087&sid=aZ1kc 
J7y3LDM&refer=worldwide; Anthony Faiola, U.S. Downturn Dragging World Into Recession, WASH. 
POST, Mar. 9, 2009, at A01, available at LEXIS, News Library, WPOST File. 

6 Conor Dougherty & Kelly Evans, Economy in Worst Fall Since ’82—Output Sank 6.2% Last 
Quarter, WALL ST. J., Feb. 28, 2009, at A1, available at LEXIS, News Library, WSJNL File (reporting 
that U.S. gross domestic profit (GDP) recorded its “steepest [quarterly] dropoff since the depths of the 
1982 recession”); Peter A. McKay, Dow Falls 119.15 Points, Losing 12% in February, WALL ST. J., 
Feb. 28, 2009, at B1, available at LEXIS, News Library, WSJNL File (reporting that the Dow Jones 
Industrial Average recorded its worst six-month decline since 1932 and had lost more than fifty percent 
of its value since October 2007); Adam Shell, S&P Sinks Beyond November Low; Index’s Bear Market 
Loss Expands to 52.5%, USA TODAY, Feb. 24, 2009, at 1B, available at LEXIS, News Library, 
USATDY File (reporting that the S&P 500 index had lost 52.5% since its peak, “its biggest decline 
since the 1930s”). 

7 Shell, supra note 6 (reporting that “since the October 2007 top, the [U.S.] stock market, as 
measured by the Dow Jones Wilshire 5000, has declined $10.4 trillion in value”). 

8  Dan Levy, U.S. Property Owners Lost $3.3 Trillion in Home Value, BLOOMBERG.COM, Feb. 3, 
2009, http://www.bloomberg.com/apps/news?pid=20601087&refer=home&sid=aE29HSrxA4rI 
(reporting an estimate by Zillow that “[a]bout $6.1 trillion of value has been lost since the housing 
market peaked in the second quarter of 2006”); see also Timothy R. Homan, U.S. Household Net Worth 
Had Record Decline in Fourth Quarter, BLOOMBERG.COM, Mar. 13, 2009 (reporting that the net worth 
of U.S. households fell by $12.8 trillion between September 30, 2007, and December 31, 2008, due to 
drops in the values of stocks and homes). 

9 See Dougherty & Evans, supra note 6 (reporting that the “[U.S.] gross domestic product 
declined at a 6.2% annual rate in the fourth quarter of 2008”); Peter S. Goodman & Jack Healy, Job 
Losses Hint at Vast Remaking of U.S. Economy, N.Y. TIMES, Mar. 7, 2009, at A1, available at LEXIS, 
News Library, NYT File (reporting that the U.S. “unemployment rate surged to 8.1. percent [in 
February 2009] . . . its highest level in a quarter-century”). 

10 Jeff Zeleny & Edmund L. Andrews, With Grim Job Loss Figures, No Sign That Worst Is Over, 
N.Y. TIMES, Feb. 7, 2009, at B1, available at LEXIS, News Library, NYT File; see also Goodman & 
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By March 2009, “the continuing collapse in financial markets around 
the globe reflected an absence of faith” in the ability of governments and 
regulators to deal with the financial crisis.11 The turmoil in financial 
markets reflected deep concerns among investors about the viability of 
major financial institutions.  Commercial and investment banks and 
insurance companies around the world reported more than $1.1 trillion of 
losses between the outbreak of the financial crisis in mid-2007 and March 
2009.  In response to those losses, and to prevent the collapse of the global 
financial system, central banks and governments in the United States 
(U.S.), United Kingdom (U.K.) and Europe provided almost $9 trillion of 
support in the form of emergency liquidity assistance, capital infusions, 
asset purchase programs, and financial guarantees.  U.S. federal agencies 
extended about half of that support.  Neverthless, the ability of global 
financial markets to recover from the present crisis remained in serious 
doubt in April 2009.12   

Seventeen large universal banks accounted for more than half of the 
$1.1 trillion of losses reported by the world’s banks and insurance 
companies.  Twelve of those universal banks suffered serious damage, 
including (i) six institutions that failed or were nationalized to prevent their 
failure, and (ii) three other institutions that were placed on government-
funded life support.13  In view of the huge losses suffered by these 
institutions, and the extraordinary governmental assistance they received, 
they are clearly the epicenter of the global financial crisis.  This Article 
argues that they were also the principal private-sector catalysts for the 
enormous credit boom that led to the crisis. 

Part II of this Article describes the growth of large universal banks and 

                                                                                                                          
Healy, supra note 9 (quoting economist Robert Barbera’s description of “the violent downward 
trajectory” in the U.S. economy). 

11 Neil Irwin, In Free-Fall, Stocks Hit Lowest Mark Since ’97, WASH. POST, Mar. 3, 2009, at A1, 
available at LEXIS, News Library, WPOST File; see also Michael Lewis & David Einhorn, The End 
of the Financial World As We Know It, N.Y. TIMES, Jan. 4, 2009, WK 9, available at LEXIS, News 
Library, NYT File (stating that “the collapse of [the U.S.] financial system . . . inspired not merely a 
national but a global crisis of confidence”). 

12 See infra Part III.C.; see also Timothy R. Homan, IMF Says Global Losses From Credit Crisis 
May Hit $4.1 Trillion, BLOOMBERG.COM, Apr. 21, 2009 (stating that, according to a report issued by 
the International Monetary Fund, (i) “[w]orldwide losses tied to rotten loans and securitized assets may 
reach $4.1 trillion by the end of 2010 as the recession and credit crisis exact a higher toll on financial 
institutions,” and (ii) “‘[co]nfidence.in the international financial system remains fractured and 
systemic risks elevated’”); Liz Rappaport & Serena Ng, New Fears As Credit Markets Tighten, WALL 
ST. J., Mar. 9, 2009, at A1 (quoting a prominent financial executive’s comment that “[t]here’s fear out 
there that’s driving down every asset class simultaneously.  It illustrates a lack of investor confidence in 
the government’s plan for fixing the financial infrastructure”). 

13 See infra notes 421–30 and accompanying text.  As used in this Article, the term “universal 
bank” refers to an organization that has authority to engage, either directly or through affiliates, in the 
banking, securities and insurance businesses.  Arthur E. Wilmarth, Jr., The Transformation of the U.S. 
Financial Services Industry, 1975–2000: Competition, Consolidation, and Increased Risks, 2002 U. 
ILL. L. REV. 215, 223 n.23.  In addition, unless otherwise indicated, the term “universal bank” is used 
interchangeably with “financial conglomerate” and “large complex financial institution” (LCFI).  
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their success in establishing leadership positions in many sectors of the 
financial markets.  During the past two decades, as explained in Parts II.A. 
and II.B., governmental policies in the U.S., U.K. and Europe encouraged 
massive consolidation and conglomeration within the financial services 
industry.  The Gramm-Leach-Bliley Act of 1999 was a prominent domestic 
example of an international regulatory trend in favor of universal banking.  
Domestic and international mergers among commercial and investment 
banks produced a dominant group of large complex financial institutions 
(LCFIs).  By 2007, as discussed in Part II.C., seventeen LCFIs effectively 
controlled domestic and global markets for debt and equity underwriting, 
syndicated lending, asset-backed securities (ABS), over-the-counter (OTC) 
derivatives, and collateralized debt obligations (CDOs).   

As explained in Part II.D.1., universal banks pursued an “originate-to-
distribute” (OTD) strategy.  The OTD business model included (i) 
originating and servicing consumer and corporate loans, (ii) packaging 
those loans into ABS and CDOs, (iii) creating additional financial 
instruments, including synthetic CDOs and credit default swaps (CDS), 
whose values were derived in complicated ways from the underlying loans, 
and (iv) distributing the foregoing securities and financial instruments to 
investors.  LCFIs used the OTD strategy to maximize their fee income, 
reduce their capital charges, and transfer to investors (at least ostensibly) 
the risks associated with securitized loans and other structured-finance 
products. 

Even before the subprime lending boom began in 2003, some 
observers began to raise questions about the risks posed by the new 
universal banks.  As described in Part II.D.2., LCFIs played key roles in 
promoting the dotcom-telecom boom in the U.S. stock market between 
1994 and 2000, which was followed by a devastating bust from  2000 to 
2002.  Many leading universal banks were also involved in a series of 
scandals involving Enron, WorldCom, investment analysts, initial public 
offerings, and mutual funds during the same period.  Nevertheless, 
Congress did not seriously consider the question of whether financial 
conglomerates threatened the stability of the financial markets and the 
general economy.  Political leaders assumed that federal regulators and 
market discipline would exercise sufficient control over the growing power 
of universal banks. 

As explained in Part III.A., the U.S. (like the U.K. and some European 
nations) experienced an enormous credit boom between 1991 and 2007.  
Within the domestic nongovernmental sector, household debts rose by $10 
trillion (to $13.8 trillion), nonfinancial business debts grew by $6.4 trillion 
(to $10.1 trillion), and financial sector debts increased by $13 trillion (to 
$15.8 trillion).  The credit boom accelerated at a particularly rapid rate 
after 2000, and the financial services industry captured an unprecedented 
share of corporate profits and gross domestic profit.  Governmental 



 

970 CONNECTICUT LAW REVIEW [Vol. 41:963 

policies (including an overly expansive U.S. monetary policy and currency 
exchange rate policies pursued by foreign governments) were important 
factors that encouraged credit growth.   

In addition, as discussed in Part III.B., universal banks were the 
leading private-sector catalysts for the credit boom.  During the past two 
decades, and particularly after 2000, LCFIs used mass-marketing 
programs, automated loan processing, and securitization to extend huge 
volumes of high-risk home mortgage loans and credit card loans to 
nonprime borrowers.  Federal laws facilitated the creation of nationwide 
lending programs by LCFIs, because federal laws preempted state usury 
laws and state consumer protection laws.  Unfortunately, Congress and 
federal regulators did not establish adequate federal safeguards to protect 
consumers against abusive lending practices by federally chartered 
depository institutions and their subsidiaries and agents.  

As described in Part III.B.3., LCFIs played leading roles as direct 
lenders, warehouse lenders and securitizers for nonprime home mortgages.  
The volume of nonprime mortgages rose from $250 billion in 2001 to $1 
trillion in 2006.  Nearly 10 million nonprime mortgages were originated 
between 2003 and mid-2007.  LCFIs used securitization to spur this 
dramatic growth in nonprime lending.  By 2006, LCFIs packaged four-
fifths of subprime mortgages and nine-tenths of “Alt-A” mortgages into 
residential mortgage-backed securities (RMBS).  As the securitized share 
of nonprime lending increased, lending standards deteriorated.  LCFIs 
increasingly offered subprime mortgages with low payments (based on 
introductory “teaser” rates) for two or three years, followed by a rapid 
escalation of interest rates and payments.  As a practical matter, borrowers 
who accepted such loans were forced to refinance before their “teaser” 
periods expired, and they could do so only as long as home prices kept 
rising.  By 2006, LCFIs had turned the U.S. housing market into a system 
of “Ponzi finance,” in which nonprime borrowers had to keep taking out 
new loans to pay off their old ones.  When home prices stopped rising in 
2006 and collapsed in 2007, nonprime borrowers could not refinance, 
defaults skyrocketed, and the subprime financial crisis began. 

Financial conglomerates aggravated the risks of nonprime mortgages 
by creating multiple financial bets based on those mortgages.  LCFIs re-
securitized lower-rated tranches of RMBS to create CDOs, and then re-
securitized lower-rated tranches of CDOs to create CDOs-squared.  LCFIs 
also created synthetic CDOs and wrote CDS to create additional financial 
bets based on nonprime mortgages.  By 2007, the total volume of financial 
instruments derived from nonprime mortgages was at least twice as large 
as the $2 trillion in outstanding nonprime mortgages.  LCFIs created the 
impression that they were transferring the risks of their lending and 
securitization activities to far-flung investors.  In fact, however, LCFIs 
retained significant exposures to nonprime mortgages because (i) LCFIs 
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kept RMBS and CDOs in their “warehouses,” and (ii) LCFIs transferred 
RMBS and CDOs to off-balance-sheet conduits that relied on the 
sponsoring LCFIs for explicit or implicit support.  Thus, in important 
respects, LCFIs pursued an “originate to not really distribute” strategy,  
due to their overwhelming desire to complete more transactions and earn 
more fees.   

Universal banks created similar risks with their credit card operations.  
While the housing boom lasted, universal banks expanded credit card 
lending to nonprime borrowers and encouraged those borrowers to use 
home equity loans to pay off their credit card balances.  As in the case of 
nonprime home mortgages, LCFIs ignored the risks of nonprime credit 
card loans because they could securitize most of the loans.  However, the 
securitization market for credit card loans shut down in 2008, just as it had 
done for subprime mortgages in 2007.   

As discussed in Part III.B.4., universal banks followed similarly 
reckless lending policies in the commercial real estate and corporate 
sectors.  LCFIs used securitization techniques to promote a dramatic 
increase in commercial mortgage lending and leveraged corporate lending 
between 2003 and mid-2007.  LCFIs used many of the same aggressive 
loan terms (including interest-only provisions and high loan-to-value 
ratios) for commercial mortgages and leveraged corporate loans that they 
used for nonprime home mortgages.  In both markets, as with home 
mortgages, securitization created perverse incentives for lenders and ABS 
underwriters.  Lenders and ABS underwriters (which often were affiliated 
subsidiaries of LCFIs) believed that they could (i) originate risky loans 
without properly screening borrowers and (ii) avoid costly post-loan 
monitoring of the borrowers’ behavior because, in each case, the loans 
were transferred to investors.  Again, however, LCFIs often retained 
residual risk exposures.  This was particularly true in the market for 
leveraged buyouts, because LCFIs frequently agreed to provide “bridge” 
financing if there were not enough investors to complete the transactions.  
Once again, the ability of LCFIs to control their risks was undercut by their 
single-minded focus on maximizing transactions and fees.  Accordingly, 
when the securitization markets for commercial mortgages and leveraged 
corporate loans collapsed in mid-2007, universal banks were exposed to 
significant losses. 

As discussed in Parts III.C. and IV, the massive losses suffered by 
LCFIs, and the extraordinary governmental assistance they have received,  
demonstrate that they bear primary responsibility for the credit boom and 
the global financial crisis.  Current regulatory policies—which rely heavily 
on “market discipline” and LCFIs’ internal “risk models”—are plainly 
inadequate to control the strong tendencies in universal banks toward 
destructive conflicts of interest and excessive risk-taking.  Moreover, 
repeated government bailouts during the present crisis confirm that 
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universal banks receive enormous subsidies from their status as “too big to 
fail” (TBTF) institutions.  Regulation of financial institutions and financial 
markets must be urgently reformed in order to eliminate (or greatly reduce) 
TBTF subsidies and establish effective control over LCFIs. 

II.  CONSOLIDATION AND CONVERGENCE AMONG FINANCIAL 
CONGLOMERATES INTENSIFIED RISKS IN DOMESTIC AND GLOBAL 

FINANCIAL MARKETS AFTER 1990 

A.  The Re-Entry of Commercial Banks into Securities Markets 

The Banking Act of 1933 (popularly known as the “Glass-Steagall 
Act”) built a legal firewall that separated commercial banks from the 
securities industry.14  During the 1980s and 1990s, federal regulators 
opened loopholes in the Glass-Steagall wall in response to growing 
competitive pressures in the financial marketplace.15  In 1987 and 1989, the 
Federal Reserve Board (FRB) allowed bank holding companies to 
underwrite debt and equity securities to a limited extent by establishing 
“Section 20 subsidiaries.”  During the 1990s, the FRB progressively 
relaxed its restrictions on Section 20 subsidiaries.  By 1997, those 
subsidiaries could compete effectively with securities firms for 
underwriting mandates.16   

In response to the FRB’s orders, many large domestic and foreign 
banks established Section 20 subsidiaries, often by acquiring small and 
midsized securities firms.  By mid-1998, Section 20 subsidiaries were 
owned by more than forty-five banking organizations, including all of the 
twenty-five largest U.S. banks.17   

In 1998, the FRB took a more dramatic step by allowing Citicorp, the 
largest U.S. bank holding company, to merge with Travelers, a major 
financial conglomerate that owned a leading securities firm, Salomon 
Smith Barney, as well as subsidiaries engaged in a full range of insurance 
activities.  That merger produced Citigroup, the first U.S. universal bank 
since 1933.18  Neither the Glass-Steagall Act nor the Bank Holding 
Company Act (BHC Act)19 allowed a financial conglomerate like 
                                                                                                                          

14 MELANIE L. FEIN, SECURITIES ACTIVITIES OF BANKS §§ 1.02, 4.01, 4.02 (3d ed. Supp. 2008); 
PATRICIA A. MCCOY, BANKING LAW MANUAL §§ 7.01, 7.02[1], 7.02[2] (2d ed. 2009); Wilmarth, 
supra note 13, at 318. 

15 FEIN, supra note 14, §§ 1.03–1.05, 4.02–4.03; MCCOY, supra note 14, §§ 7.02–7.03.  
16 FEIN, supra note 14, § 1.04; MCCOY, supra note 14, § 7.04[2][a][ii]; Rajesh P. Narayanan, 

Nanda K. Rangan & Sridhar Sundaram, Welfare Effects of Expanding Banking Organization 
Opportunities in the Securities Arena, 42 Q. REV. ECON. & FIN. 505, 506–13, 525 n.12 (2002); 
Wilmarth, supra note 13, at 318–20. 

17 Wilmarth, supra note 13, at 319; see also FEIN, supra note 14, § 1.08[A] (listing major bank 
acquisitions of securities firms from 1983 through 2004). 

18 FEIN, supra note 14, § 1.08[B]; Wilmarth, supra note 13, at 220–21, 306. 
19 Bank Holding Company Act of 1956, Pub. L. No. 511, 70 Stat. 133. 
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Citigroup to exist on a permanent basis.  However, based on an exemption 
in the BHC Act, the FRB allowed Citigroup to offer securities and 
insurance services beyond the scope of the BHC Act for up to five years.20  
The FRB’s approval of the Citigroup merger placed great pressure on 
Congress to repeal the Glass-Steagall Act and to amend the BHC Act.  As 
a practical matter, the FRB’s action confronted Congress with “the choice 
of either approving legislation to ratify the Citicorp-Travelers merger or 
forcing a potentially disruptive breakup of a huge financial 
conglomerate.”21   

In November 1999, Congress enacted the Gramm-Leach-Bliley Act 
(GLBA), which ratified the Citigroup merger and authorized universal 
banking.  GLBA repealed the anti-affiliation provisions of Glass-Steagall 
and also amended the BHC Act so that commercial banks could affiliate 
with securities firms and insurance companies within a financial holding 
company structure.22 

GLBA’s supporters argued that the statute’s authorization of financial 
holding companies would produce significant benefits for the U.S. 
financial services industry and the broader economy.  The predicted 
benefits included (i) enabling financial holding companies to earn higher 
profits based on favorable economies of scale and scope, (ii) allowing 
financial holding companies to achieve greater safety by diversifying their 
activities, (iii) permitting financial holding companies to offer “one-stop 
shopping” for financial services, resulting in increased convenience and 
lower costs for businesses and consumers, and (iv) enhancing the ability of 
U.S. financial institutions to compete with foreign universal banks.23   

GLBA’s advocates contended that the potential benefits of universal 
banking far outweighed concerns about conflicts of interest or higher risks 
                                                                                                                          

20 FEIN, supra note 14, § 1.08[B]; Wilmarth, supra note 13, at 220–21, 306–07.  The FRB’s 
decision granting a temporary exemption to Citigroup was upheld in Indep. Comm. Bankers of Am. v. 
Bd. of Governors, 195 F.3d 28 (D.C. Cir. 1999).   

21 Wilmarth, supra note 13, at 220–21, 306–07; see also Edward J. Kane, Implications of 
Superhero Metaphors for the Issue of Banking Powers, 23 J. BANKING & FIN. 663, 666 (1999) (stating 
that Citigroup’s leaders “boldly gambled that they [could] dragoon Congress . . . into legalizing their 
transformation” before the FRB’s exemption period expired); Dean Anason, Advocates, Skeptics Face 
Off on Megadeals, AM. BANKER, Apr. 30, 1998, available at LEXIS, News Library, AMBNKR File 
(reporting that Citigroup’s formation “was widely seen as a bid to push lawmakers to enact a sweeping 
overhaul of financial laws,” and quoting Rep. Maurice D. Hinchey’s comment that Citigroup was 
“essentially playing an expensive game of chicken with Congress”). 

22 RICHARD SCOTT CARNELL, JONATHAN R. MACEY & GEOFFREY P. MILLER, THE LAW OF  
BANKING & FINANCIAL INSTITUTIONS 27–29, 465–70 (4th ed. 2009); MCCOY, supra note 14, §§ 
4.03[3], 7.04[2][b], 7.05; Wilmarth, supra note 13, at 219–22, 319–20. 

23 See, e.g., S. REP. No. 106-44, at 4–6 (1999); 145 CONG. REC. S13783–84 (daily ed. Nov. 3, 
1999) (remarks of Sen. Gramm); 145 CONG. REC. S13880–81 (daily ed. Nov. 4, 1999) (remarks of Sen. 
Schumer); 145 CONG. REC. S13909 (daily ed. Nov. 4, 1999) (remarks of Sen. Domenici); 145 CONG. 
REC. H11527–28 (daily ed. Nov. 4, 1999) (remarks of Rep. Leach); James R. Barth et al., Policy 
Watch: The Repeal of Glass-Steagall and the Advent of Broad Banking, 14 J. ECON. PERSP. 191, 198–
203 (2000); João A.C. Santos, Commercial Banks in the Securities Business: A Review, 14 J. FIN. 
SERV. RES. 35, 37–41 (1998). 



 

974 CONNECTICUT LAW REVIEW [Vol. 41:963 

within financial conglomerates, and that those concerns were adequately 
addressed by the statute.24  In contrast, opponents of GLBA argued that the 
new universal banks permitted by GLBA were likely to generate financial 
risks and speculative excesses similar to those that occurred during the 
1920s.  Opponents warned that a removal of Glass-Steagall’s constraints 
might ultimately cause a financial crisis similar in magnitude to the Great 
Depression.25   

As GLBA’s opponents pointed out, the Glass-Steagall Act was 
premised on Congress’ judgment that universal banking had played a 
major role in triggering the Great Depression.  The proponents of Glass-
Steagall concluded that (i) the aggressive entry by commercial banks into 
the securities markets during the 1920s encouraged a reckless underwriting 
of risky loans and speculative securities by banks and securities firms; and 
(ii) the huge expansion of credit produced by such loans and securities 
promoted an unsustainable economic boom, followed by a devastating bust 
that crippled banks, ruined the economy, and inflicted heavy losses on 
unsophisticated and ill-informed investors.26  Based on those conclusions, 
Congress decided to separate commercial and investment banking by 
enacting the Glass-Steagall Act.27   

GLBA’s supporters, however, dismissed the relevance of Glass-

                                                                                                                          
24 See, e.g., 145 CONG. REC. S13783–84 (daily ed. Nov. 3, 1999) (remarks of Sen. Gramm); id. at 

S13877 (daily ed. Nov. 4, 1999) (remarks of Sen. Allard); id. at S13880–81 (remarks of Sen. Schumer); 
145 CONG. REC. H11515 (remarks of Rep. Roukema); 145 CONG. REC. H11527–28 (remarks of Rep. 
Leach); Barth et al., supra note 23, at 199–200. 

25 See, e.g., 145 CONG. REC. S13871–74 (daily ed. Nov. 4, 1999) (remarks of Sen. Wellstone); 
145 CONG. REC. S13896–97 (remarks of Sen. Dorgan); 145 CONG. REC. H11530–31, H11542 (daily 
ed. Nov. 4, 1999) (remarks of Rep. Dingell). 

26 See, e.g., S. REP. NO. 73-77, at 3–4, 6–10 (1933) (criticizing the “very great inflation of bank 
credit,” which resulted in “excessive speculation” in stocks and “real-estate inflation and speculation”); 
77 CONG. REC. 3835 (1933) (remarks of Rep. Steagall, declaring that “[o]ur great banking system was 
diverted from its original purposes into investment activities, and its service devoted to speculation and 
international high finance”); 77 CONG. REC. 3726 (remarks of Sen. Glass, asserting that securities 
affiliates of banks “were the most unscrupulous contributors, next to the debauch of the New York 
Stock Exchange, to the financial catastrophe which visited this country and was mainly responsible for 
the depression under which we have been suffering since”).  For contemporary and modern 
assessments of the impact of the credit boom of the 1920s in leading to the Great Depression and the 
Glass-Steagall Act, see, for example, LIONEL ROBBINS, THE GREAT DEPRESSION 30–72 (1934); H. 
PARKER WILLIS & JOHN M. CHAPMAN, THE BANKING SITUATION: AMERICAN POST-WAR PROBLEMS 
AND DEVELOPMENTS 97–118, 535–633 (1934); Charles E. Persons, Credit Expansion, 1920 to 1929 
and Its Lessons, 45 Q. J. ECON. 94 passim (1930); Barry Eichengreen & Kris Mitchener, The Great 
Depression as a Credit Boom Gone Wrong (Bank for Int’l Settlements, Working Paper No. 137, 2003), 
available at http://ssrn.com/abstract=959644; Arthur E. Wilmarth, Jr., Did Universal Banks Play a 
Significant Role in the U.S. Economy’s Boom-and-Bust Cycle of 1921–33?  A Preliminary Assessment, 
4 CURRENT DEV. MONETARY AND FIN. L. 559, 564–85 (Geo. Wash. U. L. Sch., Pub. L. & Legal 
Theory, Working Paper No. 171, 2005), available at http://ssrn.com/abstract=838267 [hereinafter 
Wilmarth, Universal Banks]; Arthur E. Wilmarth Jr., Wal-Mart and the Separation of Banking and 
Commerce, 39 CONN. L. REV. 1539, 1559–66 (2007) [hereinafter Wilmarth, Banking and Commerce].  

27 See, e.g., S. REP. NO. 73–77 (1933); supra note 26, at 9–10, 16, 18; 77 CONG. REC. 3835 (1933) 
(remarks of Rep. Steagall); 77 CONG. REC. 3725–26 (1933) (remarks of Sen. Glass); 77 CONG. REC. 
4179–80 (1933) (remarks of Sen. Bulkley and Sen. Glass). 
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Steagall’s historical background.28  Some of GLBA’s advocates argued 
that the Glass-Steagall Act was a mistake from the outset.29  Others 
contended that, even if the 1933 legislation originally served a beneficial 
purpose, it had become obsolete and counterproductive due to rapid 
changes in the financial marketplace and the competitive challenges posed 
by foreign universal banks.30  GLBA’s supporters firmly believed that it 
was time to establish a new regime of universal banking in the U.S. 

B.  Consolidation in the Banking and Securities Industries 

The re-entry of banks into the securities business after 1990 was 
accompanied by extensive consolidation within and across both industry 
sectors.  During the 1980s and 1990s, the states and the federal government 
enacted laws that removed legal barriers to intrastate and interstate bank 
mergers and bank branching.  Those laws encouraged a dramatic 
consolidation within the banking industry.31  More than 5,400 mergers took 
place in the U.S. banking industry from 1990 to 2005, involving more than 
$5.0 trillion in banking assets.32  In seventy-four of those mergers, both the 
acquiring bank and the target bank had assets exceeding $10 billion.33   

As a consequence of the bank merger wave, the share of U.S. banking 
assets held by the ten largest banks more than doubled, rising from twenty-

                                                                                                                          
28 See, e.g., H.R. REP. NO. 106-74 (pt. 1), at 6–7 (1999); S. REP. NO. 106-44, at 3–4 (1999); 145 

CONG. REC. S13876 (daily ed. Nov. 4, 1999) (remarks of Sen. Hagel); id. at S13880 (remarks of Sen. 
Schumer); id. at S13906–07 (remarks of Sen. Mack); id. at S13907 (remarks of Sen. Lieberman); id. at 
S13912–13 (remarks of Sen. Gramm); id. at H11532–33 (remarks of Rep. Bliley). 

29 For example, Senator Phil Gramm, the chief Senate sponsor of GLBA, denounced the Glass-
Steagall Act as a misguided statute from the outset.  In his view, Congress was frightened by the 
Depression and was driven by populist “demagoguery” to impose a “punitive” and “artificial separation 
of the financial sector of our economy.”  145 CONG. REC. S13913 (daily ed. Nov. 4, 1999).  Similarly, 
Senator Joe Lieberman argued that the Glass-Steagall Act created “inefficiencies and unnecessary 
barriers in our economy.”  Id. at S13907; see also id. at S13876 (remarks of Sen. Hagel, criticizing the 
“artificial barriers” created by Glass-Steagall); id. at H11514 (remarks of Rep. Dreier, applauding 
GLBA for “tak[ing] us beyond . . . the curse of Glass-Steagall”). 

30 See id. at S13886 (remarks of Sen. Dodd); id. at S13890 (remarks of Sen. Bryan); id. at S13895 
(remarks of Sen. Leahy). 

31 Astrid A. Dick, Nationwide Branching and Its Impact on Market Structure, Quality, and Bank 
Performance, 79 J. BUS. 567, 570 (2006); Arthur E. Wilmarth, Jr., Too Good to Be True?  The 
Unfulfilled Promises Behind Big Bank Mergers, 2 STAN. J. L. BUS. & FIN. 1, 11 (1995).  Federal 
banking agencies also encouraged consolidation by liberalizing their bank merger policies.  Gerald A 
Hanweck & Bernard Shull, The Bank Merger Movement: Efficiency, Stability and Competitive Policy 
Concerns, 44 ANTITRUST BULL. 251, 257–58 (1999); Wilmarth, supra, at 71. 

32 Kenneth D. Jones & Robert Oshinsky, The Effect of Industry Consolidation and Deposit 
Insurance Reform on the Resiliency of the U.S. Bank Insurance Fund, 5 J. FIN. STABILITY 57, 58 
(2009). 

33 Id.  Five additional mega-mergers occurred in the U.S. banking industry in 2006.  See Top Bank 
and Thrift Deals Completed in 2006, AM. BANKER, Feb. 13, 2007, at 12A, available at LEXIS, News 
Library, AMBNKR File (listing five mergers in which the acquiring and target banks each held assets 
of more than $10 billion).  
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five percent in 1990 to fifty-five percent in 2005.34  The three largest U.S. 
banks—Citigroup, Bank of America (BofA) and JP Morgan Chase 
(Chase)—expanded rapidly after 1990, and each bank held more than $1.5 
trillion of assets at the end of 2007.  Wachovia, the fourth largest U.S. 
bank, also grew rapidly, and its assets exceeded $780 billion at the end of 
2007.35   

Extensive consolidation also occurred in European banking markets 
after 1990.  Nearly 1,800 bank mergers took place in the Euro zone and the 
United Kingdom (U.K.) from 1990 to 2001.36  An additional 350 bank 
mergers were completed in the European Union (EU) from 2002 to 2006.37  
As in the United States, a number of very large bank mergers were 
completed in the U.K. and Europe, including three mergers from 1992 to 
1999 among leading U.K. banks (HSBC-Midland, Lloyds-TSB and Royal 
Bank of Scotland-National Westminster) and two combinations among 
four of the largest French banks (BNP-Paribas and Credit Agricole-Credit 
Lyonnais); a merger between two major Swiss banks, which produced 
UBS; and the 2007 acquisition of ABN AMRO, the largest Dutch bank, by 
a group of three European banks led by Royal Bank of Scotland (RBS).38 

In addition to the consolidation that took place among commercial 
banks, large banks also acquired securities firms.  Following the 
deregulation of the U.K. securities industry as part of London’s “Big 
Bang” of 1986, U.S. and European banks aggressively entered U.K. 

                                                                                                                          
34 Jones & Oshinsky, supra note 32, at 58.  Similarly, the share of domestic deposits held by the 

ten largest U.S. banks rose from seventeen percent in 1990 to forty-five percent in 2005.  Id. 
35 Kenneth D. Jones & Chau Nguyen, Increased Concentration in Banking: Megabanks and Their 

Implications for Deposit Insurance, in 14 FIN. MARKETS, INSTITUTIONS & INSTRUMENTS NO. 1, 1, at 
3–8 (Feb. 2005) (describing rapid growth among the largest banks from 1990 to 2003).  Compare 
Market Monitor: Bank and Thrift Holding Companies with the Most Assets, AM. BANKER, Apr. 15, 
2008, at 8, with Ranking the Banks: Bank and Thrift Holding Companies with the Most Assets, AM. 
BANKER, June 15, 2007, at 11 (showing that (i) Citigroup held $2.2 trillion of assets at the end of 2007, 
compared to $1.1 trillion at the end of 2002; (ii) Bank of America held $1.7 trillion of assets at in 2007, 
up from $660 billion in 2002; (iii) JP Morgan Chase held $1.6 trillion of assets in 2007, compared to 
$760 billion in 2002; and (iv) Wachovia held $780 billion in assets in 2007, up from $340 billion in 
2002).   

36 Dean Amel et al., Consolidation and Efficiency in the Financial Sector: A Review of the 
International Evidence, 28 J. BANKING & FIN. 2493, 2495 tbl.1 (2004) (showing 1355 bank mergers in 
the Euro zone and 419 bank mergers in the U.K. from 1990 to 2001).   

37 See EUROPEAN CENTRAL BANK, EU BANKING STRUCTURES 13 chart 3 (2007) (listing 
“domestic” and “cross-border” bank mergers occurring within the EU between 2002 through 2006), 
available at http://www.ecb.int/pub/pdf/other/eubankingstructures2007en.pdf.   

38 Patrick Beitel & Dirk Schiereck, Value Creation at the Ongoing Consolidation of the European 
Banking Market 40–41 app. 3 (Instit. Mergers & Acquisitions, Working Paper No. 05/01, 2001), 
available at http://ssrn.com/sol3/papers.cfm?abstract_id=302645; John Tagliabue, 2 Big Banks in 
France Join Forces, N.Y. TIMES, Dec. 17, 2002, at W1, available at LEXIS, News Library, NYT File; 
John Tagliabue, 2 of the Big 3 Swiss Banks to Join to Seek Global Heft, N.Y. TIMES, Dec. 9, 1997, at 
D8, available at LEXIS, News Library, NYT File; Jason Singer & Carrick Mollenkamp, M&A 
Milestone: $101 Billion Deal for ABN Amro, WALL ST. J., Oct. 5, 2007, at A1, available at LEXIS, 
News Library, WSJNL File. 
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financial markets and acquired most of Britain’s top investment banks.39  
Similarly, as noted above, U.S. and European banks took advantage of the 
progressive dismantling of the Glass-Steagall Act by acquiring dozens of 
U.S. securities firms.40  For example, Chase acquired several small 
investment banks and subsequently merged with J.P. Morgan, which was 
the commercial bank with the strongest ties to Wall Street.41  Three large 
European banks also established major positions in the U.S. securities 
markets by acquiring Wall Street firms.  Credit Suisse acquired First 
Boston and Donaldson, Lufkin & Jenrette, while Deutsche Bank acquired 
Bankers Trust (not long after Bankers Trust had absorbed Alex. Brown), 
and UBS purchased PaineWebber.42      

In response to the growing competitive threat posed by commercial 
banks, large securities firms made their own acquisitions.  Smith Barney, 
the securities subsidiary of Travelers, acquired Shearson in 1993 and 
Salomon Brothers in 1997.  The resulting firm, Salomon Smith Barney 
(SSB), became part of Citigroup when Travelers merged with Citicorp in 
1998.43  Morgan Stanley greatly increased in size by combining with Dean 
Witter in 1997.44 

Wall Street firms also secured bank-like powers by acquiring 
depository institutions insured by the Federal Deposit Insurance 
Corporation (FDIC).  Securities firms purchased industrial loan companies 
(ILCs) and thrift institutions by taking advantage of loopholes in the 
statutes governing bank and thrift holding companies.45  For example, 
Merrill Lynch (Merrill) acquired a thrift institution and an industrial loan 
company during the 1990s.  “By 2006, Merrill’s [subsidiary depository 
institutions] held $80 billion of deposits, and Merrill used those deposits to 
fund $70 billion of commercial and consumer loans.”46  Similarly, Morgan 
                                                                                                                          

39 Wilmarth, supra note 13, at 325 & n.449 (discussing entry by U.S. banks into London’s 
financial markets after the “Big Bang”); Investment Banking: Culture Club, ECONOMIST, July 1, 1995, 
at 66, available at LEXIS, News Library, ECON File (discussing Deutsche Bank’s acquisition of 
Morgan Grenfell, Dresdner Bank’s acquisition of Kleinwort Benson, and Swiss Bank’s acquisition of 
S.G. Warburg).   

40 See supra note 17 and accompanying text. 
41 Roy C. Smith, Strategic Directions in Investment Banking—A Retrospective Analysis, 14 J. 

APPLIED CORP. FIN. 111, 116 (2001); Steven Lipin et al., Blending Legends: Chase Agrees to Buy J.P. 
Morgan & Co. In a Historic Linkup, WALL ST. J., Sept. 13, 2000, at A1, available at LEXIS, News 
Library, WSJNL File.  

42 RICHARD BOOKSTABER, A DEMON OF OUR OWN DESIGN: MARKETS, HEDGE FUNDS, AND THE 
PERILS OF FINANCIAL INNOVATION 75 (2007); Wilmarth, supra note 13, at 323, 376–77. 

43 BOOKSTABER, supra note 42, at 75, 125–26; Smith, supra note 41, at 116; Gary Weiss et al., 
Sandy’s Triumph, BUS. WK., Oct. 6, 1997, at 34, available at LEXIS, News Library, File BUSWK.  

44 Smith, supra note 41, at 118; Peter Truell, Giant Wall Street Merger: The Deal: Morgan 
Stanley and Dean Witter Agree to Merge, N.Y. TIMES, Feb. 6, 1997, at A1, available at LEXIS, News 
Library, NYT File.   

45 Wilmarth, Banking and Commerce, supra note 26, at 1569–73, 1584–85, 1590–91; Wilmarth, 
supra note 13, at 423–24.   

46 Wilmarth, Banking and Commerce, supra note 26, at 1591; see also Matthias Rieker, Merrill’s 
Retail Banking Strategy Seen Paying Off, AM. BANKER, June 12, 2003, at 20, available at LEXIS, 
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Stanley and Lehman Brothers (Lehman) purchased thrifts and ILCs, and 
Goldman Sachs (Goldman) acquired an ILC.47  At the end of 2006, 
Morgan Stanley controlled over $45 billion of deposits, while Lehman held 
over $20 billion in deposits and Goldman held more than $10 billion of 
deposits.48   

By acquiring ILCs and thrift institutions, large securities firms gained 
the ability to offer FDIC-insured deposits, to make commercial and 
consumer loans, and to engage in other traditional banking activities 
(including trust services).  Securities firms viewed FDIC-insured deposits 
as essential competitive weapons because those deposits provided a low-
cost, subsidized source of funding for their lending and investment 
activities.  By 2006, the four largest securities firms—Merrill, Morgan 
Stanley, Goldman and Lehman (hereinafter the “big four”)—had become 
de facto universal banks.49   

In order to increase their deposit insurance subsidy, financial 
conglomerates established sweep account programs that moved cash 
balances from customer accounts at their broker-dealer subsidiaries into 
FDIC-insured deposit accounts at their depository institution subsidiaries.  
“A 2004 study estimated that sweep account programs created $350 billion 
of FDIC-insured deposits that otherwise would have been held in 
uninsured money-market mutual funds (MMMFs) at brokerage firms.”50  
FDIC-insured deposits pay interest rates that are typically much lower, and 
earn spreads that are substantially greater, than the rates and spreads 
applicable to MMMFs.51  FDIC-insured deposits pay comparatively low 
interest rates because they are protected against loss by the FDIC’s deposit 

                                                                                                                          
News Library, File AMBNKR (reporting that Merrill Lynch relied on FDIC-insured bank deposits to 
provide fifty-one percent of its funding in 2003, compared with fourteen percent in 1998). 

47 See Bank and Thrift Holding Companies with the Most Deposits, AM. BANKER, June 18, 2007, 
at 12, available at LEXIS, News Library, AMBNKR File [hereinafter 2006 Bank and Thrift Deposits] 
(listing Morgan Stanley and Lehman Brothers as thrift holding companies); The Industrial Bank 
Holding Company Act of 2007: Hearing Before the H. Comm. on Financial Serv., 110th Cong. 9–11 
(2007) (statement of Sheila C. Bair, Chairman, FDIC), available at http://www.fdic.gov/news 
/news/speeches/archives/2007/chairman/spapr2507a.html [hereinafter 2007 Bair Statement] (noting 
Morgan Stanley, Goldman and Lehman as owners of ILCs).  

48 2006 Bank and Thrift Deposits, supra note 47 (showing that Morgan Stanley’s thrift held 
almost $31 billion of deposits and Lehman’s thrift held almost $18 billion of deposits at the end of 
2006); 2007 Bair Statement, supra note 47 (showing that ILCs owned by Morgan Stanley, Goldman 
Sachs and Lehman Brothers held deposits of $16.6 billion, $11.0 billion and $2.6 billion, respectively, 
at the end of 2006).   

49 Wilmarth, Banking and Commerce, supra note 26, at 1590; see Wilmarth, supra note 13, at 
411, 423–25, 447–49; see also George Pennacchi, Deposit Insurance, Bank Regulation, and Financial 
System Risks, 53 J. MONETARY ECON. 1, 15 (2006).   

50 Wilmarth, Banking and Commerce, supra note 26, at 1591; see also Pennacchi, supra note 49, 
at 15. 

51 Wilmarth, Banking and Commerce, supra note 26, at 1591; see also Jed Horowitz, Merrill Taps 
U.S. Bank Chief, WALL ST. J., Feb. 26, 2008, at B11, available at LEXIS, News Library, File WSJNL 
(reporting that “[Merrill] sweeps uninvested cash in clients’ brokerage accounts into bank accounts, 
which generally pay lower interest rates than traditional money-market accounts”). 
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insurance fund and by the potentially unlimited taxpayer guarantee that 
stands behind that fund.52   

MMMFs pay significantly higher rates, compared to bank deposits, 
because they are not insured by the FDIC and are protected only by the 
much weaker insurance scheme administered by the Securities Investor 
Protection Corporation (SIPC).53  In addition, unlike FDIC-insured 
deposits, MMMFs cannot be used to fund loans and must be invested in 

                                                                                                                          
52 The FDIC’s Deposit Insurance Fund (DIF) held $52.8 billion as of March 31, 2008, but 

declined to $18.9 billion at the end of 2008.  During 2008, 25 FDIC-insured institutions with assets of 
$372 billion failed.  In addition, more than 250 other institutions with assets of $160 billion were 
placed on the “problem” list.  The FDIC recorded $40.2 in loss provisions during 2008 to reflect actual 
and expected losses from failures of FDIC-insured institutions.  Those loss provisions caused the drop 
in the DIF’s balance.  Fed. Deposit Ins. Corp., FDIC Q. Banking Profile, 4th Qtr. 2008, at 14, 15. tbls.I-
B & II-B.  Under 12 U.S.C. § 1824(a), the FDIC is authorized to borrow up to $30 billion from the 
United States Treasury to cover shortfalls in the DIF.  In March 2009, due to the declining balance in 
the DIF, Senator Christopher Dodd, chairman of the Senate Banking Committee, introduced a bill to 
increase the FDIC’s line of credit at the Treasury to as much as $500 billion.  Damian Paletta, U.S. 
News: Bill Seeks to Let FDIC Borrow up to $500 Billion, WALL ST. J., Mar. 6, 2009, at A3, available 
at LEXIS, News Library, File WSJNL.   

Even before the current financial crisis, there was “little doubt that, in practice, the full faith and 
credit of the United States stands behind the FDIC.”  Joe Peek & James A. Wilcox, The Fall and Rise 
of Safety Net Subsidies, in TOO BIG TO FAIL: POLICIES AND PRACTICES IN GOVERNMENT BAILOUTS 
169, 180 (Benton E. Gup ed., 2004).  For example, during the thrift crisis of the 1980s, Congress passed 
a resolution in 1987, declaring that “it is the sense of the Congress that it should reaffirm that deposits 
up to the statutorily prescribed amount in federally insured depository institutions are backed by the full 
faith and credit of the United States.”  Competitive Equality Banking Act of 1987, Pub. L. No. 100-86, 
§ 901(b), 101 Stat. 657.  Congress ultimately spent $132 billion of taxpayer funds to protect thrift 
depositors and resolve thrift failures.  Wilmarth, Banking and Commerce, supra note 26, at 1589.  In 
view of the extraordinary financial assistance provided to FDIC-insured banks by the federal 
government during the present crisis, there can no longer be any doubt that the federal government 
effectively guarantees the payment of all FDIC-insured deposits.  See infra Part III.C.    

53 Unlike the FDIC, the SIPC is not a government agency.  Instead, it is a nonprofit corporation 
whose members are securities broker-dealers.  SIPC’s members pay assessments to generate the 
insurance fund administered by the SIPC.  At the end of 2007, the SIPC fund contained only $1.5 
billion, and the SIPC is authorized to borrow only $1 billion from the United States Treasury.  
SECURITIES INVESTOR PROTECTION CORPORATION, 2007 ANNUAL REPORT 4, 8, available at 
http://www.sipc.org/pdf/SIPC_Annual_Report_2007_FINAL.pdf; see also LOUIS LOSS & JOEL 
SELIGMAN, FUNDAMENTALS OF SECURITIES REGULATION 60–61, 879 (5th ed. 2004) (explaining the 
purpose and role of the SIPC).  In 2008, the discovery of a massive Ponzi scheme orchestrated by 
Bernard Madoff exposed the SIPC to potential claims by investors that potentially could far exceed its 
insurance fund.  See Jane J. Kim, The Madoff Fraud Case: Burned Investors Won’t Find Strong Safety 
Net, WALL ST. J., Dec. 17, 2008, at A8, available at LEXIS, News Library, WSJNL File (“Some 
industry watchers question whether SIPC has enough in reserves to cover potential claims in the 
Madoff liquidation.”).  Moreover, in contrast to the FDIC, which has authority to examine FDIC-
insured banks and to provide financial assistance to failing banks, the SIPC has no power to examine or 
rehabilitate its members.  Instead, the SIPC’s sole responsibility is to liquidate insolvent broker-dealers 
and to pay a narrow range of qualifying claims presented by the insolvent firms’ customers.  For 
example, the SIPC does not protect customers from losses due to declines in the market value of 
securities or from fraud or breach of contract committed by broker-dealers.  See Per Jebsen, How to Fix 
Unpaid Arbitration Awards, 26 PACE L. REV. 183, 223–25 (2006) (stating that the SIPC does not cover 
claims for fraud); Thomas W. Joo, Who Watches the Watchers? The Securities Investor Protection Act, 
Investor Confidence, and the Subsidization of Failure, 72 S. CAL. L. REV. 1071, 1093–97, 1105–06 
(1999) (noting that the SIPC fund does not provide “insurance” for claims “based on declines in the 
market value of securities, fraud or breach of contract by the debtor” and that the “SIPC cannot 
rehabilitate an insolvent member firm, but must liquidate it”). 
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short-term, highly-rated, and low-yielding debt securities.54  Thus, FDIC-
insured deposits are doubly attractive to financial conglomerates because 
they provide a subsidized, low-cost source of funding and can be used to 
finance commercial and consumer loans.55 

C.  Convergence Between the Activities of Banks and Securities Firms 

Deregulation and consolidation spurred a growing convergence 
between the activities of the largest banks and securities firms during the 
past decade.  Both sets of institutions pursued similar strategies in an effort 
to achieve dominant positions in the capital markets.56  In the global 
markets for debt and equity securities, the top-ten underwriters in 2000 
included the “big three” U.S. banks (Citigroup, Chase and BofA), three 
major foreign universal banks (Credit Suisse, Deutsche and UBS), and the 
“big four” U.S. securities firms.57  This “top-ten” group of global securities 
underwriters remained unchanged during 2001–2007, except that Barclays, 
a leading U.K. bank, replaced BofA as a top-ten underwriter during the last 
three years of that period.58  The top-ten underwriters accounted for nearly 
                                                                                                                          

54 Wilmarth, Banking and Commerce, supra note 26, at 1591.    
55 Id.; Wilmarth, supra note 13, at 424–25, 448–49.  A 2006 comment letter filed by the Securities 

Industry Association with the FDIC stated that: 
Bank subsidiaries have added significant value and versatility to SIA member corporate groups, 

because member owned banks hold idle funds swept from brokerage accounts [into] deposits. . . . This 
has provided a reliable and low cost source of deposits to fund traditional banking products and 
services offered to customers of the corporate group . . . . 

Wilmarth, Banking and Commerce, supra note 26, at 1592 (quoting Letter to the FDIC, from the 
Securities Industry Association, (Oct. 10, 2006), in Comments on Industrial Loan Companies and 
Industrial Banks, Comment No. 71, at 3, available at http://www.fdic.gov/regulations/laws/ 
federal/2006/06comilc.html). 

56 See, e.g., Elyas Elyasiani et al., Convergence and Risk-return Linkages Across Financial 
Service Firms, 31 J. BANKING & FIN. 1167, 1168–69, 1184–87 (2007) (providing empirical evidence of 
“convergence across [financial institutions] of different types as well as effective inter-industry 
competition, particularly between large banks and securities firms”); see also Joel F. Houston & Kevin 
J. Stiroh, Three Decades of Financial Sector Risk, Fed. Res. Bank N.Y. Staff Rep. No. 248, at 1–4, 9–
10, 17–22, 31–32 (Mar. 2006), available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=891171 
(finding “an increased correlation in the returns across financial industries, indicating a growing 
convergence among financial service providers”). 

57 Smith, supra note 41, at 116–21; Year-End Review of Underwriting: 2001 Underwriting 
Rankings, WALL ST. J., Jan. 2, 2002, at R19 (“Global Stocks and Bonds” tbl.) (copy on file with the 
Connecticut Law Review) [hereinafter 2001 Global Underwriting Rankings] (listing the top ten global 
underwriters of stocks and bonds during 2001); see also supra note 35 & 49 and accompanying text 
(identifying the three largest U.S. banks and the four largest U.S. securities firms). 

58 2001 Global Underwriting Rankings, supra note 57 (showing that the top ten list of global 
underwriters remained the same during 2000 and 2001); Year-End Review of Markets & Finance: 2003 
Underwriting Rankings, WALL ST. J., Jan. 2, 2004, at R17 (“Global Stocks and Bonds” tbl.) (copy on 
file with the Connecticut Law Review) [hereinafter 2003 Global Underwriting Rankings] (showing that 
the top ten global underwriters remained the same in 2002 and 2003); Year-End Review of Markets & 
Finance: 2005 Underwriting Rankings, WALL ST. J., Jan. 3, 2006, at R10 (“Global Stocks and Bonds” 
tbl.) (copy on file with the Connecticut Law Review) [hereinafter 2005 Global Underwriting Rankings] 
(showing that the top global underwriters remained the same in 2005, except that Barclays replaced 
BofA as a top ten underwriter in 2005); Year-End Review of Markets & Finance: 2006 Underwriting 
Rankings, WALL ST. J., Jan. 2, 2007, at R18 (“Global Stocks and Bonds” tbl.) (copy on file at the 
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three-fifths of the global proceeds from underwriting debt and equity 
securities during 2005–2007.59  Citigroup became the world’s leading 
underwriter of stocks and bonds in 2001 and retained that position through 
the end of 2007.60    

The leading global underwriters of stocks and bonds also became the 
dominant providers of other financial products, including syndicated loans, 
asset-backed securities, over-the-counter (OTC) derivatives and 
collateralized debt obligations (CDOs).  Based on total fees for investment 
banking services, the top twenty global investment banks in 2007 included 
all of the eleven institutions named above (the “top eleven global 
underwriters”), along with Wachovia and several large foreign universal 
banks, including HSBC and BNP Paribas.61  As shown below, large 
universal banks sought to maximize their fee-based revenues by pursuing 
an “originate to distribute” (OTD) business strategy, in which they (i) 
originated and serviced loans, (ii) underwrote ABS and CDOs based on 
those loans, (iii) created additional financial instruments (including OTC 
derivatives) whose values were related in complex ways to the underlying 
loans, and (iv) distributed the resulting securities and other financial 
instruments to investors.  The following sections provide a brief overview 
of the primary fee-based products and services provided by universal 
banks. 

1.  Syndicated Lending 

In order to fund syndicated loans, large banks organize groups of 
                                                                                                                          
Connecticut Law Review) [hereinafter 2006 Global Underwriting Rankings] (showing that the top 
global underwriters remained the same in 2006, except that Barclays continued to rank among the top 
ten underwriters in place of BofA); Year-End Review of Markets & Finance: 2007 Underwriting 
Rankings, WALL ST. J., Jan. 2, 2008, at R18 (“Global Stocks and Bonds” tbl.) (copy on file at the 
Connecticut Law Review) [hereinafter 2007 Global Underwriting Rankings] (showing that the top 
global underwriters remained the same in 2007, except that Barclays continued to rank among the top 
ten underwriters in place of BofA). 

59 2005 Global Underwriting Rankings, supra note 58 (“Global Stocks and Bonds” tbl.) (showing 
that the top ten underwriters received fifty-eight percent of the global proceeds for underwriting stocks 
and bonds in 2005); 2006 Global Underwriting Rankings, supra note 58 (“Global Stocks and Bonds” 
tbl.) (showing that the top ten underwriters received fifty-eight percent of such proceeds during 2006); 
2007 Global Underwriting Rankings, supra note 58 (“Global Stocks and Bonds” tbl.) (showing that the 
top ten underwriters received fifty-seven percent of such proceeds during 2007).  

60 Randall Smith, Deals & Deal Makers: Citigroup Unseats Merrill Lynch as Busiest 
Underwriter, WALL ST. J., Dec. 28, 2001, at C1; Randall Smith, Year End Review of Markets and 
Finance 2006: Underwriting Shifts Into Overdrive, WALL ST. J., Jan. 2, 2007, at R18, available at 
LEXIS, News Library, WSJNL File (reporting that “Citigroup held its No. 1 ranking among [global] 
underwriters for a sixth consecutive year”); Randall Smith, Credit Woes Take Toll on Underwriting, 
WALL ST. J., Jan. 3, 2008, at R18, available at LEXIS, News Library, WSJNL File (reporting that 
“Citigroup led the ranks of the busiest underwriters” in 2007).  In 2008, Citigroup fell to third place 
among global debt and equity underwriters, behind Chase and Barclays.  Randall Smith, Year-End 
Review of Markets & Finance 2008: Stock and Bond Issuance Shrivels, WALL ST. J., Jan. 2, 2009, at 
R13, available at LEXIS, News Library, WSJNL File. 

61 See Lisa Kassenaar, The Reckoning, BLOOMBERG MARKETS MAGAZINE, Apr. 2008, at 1 
(“Bloomberg 20” tbl.). 
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financial institutions and investors in a manner that resembles the 
formation of an underwriting syndicate for an offering of debt securities.  
As a practical matter, lead banks for syndicated loans (also known as agent 
banks or arranger banks) occupy a role similar to managing underwriters 
for offerings of debt securities.  Lead banks underwrite syndicated loans 
for the purpose of distributing portions of those loans to investors, and lead 
banks seek to retain the smallest possible pieces of those loans on their 
balance sheets.62 

Lead banks negotiate the terms of a syndicated loan with the borrower 
and then sell portions of the loan to banks and other institutional investors 
who agree to join the syndicate.  Lead banks also take responsibility for 
servicing the loan, including (i) collecting payments from the borrower and 
distributing those payments to syndicate members, (ii) monitoring the 
borrower’s performance of the loan agreement, and (iii) negotiating 
changes in the loan agreement or enforcing the agreement against a 
defaulting borrower.63   

The global syndicated lending market is “the largest source of 
corporate funds in the world”64 and “reached an all-time high [in 2006] 
with issuance of over $3.5 trillion.”65  A recent study determined that 
Chase, Citigroup and BofA were the top three lead banks in the global 
syndicated loan market from 2003 through 2006.  Other major banks in 
that market included BNP Paribas, RBS, HSBC, Barclays, Credit Agricole, 
Deutsche, Societe Generale, Credit Suisse and Wachovia.66    

The U.S. syndicated loan market, which represents the largest segment 
of the global market, has exceeded $1 trillion in most years since 1996, 
with peak volumes above $1.6 trillion in 2006 and 2007.67  Chase, BofA 

                                                                                                                          
62 Wilmarth, supra note 13, at 379; see also Mitchell Berlin, Dancing with Wolves: Syndicated 

Loans and the Economics of Multiple Lenders, FED. RES. BANK OF PHILA. BUS. REV., 3rd Qtr. 2007, at 
1, 2 (describing the loan syndication process); Benjamin C. Esty, Structuring Loan Syndicates: A Case 
Study of the Hong Kong Disneyland Project Loan, J. APPLIED CORP. FIN., Fall 2001, at 80, 81–83 
(2001) (describing the loan syndication process).  For example, a senior officer in Chase’s syndicated 
lending operation stated that “[w]e are investment bankers, not commercial bankers, which means that 
we underwrite to distribute, not to put a loan on our balance sheet.”  Esty, supra, at 80 (quoting Matt 
Harris).  

63 Berlin, supra note 62, at 2, 5–7; Yener Altunbas & Alper Kara , Does Concentrated Arranger 
Structure in US Syndicated Loan Markets Benefit Large Firms? 2 (Aberdeen Bus. Sch., Working Paper 
No. 2, 2007), available at http://ssrn.com/abstract=1009536). 

64 Esty, supra note 62, at 80.  
65 Altumbas & Kara, supra note 63, at 1–3; see also Esty, supra note 62, at 80 (reporting that the 

global syndicated loan market increased from $400 billion in 1990 to $2.2 trillion in 2000). 
66 Miguel A. Ferreira & Pedro P. Matos, When Banks Are Insiders: Evidence from the Global 

Syndicated Loan Market 10, 34 tbl.1 (FDIC Center for Fin. Res., Working Paper No. 17, 2008), 
available at http://ssrn.com/abstract=1113406. 

67 Berlin, supra note 62, at 2 (providing data for the U.S. syndicated lending market from 1997 
through 2006, showing that the size of the market exceeded $1 trillion in each of those years except 
2002 and 2003); 2006 Global Underwriting Rankings, supra note 58 (“Loan-Book Managers” tbl.) 
(reporting $1.67 trillion of U.S. syndicated loans  in 2006); 2007 Global Underwriting Rankings, supra 
note 58 (“Loan-Book Managers” tbl.) (reporting $1.77 trillion of U.S. syndicated loans in 2007).  In 
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and Citigroup controlled about three-fifths of the U.S. syndicated lending 
market from 2000 through 2007.68  During the same period, Wachovia, 
Credit Suisse, Deutsche, UBS, Barclays, RBS and Wells Fargo also ranked 
among the largest U.S. syndicated lenders.69   

From the late 1990s through 2007, the “big four” securities firms were 
increasingly significant competitors in the syndicated lending market, 
particularly with regard to leveraged loans, which are higher-yielding, 
higher-risk loans.70  From 2004 to 2007, the leveraged syndicated lending 
market expanded rapidly in response to (i) demand by investors for higher-
yielding investments, and (ii) demand by private equity firms for financing 
in order to complete leveraged buyout transactions (LBOs).  The global 
leveraged lending market grew from $250 billion in 1996 to $700 billion in 
2004, $900 billion in 2005, $1.2 trillion in 2006, and $1.6 trillion in 2007.71  
This dramatic growth in leveraged lending fueled a global boom in 
LBOs.72  The total value of global LBOs exceeded $1.8 trillion between 

                                                                                                                          
2008, the volume of U.S. syndicated loans declined to $760 billion.  See Year-End Review of Markets 
& Finance 2008: 2008 Underwriting Rankings, WALL ST. J., Jan. 2, 2009, at R 13 (“Syndicated Loans” 
tbl.) (copy on file with the Connecticut Law Review).   

68 2001 Global Underwriting Rankings, supra note 58 (“Loan-Book Managers” tbl.) (showing 
that the three banks controlled sixty-seven percent of the U.S. syndicated lending market in 2000 and 
seventy percent of that market in 2001); 2003 Global Underwriting Rankings, supra note 58 (“Loan-
Book Managers” tbl.) (showing that the market shares for the same three banks were sixty-six percent 
in 2002 and fifty-nine percent in 2003); 2005 Global Underwriting Rankings, supra note 58 (“Loan-
Book Managers” tbl.) (showing that the market shares for the same three banks were sixty-six percent 
in 2004 and sixty-three percent in 2005); 2007 Global Underwriting Ranking, supra note 58 (“Loan-
Book Managers” tbl.) (showing that the market shares for the same three banks were sixty percent in 
2006 and fifty-seven percent in 2007).  

69 For market-share data for the top lenders in the U.S. syndicated loan market from 2001 through 
2007, see “Loan-Book Manager” tables in the 2001, 2003, 2005, and 2007 “Global Underwriting 
Rankings,” supra note 58.   

70 The term “leveraged loan” is generally used to refer to a loan in the amount of $100 million or 
more that is made to a company with non-investment grade bonds outstanding or that carries a yield of 
at least 125 basis points above a risk-free benchmark rate.  Thus, leveraged loans are higher-yielding, 
higher-risk loans.  Edward I. Altman, Global Debt Markets in 2007: New Paradigm or the Great 
Credit Bubble?, 19 J. APPLIED CORP. FIN., Summer 2007, at 17, 24.  For discussions of the competition 
for syndicated loans between large commercial banks and major securities firms, see, for example, 
Wilmarth, supra note 13, at 326–27, 411; Todd Davenport, Perspectives on a Crunch, AM. BANKER, 
Aug. 6, 2007, at 1 (reporting that the ten largest participants in the leveraged syndicated loan market 
during the first half of 2007 were Chase, BofA, Citigroup, Wachovia, Credit Suisse, Deutsche, UBS, 
Goldman, Merrill and Lehman); Emily Thornton, The New Merrill Lynch, BUS. WK., May 5, 2003, at 
80, 85 (reporting that Merrill Lynch had significantly expanded its syndicated lending activities during 
2002); 2007 Global Underwriting Rankings, supra note 58 (“Loan-Book Managers” tbl.) (reporting 
that Goldman, Lehman and Merrill ranked among the top ten U.S. syndicated lenders during 2007).  

71 Comm. on the Global Fin. System, Private Equity and Leveraged Finance Markets 11 graph 
2.2, 17–21 (CGFS Papers, Working Paper No. 30, 2008), available at www.bis.org/publ/cgfs30.htm 
[hereinafter 2008 CGFS Private Equity Paper]. 

72 See Viral V. Acharya et al., Private Equity: Boom and Bust?, 19 J. APPLIED CORP. FIN., Fall 
2007, at 44, 44–46, 49–50; Altman, supra note 70, at 17, 24–25.  More than half of the leveraged loans 
issued in the U.S. and Europe between 2004 and 2007 were used to finance LBOs and other corporate 
transactions, including recapitalizations, mergers and acquisitions.  See 2008 CGFS Private Equity 
Paper, supra note 71, at 13, 14 graph 2.6.  
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2004 and 2007.73   
During the same period, lead banks for syndicated leveraged loans 

frequently entered into “firm-commitment underwriting[s],” in which they 
agreed to provide bridge loans to the borrowers before they finished the 
syndication process.74  Lead banks incurred significant “warehouse risk” in 
making such commitments, because they were obliged to hold the bridge 
loans on their balance sheets if they could not successfully complete the 
syndication.75  Lead banks nevertheless eagerly accepted that risk because 
they expected to earn significant fees from (i) arranging and overseeing the 
syndicated loans, and (ii) providing associated investment banking services 
(e.g., underwriting high-yield debt and providing merger advice) to private 
equity firms and other sponsors of LBO transactions.76     

2.  Securitization of Consumer and Commercial Loans  

  a.  Overview of the Securitization Process 

Securitization has enabled universal banks to increase significantly the 
volume of their consumer and commercial lending activities.  Banks 
traditionally provided loans by acting as intermediaries between depositors 
and borrowers.  Banks collected deposits to fund their lending activities 
and monitored the performance of borrowers by retaining loans on their 
balance sheets.77  However, for two reasons, traditional on-balance-sheet 
lending activities became significantly less profitable and less appealing 
for large banks during the past three decades.  First, as consumers gained 
access to alternative investment vehicles like mutual funds, they demanded 
higher yields on their deposits and were less likely to invest their savings 
in deposits.  Retail deposits therefore became a more expensive and less 
reliable source of funding for banks.78  Second, banks are required to 
maintain capital reserves based on the assets held on their balance sheets, 
including loans.  The implementation of stricter capital requirements for 
U.S. and foreign banks after 1980 made it much more costly for banks to 

                                                                                                                          
73 2008 CGFS Private Equity Paper, supra note 71, at 20 graph 3.2; see also Steven N. Kaplan & 

Par Stromberg, Leveraged Buyouts and Private Equity 23 J. ECON. PERSPECTIVES, Winter 2009, at 121, 
126–27 (stating that “[f]rom 2005 through June 2007, CapitalIQ recorded a total of 5,188 buyout 
transactions at a combined enterprise value of over $1.6 trillion”). 

74 2008 CGFS Private Equity Paper, supra note 71, at 14–16; see also id. at 14 n.9 (noting that 
most public issuances of high-yield bonds are similarly made through firm-commitment 
underwritings).  

75 Id. at 15–16. 
76 EUROPEAN CENTRAL BANK, LARGE BANKS AND PRIVATE EQUITY-SPONSORED LEVERAGED 

BUYOUTS IN THE EU 16–17, 26–27 (2007), available at www.ecb.int/pub/pdf/other/largebanksand 
privateequity200704en.pdf [hereinafter 2007 ECB PRIVATE EQUITY LBO REPORT]; 2008 CGFS 
Private Equity Paper, supra note 71, at 14–15. 

77 Wilmarth, supra note 13, at 227–29. 
78 Id. at 239–41; Christine M. Bradley & Lynn Shibut, The Liability Structure of FDIC-Insured 

Institutions: Changes and Implications, 18 FDIC BANKING REV., No. 2, at 1, 2 (2006).  
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hold loans on their balance sheets.79   
Securitization addressed both of the foregoing problems.  

Securitization allowed banks to reduce their reliance on deposits and to 
obtain funding for their loans through the capital markets.  By using 
securitization techniques, banks converted illiquid loans into asset-backed 
securities (ABS) that could be sold to investors.80  Securitization also 
enabled banks to move loans off their balance sheets and thereby reduce 
their regulatory capital requirements.81   

Securitization offered at least three additional benefits to lenders.  
First, banks with less than a “AAA” credit rating could use securitizations 
to create ABS that qualified for “AAA”-ratings.82  Second, banks earned 
substantial fees for originating and securitizing loans and could earn 
additional fees by servicing the loans held in securitized pools.83  Third, 
securitization permitted banks to transfer to investors much of the credit 
risk associated with the securitized loans.84 

The securitization process begins when a bank (referred to as the 
                                                                                                                          

79 Charles W. Calomiris & Joseph R. Mason, Credit Card Securitization and Regulatory 
Arbitrage, 26 J. FIN. SERV. RES. 5, 8–9 (2004); Wilmarth, supra note 13, at 403–06, 457–61.  

80 Kurt Eggert, Held Up in Due Course: Predatory Lending, Securitization, and the Holder in 
Due Course Doctrine, 35 CREIGHTON L. REV. 503, 535–36 (2002); Arnoud W.A. Boot & Anjan V. 
Thakor, The Accelerating Integration of Banks and Markets and Its Implications for Regulation 12–13 
(Amsterdam Ctr. for Law & Econ., Working Paper No. 2008-02, 2009), available at http:// 
ssrn.com/abstract=1108484. 

81 FEIN, supra note 14, § 13.01, at 13–4; STEVEN L. SCHWARCZ ET AL., SECURITIZATION, 
STRUCTURED FINANCE AND CAPITAL MARKETS § 7.04, at 155 (2004); Calomiris & Mason, supra note 
79, at 8; Eggert, supra note 80, at 547.  However, banks remained subject to special capital charges if 
they retained credit risk for a portion of the securitized loans by giving credit enhancements (for 
example, by agreeing to hold a “first loss” junior tranche in the ABS or to buy back loans that did not 
satisfy criteria specified by the securitization documents).  Risk-Based Capital Guidelines: Final Rule, 
66 Fed. Reg. 59,614, 59,619–25 (Nov. 29, 2001); FEIN, supra note 14, §§ 13.04, 13.05. 

82 SCHWARCZ ET AL., supra note 81, § 1.03, at 8–16; Joshua D. Coval et al., The Economics of 
Structured Finance 23 J. ECON. PERSPECTIVES, Winter 2009, at 3, 3–7; Eggert, supra note 80, at 545–
46.  

83 BANK FOR INT’L SETTLEMENTS, BASEL COMM. ON BANKING SUPERVISION, CREDIT RISK 
TRANSFER: DEVELOPMENTS FROM 2005 TO 2007, at 7 (2008), available at 
http://www.bis.org/publ/joint21.htm [hereinafter 2008 BASEL CRT REPORT]; FEIN, supra note 14, § 
13.01, at 13–4; Robert DeYoung & Tara Rice, How Do Banks Make Money? The Fallacies of Fee 
Income, 28 ECON. PERSPECTIVES 34, 35–36, 39, 42 (2004); Adam B. Ashcraft & Til Schuermann, 
Understanding the Securitization of Subprime Mortgage Credit 5 (Wharton Fin. Inst. Ctr., Working 
Paper No. 07-43, 2008), available at http://ssrn.com/abstract=1071189.   

84 FEIN, supra note 14, § 13.01, at 13-4; Kathleen C. Engel & Patricia A. McCoy, Turning a Blind 
Eye: Wall Street Finance of Predatory Lending, 75 FORDHAM L. REV. 2039, 2048–49 (2007).  Before 
2000, securitization structures often attempted to mitigate the lender’s risk-shifting incentives by 
requiring the lender to retain the most junior tranches in structured-finance ABS while selling more 
senior tranches of the ABS to investors.  Because the most junior tranches would bear the first losses 
from any defaults on the pooled loans, the lender would retain a significant portion of the credit risk if 
it kept those tranches.  However, during the subprime lending boom, as discussed below, lenders were 
able to sell many of the junior tranches in their MBS by packaging them into CDOs that were sold to 
hedge funds and other institutional investors who wanted the higher yields offered by such securities.  
See Engel & McCoy, supra note 84, at 2065–68 (explaining that lenders were frequently able to 
transfer the riskiest tranches of ABS to hedge funds and other investors); see also infra notes 317, 337 
and 339 and accompanying text. 
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“sponsor”) transfers loans that it has originated, or purchased from others, 
to a special-purpose entity (SPE).  The SPE is structured so that it will be 
shielded from potential claims arising out of the sponsor’s bankruptcy.  
The SPE creates a loan pool (sometimes by combining the sponsor’s loans 
with loans sold by other lenders), and the SPE sells that pool to a second 
SPE, typically organized as a trust.  The role of the second SPE is to 
manage the loan pool and to issue ABS that confer rights to receive cash 
flows from the pooled loans.  The second SPE (the “SPE issuer”) hires an 
investment bank (frequently an affiliate of the sponsor) to underwrite the 
sale of ABS to investors.  After the underwriting has been completed, the 
proceeds paid by investors for the ABS are transferred to the sponsor in 
payment for the loans.  Also, in many cases, the SPE issuer hires the 
sponsor to act as servicing agent for the securitized loans.85   

In early securitizations of home mortgages during the 1970s and 
1980s, the residential mortgage-backed securities (RMBS) were structured 
as pass-through certificates that represented undivided pro rata interests in 
the pooled mortgages.  However, pass-through certificates were 
unattractive to many investors because they were long-term securities that 
were subject to both prepayment risk and interest rate risk.  To attract a 
broader group of investors, securitization sponsors created structured-
finance RMBS, which allocated rights to receive cash flows from the 
pooled mortgages among various “tranches.”  Typically, the holders of 
tranches of an issue of RMBS were given (i) rights to receive income flows 
from specified sources (e.g., from payments of principal or interest on the 
pooled mortgages) and/or (ii) superior or subordinate rights to receive 
payment in relation to other tranches of the same issue of MBS.86   

                                                                                                                          
85 For discussions of the securitization process, see, for example, Gary B. Gorton & Nicholas S. 

Souleles, Special Purpose Vehicles and Securitization, in THE RISKS OF FINANCIAL INSTITUTIONS 549, 
549–51, 555–65 (Mark Carey & René M. Stulz eds., 2006); SCHWARCZ ET AL., supra note 81, § 1.03; 
Ashcraft & Schuermann, supra note 83, at 2–11; Engel & McCoy, supra note 84, at 2045–48; 
Christopher L. Peterson, Predatory Structured Finance, 28 CARDOZO L. REV. 2185, 2206–10 (2007) 
[hereinafter Peterson, Predatory Finance]; David E. Vallee, A New Plateau for the U.S. Securitization 
Market, FDIC OUTLOOK (Federal Deposit Insurance Corporation), Fall 2006, at 3, 3–4, available at 
http://www.fdic.gov/bank/analytical/regional/ro20063q/na/t3q2006.pdf; Jennifer E. Bethel et al., Legal 
and Economic Issues in Litigation Arising from the 2007-2008 Credit Crisis 5–15 (Harvard Law & 
Econ., Discussion Paper No. 612, 2008), available at http://ssrn.com/abstract=1096582; Jan A. Kregel, 
Changes in the U.S. Financial System and the Subprime Crisis 7–12 (Levy Econ. Inst., Working Paper 
No. 530, 2008), available at http://ssrn.com/abstract=1123937. 

86 For discussions of the differences between traditional pass-through securitizations and 
contemporary structured securitizations, see, for example, Peterson, Predatory Finance, supra note 85, 
at 2200–04; Kregel, supra note 85, at 5–9; Gregory A. Krohn & William R. Gruver, The Complexities 
of the Financial Turmoil of 2007 and 2008, at 8–10 (2008), available at http://ssrn.com/ 
abstract=1282250.  The term “structured finance” generally refers to the use of pooling and tranching 
to create various classes of ABS from a pool of debt instruments.  INT’L MONETARY FUND, GLOBAL 
FINANCIAL STABILITY REPORT: CONTAINING SYSTEMIC RISKS AND RESTORING FINANCIAL 
SOUNDNESS 56 box 2.1 (Apr. 2008), available at http://www.imf.org/external/pubs/ft/ 
gfsr/2008/01/pdf/text.pdf [hereinafter April 2008 IMF GFS REPORT]; Coval et al., supra note 82, at 3, 
6; Sarai Criado & Adrian van Rixtel, Structured Finance and the Financial Turmoil of 2007-2008: An 
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During the past decade, most RMBS and other types of ABS were 
divided into three general classes of tranches—senior, mezzanine and 
junior.  Senior tranches were given the highest priority to receive cash 
flows from payments on the pooled loans until those securities were fully 
paid, and cash flows then trickled down sequentially to the mezzanine and 
junior tranches.  Conversely, losses on the pooled loans were allocated first 
to the junior tranches, then to the mezzanine tranches, and last to the senior 
tranches.  Underwriters structured their securitizations in consultation with 
credit rating agencies so that the desired credit rating could be obtained for 
each tranche.  Securitizations were typically structured so that the senior 
tranches received AAA-ratings, the mezzanine tranches received at least 
the lowest investment-grade rating (BBB-), and the junior tranches 
(including equity tranches) were unrated.  In addition, underwriters 
frequently obtained credit enhancements for senior tranches to ensure that 
those tranches qualified for AAA-ratings.  Credit enhancements included 
over-collateralization (i.e., issuing ABS with a lower face value than the 
par value of the pooled loans), agreements by lenders to buy back loans 
that defaulted early, or third-party guarantees against loss (e.g., insurance 
provided by monoline insurers).87   

During the late 1980s, federal banking agencies and courts issued a 
series of rulings that authorized commercial banks to securitize loans that 
they originated or purchased from others.88  Regulators also permitted 
nonbank subsidiaries of bank holding companies to securitize loans 
originated by affiliated banks.89  As a consequence of those rulings and the 
enactment of GLBA in 1999, commercial banks and bank holding 
companies gained broad authority to compete directly with investment 
banks in securitizing loans and in underwriting or investing in ABS.90 

                                                                                                                          
Introductory Overview 11 (Banco de Espana, Occasional Paper No. 0808, 2008), available at 
http://ssrn.com/abstract=1260748.     

87 For discussions of the structuring techniques and credit enhancements used in securitizations, 
see, for example, STAFF OF THE SEC. & EXCH. COMM’N, SUMMARY REPORT OF ISSUES IDENTIFIED IN 
THE COMM’N STAFF’S EXAMINATIONS OF SELECT CREDIT RATING AGENCIES 6–10 (2008), available at 
http://www.sec.gov/news/studies/2008/craexamination070808.pdf; Engel & McCoy, supra note 84, at 
2046–48; Peterson, Predatory Finance, supra note 85, at 2204–05, 2209–10; Ashcraft & Schuermann, 
supra note 83, at 29–34; Bethel et al., supra note 85, at 9–11, 13–15; Gary B. Gorton, The Subprime 
Panic, 15 EUROPEAN FIN. MGMT. 10, 17–23 (2009).  In order to avoid regulation under the Securities 
Act of 1933 and the Investment Company Act of 1940, the issuers and underwriters of ABS were 
required to sell either (i) investment-grade ABS or (ii) ABS offered in private placements to qualified 
institutional buyers under the SEC’s Rule 144A.  See SCHWARCZ ET AL., supra note 81, § 6.01, at 129–
30, 135–36, § 6.02, at 139–41. 

88 E.g., Sec. Indus. Ass’n v. Clarke, 885 F.2d 1034, 1049 (2d Cir. 1989); FEIN, supra note 14, § 
13.02[A] (discussing orders issued in 1986 and 1987 by the OCC); 12 C.F.R. § 1.3(g) (2008). 

89 E.g., Sec. Indus. Ass’n v. Fed. Reserve Sys., 839 F.2d 47, 67 (2d Cir. 1988); FEIN, supra note 
14, § 13.02[B]. 

90 FEIN, supra note 14, § 13.02; Kregel, supra note 85, at 10–11.  For example, under the OCC’s 
regulations, national banks may invest in RMBS and other ABS if those securities have investment-
grade ratings.  12 C.F.R. §§ 1.2(m)–(n), 1.3(e)–(f) (2008).   
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  b.  The Rapid Expansion of Securitization Markets after 1990 

Securitization markets experienced explosive growth after 1990.  
Government-sponsored enterprises (GSEs) issued the first RMBS in the 
early 1970s, and the issuance of RMBS by GSEs grew steadily thereafter.91  
The total amount of outstanding RMBS issued by GSEs nearly quadrupled 
from 1991 through 2007, rising from $1.13 trillion to $4.3 trillion.92   

The GSEs’ success with RMBS encouraged banks and other financial 
institutions to pursue their own securitization strategies.  Beginning in the 
late 1970s, banks and securities firms began to issue “private label” 
RMBS.  Private label RMBS were backed by residential real estate loans 
that did not conform to Fannie Mae’s and Freddie Mac’s underwriting 
guidelines, including “jumbo” mortgages, adjustable-rate mortgages 
(ARMs), “subprime” and “Alt-A” mortgages, home equity loans, and 
home equity lines of credit (HELOCs).93  Banks and securities firms also 
issued ABS backed by other types of consumer loans, including credit card 
loans, auto loans, manufactured home loans, and student loans.94  The total 
outstanding amounts of private label RMBS and consumer ABS increased 
more than tenfold during 1991–2007, rising from $300 billion to $3.2 
trillion.  The 2007 figure included $2.52 trillion of private label RMBS and 

                                                                                                                          
91 Congress established several GSEs to promote residential mortgage lending, including (i) the 

Government National Mortgage Association (GNMA or Ginnie Mae), which purchase home mortgages 
insured by the Federal Housing Administration and the Veterans Administration and issue RMBS 
backed by those loans, and (ii) the Federal National Mortgage Association (FNMA or Fannie Mae) and 
the Federal Home Loan Mortgage Corporation (FHLMC or Freddie Mac), which purchase 
conventional fixed-rate home mortgages and issue RMBS backed by those loans.  E.g., Richard S. 
Carnell, Handling the Failure of a Government-Sponsored Enterprise, 80 WASH. L. REV. 565, 573–80 
(2005); Richard K. Green & Susan M. Wachter, The American Mortgage in Historical and 
International Context, 19 J. ECON. PERSP. 93, 95–100 (2005); Peterson, Predatory Finance, supra note 
85, at 2195–99.  The federal government placed Fannie Mae and Freddie Mac in conservatorship in 
September 2008 to prevent their failure, after both GSEs suffered large losses due to accelerating 
delinquencies and defaults on mortgages they held or guaranteed.  See David J. Reiss, Fannie Mae and 
Freddie Mac and the Future of Federal Housing Finance Policy: A Study of Regulatory Privilege, at 1–
4, 10–27 (Brooklyn Law School Leg. Stud. Paper No. 134), available at 
http://ssrn.com/abstract=1357337. 

92 BD. OF GOVERNORS OF THE FED. RESERVE SYS., FED. RES. STATISTICAL RELEASE Z.1: FLOW 
OF FUNDS ACCOUNTS OF THE UNITED STATES, FOURTH QUARTER 1996, at 77 tbl.L.125 (1997) 
[hereinafter 1996 FLOW OF FUNDS REPORT] (providing figure for year-end 1991); BD. OF GOVERNORS 
OF THE FED. RES. SYS., FED. RES. STATISTICAL REL. Z.1: FLOW OF FUNDS ACCOUNTS OF THE UNITED 
STATES, FOURTH QUARTER 2007, at 78 tbl.L.125 (2008) [hereinafter 2007 FLOW OF FUNDS REPORT] 
(providing amount for year-end 2007).  

93 Engel & McCoy, supra note 84, at 2045–46 n.32; Peterson, Predatory Finance, supra note 85, 
at 2198–2200, 2214–15.  Prior to their nationalization in 2008, Fannie Mae and Freddie Mac primarily 
engaged in purchasing and securitizing “conforming” fixed-rate mortgages that satisfied maximum size 
limits and other underwriting guidelines established by Congress.  Reforming the Regulation of 
Government Sponsored Entities: Hearing before the S. Comm. on Banking, Housing, and Urban 
Affairs, 110th Cong. 2 & n.2 (2008) (statement of Willaim B. Shear, Director of Financial Markets and 
Community Investment, Government Accountability Office); David J. Reiss, The Federal 
Government’s Implied Guarantee of Fannie Mae and Freddie Mac: Uncle Sam Will Pick Up the Tab, 
42 GA. L. REV 1019, 1032 & nn.55–56 (2008). 

94 Vallee, supra note 85, at 4–6; Wilmarth, supra note 13, at 388–90, 403. 
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$680 billion of ABS backed by other types of consumer credit.95   
At the end of 2007, GSE-issued RMBS and private label RMBS 

accounted for almost two-thirds of all outstanding home mortgages, while 
consumer ABS accounted for more than a quarter of all outstanding 
consumer loans.96  The securitized share of both sectors increased 
significantly during 1991–2007.97 

During the past decade, large financial conglomerates significantly 
expanded their presence in securitization markets, and big commercial 
banks became more closely linked to the capital markets.98  For example, 
Lehman and Bear Stearns were the top underwriters for private label 
RMBS during 2004–2007, while Citigroup was the top underwriter for 
ABS backed by other types of consumer debt.  Other leading underwriters 
of RMBS and ABS during 2004–2007 included Chase, BofA, Credit 
Suisse, Deutsche, Goldman, Morgan Stanley, Merrill, RBS, UBS and 
Wachovia.99  Thus, the top underwriters of RMBS and ABS included the 
five largest Wall Street securities firms and several of the world’s leading 
                                                                                                                          

95 1996 FLOW OF FUNDS REPORT, supra note 92, at 77 tbl.L.126 (providing year-end 1991 data 
for issuers of (i) federal agency and GSE-issued RMBS backed by privately-issued collateralized 
mortgage obligations (CMOs), (ii)  privately-issued RMBS, and (iii) privately-issued ABS backed by 
consumer debt); 2007 FLOW OF FUNDS REPORT, supra note 92, at 79 tbl.L.126 (providing year-end 
2007 data for issuers of same types of RMBS and ABS). 

96 2007 FLOW OF FUNDS REPORT, supra note 92, at 78 tbl.L.125, 79 tbl.L.126, 94 tbl.L.218 
(showing that GSE-issued RMBS and private label RMBS accounted for $6.8 trillion of the $10.5 
trillion in outstanding home mortgages at the end of 2007); id. at 96 tbl.L.222 (showing that ABS 
issuers accounted for $680 billion  out of $2.55 trillion in outstanding consumer loans at the end of 
2007).  

97 In 1991, GSE-issued RMBS and private label RMBS accounted for less than half of the 
outstanding home mortgages ($1.13 trillion of $2.85 trillion), while consumer ABS accounted for only 
one-eighth of outstanding consumer loans ($103 billion of $797 billion). 1996 FLOW OF FUNDS 
REPORT, supra note 92, at 77 tbls.L.125 & L.126, 92 tbl.L.218 and 94 tbl.L.222. 

98 See Arnoud W.A. Boot & Anjan V. Thakor, The Accelerating Integration of Banks and 
Marekts and Its Implications for Regulation 6–10, 15–16 (Amsterdam Ctr. L. & Econ., Working Paper 
No. 2008-02, Mar. 18, 2008), available at http://ssrn.com/abstract=1108484 [hereinafter Boot & 
Thakor, Banks and Markets]; Claudio Borio, The Financial Turmoil of 2007?: A Preliminary 
Assessment and Some Policy Considerations 11–12 (Bank for Int’l Settlements, Working Paper No. 
251, Mar. 2008), available at http://ssrn.com/abstract=1132776; DeYoung & Rice, supra note 83, at 
35–36, 39.  

99 See Paul Menchaca, Lehman Repeats as RMBS Champ, ASSET SECURITIZATION REP., Jan. 7, 
2008, available at LEXIS, News Library, ASTSRP File (listing top RMBS underwriters during 2007); 
Donna Mitchell, Citi Holds Lead in ’06 as Top Arranger: Countrywide Reprises Top Issuer Role, 
ASSET SECURITIZATION REP., Jan. 8, 2007, available at Lexis, News Library, ASTSRP File (listing top 
ABS underwriters for 2006); Donna Mitchell, More 08 Deals Seen from Strong Consumer ABS: 
Growth of 20% Could Happen for Autos and Cards; JPMorgan Ends Year Atop Lead Manager Heap, 
ASSET SECURITIZATION REP., Jan. 7, 2008, available at LEXIS, News Library, File Name ASTSRP 
(listing top ABS underwriters for 2007); Allison Pyburn, Bear Stearns Jeads RMBS League Tables 
Again, ASSET SECURITIZATION REP., Jan. 8, 2007, available at LEXIS, News Library, ASTSRP File 
(listing top RMBS underwriters during 2006); Alison Pyburn, RMBS Grows a Robust $200bln in 2005, 
with Bear Top Arranger, ASSET SECURITIZATION REP., Jan. 9, 2006, available at LEXIS, News 
Library, ASTSRP File (reporting on top RMBS underwriters during 2004 and 2005); Allison Pyburn, 
US ABS Market Reaches $1 Trillion Dollar Mark in 2005, ASSET SECURITIZATION REP., Jan. 9, 2006, 
available at LEXIS, News Library, ASTSRP File (reporting on top ABS underwriters during 2004 and 
2005. 
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universal banks.100  
Building on their experience with RMBS and consumer ABS, financial 

conglomerates securitized large amounts of commercial mortgages.  The 
volume of outstanding commercial mortgage-backed securities (CMBS) 
rose from $100 billion in 1996 to $360 billion in 2003 and $780 billion in 
2007.101  Annual issuances of CMBS exceeded $200 billion in 2006, and 
again in 2007.102  Due in substantial part to the rapid growth of CMBS, the 
total amount of U.S. commercial mortgages rose from $1.05 trillion in 
1996 to $3.3 trillion in 2007.103  The top underwriters of CMBS included 
Morgan Stanley, Wachovia, BofA, Lehman and Citigroup.104  

Beginning in the late 1980s, universal banks and securities firms began 
to offer a new type of securitization vehicle known as cash flow 
collateralized debt obligations (CDOs).  Cash flow CDOs are structured-
finance entities that issue tranched securities backed by pools of RMBS, 
other types of ABS and syndicated corporate loans.  Cash flow CDOs 
backed by RMBS and other types of ABS are frequently referred to as 
“ABS CDOs” and effectively represent a re-securitization of previously 
securitized debt.  In a typical ABS CDO, mezzanine tranches from RMBS 
or other ABS are pooled together and re-securitized so that most of the 
tranches of the ABS CDO qualify for “AAA” credit ratings.105   

CDOs backed by syndicated corporate loans are generally referred to 
                                                                                                                          

100 In 2007, the twelve top underwriters of private-label RMBS included the five largest U.S.  
securities firms (Goldman, Lehman, Merrill, Morgan Stanley and Bear Stearns), the three largest U.S. 
banks (BofA, Chase and Citigroup), and four large foreign universal banks (Credit Suisse, Deutsche, 
RBS and UBS).  The aggregate share of the private-label RMBS market held by those twelve 
underwriters exceeded eighty percent.  Allen Ferrell et al., Legal and Economic Issues in Subprime 
Litigation (Harvard John Olin Center Discussion Paper 02/2008, Feb. 21, 2008), at 73 tbl.2, available 
at http://ssrn.com/abstract=1096582; see supra notes 35 & 49 and accompanying text (identifying the 
three largest U.S. banks and the four largest U.S. securities firms).  Bear Stearns ranked as the fifth 
largest U.S. securities firm prior to its collapse and acquisition by Chase in 2008.  Takahiko Hyuga, 
Merrill Lynch’s Thain Says Bear Rescue Averted Risk (Update 1), BLOOMBERG.COM, Apr. 8, 2008, 
http://www.bloomberg.com/apps/news?pid=newsarchive&sid=aUL4t3BinbRk#. 

101 See 1996 FLOW OF FUNDS REPORT, supra note 92, at 77 tbl.L.126 (showing outstanding 
CMBS backed by multifamily residential mortgages and other commercial mortgages at the end of 
1996); 2007 FLOW OF FUNDS REPORT, supra note 92, at 79 tbl.L.126 (showing same information at the 
end of 2003 and 2007).  

102 Gabrielle Stein, Banks Face Write-downs on CMBS Market Unease, ASSET SECURITIZATION 
REP., Mar. 3, 2008, available at LEXIS, News Library, ASTSRP File [hereinafter Stein, CMBS Market 
Unease] (reporting that Morgan Stanley underwrote $32.4 billion of CMBS that year, accounting for 
14.5% of a CMBS market totaling more than $230 billion); Poonkulali Thangavelu, Jolt Extends to 
CMBS/CDOs, NAT’L MORTGAGE NEWS, Sept. 10, 2007, available at LEXIS, News Library, NMN File 
(stating that $203 billion of CMBS was issued in 2006). 

103 See 1996 FLOW OF FUNDS REPORT, supra note 92, at 91 tbl.L.217 (showing outstanding 
multifamily residential mortgages and other commercial mortgages at the end of 1996); 2007 FLOW OF 
FUNDS REPORT, supra note 92, at 93 tbl.L.217 (showing same information at the end of 2007).  

104 Stein, CMBS Market Unease, supra note 102 (identifying top underwriters of CMBS during 
2007). 

105 Criado & van Rixtel, supra note 86, at 23–25; Douglas J. Lucas et al., Collateralized Debt 
Obligations and Credit Risk Transfer (Yale Int’l Ctr. for Fin., Working Paper No. 07-06, 2007), 
available at http://ssrn.com/abstract=997276.  
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as collateralized loan obligations (CLOs).  During 2001–2007, most CLOs 
were organized as structured-finance vehicles that managed pools of 
leveraged syndicated loans and sold tranched securities to institutional 
investors, including insurance companies and asset managers.106  The rapid 
growth in CLOs for leveraged loans helped to fuel the spectacular boom in 
global LBOs during 2004–2007.107  

About $1.22 trillion of cash flow CDOs were issued in global markets 
during 2002–2007, of which about fifty-five percent were ABS CDOs and 
the rest were CLOs.108  Citigroup, Merrill and Wachovia were the top U.S. 
managers of ABS CDOs during 2004–2007, and they collectively managed 
more than $300 billion of ABS CDOs during that period.109  The U.S. 
market was by far the dominant market for CDOs, accounting for about 
three-quarters of the global issuance of CDOs.110   

3.  Over-the-Counter Derivatives and Synthetic CDOs 

Like the securitization markets, markets for OTC derivatives111 
enjoyed spectacular growth rates after 1990.  OTC derivatives are used to 
manage and transfer risks, and to engage in speculation, with respect to 
interest rates, currency rates, equity stocks, debt obligations, commodities, 
and other assets, indices, rates or events.112  The aggregate notional values 
                                                                                                                          

106 2008 BASEL CRT REPORT, supra note 83, at 34–35; see also Altman, supra note 70, at 24; 
2008 CGFS Private Equity Paper, supra note 71, at 5, 27–29. 

107 2008 BASEL CRT REPORT, supra note 83, at 34–35; Altman, supra note 70, at 24 & n.19; see 
also supra notes 70–73 and accompanying text (discussing LBO boom). 

108 AM. SECURITIZATION FORUM ET AL., RESTORING CONFIDENCE IN THE SECURITIZATION 
MARKETS 31 exh. 13 (Dec. 3, 2008), available at http://www.sifma.org/capital_markets/docs/Survey-
Restoring-confidence-securitization-markets.pdf (showing that $675 billion of ABS CDOs (“structured 
finance”) and $543 billion of CLOs were issued in global markets from 2002 through 2007).    

109 See Allison Pyburn, U.S. CDO Market Posts Gains Through 2005, ASSET SECURITZATION 
REP., Jan. 9, 2006 (providing data for 2004 and 2005); Gabrielle Stein, Market Sees Murky Outlook for 
U.S. CDOs in 2008, ASSET SECURITIZATION REP., Jan. 7, 2008 (providing data for 2006 and 2007). 

110 See SEC. INDUS. & FIN’L MKTS. ASS’N, GLOBAL CDO MARKET ISSUANCE DATA, at “By 
Currency” tbl., http://www.sifma.org/research/pdf/SIFMA_CDOIssuanceData2008q3.pdf (showing 
that CDOs denominated in U.S. dollars accounted for about three-quarters of all CDOs issued in global 
markets from 2005 through 2007). 

111 A derivative is a financial instrument whose value is derived from a specified asset, index, rate 
or event, which is referred to as the “underlying.”  OTC derivatives are customized contracts, which are 
individually negotiated between a dealer (usually a large bank or securities firm) and an end-user 
(usually a smaller financial institution, business firm or institutional investor).  In contrast, exchange-
traded derivatives are standardized contracts (primarily futures and options) that are traded on 
organized exchanges regulated by the Commodity Futures Trading Commission (CFTC) and the SEC.  
See René M. Stulz, Should We Fear Derivatives?, 18 J. ECON. PERSPECTIVES, Summer 2004, at 173, 
173–78 (defining derivatives and discussing forward contracts, options, swaps, derivatives pricing, and 
derivatives markets); Wilmarth, supra note 13, at 332–33 & nn.485–87 (discussing exchange-traded 
derivatives, OTC derivatives, and their regulation).  At the end of 2007, the aggregate notional values 
of OTC derivatives and exchange-traded derivatives in the global markets were $595 trillion and $79 
trillion, respectively.  BANK FOR INT’L SETTLEMENTS, BIS QUARTERLY REVIEW, A103 tbl.19, A108 
tbl.23A (Dec. 2008), available at http://www.bis.org/publ/qtrpdf/r_qt0812.htm.  

112 Frank Partnoy & David A. Skeel, Jr., The Promise and Perils of Credit Derivatives, 75 U. CIN. 
L. REV. 1019, 1021–24 (2007); Stulz, supra note 111, at 180–82 (discussing why firms use 
derivatives); Wilmarth, supra note 13, at 332–33, 337, 352–53. 
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of outstanding OTC derivatives in global markets increased exponentially 
during the past two decades, rising from $7 trillion in 1989 to $88 trillion 
in 1999 and $595 trillion in 2007.113  Gross market values of OTC 
derivatives—an alternative measure of their economic significance—are 
considerably smaller than notional values114 but nevertheless confirm the 
importance of OTC derivatives.  At the end of 2007, the gross market 
values of outstanding OTC derivatives in global markets were $16 trillion, 
equal to one-ninth of the total market values of all outstanding equity and 
debt securities in worldwide markets.115   

Congress has generally exempted OTC derivatives from oversight by 
the SEC and the CFTC, as long as such derivatives are sold only to 
institutional investors and sophisticated individuals having a high net 
worth.116  Approximately three-quarters of OTC derivatives are financial 
derivatives, a category that includes swaps and forwards on interest rates, 
currency rates, equities and commodities.117  Federal banking agencies 

                                                                                                                          
113 Wilmarth, supra note 13, at 334 n.489 (citing 1989 and 1999 figures); BANK FOR INT’L 

SETTLEMENTS, supra note 111, at A103 tbl.19 (providing 2007 figure). 
114 The notional value of a derivative determines the stream of payments that each counterparty is 

obligated to make under the contract.  For example, the notional value of an interest rate swap serves as 
the multiplier for the fixed or floating interest rate that each party has agreed to pay under the contract.  
FEIN, supra note 14, § 14.05; Wilmarth, supra note 13, at 334 n.491.  Banks and other public 
companies are required to disclose both the notional value and the “fair value” of their derivatives 
under Statement of Financial Accounting Standards (SFAS) Nos. 119 and 133.  The disclosure of “fair 
value” under SFAS No. 133 is based on mark-to-market principles.  See Li Wang et al., The Value-
Relevance of Derivatives Disclosures by Commercial Banks: A Comprehensive Study of Information 
Content Under SFAS Nos. 119 and 133, 25 REV. QUANTITATIVE FIN. & ACCT. 413, 415–16 (2005) 
(discussing the history of these SFAS Nos. 119 and 133, and evaluating the usefulness of notional and 
fair value derivative disclosures); Wilmarth, supra note 13, at 473–74 & n.1124 (discussing the 
application of market-value principles to derivatives).  However, SFAS No. 133 has been criticized as 
being “so . . . complex as to be incomprehensible.”  FRANK PARTNOY, INFECTIOUS GREED: HOW 
DECEIT AND RISK CORRUPTED THE FINANCIAL MARKETS 160 (2003); accord, Wang et al., supra, at 
416 (discussing the complexity of SFAS No. 133 and its notoriety for being highly esoteric).   

115 BANK FOR INT’L SETTLEMENTS, supra note 111, at A103 tbl.19 (providing figure for OTC 
derivatives); SEC. INDUS. & FIN. MARKETS ASS’N, FACT BOOK 2008, at 78 [hereinafter SIFMA FACT 
BOOK 2008] (reporting that global equity and debt securities had a total market value of $144 trillion at 
the end of 2007).   

116 See FEIN, supra note 14, § 14.01[B] at 14–14, § 14.05 at 14–41 to 14–42; THOMAS LEE 
HAZEN, THE LAW OF SECURITIES REGULATION § 22.7[1] at 529 (5th ed. 2005); PARTNOY, supra note 
114, at 295; Wilmarth, supra note 13, at 333 n.488 (discussing the lack of CFTC and SEC supervisory 
authority over OTC dealers); U.S. GOV’T ACCOUNTABILITY OFF., CREDIT DERIVATIVES: 
CONFIRMATION BACKLOGS INCREASED DEALERS’ OPERATIONAL RISKS, BUT WERE SUCCESSFULLY 
ADDRESSED AFTER JOINT REGULATORY ACTION, GAO-07-716, at 9–10 (2007), available at 
http://www.gao.gov/new.items/d07716.pdf [hereinafter GAO CREDIT DERIVATIVES REPORT] 
(discussing lack of authority by CFTC and SEC to regulate OTC derivatives). 

117 BANK FOR INT’L SETTLEMENTS, supra note 111, at A103 tbl.19 (showing that OTC derivatives 
with a total notional value of $595 trillion were outstanding at the end of 2007, of which $462 trillion 
were financial derivatives, including $393.1 trillion related to interest rates, $56.2 trillion related to 
foreign exchange rates, $8.5 trillion related to equities and $8.45 trillion related to commodities).   The 
two most basic types of OTC financial derivatives are forward contracts (including swaps) and option 
contracts.  A forward gives both counterparties reciprocal rights and obligations to buy or sell the 
underlying at a specified price on a future date.  An option gives one counterparty the right (but not the 
obligation) to purchase from or sell to the other counterparty the underlying at a specified price on a 
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have authorized banks to offer a wide variety of OTC derivatives to 
qualified customers.118 

Credit derivatives were the fastest-growing category of OTC 
derivatives during the past decade, rising from only $180 million in 1997 
to $1 trillion in 2001, $14 trillion in 2005 and $58 trillion at the end of 
2007.119  Credit derivatives are financial instruments designed to transfer 
credit risk from one party to another with respect to specified debt 
obligations.120  The most common form of credit derivative is a credit 
default swap (CDS).  A CDS is a contract under which one party (the 
protection seller) agrees to make a specified payment to the other 
counterparty (the protection buyer) if a defined credit event occurs on the 
referenced debt obligation (e.g., a bankruptcy filing or other default on 
payment by the issuer).   In exchange, the protection buyer agrees to pay a 
periodic fee to the protection seller.121   

The principal types of credit derivatives are single-name CDS, index 
trades (also known as index CDS), and synthetic CDOs.122  A single-name 
CDS is a swap written with reference to a single issuer of debt.  An index 
trade is a swap written with reference to an index based on a specified 
group of debt obligations issued by multiple issuers.  Debt obligations 
specified in an index trade are often linked by a common industry, 
geographic region and/or credit quality (e.g., investment grade or 
noninvestment grade).123   

A synthetic CDO is a structured-finance vehicle that issues securities 
backed by a managed pool of CDS.  A synthetic CDO is similar to a 
securitization, because it is managed by an SPE and issues tranched 
securities representing senior, mezzanine and subordinate interests in the 
managed pool of CDS.124  In contrast to a cash flow CDO, a synthetic CDO 
does not hold the underlying debt obligations but instead holds CDS that 

                                                                                                                          
future date.  See Frank Partnoy, The Shifting Contours of Global Derivatives Regulation, 22 U. PA. J. 
INT’L ECON. L. 421, 424–28 (2001) (discussing options and forwards); Wilmarth, supra note 13, at 333 
n.485 (same).   

118 See FEIN, supra note 14, § 14.05. 
119 Kyle Brandon & Frank A. Fernandez, Financial Innovation and Risk Management: An 

Introduction to Credit Derivatives, 15 J. APPLIED FIN. No 1, Spring 2005, at 52, 52, 53 (fig. 1) 
(providing figures for 1997 and 2001); BANK FOR INT’L SETTLEMENTS, supra note 111, at A103 tbl.19 
(providing figure for 2007). 

120 David Mengle, Credit Derivatives: An Overview, ECON. REV. (Fed. Res. Bank of Atlanta, 
GA), 4th Qtr. 2007, at 1. 

121 Id. at 1–3; Partnoy & Skeel, supra note 112, at 1021–23.  
122 In 2006, single-name CDS accounted for thirty-three percent of the notional value of 

outstanding credit derivatives, while index trades and synthetic CDOs accounted for thirty-eight 
percent and seventeen percent, respectively.  Criado & van Rixtel, supra note 86, at 30–37; Mengle, 
supra note 120, at 7–8. 

123 GAO CREDIT DERIVATIVES REPORT, supra note 116, at 5, 6 tbl.1; Criado & van Rixtel, supra 
note 86, at 34–35, 42.  

124 Criado & van Rixtel, supra note 86, at 37–38 (fig.8); Gorton, supra note 87, at 26–29; Partnoy 
& Skeel, supra note 112, at 1027–29.  
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provide credit protection for the designated obligations.125  Recent 
estimates indicate that synthetic CDOs hold pools of CDS with several 
trillion dollars of notional value.126  

Large financial conglomerates dominate the markets for OTC 
derivatives in the same manner as they control other sectors of the financial 
markets.  In 2006, the twenty top global derivatives dealers included the 
top eleven global underwriters listed above as well as Bear Stearns and 
several large foreign universal banks (including Société Générale, BNP 
Paribas, RBS and HSBC).127  During 2003–2006, the twenty largest global 
counterparties for CDS included almost all of the same institutions and 
American International Group (AIG).128    

D.  Rising Levels of Systemic Risk in Domestic and Global Financial 
Markets  

1.  The Adverse Impact of Financial Conglomeration on Systemic Risk 
in Financial Markets 

Consolidation and convergence among financial conglomerates after 
1990 produced a significant increase in systemic risk in both U.S. and 
global financial markets.  By 2007, as shown above in Part II.C., sixteen 
large complex financial institutions (LCFIs)—including the four largest 
U.S. banks (BofA, Chase, Citigroup and Wachovia), the five largest U.S. 
securities firms (Bear Stearns, Goldman, Lehman, Merrill and Morgan 
Stanley), and seven major foreign universal banks (Credit Suisse, 
Deutsche, Barclays, RBS, HSBC, BNP Paribas and Societe Generale)—
collectively dominated the markets for debt and equity securities, 
syndicated loans, securitizations, structured-finance products and OTC 

                                                                                                                          
125 Criado & van Rixtel, supra note 86, at 37. 
126 See GAO CREDIT DERIVATIVES REPORT, supra note 116, at 6 tbl.1, 7 fig.1 (stating that, at the 

end of 2006, synthetic CDOs represented sixteen percent of the global credit derivatives market and the 
global market had an aggregate notional value of $34.5 trillion); see also Neil Shah, Trouble for Banks, 
Insurers May Lurk in Synthetic CDOs, WALL ST. J., Oct. 21, 2008, at C1, available at LEXIS, News 
Library, WSJNL File (reporting that, “[b]y various estimates, [synthetic CDOs] have sold insurance on 
the equivalent of between $1.25 trillion and $6 trillion in bonds”).  

127 Gareth Gore, Special Report: Institutional Investor End-User Survey 2006; Steady at the Top, 
19 RISK, No. 6, June 2006, at 62, 63 (“Top 20 Dealers Overall” tbl.); see also supra notes 57–61 and 
accompanying text (identifying the top eleven global underwriters between 2000 and 2007).  

128 Mengle, supra note 120, at 10 tbl.4; see also Timothy F. Geithner, Remarks at the Economic 
Club of New York (June 9, 2008), available at http://www.newyorkfed.org/newsevents/ 
speeches/2008/tfg080609.html (stating that the Federal Reserve Bank of N.Y. had met with seventeen 
dealer institutions, which controlled more than ninety percent of the credit derivatives market); Press 
Release, Fed. Res. Bank of N.Y., Statement Regarding June 9 Meeting on Over-the-Counter 
Derivatives (June 9, 2008), available at http://www.newyorkfed.org/newsevents/news/markets/ 
2008/ma080609.html (providing weblink to list of seventeen dealers, which included the top eleven 
global underwriters as well as BNP Paribas, Dresdner Kleinwort, HSBC, RBS, Societe Generale and 
Wachovia). 
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derivatives.129  In addition, AIG—the largest U.S. life insurer and the 
second largest U.S. property and casualty insurer—established a “Financial 
Products” business group that became a leading provider of CDS and 
securities lending services.130   

LCFIs followed a common business strategy based on an “originate to 
distribute” (OTD) model.  As further described below in Part III, the OTD 
strategy consisted of several steps, including (i) originating consumer and 
corporate loans, (ii) packaging those loans into structured-finance ABS and 
CDOs, (iii) creating additional financial instruments, including synthetic 
CDOs and CDS, whose values were derived in complex ways from the 
underlying loans, and (iv) distributing the resulting securities and other 
financial instruments to investors and off-balance-sheet entities sponsored 
by the selling institution.131   

LCFIs adopted the OTD business model in order to (i) maximize fee 
income, (ii) reduce their capital charges, and (iii) transfer to investors (at 
least ostensibly) the risks associated with securitized loans and structured-
finance products.  The OTD model enabled LCFIs to collect fees at each 
stage of the OTD process, including (a) originating, securitizing and 
servicing loans, and (b) structuring and selling additionally securities and 
other financial instruments (e.g., cash flow CDOs, synthetic CDOs and 
CDS) based on those loans.132  Fee income at the largest U.S. banks 
(including BofA, Chase and Citigroup) rose from 40% of total earnings in 
1995 to 76% of total earnings in 2007.133 

The OTD strategy also enabled financial conglomerates to reduce their 
capital requirements.134  Perhaps most importantly, the OTD approach also 
offered financial conglomerates the apparent benefit of shifting to investors 

                                                                                                                          
129 See supra notes 57–61, 66–70, 99–100, 104, 109, 127–28 and accompanying text (identifying 

the top global underwriters of debt and equity securities, the leading syndicated lenders, the major 
underwriters of private label RMBS, ABS, CMBS and CDOs, and the top dealers in OTC derivatives).  

130 See American International Group: Hearing Before the Comm. on Banking, Housing, and 
Urban Affairs, 111th Cong. (2009), available at http://www.federalreserve.gov/newsevents/testimony/ 
kohn20090305a.htm (testimony of Donald L. Kohn, FRB Vice Chairman); Carol J. Loomis, AIG: The 
Company That Came to Dinner, FORTUNE, Jan. 19, 2009, at 70; Gretchen Morgenson, A.I.G.: Where 
Taxpayers’ Dollars Go to Die, N.Y. TIMES, Mar. 8, 2009, § BU, at 1; Robert O’Harrow Jr. and Brady 
Dennis, Downgrades and Downfall, WASH. POST, Dec. 31, 2008, at A01.  

131 See, e.g., Antje Berndt & Anurag Gupta, Moral Hazard and Adverse Selection in the 
Originate-to-Distribute Model of Bank Credit 1–2 (Working Paper, Nov. 2008) available at 
http://ssrn.com/abstract=1290312; Borio, supra note 98, at 9–13; Amiyatosh K. Purnanandam, 
Originate-to-Distribute Model and the  Sub-Prime Mortgage Crisis 1–6 (Working Paper, Feb. 8, 2009), 
available at http://ssrn.com/abstract=1167786; 2008 BASEL CRT REPORT, supra note 83, at 2, 7–8, 25–
27, 41–42, 45.   

132 2008 BASEL CRT REPORT, supra note 83, at 2, 7–8, 25–27, 41–42; see supra Parts II.C.2. & 
II.C.3.  

133 Tom Lauricella, Crumbling Profit Center: Financial Sector Showing Life, but Don’t’ Bank on 
Long-Term Revival, WALL ST. J., Mar. 24, 2008, at C1, available at LEXIS, News Library, WSJNL 
File. 

134 See supra note 81 and accompanying text; infra notes 317, 337 and 339 and accompanying 
text. 
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the risks associated with securitized loans and other structured finance 
products.135  However, as large financial conglomerates pursued similar 
OTD and fee-maximizing strategies, their collective exposures to financial 
risks—including credit risk, liquidity risk, market risk and systemic risk—
increased dramatically.136  

Even before the subprime lending boom accelerated in 2004, analysts 
found that an increased reliance by U.S. banking organizations on 
nontraditional, fee-based lines of business (including securitization and 
other investment banking activities) increased the volatility of their 
earnings and increased their exposure to the risk of insolvency.137  One 
study concluded that, between 2001 and 2004, an increased involvement 
by large U.S. banks in investment banking, securitization, and sales of 
loans, derivatives and other assets produced a significant rise in the overall 
risk of those banks, as measured by the volatility of their stock market 
returns.138   

Other studies determined that consolidation and conglomeration in the 
U.S. and European banking industries generated higher levels of systemic 
risk on both sides of the Atlantic.139  In particular, analysts found that 
growing convergence among the activities of banks, securities firms and 
insurance companies since the early 1990s intensified the risk that losses in 
one sector of the financial services industry would spill over into other 
sectors and produce a systemic financial crisis.140        
                                                                                                                          

135 2008 BASEL CRT REPORT, supra note 83, at 41–42; Borio, supra note 98, at 4, 10–11. 
136 See, e.g., Brunnermeier, supra note 3, at 77–82; Raghuram G. Rajan, Has Finance Made the 

World Riskier?, 12 EUR. FIN. MGMT. 499, 502, 508–24 (2006); 2008 BASEL CRT REPORT, supra note 
83, at 25–27; see also infra Parts III.B.3. and III.C. 

137 See generally Robert DeYoung & Tara Rice, Noninterest Income and Financial Performance 
at U.S. Commercial Banks, 39 FIN. REV. 101 (2004) (reviewing performance by U.S. banks during 
1989–2001); Kevin Stiroh, New Evidence on the Determinants of Bank Risk, 30 J. FIN. SERV. RES. 237 
(2006) (studying the performance of U.S. bank holding companies during 1997–2004); Kevin Stiroh & 
Adrienne Rumble, The Dark Side of Diversification: The Case of US Financial Holding Companies, 30 
J. BANKING & FIN. 2131 (2006) (reviewing performance of U.S. financial holding companies during 
from 1997 through 2002). 

138 Stiroh, supra note 137, at 237–39, 252–59. 
139 See generally Gianni De Nicoló & Myron L. Kwast, Systemic Risk and Financial 

Consolidation: Are They Related?, 26 J. BANKING & FIN. 861 (2002) (studying performance of U.S. 
large complex banking organizations (LCBOs) from 1988 through 1999); Gianni De Nicoló et al., Bank 
Consolidation, Internationalization, and Conglomeration: Trends and Implications for Financial Risk, 
13 FIN. MKTS, INSTS. & INSTRUMENTS 173, 174–76, 189–90, 198, 205–12 (2004) (reviewing 
performance of the world’s 500 largest financial institutions from 1993 through 2000); Martin Schüler, 
The Threat of Systemic Risk in European Banking, 41 Q. J. BUS. & ECON. 145 (2002) (reviewing 
performance of the largest European banks from 1980 through 2001, and determining that  
interconnections among European banks increased significantly between 1986 and 2001, resulting in a 
greater potential for systemic risk). 

140 De Nicoló et al., supra note 139, at 174–76, 189–90, 197–98, 205–12 (analyzing growing 
conglomeration and increased systemic risk in banking systems of the U.S., Western Europe and other 
developed countries from 1993 through 2000); Elyasiani et al., supra note 56, at 1168–69, 1186–87 
(reviewing performance of U.S. banks, securities firms and life insurers from 1991 through 2001); 
Houston & Stiroh, supra note 56, at 1–4, 9–10, 17–22, 31–32 (analyzing performance of same three 
groups of financial institutions from 1975 through 2005 and determining that systemic risk in the U.S. 
 



 

2009] THE DARK SIDE OF UNIVERSAL BANKING 997 

A recent comprehensive study reviewed the performance of more than 
1,300 banks (including commercial and investment banks) in 101 countries 
between 1995 and 2007.  The authors found that larger and faster-growing 
banks had a greater involvement in nontraditional activities, produced 
higher percentages of fee income, and relied more heavily on wholesale 
(non-deposit) funding.  In addition, banks with higher shares of fee income 
and wholesale lending also showed significantly higher risks of 
insolvency.141  The authors concluded that “banking strategies that rely 
preponderantly on non-interest income or non-deposit funding are indeed 
very risky.”142  

2.  The Unheeded Lessons of the Dotcom-Telecom Bubble and the 
Collapse of Enron and WorldCom 

Further evidence of the risks posed by financial conglomerates 
appeared during the boom-and-bust cycle that occurred in the U.S. 
economy from 1994 through 2002.  In future work, I intend to undertake a 
more detailed analysis of the role played by universal banks during that 
period, which witnessed the rise and fall of many Internet (“dotcom”) and 
telecommunications (“telecom”) firms.143  For present purposes, this 
Article provides a brief overview of the conflicts of interest, promotional 
pressures, speculative risk-taking and exploitation of investors that many 
financial conglomerates displayed during the dotcom-telecom episode.144   

As described above, the relaxation and removal of Glass-Steagall 
barriers enabled large commercial banks to become major players in the 
investment banking business after 1990.145  Intensifying competition 
between commercial banks and securities firms stimulated a spectacular 
growth in the issuance of corporate securities during the late 1990s.  Total 
underwritings and private placements of corporate securities in U.S. 
financial markets almost quadrupled, from $600 billion to $2.2 trillion, 

                                                                                                                          
financial sector increased significantly during that period, because “financial firms bec[a]me more 
similar and increasingly exposed to common shocks,” including a “series of broad shocks . . . that had a 
large common impact” on all three sectors after 1997, id. at 2, 31).  

141 Asli Demirguc-Kunt & Harry Huizinga, Bank Activity and Funding Strategies: The Impact on 
Risk and Return 5–7, 10–11, 14–24, 27–29 (CentER Discussion Paper No. 2009–09, Jan. 2009), 
available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1350235.  

142 Id. at 29. 
143 For insightful overviews of the dotcom-telecom boom and bust, see generally ROGER 

LOWENSTEIN, ORIGINS OF THE CRASH: THE GREAT BUBBLE AND ITS UNDOING (2004); PARTNOY, 
supra note 114; JOSEPH E. STIGLITZ, THE ROARING NINETIES: A NEW HISTORY OF THE WORLD’S 
MOST PROSPEROUS DECADE (2003).  

144 Portions of the discussion in this section are adapted from Arthur E. Wilmarth, Jr., Conflicts of 
Interest and Corporate Governance Failures at Universal Banks during the Stock Market Boom of the 
1990s: The Cases of Enron and WorldCom, in CORPORATE GOVERNANCE IN BANKING: A GLOBAL 
PERSPECTIVE 97 (Benton E. Gup, ed., 2007) [hereinafter Wilmarth, Enron and WorldCom].  

145 See supra Parts II.A., II.B (explaining legal developments that relaxed and ultimately repealed 
restrictions in the Glass-Steagall Act, resulting in increased convergence and competition between the 
banking and securities industries during the 1990s). 
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between 1994 and 2001.146  Initial public offerings (IPOs) of stocks soared 
from $28 billion in 1994 to $64 billion in 1999 and $76 billion in 2000.147    

The onrush of newly-issued securities contributed to a stock market 
boom from 1994 to 2000, comparable to the great bull market of 1923 to 
1929.  Unfortunately, the stock market boom of the 1990s was followed by 
a rapid decline in stock prices between 2000 and 2002.  During that 
decline, the total value of all publicly traded U.S. stocks fell by forty-five 
percent, from $17.2 trillion to $9.4 trillion, representing the largest 
percentage drop in stock values since the stock market’s collapse between 
1929 and 1932.148 

The steep drop in stock prices accelerated between December 2001 and 
October 2002, as investors reacted to reports of accounting fraud and self-
dealing at many “new economy” firms that had been viewed as “stars” 
during the stock market boom of the 1990s.149  The sudden collapses of 
Enron and WorldCom were especially shocking to investors.  With assets 
of $63 billion and $104 billion, respectively, Enron and WorldCom 
represented the largest U.S. corporate bankruptcies prior to Lehman’s 
collapse in September 2008.150  Enron was widely viewed as the most 
innovative and exciting company in America, due in large part to its 
aggressive expansion into broadband services and its position as one of the 
largest traders of derivatives for energy products and other commodities.151  
WorldCom was considered to be the most promising telecom firm because 
of its rapid growth, as well as its status as the second largest long-distance 
telephone company and the largest provider of Internet-based 
telecommunications services in America.152   

Enron and WorldCom failed because each company’s leaders pursued 
a single-minded policy of boosting the company’s stock price at all costs.  
                                                                                                                          

146 SIFMA FACT BOOK 2008, supra note 115, at 10. 
147 Id. at 9. 
148 Robert J. Gordon, The 1920s and the 1990s in Mutual Reflection, in THE GLOBAL ECONOMY 

IN THE 1990S: A LONG RUN PERSPECTIVE 161, 164, 168–71, 182–83 (Paul W. Rhode & Gianni 
Toniolo, eds., 2006); Eugene N. White, Bubbles and Busts: The 1990s in the Mirror of the 1920s, in 
THE GLOBAL ECONOMY IN THE 1990S: A LONG RUN PERSPECTIVE, supra, at 193, 193–202; BD. OF 
GOVERNORS OF THE FED. RESERVE SYS., FED. RES. STATISTICAL RELEASE: FLOW OF FUNDS 
ACCOUNTS OF THE UNITED STATES, FOURTH QUARTER 2003, at 90 tbl.L.213 (2004) (showing that the 
market value of domestic corporations declined from $17.2 trillion at the end of 1999 to $9.4 trillion as 
of September 30, 2002); Wilmarth, Universal Banks, supra note 26, at 559.  

149 See, e.g., Anthony Bianco, The Angry Market, BUS. WK., July 29, 2002, at 32, available at 
LEXIS, News Library, BUSWK File; E.S. Browning & Ianthe J. Dugan, Stocks Unwound: Aftermath 
of a Market Mania, WALL ST. J., Dec. 16, 2002, at C1, available at LEXIS, News Library, WSJNL 
File; Marcia Vickers et al., The Betrayed Investor, BUS. WK., Feb. 25, 2002, at 104, available at 
LEXIS, News Library, BUSWK File. 

150 Aigbe Akhigbe et al., Contagion Effects of the World’s Largest Bankruptcy: The Case of 
WorldCom, 45 Q. REV. ECON. FIN. 48, 49 (2005); Yalman Onaran & Christopher Scinta, Lehman Files 
Biggest Bankruptcy Case as Suitors Balk (Update 4), Sept. 15. 2008, BLOOMBERG.COM, 
http://www.bloomberg.com/apps/news?pid=newsarchive&sid=a82CD7OMEtWM. 

151 Wilmarth, Enron and WorldCom, supra note 144, at 100–02. 
152 Id. at 112–13. 
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Senior officers at each company pushed subordinates to produce 
continuous growth in assets, revenues and earnings per share, while paying 
little attention to the fundamental quality of the company’s operations.  
When real growth could no longer be sustained, management resorted to 
fraud.153   

Although senior executives were the primary culprits at Enron and 
WorldCom, financial conglomerates were instrumental in financing the 
reckless growth of each company.  During 1998–2001, Citigroup, Merrill, 
Credit Suisse, Chase, Barclays, Lehman and BofA underwrote several 
billion dollars of securities for Enron.154  During the same period, Ctigroup, 
Chase, BofA and Deutsche were leading underwriters for $25 billion of 
WorldCom bonds.  Citigroup and Chase were also principal financial 
advisors for WorldCom acquisitions in which WorldCom issued more than 
$55 billion of its stock to shareholders of acquired firms.155  

Universal banks also orchestrated a myriad of complex transactions 
that aided and abetted Enron’s efforts to mislead investors.  For example, 
Citigroup, Chase, Barclays, Credit Suisse and RBS structured prepaid 
commodity swaps (“prepays”) that allowed Enron to receive disguised 
bank loans while reporting the transactions as cash flow from operations.  
The same banks and Merrill structured fictitious sales of assets by Enron to 
off-balance-sheet SPEs that were actually controlled by a senior Enron 
officer.  Like the prepays, the SPE transactions enabled Enron to overstate 
its cash flow and disguise its debt.  By the time of its failure in late 2001, 
Enron had accumulated $38 billion of actual debt obligations but reported 
only $13 billion of those debts on its balance sheet.156  The banks 
participated in Enron’s prepay and SPE deals even though many bank 
officers recognized that the transactions were inherently deceptive.157 

Universal banks did not participate directly in WorldCom’s massive 
accounting fraud.  However, the banks underwrote a $12 billion public 
offering of WorldCom’s bonds in 2001 while knowing, or having reason to 
know, that WorldCom was encountering serious financial difficulties.158  In 
order to win WorldCom’s business, Citigroup, Chase and BofA provided 
huge financial benefits (in the form of personal loans and allocations of 
shares in underpriced “hot” IPOs) to Bernard Ebbers, WorldCom’s 
chairman.159  Moreover, universal banks that dealt with Enron and 

                                                                                                                          
153 Id. at 100–03, 112–15. 
154 Id. at 110. 
155 Id. at 116, 118–19. 
156 Id. at 103–07.  In addition, Deutsche structured SPE transactions in order to create fictitious 

tax benefits for Enron.  Id. at 107. 
157 Id. at 107–10. 
158 Id. at 115–16, 118–19.  Three of the bank underwriters quietly entered into CDS to reduce 

their credit exposure to WorldCom while the debt offering was in progress.  Id. at 118–19. 
159 Id. at 116–18. 
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WorldCom pressured their investment analysts to keep issuing glowing 
reports about both companies until just before the companies failed.160  In 
several cases, the banks quietly entered into CDS and other transactions to 
reduce their credit exposure to Enron and WorldCom while their analysts 
and investment bankers were still touting the companies’ stock.161 

Universal banks paid more than $17 billion to settle Enron-related and 
WorldCom-related claims filed by the SEC, investors and Enron’s 
bankruptcy estate.162  Federal and state agencies also conducted 
investigations that resulted in the issuance of enforcement orders and 
penalty assessments against universal banks for a wide range of additional 
misconduct related to their securities activities during the dotcom-telecom 
boom and bust.  Those investigations revealed that LCFIs promoted (i) 
conflicts of interest involving securities analysts, (ii) manipulative and 
abusive practices connected with IPOs, and (iii) late trading, market timing 
and other abuses involving mutual funds.163   

For example, universal banks pressured in-house analysts to issue 
biased and misleading reports to investors in order to please corporate 
clients and attract new investment banking deals (especially IPOs).164  
Bank underwriters also made targeted allocations of underpriced shares in 
“hot” IPOs—a practice known as “spinning”—in order to (i) build 
relationships with senior executives who controlled existing or potential 
corporate clients, and (ii) persuade institutional investors to (A) make 
investments in future IPOs and (B) give future brokerage business to the 
underwriters.165  Banks also allowed hedge funds to engage in unlawful 
market timing and late trading in bank-sponsored mutual funds, in return 
                                                                                                                          

160 Id. at 110–12, 119–24. 
161 Id. at 110–12, 118–20.   
162 See id. at 112 (stating that banks paid almost $400 million to settle Enron-related charges filed 

by the SEC and paid an additional $6.9 billion to settle Enron-related claims filed by investors); id. at 
124 (stating that banks paid $6.6 billion to settle claims filed by investors in WorldCom debt); Eric 
Dash, Citigroup Resolves Claims That It Helped Enron Deceive Investors, N.Y. TIMES, Mar. 27, 2008, 
at C3 available at LEXIS, News Library, NYT File (reporting that banks paid $3.4 billion to settle 
claims filed by Enron’s bankruptcy estate).  

163 Wilmarth, Universal Banks, supra note 26, at 562–63. 
164 See, e.g, JOHN C. COFFEE, JR., GATEKEEPERS: THE PROFESSIONS AND CORPORATE 

GOVERNANCE 30–32, 249–53, 257–58, 261–70 (2006); DAVID SKEEL, ICARUS IN THE BOARDROOM: 
THE FUNDAMENTAL FLAWS IN CORPORATE AMERICA AND WHERE THEY CAME FROM 167–70, 180–85 
(2005) (describing the corporate culture that caused analysts to issue misleading reports); PARTNOY, 
supra note 143, at 275–91. 

165 E.g., James Fanto, The Continuing Need for Broker-Dealer Professionalism in IPOs, 2 
ENTREPRENEURIAL BUS. L. J. 679, 680–90 (2008); Christine Hurt, Moral Hazard and the Initial Public 
Offering, 26 CARDOZO L. REV. 711, 738–42 (2005); see also Tim Loughran & Jay Ritter, Why Has 
IPO Underpricing Changed Over Time?, 33 FIN. MGMT. 5, 6–7, 31–32 (2004) (finding that, during the 
Internet boom of 1999 to 2000, issuers of IPOs chose underwriters that (i) offered coverage by 
“influential” and “bullish” analysts, and (ii) allocated shares of underpriced IPOs to the issuers’ 
corporate executives); Jonathan Reuter, Are IPO Allocations for Sale? Evidence from Mutual Funds, 61 
J. FIN. 2289, 2290–93, 2322–23 (2006) (finding that, from 1996 to 1099, mutual funds paid 
significantly larger brokerage commissions to investment banks from which they received allocations 
of underpriced shares in IPOs). 
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for the hedge funds’ agreement to (i) make long-term investments in the 
funds and (ii) use the banks’ brokerage services.166      

Twelve banks paid $1.4 billion to settle government accusations of 
illegal activities related to research analysts and IPOs.167  Seven banks paid 
nearly $1.2 billion to settle government charges that they allowed unlawful 
late trading and market timing in mutual funds.168  Two very disturbing 
patterns emerge when one compares the identities of the banks involved in 
the scandals involving research analysts, IPOs and mutual funds with the 
names of the banks most deeply embroiled with Enron and WorldCom.  
First, thirteen out of the sixteen leading global financial conglomerates in 
2007 were involved in at least one of the scandals.169  Second, eleven of 
those thirteen LCFIs were involved in multiple scandals.170 

Thus, leading financial conglomerates were involved in numerous 
scandals during the dotcom-telecom boom-and-bust cycle.  Those scandals 
revealed widespread abuses that resulted from conflicts of interest, 
promotional pressures, speculative financing and exploitation of 
investors—the same types of misconduct that caused Congress to separate 

                                                                                                                          
166 Banks allowed market timing and late trading by hedge funds in order to (i) solicit prime 

brokerage business from hedge funds, and (ii) to make up for the loss of mutual fund assets and 
brokerage activity that resulted from the bursting of the dotcom-telecom bubble in the stock market.  
See James B. McCallum, Mutual Fund Market Timing: A Tale of Systemic Abuse and Executive 
Malfeasance, 12 J. FIN. REG. & COMPLIANCE 170, 172–77 (2004).  For additional analysis of market 
timing and late trading abuses, see Paul G. Mahoney, Manager-Investor Conflicts in Mutual Funds, 18 
J. ECON. PERSPECTIVES 161, 161–62, 173–77 (2004); see also William B. Birdthistle, Compensating 
Power: An Analysis of Rents and Rewards in the Mutual Fund Industry, 80 TUL. L. REV. 1401, 1405–
07, 1453–60 (2006); Tamar Frankel & Lawrence A. Cunningham, The Mysterious Ways of Mutual 
Funds: Market Timing, 25 ANN. REV. BANKING & FIN. L. 235, 248–69 (2006).    

167 See Rachel McTague & Kip Betz, Research Analysts: Federal, State Securities Regulators, 
NYSE, NASD, Spitzer Finalize Wall Street Settlement, 35 SEC. REG. & L. REP. 730 (May 5, 2003) 
(reporting government settlements with Bear Stearns, Chase, Citigroup, Credit Suisse, Goldman, 
Lehman, Merrill, Morgan Stanley, Chase, UBS and US Bancorp); Valerie Bauerlein & Siobhan 
Hughes, Moving the Market: Improper-Trading Case Settled—Bank of America to Pay $26 Million 
Over Claims Research Was Misued, WALL ST. J., Mar. 15, 2007, at C3, available at LEXIS, News 
Library, WSJNL file (reporting on government settlement with BofA arising out of misconduct during 
2002). 

168 See Thomas R. Smith, Jr., Mutual Funds Under Fire: A Chronology of Developments Since 
January 1, 2003, 7 J. INV. COMPLIANCE 4, 19, 22, 32 (2006) (describing (i) agreement by BofA and 
FleetBoston to pay $675 million to settle market timing and late trading charges, (ii) agreement by 
Bank One to pay $50 million to settle similar charges, and (iii) agreements by UBS and Deutsche to 
pay almost $190 million); BOA, FleetBoston Agree on $675 Million to Resolve SEC, N.Y. Charges 
Over Abuses, 36 SEC. REG. & L. REP. 513, Mar. 22, 2004 (reporting on settlement agreement involving 
BofA and FleetBoston); Randall Smith & Tom Lauricella, Moving the Market: Bear Stearns to Pay 
$250 Million Fine, WALL ST. J., Mar. 17, 2006, at C3, available at LEXIS, News Library, WSJNL file 
(reporting that (i) Bear Stearns agreed to pay $250 million to settle market-timing and late-trading 
charges, and (ii) Merrill paid almost $14 million to settle similar accusations). 

169 See supra notes 129, 154–68 and accompanying text (showing that, of the sixteen LCFIs, all 
but HSBC, BNP Paribas and Societe Generale were involved in at least one scandal).  

170 See supra notes 129, 154–68 and accompanying text (showing that, of the thirteen implicated 
LCFIs, all but Goldman and Morgan Stanley were involved in two or more scandals). 
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commercial and investment banking in 1933.171  Nevertheless, Congress 
did not reconsider the question of whether large financial conglomerates 
threatened the stability of the financial markets and the general economy.  
Political leaders assumed that federal regulators and market discipline 
would exercise sufficient control over the growing power of universal 
banks.  However, the events of 1994–2002 plainly indicated that neither 
regulators nor the financial markets were imposing effective restraints on 
the penchant of LCFIs to assume ever-greater risks in the pursuit of 
profit.172  

III.  UNIVERSAL BANKS WERE THE PRIMARY PRIVATE-SECTOR 
CATALYSTS FOR THE SUBPRIME FINANCIAL CRISIS 

A.  An Unsustainable Credit Boom Occurred in the U.S. Between 1991 and 
2007 

1.  The Magnitude of the Credit Boom 

Between 1991 and 2007, the United States experienced an enormous 
credit boom.  Credit market debts owed by all sectors of the U.S. economy 
more than tripled during that period, rising from $14.1 trillion in 1991 to 
$46.9 trillion in 2007.173  Nongovernmental domestic debts nearly 
quadrupled and rose by $29.6 trillion, accounting for ninety percent of the 
overall debt growth.174  Within the nongovernmental category, household 
sector debts more than tripled, rising by $10 trillion,175 and nonfinancial 
business debts nearly tripled, growing by $6.4 trillion.176  The most 
                                                                                                                          

171 See, e.g., ROBERT KUTTNER, THE SQUANDERING OF AMERICA: HOW THE FAILURE OF OUR 
POLITICS UNDERMINES OUR PROSPERITY 72–85, 90–91, 101–05 (2007); LOWENSTEIN, supra note 143, 
at 4–5, 95–97, 154–55, 174–75, 208, 212–13, 218–19; STIGLITZ, supra note 143, at 140–41, 158–60; 
Wilmarth, Universal Banks, supra note 26, at 560. 

172 See, e.g., CHARLES R. MORRIS, THE TWO TRILLION DOLLAR MELTDOWN 31–35, 54–55 (2008 
rev. ed.); STIGLITZ, supra note 143, at 60–66, 275–76; Wilmarth, supra note 13, at 454–76; Wilmarth, 
Enron and WorldCom, supra note 144, at 99–100, 124–25.  

173 See 1996 FLOW OF FUNDS REPORT, supra note 92, at 57 tbl.L.1., lines 2 & 11 (providing 
amount for year-end 1991); 2007 FLOW OF FUNDS REPORT, supra note 92, at 58 tbl.L.1, lines 2 & 10 
(providing data for year-end 2007).  Total U.S. debt increased from 225% of GDP in 1992 to 325% of 
GDP in 2007.  WILLIAM A. FLECKENSTEIN & FREDERICK SHEEHAN, GREENSPAN’S BUBBLES: THE 
AGE OF IGNORANCE AT THE FEDERAL RESERVE 174 (fig. 16) (2008). 

174 Domestic nongovernmental debts grew from $10.3 trillion to $39.9 trillion between 1991 and 
2007.  See 1996 FLOW OF FUNDS REPORT, supra note 92, at 57 tbl.L.1, line 4 plus line 11, minus line 9 
(providing figure for year-end 1991); 2007 FLOW OF FUNDS REPORT, supra note 92, at 58 tbl.L.1., line 
2 plus line 10, minus lines 8 and 9 (providing amount for year-end 2007).  

175 Household sector debts increased from $3.8 trillion to $13.8 trillion between 1991 and 2007.  
See 1996 FLOW OF FUNDS REPORT, supra note 92, at 57 tbl.L.1, line 5 (providing amount for year-end 
1991); 2007 FLOW OF FUNDS REPORT, supra note 92, at 58 tbl.L.1, line 3 (providing data for year-end 
2007). 

176 Nonfinancial business debts rose from $3.7 trillion to $10.1 trillion between 1991 and 2007.  
See 1996 FLOW OF FUNDS REPORT, supra note 92, at 57 tbl.L.1, lines 6, 7 and 8 (providing amount for 
year-end 1991); 2007 FLOW OF FUNDS REPORT, supra note 92, at 58 tbl.L.1., lines 4, 5 and 6 (providing 
figure for year-end 2007). 
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dramatic growth, however, occurred with financial sector debts, which  
recorded more than a five-fold increase and expanded by $13 trillion.177 

The credit boom growth accelerated at an even faster rate after 2000.178  
Two-thirds of the rise in household sector debts between 1991 and 2007 
occurred after 2000.179  Similarly almost early three-fifths of the growth in 
both nonfinancial business debts and financial sector debts took place 
between 2000 and 2007.180   

The rapidly growing significance of the U.S. financial services 
industry provides further evidence of the impact of the credit boom.  The 
financial services industry’s share of total domestic corporate profits rose 
“from 10% in the early 1980s to 40% at its peak” in 2007, and the 
industry’s “share of stockmarket value grew from 6% to 19%.”181  During 
the decade ending in 2006, “profits at financial companies rose an average 
of 13.8% a year, compared with 8.5% for nonfinancial companies.”182 
Between 1980 and 2007, domestic financial assets doubled in size relative 
to domestic GDP, largely as a result of expanding debt obligations.183     

This Article focuses primarily on U.S. aspects of the global financial 

                                                                                                                          
177 Financial sector debts grew from $2.8 trillion to $15.8 trillion between 1991 and 2007. See 

1996 FLOW OF FUNDS REPORT, supra note 92, at 57 tbl.L.1, line 11 (providing amount for year-end 
1991); 2007 FLOW OF FUNDS REPORT, supra note 92, at 58 tbl.L.1, line 10 (providing figure for year-
end 2007). 

178 FLECKENSTEIN & SHEEHAN, supra note 173, at 168–78; see also id. at 175 (fig. 17) 
(describing the rate of debt growth versus GDP growth between 2002 and 2007 as “The Most 
Pronounced Debt Cycle Ever”). 

179 Household sector debts rose by $6.7 trillion (from $7.1 trillion to $13.8 trillion) between 2000 
to 2007.  See BD. OF GOVERNORS OF FED. RES. SYS., FLOW OF FUNDS ACCOUNTS OF THE UNITED 
STATES, 4TH QTR. 2002, STATISTICAL REL. Z.1, at 58 tbl.L.1, line 5 [hereinafter 2002 FLOW OF FUNDS 
REPORT] (providing amount for year-end 2000); 2007 FLOW OF FUNDS REPORT, supra note 92, at 58 
tbl.L.1, line 3 (providing figure for year-end 2007). 

180 Nonfinancial sector debts rose by $3.6 trillion (from $6.5 trillion to $10.1 trillion) between 
2000 and 2007.  See 2002 FLOW OF FUNDS REPORT, supra note 179, at 58 tbl.L.1., lines 6, 7 and 8 
(providing figure for year-end 2000); 2007 FLOW OF FUNDS REPORT, supra note 92, at 58 tbl.L.1, lines 
4, 5 and 6 (providing amount for year-end 2007).  Financial sector debts rose by $7.4 trillion (from $8.4 
trillion to $15.8 trillion) between 2000 and 2007.  See 2002 FLOW OF FUNDS REPORT, supra note 179, 
at 58 tbl.L.1, line 11 (providing data for end of 2000); 2007 FLOW OF FUNDS REPORT, supra note 92, at 
58 tbl.L.1, line 10 (providing information for end of 2007). 

181 What Went Wrong—Wall Street’s Crisis; The Financial System, ECONOMIST, Mar. 22, 2008, 
at 91, available at LEXIS, News Library, ECON File [hereinafter What Went Wrong].  For additional  
data about the growth of the U.S. financial sector in recent decades, see Justin Lahart, Has the 
Financial Industry’s Heyday Come and Gone?, WALL ST. J., Apr. 28, 2008, at A2, available at LEXIS, 
News Library, WSJNL File (reporting that domestic financial-sector profits as a percentage of total 
pretax profits grew from thirteen percent in 1980 to twenty-seven percent in 2007); Lauricella, supra 
note 133 (reporting that financial industry stocks accounted for 22.3% of the value of the Standard & 
Poor’s 500-stock index at the end of 2006, compared to thirteen percent at the end of 1995); Gretchen 
Morgenson, There’s No Superhero in the Wings, N.Y. TIMES, Nov. 11, 2007, § 3, at 1, available at 
LEXIS, News Library, NYT File (reporting that financial sector profits accounted for thirty-one percent 
of total U.S. corporate earnings in 2007, up from twenty percent in 1990). 

182 Lauricella, supra note 133. 
183 What Went Wrong, supra note 181; see also Lauricella, supra note 133, at chart 2 (showing 

that domestic financial assets were equal to ten times domestic GDP in 2007, compared to five times 
GDP between 1960 and 1980). 
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crisis.  However, the U.S. was not the only country to experience a credit 
boom in recent years.  Similar credit expansions occurred in the United 
Kingdom (U.K.) and several European countries.184  The U.K.’s credit 
boom most closely resembles the U.S. experience.  In the U.K., as in the 
U.S., the advent of widespread securitization and other financial 
innovations significantly increased the availability of credit to higher-risk 
consumers, promoters of LBOs and commercial real estate developers.185  
In both nations, the credit boom resulted in a sharp increase in the ratio of 
household debts to disposable income, with the U.K. ratio reaching a level 
even higher than in the U.S.186  As in the U.S., the U.K. credit boom 
produced a rapid growth in financial sector debt and financial industry 
profits.187  In both countries, LCFIs boosted profits by using financial 
innovations (including structured financial instruments and off-balance-
sheet vehicles) to increase their leverage.188  Leading universal banks in 
both nations suffered huge losses, and some LCFIs failed or were 
effectively nationalized by early 2009.189 

                                                                                                                          
184 See, e.g., Jack Ewing et al., What’s Dragging Europe Down, BUS. WK., Mar. 9, 2009, at 36, 

available at LEXIS, News Library, BUSWK File (stating that “Western banks [had decided to] choke 
off easy credit that fueled Asian-style growth” among Eastern European countries, and that many 
European corporations were “deeply in hock” because of a “glut of debt-fueled private equity” 
underwritten by banks); Britain’s Fallen Star: The Economy, ECONOMIST, Feb. 14, 2009, at 65, 
available at LEXIS, News Library, ECON File [hereinafter Britain’s Fallen Star] (discussing how 
Britain’s economic boom from 1991 to 2007 was “fueled by debt—both public and private—and 
involved a star role for City bankers currently vilified for their excesses”); The Party is Definitely 
Over: Ireland’s Economy, ECONOMIST, Mar. 21, 2009, at 51, available at LEXIS, News Library, 
ECON File (discussing Ireland’s severe economic problems resulting from the bursting of “house-price 
and credit booms that were big even by British standards”); see also The Euro Area: A Tricky 
Balancing Act, ECONOMIST, Feb. 7, 2009, at 44, available at LEXIS, News Library, ECON File 
(concluding that the euro area’s economy, which seemed strong at the beginning of the subprime 
financial crisis, was suffering as badly as the U.S. and U.K. economies). 

185 FINANCIAL SERVICES AUTHORITY, THE TURNER REVIEW: A REGULATORY RESPONSE TO THE 
GLOBAL BANKING CRISIS 13–16, 29–32 (2009), available at http://www.fsa.gov.uk/pubs/ 
other/turner_review.pdf [hereinafter TURNER REVIEW]; see Paul Langley, Financialization and the 
Consumer Credit Boom, 12 COMPETITION & CHANGE 133, 133–35 (2008) (noting that “one of the 
principal features of Anglo-American economies in recent decades [has been] the boom in consumer 
borrowing,” and contending that financial innovations played a key role in promoting that boom). 

186 INT’L MONETARY FUND, GLOBAL FINANCIAL STABILITY REPORT: FINANCIAL STRESS AND 
DELEVERAGING: MACROFINANCIAL IMPLICATIONS AND POLICY 17–18 (2008), available at 
http://www.imf.org/external/pubs/ft/gfsr/2008/02/pdf/text.pdf [hereinafter OCTOBER 2008 IMF GFS 
REPORT]; Britain’s Fallen Star, supra note 184 (reporting that British households were carrying the 
heaviest debt burden among G7 economies, with household debt equal to 185% of disposable income 
at the end of 2007); see also infra note 219 and accompanying text (stating that the ratio of household 
debt to disposable income in the U.S. rose to 140% in 2006). 

187 TURNER REVIEW, supra note 185, at 16–18; Stephanie Baker et al., U.K. Banks in Crisis: 
Rewriting the Rules, BLOOMBERG MKTS. MAG., Jan. 2009, at 74, 79 (reporting that the assets of U.K. 
banks tripled to £ 6 trillion between 2001 and 2007); Britain’s Fallen Star, supra note 184. 

188 TURNER REVIEW, supra note 185, at 19–20, 29; What Went Wrong, supra note 181; see infra 
Part III.B.3.d. 

189 Britain’s Fallen Star, supra note 184; What Went Wrong, supra note 181; see infra Part III.C.   
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2.  Causes of the Credit Boom 

Four factors contributed significantly to the credit boom in the U.S.  
First, many have blamed the FRB’s monetary policy under Chairman Alan 
Greenspan for helping to create the U.S. dotcom-telecom bubble of the late 
1990s and the housing bubble of 2003–2006.  Greenspan’s critics argue 
that the FRB followed an excessively lax monetary policy during the 
second half of the 1990s, particularly when the FRB cut short-term rates 
aggressively in 1998 in response to Russia’s debt default and the 
threatened collapse of Long-Term Capital Management, a large hedge 
fund.  Critics contend that the FRB’s rate cuts in 1998 (together with a 
further easing of monetary policy in 1999) helped to promote reckless 
speculation in the stock market at the height of the dotcom-telecom 
bubble.190   

Greenspan’s detractors maintain that the FRB’s monetary policy after 
2000 was even more expansionary and, therefore, inflicted even greater 
damage on the U.S. economy.  A sharp recession followed the bursting of 
the stock market bubble in early 2000.  In response, the FRB cut short-term 
interest rates from 6.5% in January 2001 to 1% in mid-2003—the lowest 
level since 1954—and did not increase rates again until mid-2004.191  
Greenspan and his FRB colleagues believed that ultra-low interest rates 
were needed to avoid a deflationary episode in the U.S. similar to the 
economic problems that Japan suffered during the 1990s after the bursting 
of its own stock market bubble.192  Thus, the FRB’s second episode of low 
interest rates was deliberately intended to offset the effects of the dotcom-
telecom bust, for which the FRB bore significant responsibility.193    

Indeed, Greenspan acknowledged in November 2002 that the FRB’s 
lax monetary policy was designed to boost housing prices.  In testimony 

                                                                                                                          
190 E.g., FLECKENSTEIN & SHEEHAN, supra note 173, at 15–81; KUTTNER, supra note 171, at 

152–60; MORRIS, supra note 172, at 32–33, 49–55, 64–65; ROBERT J. SHILLER, IRRATIONAL 
EXUBERANCE 40–41 (2d ed. 2005); STIGLITZ, supra note 143, at 56–66; Wilmarth, supra note 13, at 
346–48, 370–73, 470–73.    

191 E.g., FLECKENSTEIN & SHEEHAN, supra note 173, at 108–14, 120, 124–29, 141–45; MORRIS, 
supra note 172, at 59, 62–65; Marc Faber, Synchronized Boom, Synchronized Bust, WALL ST. J., Feb. 
18, 2009, at A17, available at LEXIS, News Library, WSJNL File; Greg Ip & Jon E. Hilsenrath, Debt 
Bomb: Inside the ‘Subprime’ Mortgage Debacle: Seeds of Excess: How Credit Got So Easy and Why 
It’s Tightening, WALL ST. J., Aug. 7, 2007, at A1, available at LEXIS, News Library, WSJNL File; 
Gerald P. O’Driscoll, Jr., Our Subprime Fed, WALL ST. J., Aug. 10, 2007, at A11.   

192 FLECKENSTEIN & SHEEHAN, supra note 173, at 141–45; see also Ben S. Bernanke, Governor 
of the Fed. Reserve Bd., Remarks at the National Economics Club: Deflation: Making Sure “It” 
Doesn’t Happen Here (Nov. 21, 2002), available at http://www.federalreserve.gov/boarddocs/ 
speeches/2002/20021121/default.htm (quoted and discussed in FLECKENSTEIN & SHEEHAN, supra note 
173, at 141–42); Roger W. Ferguson, Jr., Vice Chairman of the Fed. Reserve Bd., Remarks at the 
Stanford Institute for Economic Policy Research: Recessions and Recoveries Associated with Asset-
Price Movements: What Do We Know? (Jan. 12, 2005) at 2, 6, available at http://www.federalreserve. 
gov/boarddocs/speeches/2005/20050112/default.htm. 

193 FLECKENSTEIN & SHEEHAN, supra note 173, at 50–81, 120, 139–49; MORRIS, supra note 172, 
at 59, 62–65. 
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during a congressional hearing, Greenspan stated that the FRB’s policy of 
maintaining low interest rates had led to an increase in housing values, 
which enabled homeowners to withdraw equity from their homes to 
finance personal consumption.  Greenspan argued that consumption funded 
by home equity withdrawals was helping to offset the recessionary effects 
of the dotcom-telecom bust.194   

The FRB’s rate-cutting policy produced short-term interest rates that 
were negative (adjusted for inflation) from October 2002 until April 
2005.195  Critics allege that the FRB’s policy fueled huge credit bubbles in 
the housing market and other sectors of the U.S. economy.196  In the 
opinion of William Fleckenstein—probably Greenspan’s most severe 
critic—“Greenspan bailed out the world’s largest equity bubble with the 
world’s largest real estate bubble.”197  Economist John B. Taylor 
determined that the FRB’s short-term interest rates during 2003–2006 were 
“well below what experience during the previous two decades of good . . . 
macroeconomic performance . . . would have predicted.”198  Taylor also 
concluded that “a higher federal funds rate path would have avoided much 
of the housing boom.”199   

The currency exchange rate policies of Asian and oil exporting nations 
were a second important factor behind the credit boom in the U.S., U.K. 
and other Western countries.  To support their export-driven economies, 
China, Japan, South Korea, and other Asian countries managed exchange 
rates to maintain artificially low values for their currencies versus the 
dollar, the pound sterling and other Western currencies.  Asian countries 
boosted the values of Western currencies by amassing huge foreign 
reserves, including investments in government securities issued by the U.S. 
and other Western nations.  In addition, oil exporting nations invested 
much of their balance-of-trade surpluses in Western financial markets.  As 
a result of these massive investments in Western government securities and 
financial markets by Asian and oil exporting nations, the U.S., U.K. and 
                                                                                                                          

194 Economic Outlook: Hearing Before the J. Economic Comm., 107th Cong. 2 (2002) (statement 
of Alan Greenspan, Chairman, Federal Reserve Board), available at http://www.house.gov/jec/ 
hearings/greenspan11-13-02.pdf; see also FLECKENSTEIN & SHEEHAN, supra note 173, at 139–40 
(quoting and discussing Greenspan’s testimony). 

195 ROBERT J. SHILLER, THE SUBPRIME SOLUTION 48 (2008); see also MORRIS, supra note 172, at 
59. 

196 E.g., FLECKENSTEIN & SHEEHAN, supra note 173, at 143–79; MORRIS, supra note 172, at 59, 
62–69; Faber, supra note 191; Ip & Hilsenrath, supra note 191; O’Driscoll, supra note 191. 

197 FLECKENSTEIN & SHEEHAN, supra note 173, at 181; see also SHILLER, supra note 195, at 48 
(stating that the FRB’s “very loose monetary policy” after 2000 and the resulting “real estate boom” 
were “driven by economic conditions that were created by the stock market bubble of the 1990s”). 

198 John B. Taylor, Housing and Monetary Policy 2 (Nat’l Bureau of Econ. Research, Working 
Paper No. 13682, 2007), available at http://www.nber.org/papers/w13682.pdf.   

199 Id. at 6.  Similarly, the U.K. government’s fiscal and monetary policies have been criticized for 
promoting unsustainable booms in British residential and commercial real estate markets.  See 
generally Simon Lee, The Rock of Stability? The Political Economy of the Brown Government, 30 
POL’Y STUD. 17, 26–27 (2009); Britain’s Fallen Star, supra note 184. 
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other Western countries were able to maintain their interest rates at low 
levels until 2007, despite increases in their national debts and current 
account deficits.  In the process, abundant credit was provided to Western 
consumers and businesses.200    

Economist Robert Shiller and other observers contend that mass 
psychology provides a third explanation for the credit boom, particularly as 
manifested in the housing sector.201  Shiller points to a “social contagion of 
boom thinking, mediated by the common observation of rapidly rising 
prices . . . . that appear to justify the belief that the boom will continue.”202  
The recent housing bubble resembled previous speculative booms because 
“[housing] price increases encourage[d] belief in ‘new era’ stories, 
promote[d] the contagion of those stories, and so [led] to further price 
increases.”203   

Shiller further maintains that “bubble thinking” explains why (i) the 
FRB did not perceive any problem with its “very loose monetary policy” 
after 2000, (ii) the FRB and other federal bank regulators did not recognize 
the risks created by subprime lending, (iii) the credit ratings agencies 
“persisted in giving AAA ratings to [subprime] mortgage securities,” and 
(iv) bank executives “absolutely did not see the crisis coming.”204  Thus, in 
Shiller’s view, “the very people responsible for oversight were caught up 
in the same high expectations for future home-price increases that the 
general public had . . . . [T]hey [a]ccepted the received wisdom that [the 
housing boom] could not end badly.”205  Similarly, because “U.S. home 
prices increased every year from 1997 to 2006,” the general public 

                                                                                                                          
200 For discussions of the impact of foreign currency exchange rate policies and foreign 

investments in Western securities in promoting low interest rates and abundant credit in the U.S. and 
other Western nations, see, for example, MORRIS supra note 172, at 88–104; DMITRI B. 
PAPADIMITRIOU ET AL., LEVY ECON. INSTIT. BARD COLLEGE, CAN THE GROWTH IN THE U.S. CURRENT 
ACCOUNT DEFICIT BE SUSTAINED? THE GROWING BURDEN OF SERVICING FOREIGN-OWNED U.S. 
DEBT 2 (2006), available at http://www.levy.org/pubs/sa_may_06.pdf; Douglas W. Arner, The Global 
Credit Crisis of 2008: Causes and Consequences 16–17 (AIIFL Working Paper No. 3, Jan. 2009), 
available at http://ssrn.com/abstract=1330744; Adrian Blundell-Wignall & Paul Atkinson, The Sub-
Prime Crisis: Causal Distortions and Regulatory Reform, in LESSONS FROM THE FINANCIAL TURMOIL 
OF 2007 AND 2008, at 55, 57–58 (Paul Bloxham & Christopher Kent, eds., Res. Bank of Australia 
2008), available at http://www.rba.gov.au/PublicationsAndResearch/Conferences/2008/index.html; 
Brunnermeier, supra note 3, at 77; W. Max Corden, The World Credit Crisis: Understanding It, and 
What to Do 3–5, 14–18 (Melbourne Instit. Working Paper No. 25/08, Dec. 2008), available at 
http://www.melbourneinstitute.com/wp/wp2008n25.pdf; TURNER REVIEW, supra note 185, at 12–13; Ip 
& Hilsenrath, supra note 191; Mark Whitehouse, Imbalance in Nations’ Savings Clouds Forecasts for 
Recovery, WALL ST. J., Mar. 23, 2009, at A2, available at LEXIS, News Library, WSJNL File. 

201 SHILLER, supra note 195, at 4 (maintaining that “the ultimate cause of the global financial 
crisis is the psychology of the real estate bubble,” as manifested in “an epidemic of irrational public 
enthusiasm for housing investments”).  

202 Id. at 41; see also FLECKENSTEIN & SHEEHAN, supra note 173, at 152–55, 173–76; MORRIS, 
supra note 172, at 65–67. 

203 SHILLER, supra note 195, at 45–46.  
204 Id. at 48–54; see also FLECKENSTEIN & SHEEHAN, supra note 173, at 152–61, 173–76. 
205 SHILLLER, supra note 195, at 53–54.  
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concluded that “homes [were] the best investment one [could] make.”206 
The fourth factor behind the enormous—and ultimately 

unsustainable—credit boom was the crucial role played by large financial 
conglomerates.  As explained in the the next section, universal banks were 
the most important private sector catalysts for the credit boom and the 
resulting financial crisis.   

B.  Financial Conglomerates Promoted the Credit Boom, Which Exposed 
Households, Nonfinancial Businesses and Financial Institutions to 
Catastrophic Losses 

During the past two decades—and especially after 2000—universal 
banks used innovative financial products to provide huge amounts of high-
risk credit to marginal borrowers in the household and business sectors.  In 
addition, universal banks created massive debt burdens within the financial 
sector, because they (i) provided large amounts of credit to nonbank 
financial institutions and (ii) used financial innovations to increase their 
own leverage.  The FRB’s lax monetary policies encouraged LCFIs to 
originate and distribute a wide variety of debt instruments that continued to 
feed the credit boom.  By 2007, the health of the U.S. economy relied on a 
massive confidence game—indeed, some might say, a Ponzi scheme207—
operated by its leading financial institutions.  The continued success of this 
game depended upon the willingness of investors to keep buying new debt 
instruments that would enable overstretched borrowers to expand their 
consumption and service their debts.  When investor confidence in the 
solvency of subprime borrowers was severely shaken in the summer of 
2007, the game collapsed and a severe financial crisis began.  Thus, as 
FRB Chairman Bernanke acknowledged in February 2009: 

The principal cause of the economic slowdown was the 
collapse of the global credit boom and the ensuing financial 
crisis, which has affected asset values, credit conditions, and 
consumer and business confidence around the world.  The 
immediate trigger of the crisis was the end of the housing 
booms in the United States and other countries and the 
associated problems in mortgage markets, notably the 

                                                                                                                          
206 Id. at 64, 65; see also FLECKENSTEIN & SHEEHAN, supra note 173, at 157, 156 (stating that 

“[i]n the real estate bubble, it was assumed that . . . prices [would] continue to get higher indefinitely” 
and “participants started to feel truly invincible”). 

207 See FLECKENSTEIN & SHEEHAN, supra note 173, at 176–78 (quoting November 15, 2007 
report by Robert Campbell, which alleged that banks and mortgage companies had “effectively turned 
the U.S. housing market into a system of Ponzi finance” because they made “trillions of dollars” of 
high-risk mortgage loans to “millions of Americans who had little or no chance of making payments on 
those loans to maturity.”); see also infra notes 303 and 407 and accompanying text (discussing 
conditions of “Ponzi finance” created in the housing and LBO markets by LCFIs’ aggressive 
underwriting of nonprime residential mortgages and leveraged corporate loans).   
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collapse of the U.S. subprime mortgage market.208 

1.  The Explosion of Household Debt after 1990 

Household mortgage debt nearly quadrupled between 1991 and 2007, 
rising from $2.7 trillion to $10.5 trillion.209  Four-fifths of this growth in 
residential mortgage debt took place after 2000.210  As a consequence of 
this huge increase in mortgage debt, homeowners’ equity as a percentage 
of the market value of household real estate declined from 60.5% in 1991 
to 47.9% in 2007.211 

Non-mortgage consumer credit (including credit card loans, auto loans 
and student loans) more than tripled between 1991 and 2007, increasing 
from $800 billion to $2.55 trillion.212  More than half of this growth in 
consumer credit occurred after 2000.213  The growth rate for consumer 
credit was somewhat less rapid than mortgage debt, because homeowners 
drew heavily on the equity in their homes to pay down their credit card 
debts and other consumer loans.214   

For example, a study by Alan Greenspan and James Kennedy 
estimated that homeowners used home equity extractions (i.e., proceeds 
from home sales and refinancings) to pay off $935 billion of non-mortgage 
                                                                                                                          

208 Semiannual Monetary Report to the Congress: Hearing Before the Senate Comm. on Banking, 
Housing and Urban Affairs, 111th Cong. (2009), available at http://www.federalreserve.gov/ 
newsevents/testimony/bernanke20090224a.htm (testimony by Ben S. Bernanke , FRB Chairman). 

209 See 1996 FLOW OF FUNDS REPORT, supra note 92, at 92 tbl.L.218, line 2 (providing amount for 
year-end 1991); 2007 FLOW OF FUNDS REPORT, supra note 92, at 94 tbl.L.218, line 2 (providing figure 
for year-end 2007). 

210 Household mortgage debt increased by $5.6 trillion (from $4.9 trillion to $10.5 trillion) 
between 2000 and 2007, accounting for eighty-two percent of the $7.8 trillion increase in mortgage 
debt from 1991 to 2007.  See 1996 FLOW OF FUNDS REPORT, supra note 92, at 92 tlb.L.218, line 2 
(providing data for year-end 1991); 2002 FLOW OF FUNDS REPORT, supra note 179, at 94 tbl.L.218, line 
2 (providing amount for year-end 2000); 2007 FLOW OF FUNDS REPORT, supra note 92, at 94 tbl.L.218, 
line 2 (providing figure for year-end 2007). 

211 BD. OF GOVERNORS OF FED. RES. SYS., FLOW OF FUNDS ACCOUNTS OF THE UNITED STATES, 
4TH QTR. 1997, at 104 tbl.B.100, line 52 (providing amount for year-end 1991); 2007 FLOW OF FUNDS 
REPORT, supra note 92, at 102 tbl.B.100, line 50 (providing figure for year-end 2007). 

212 1996 FLOW OF FUNDS REPORT, supra note 92, at 94 tbl.L.222, line 1; 2007 FLOW OF FUNDS 
REPORT, supra note 92, at 96 tbl.L.222, line 1. 

213 Consumer credit rose from $800 billion at the end of 1991 to $1.59 billion at the end of 2000 
and further increased to $2.55 trillion at the end of 2007.  See 1996 FLOW OF FUNDS REPORT, supra 
note 92, at 94 tbl.L.222, line 1 (providing amount for year-end 1991); 2002 FLOW OF FUNDS REPORT, 
supra note 179, at 96 tbl.L.222, line 1 (providing figure for year-end 2000); 2007 FLOW OF FUNDS 
REPORT, supra note 92, at 96 tbl.L.222, line 1 (providing data for year-end 2007).  

214 See Alan Greenspan & James Kennedy, Sources and Uses of Equity Extracted from Homes, 24 
OXFORD REV. ECON. POL’Y 120, 122, 139 (2008).  In addition, the Tax Reform Act of 1986 (TRA) 
made nonmortgage consumer loans less attractive to homeowners, because the TRA ended the 
deductibility of interest paid on consumer loans while preserving the deductibility of interest paid on 
loans secured by residential real estate.  The TRA encouraged homeowners to use mortgage 
refinancings and home equity loans to pay off nonmortgage consumer loans in order to increase their 
ability to deduct their interest payments from their taxable income.  See PAUL MUOLO & MATHEW 
PADILLA, CHAIN OF BLAME: HOW WALL STREET CAUSED THE MORTGAGE AND CREDIT CRISIS 36 
(2008); Souphala Chomsisengphet & Anthony Pennington-Cross, The Evolution of the Subprime 
Mortgage Market, FED. RES. BANK OF ST. LOUIS REV. 31, 38 (2006). 
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consumer credit during 1991–2006.215  The same study estimated that 
homeowners withdrew $1.15 trillion from their home equity to finance 
personal consumption during 1991–2006.216  Because most of the 
consumer debt that homeowners repaid from home equity had originally 
been incurred for consumption of goods and services, homeowners 
effectively relied on home equity withdrawals to finance more than $2 
trillion of their personal consumption during 1991–2006.217  Three-quarters 
of those home equity withdrawals occurred during the housing boom of 
2001–2006.218 

The tremendous growth in all types of consumer debt during 1991–
2007 was reflected in the rising debt burdens of U.S. households.  Total 
household debt as a percentage of disposable personal income rose from 87 
percent in 1990 to 140 percent in 2006.219  Mortgage debt, the largest 
component of household debt, rose from 58 percent to 102 percent of 
disposable income during the same period.220   

Not surprisingly, the savings rate of U.S. households moved in the 
opposite direction from their debt burden, falling from about eight percent 
in 1992 to just above zero in 2006.221  Many households (especially those 
below the wealthiest quintile) relied on increased borrowings and reduced 
savings to compensate for the relatively slow growth in their income.222  
The share of total U.S. household income earned by the top twenty percent 
of households rose significantly between 1990 and 2005, but the share 
earned by each of the lower quintiles declined.223  Individuals in the 
highest quintile of incomes achieved substantial gains in their inflation-
adjusted earnings from 1973 to 2005, but individuals at or below the 
seventieth percentile recorded very modest gains during the same period.224  
Thus, middle and lower income households increased their borrowings to 

                                                                                                                          
215 Greenspan & Kennedy, supra note 214, at 131 tbl.2, line 5, 139. 
216 Id. at 131 tbl.2, line 9, 140. 
217 Id. at 131 tbl.2, lines 5 and 9, 139–40. 
218 Id. at 131 tbl.2, lines 5 and 9. 
219 Aldo Barba & Massimo Pivetti, Rising Household Debt: Its Causes and Macroeconomic 

Implications—A Long-Period Analysis, 33 CAMBRIDGE J. ECON. 113, 115 tbl.1 (2009). 
220 Id. (showing that consumer credit rose from 19% to 25% of disposable income, and other 

household debts increased from 9% to 12% of disposable income, between 1990 and 2006). 
221 Karen E. Dynan & Donald L. Kohn, The Rise in U.S. Household Indebtedness: Causes and 

Consequences, fig.1 (Fin. & Econ. Discussion Ser. Working Paper 207–37), available at 
www.federalreserve.gov/pubs/feds/2007/200737/200737pap.pdf; see also Barba & Pivetti, supra note 
219, at 123 (stating that households’ net savings as a percentage of disposable net income fell from 
10% in 1980 to 0.5% in 2005).  

222 KUTTNER, supra note 171, at 16, 20–30, 37–40; Barba & Pivetti, supra note 219, at 123–27. 
223 Barba & Pivetti, supra note 219, at 123 tbl.4. 
224 David H. Autor, Explaining Trends in Wages, Work, and Occupations, 261 CHICAGO FED 

LETTER (Apr. 2009), available at http://www.chicagofed.org/publications/fedletter/cflapril2009_ 
261.pdf; Janet L. Yellen, Economic Inequality in the United States, FRBSF ECON. LETT. No. 2006-33-
34, at 2, fig. 1 (Dec. 1, 2006), available at http://www.frbsf.org/publications/economics/letter/2006/ 
el2006-33-34.pdf; see also KUTTNER, supra note 171, at 16, 20. 
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offset the impact of stagnant incomes.  However, by doing so they became 
increasingly exposed to shocks from adverse changes in their family 
situation or macroeconomic conditions.225 

As discussed below, vulnerable households were able to increase their 
debt burdens because financial innovations—including securitization and 
automated processing for residential mortgages and credit card loans—
significantly expanded their access to credit.226  As also described below, 
lenders increasingly marketed nonprime mortgages and nonprime 
consumer loans to lower income groups during the past decade.  As a 
result, significantly higher percentages of households in the lowest three 
income quintiles gained access to credit in 2004, compared to 1983.227  
Unfortunately, wider access to credit produced much higher debt burdens 
for lower income groups.  In 2004, household debt burdens were almost 
400% of disposable personal income for the lowest income quintile in 
relation to disposable personal income, nearly 250% for the second lowest 
quintile, and more than 200% for the third lowest quintile.  In contrast, 
household debt burdens for the highest quintile were less than 130%.228  
The excessively high debt burdens carried by low and middle income 
households, and the recent spikes in delinquency and default rates for 
residential mortgages and credit card loans, are the painful legacy of the 
post-1990 credit boom.229 

2.  The Dominant Role of Large, Federally-Chartered Banks in 
Consumer Credit Markets  

LCFIs played leading roles in promoting the post-1990 surge in 
consumer credit, including both residential mortgage debt and 
nonmortgage debt.  Major banks established dominant positions in 
consumer lending markets by creating nationwide credit programs that 
used (i) mass marketing techniques, (ii) highly automated loan processing 
programs, and (iii) computerized credit scoring programs for reviewing 
and approving loan applications in lieu of personal reviews of credit 
files.230  Big banks also funded a growing portion of their consumer 
lending programs by securitizing mortgages and credit cards into RMBS 
                                                                                                                          

225 Dynan & Kohn, supra note 221, at 10, 31–32. 
226 Id. at 17–19; see also infra notes 230–34 and accompanying text (discussing financial 

innovations that encouraged mass-marketing and securitization of mortgages and credit cards). 
227 Barba & Pivetti, supra note 219, at 117, 118 tbl.2; see also infra Part III.B.3. 
228 Id. at 118 tbl.3. 
229 See, e.g., FLECKENSTEIN & SHEEHAN, supra note 173, at 129–30, 152–61, 173–78; Jessica 

Silver-Greenberg, The Credit-Card Blowup Ahead, BUS. WEEK Oct. 20, 2008, at 24, available at 
LEXIS, News Library, BUSWK File; Michelle J. White, Bankruptcy: Past Puzzles, Recent Reforms, 
and the Mortgage Crisis, 8–10, 14, 20 (fig. 2) (Nat’l Bur. Econ. Res. Working Paper 14549, Dec. 
2008). 

230 Robert DeYoung & Tara Rice, How do Banks Make Money? A Variety of Business Strategies, 
ECON. PERSPECTIVES (Fed. Res. Bank of Chi., IL), 4th Qtr. 2004, at 52, 53–56; Wilmarth, supra note 
13, at 388–89.  
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and ABS.231  By the end of 2007, about sixty percent of outstanding 
residential mortgages and about half of outstanding credit card loans were 
securitized.232  Mass marketing, automated processing, credit scoring, and 
securitization enabled big banks to transform consumer lending “from a 
high-touch, relationship-based service to an arms-length, financial 
commodity business.”233 

LCFIs have dominated the markets for residential mortgages and credit 
cards markets since 2000.  In 2001, the top five mortgage lenders were 
Chase, Wells Fargo, BofA, Washington Mutual (Wamu) and Countrywide.  
In the same year, the top ten mortgage lenders controlled almost half of the 
mortgage origination and servicing markets.234  In 2006 and 2007, the top 
five mortgage lenders from 2001, together with Citigroup, controlled a 
majority of both the mortgage origination and mortgage servicing 
markets.235  Similarly, the top five credit card lenders increased their share 
of the credit card market from 60% in 1999 to 71% in 2005.236  In 2008, 
three giant banks—BofA, Citigroup and Chase—controlled more than half 
of the credit card market.237 

The emergence of dominant national lenders for mortgages and credit 
card loans was facilitated by federal preemption of a wide range of state 
laws, including state usury laws, state consumer protection laws, and state 
laws restricting interstate branching.  In 1978, the Supreme Court held that 
a provision of the National Bank Act, 12 U.S.C. § 85, gave national banks 
“most favored lender” status in their home state and also allowed national 
banks to “export” their home state interest rates to borrowers residing in 
other states.238  In 1996, the Supreme Court upheld a regulation of the 
                                                                                                                          

231 Vallee, supra note 85, at 4–6; Wilmarth, supra note 13, at 389. 
232 2007 FLOW OF FUNDS REPORT, supra note 92, at 94 tbl.L.218, lines 2, 18, 19 (showing that 

$10.5 trillion of home mortgages were outstanding at the end of 2007, of which $6.4 trillion were held 
in agency- and GSE-backed mortgage pools or by ABS issuers); BD. GOVERNORS FED. RES. SYS., 
CONSUMER CREDIT, SEPT. 2008, STATISTICAL REL. G.19, Nov. 7, 2008 (“Consumer Credit 
Outstanding” tbl., showing that $970 billion of revolving credit (primarily consisting of credit card 
loans) was outstanding at the end of 2007, of which $450 billion was held in pools of securitized 
assets). 

233 DeYoung & Rice, supra note 230, at 56; see also Wilmarth, supra  note 13, at 389. 
234 Wilmarth, supra note 13, at 389–90 n.751. 
235 Consumer Finance (Mortgages): Top Residential Originators, US BANKER, July 2008, at 34 

(showing that the six institutions controlled 51% of the origination market in 2007); Consumer Finance 
(Mortgages): Top Residential Servicers, US BANKER, July 2008, at 35 (showing that the six banks 
controlled 62% of the servicing market in 2007); Top Residential Originators, AM. BANKER, June 15, 
2007, at 14 (showing that the same six banks controlled 49.5% of the origination market in 2006); Top 
Residential Servicers, AM. BANKER, June 15, 2007, at 14 (showing that the same six institutions 
controlled 58% of the servicing market in 2006).  

236 THE NILSON REPORT, Top Credit Card Issuers, Feb. 2006, at 1 (providing 2005 data); 
Wilmarth, supra note 13, at 390 n.751 (providing 1999 figure). 

237 Daniel Wolfe, Top Issuers, with Less Appetite for Risk, Slashing Credit Lines, AM. BANKER, 
Dec. 2, 2008, at 7. 

238 Marquette National Bank v. First of Omaha Service Corp., 438 U.S. 299 (1978).  For a 
comprehensive analysis of the “most favored lender” and “exportation” doctrines, see Elizabeth R. 
Schiltz, The Amazing, Elastic, Ever-Expanding Exportation Doctrine and Its Effect on Predatory 
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Office of the Comptroller of the Currency (OCC), declaring that the 
“interest” which national banks could “export” to other states included all 
fees that were “material to the determination of the interest rate,” including 
numerical periodic rates, annual fees, cash advance fees, bad check fees, 
over-the-limit fees, and late payment fees.  The OCC’s regulation thus 
exempted a wide range of lump-sum fees and charges, as well as numerical 
periodic interest rates, from any regulation under state law.239   

In 1994, Congress adopted legislation that (i) authorized bank holding 
companies to make interstate acquisitions of banks and (ii) empowered 
national banks and state banks to establish interstate branches.  This 
legislation made possible the establishment of large nationwide banking 
organizations.240  In addition, the OCC declared in 1998 that a national 
bank may “export” to other states the “interest” allowed by the law of any 
state in which the bank maintains either its main office or a branch.241   

In combination, the foregoing legal developments effectively 
precluded the states from applying their state usury laws and many other 
state consumer credit laws to loans made by national banks and federally-
chartered thrifts.  Under current federal laws, federally-chartered 
institutions can locate their consumer credit operations in a state (e.g., 
Delaware or South Dakota) that imposes no restrictions on periodic rates or 
on other fees and charges that the OCC determines to be part of “interest” 
for purposes of 12 U.S.C. § 85.  Federally-chartered institutions can also 
“export” those terms of credit to customers residing in all other states, 
regardless of any conflicting laws enacted by those states.242 

In 2004, the OCC issued a regulation that expanded the scope of 
preemption for national banks far beyond matters relating to “interest.”  
The OCC’s regulation seeks to preempt all state laws that “obstruct, 
impair, or condition a national bank’s ability to fully exercise its [f]ederally 
authorized powers” in four broadly-defined areas—real estate lending, 
lending not secured by real estate, deposit-taking, and other 

                                                                                                                          
Lending Regulation, 88 MINN. L. REV. 518 (2004).  In 1980, Congress granted “most favored lender” 
status and “exportation” authority to FDIC-insured state banks and thrift institutions.  Id. at 565–67 
(discussing 12 U.S.C. § 1831d, which applies to all FDIC-insured state banks); id. at 601–03 
(discussing 12 U.S.C. § 1463(g)(1), which applies to federally-chartered thrift institutions).  

239 Smiley v. Citibank (South Dakota), N.A., 517 U.S. 735 (1996) (upholding the validity of 12 
C.F.R. § 7.4001(a)); see also Schiltz, supra note 238, at 560–65 (discussing Smiley and the OCC’s 
expansive interpretation of “interest” under 12 U.S.C. § 85). 

240 See generally MCCOY, supra note 14, § 9.04.; see also id. § 9.04[1] (stating that the 1994 
legislation made “interstate banking truly universal . . . by ending the states’ authority to ban interstate 
banking”). 

241 Schiltz, supra note 238, at 553–56 (discussing OCC Interpretive Letter No. 822, Feb. 17, 
1998). 

242 Id. at 561–65, 618; see also Oren Bar-Gill & Elizabeth Warren, Making Credit Safer, 157 U. 
PA. L. REV. 1, 80–81 (2008). 
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“operations.”243  The OCC’s regulation thereby “cancels out much state-
level consumer protection law.”244  The regulation is closely similar to 
preemptive rules previously issued by the Office of Thrift Supervision 
(OTS) with respect to lending, deposit-taking and other “operations” of 
federally-chartered thrifts.245    

The OCC issued a second regulation in 2004, which bars state officials 
from initiating any administrative or judicial proceeding to enforce 
applicable laws (state or federal) against national banks.246  The validity of 
that regulation was upheld by the Second Circuit Court of Appeals.  
However, the Supreme Court recently granted review in that case.247    

A third OCC regulation declared that operating subsidiaries of national 
banks are entitled to the same preemptive immunity from state laws that 
national banks are granted under federal law.  That regulation was upheld 
by the Supreme Court in 2007.248  The OCC and OTS further ruled that 
states could not regulate mortgage brokers and other contract agents who 
arranged loans on behalf of national banks or federal thrifts.249 

As the result of federal statutory preemption and the OCC’s and OTS’s 
preemption rules, “[m]any credit practices that a state may deem 
fraudulent, deceptive, or otherwise unlawful will nonetheless be permitted 
within state borders whenever federally chartered institutions are 
involved.”250  By exempting federally-chartered institutions from most 
state consumer protection laws, federal preemption promoted the 
establishment of huge, federally-chartered banks with nationwide 
consumer lending operations.251 
                                                                                                                          

243 See 12 C.F.R. § 34.4(a) (real estate lending); id. § 7.4008 (lending not secured by real estate); 
id.  § 7.4007 (deposit-taking); id. § 7.4009 (other “operations”).  For analysis and critique of the OCC’s 
rules, see Bar-Gill & Warren, supra note 242, at 81–82; Arthur E. Wilmarth, Jr., The OCC’s 
Preemption Rules Exceed the Agency’s Authority and Present a Serious Threat to the Dual Banking 
System and Consumer Protection, 23 ANN. REV. OF BANKING AND FIN. L. 225 (2004). 

244 Bar-Gill & Warren, supra note 242, at 82. 
245 See 12 C.F.R. §§ 560.2, 557.11, 545.2, discussed in Wilmarth, supra note 243, at 235, 283–84. 
246 See 12 C.F.R. § 7.4000, discussed in Wilmarth, supra note 243, at 228–29, 327–34. 
247 Clearing House Ass’n  v. Cuomo, 510 F.3d 105 (2d Cir. 2007), cert. granted, 129 S. Ct. 987 

(U.S. Jan. 16, 2009) (No. 08-453.). 
248 Watters v. Wachovia Bank, N.A., 550 U.S. 1 (2007) (upholding the validity of 12 C.F.R. § 

7.4006). 
249 See State Farm Bank, FSB v. Reardon, 539 F.3d 336 (6th Cir. 2008) (upholding OTS ruling 

that permitted a federally-chartered thrift to offer mortgage loans through agents without complying 
with Ohio’s laws governing mortgage brokers); Office of Comptroller Currency, Preemption 
Determination, 66 Fed. Reg. 28,593 (May 23, 2001) (declaring that Michigan’s Motor Vehicle Finance 
Act did not apply to car dealers who arranged automobile loans made by national bank); OCC 
Interpretive Letter No. 1002 (May 13, 2004) (letter from Comptroller of the Currency John D. Hawke, 
Jr., to Georgia Banking Comm’r David G. Sorrell) (declaring that Georgia’s laws governing mortgage 
brokers did not apply to brokers who arranged loans funded at closing by national banks or their 
subsidiaries). 

250 Bar-Gill & Warren, supra note 242, at 83. 
251 Consumer Protections in Financial Services: Past Problems, Future Solutions: Hearings 

Before the S. Comm. on Banking, Housing, and Urban Affairs, 111th Cong. 14–15 (2009) (written 
testimony of Professor Patricia A. McCoy), available at http://ssrn.com/abstract=1367977 [hereinafter 
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Federal preemption significantly undermined the ability of states to 
enforce predatory lending laws.  During the past decade a majority of 
states adopted laws designed to prevent abusive subprime lending 
practices, but the OTS’s and OCC’s preemption rules prevented the states 
from enforcing those laws against federally-chartered banks and their 
subsidiaries.252  As shown below, large federally-chartered depository 
institutions and their affiliates were among the leading providers of 
subprime and Alt-A mortgages between 2001 and 2007.253 

Many commentators have criticized the OCC and OTS for preempting 
state consumer protection laws without establishing adequate federal 
safeguards to protect consumers against abusive lending practices by 
federally chartered depository institutions, their subsidiaries, and agents.254  
Those observers (as well as state regulators) maintain that preemptive 
actions by the OCC and OTS significantly undermined the states’ ability to 
prevent predatory lending and did not provide an effective federal 
substitute for state enforcement.255   

3.  Financial Conglomerates Were the Primary Private-Sector 
Catalysts for the Surge in Nonprime Consumer Lending after 2000 

  a.  LCFIs Were Major Originators and Funders of Nonprime 
Loans 

Nonprime mortgages fall into two basic categories:  “subprime” and 
“Alt-A.”  Those categories do not have strictly defined boundaries.  
                                                                                                                          
McCoy Testimony]; see also Bar-Gill & Warren, supra note 242, at 79–84; Wilmarth, supra note 243, 
at 233–37, 279–87, 363–64. 

252 McCoy Testimony, supra note 251, at 12–16; Julia P. Forrester, Still Mortgaging the American 
Dream: Predatory Lending, Preemption, and Federally Supported Lenders, 74 U. CIN. L. REV. 1303, 
1319–22, 1339–53 (2006);Wilmarth, supra note 241, at 233–36, 298–99, 306. 

253 See infra notes 269–77 and accompanying text. 
254 E.g., McCoy Testimony, supra note 251, at 14–23; Bar-Gill & Warren, supra note 242, at 79–

83, 90–95; Christopher L. Peterson, Preemption, Agency Cost Theory, and Predatory Lending by 
Banking Agents: Are Federal Regulators Biting Off More Than They Can Chew?, 56 AM. U. L. REV. 
515, 516–19, 525–36, 544–51 (2007); Christopher L. Peterson, Federalism and Predatory Lending: 
Unmasking the Deregulatory Agenda, 78 TEMP. L. REV. 1, 70–84 (2005); Amanda Quester & Kathleen 
Keest, Looking Ahead After Watters v. Wachovia Bank: Challenges for Lower Courts, Congress, and 
the Comptroller of the Currency, 27 REV. BANKING & FIN. L. 187, 194–201, 215–16, 219–21 (2007); 
Wilmarth, supra note 241, at 233–36, 280–87, 298–300, 306–17, 348–56; Binyamin Appelbaum & 
Ellen Nakashima, Banking Regulator Played Advocate Over Enforcer, WASH. POST, Nov. 23, 2008, at 
A1, available at LEXIS, News Library, WPOST File; Nicholas Bagley, Subprime Safeguards We 
Needed, WASH. POST, Jan. 25, 2008, at A19, available at LEXIS, News Library, WPOST File; Robert 
Berner & Brian Grow, They Warned Us, BUS. WEEK, Oct. 20, 2008, at 36, available at LEXIS, News 
Library, BUSWK File; Eric Nalder, Mortgage System Crumbled While Regulators Jousted, SEATTLE 
POST-INTELLIGENCER, Oct. 11, 2008, at A1, available at LEXIS, News Library, SEAPIN File; Eliot 
Spitzer, Predatory Lenders’ Partner in Crime, WASH. POST, Feb. 14, 2008, at A25, available at 
LEXIS, News Library, WPOST File. 

255 See authorities cited supra in note 254; see also Malini Manickavasagam, Regulatory Reform: 
Regulators Say Congress Could Stem Financial Fraud by Closing Certain Gaps, 41 SEC. REG. & L. 
REP. 501 (2009) (reporting on testimony by state regulators, who pointed out the need for state 
oversight of lending practices when federal regulation is insufficient). 
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However, subprime loans “are generally targeted to borrowers who have 
tarnished credit histories and little savings available for down payments,” 
while Alt-A loans “are made to borrowers with more minor credit quality 
issues or borrowers who are unable or unwilling to provide full 
documentation of [their] assets or income.”256   

Subprime lending increased from $65 billion in 1995 to $160 billion in 
1999 but declined slightly to $138 billion in 2000.257  Subprime lending 
then expanded rapidly beginning in 2001 and peaked between 2004 and 
2006.  Subprime loans increased from $190 billion in 2001 to $540 billion 
in 2004, $625 billion in 2005 and $600 billion in 2006.258  Similarly, Alt-A 
loans rose sharply from $60 billion in 2001 to $200 billion in 2004, $380 
billion in 2005 and $400 billion in 2006.259  Nearly 10 million subprime 
and Alt-A loans were originated from 2003 to mid-2007.260 

From 2001 to 2003, subprime and Alt-A loans represented eleven 
percent of total mortgage originations of $9.0 trillion.261  Prime mortgages 
accounted for most of the mortgages originated between 2001 and 2003, 
due to the refinancing boom created by the FRB’s ultra-low interest rate 
policy.  However, mortgage interest rates began to rise in late 2003, 
leading to a significant reduction in refinancings of prime mortgages.262 
Investor demand for mortgage-related securities remained strong, and the 
mortgage lending industry shifted to nonprime mortgages to maintain their 
deal volume and fees.263   

Consequently, subprime and Alt-A loans accounted for a steadily 
growing share of the residential mortgage market between 2004 and 2006.  
In 2004, subprime and Alt-A loans accounted for a quarter of the total 
mortgage originations of $2.9 trillion.  During 2005 and 2006, subprime 
and Alt-A loans represented a third of the $6.1 trillion in mortgage 
                                                                                                                          

256 Christopher Mayer et al., The Rise in Mortgage Defaults, 23 J. ECON. PERSPS. 27, 27–28 
(2009); see also Gorton, supra note 87, at 12–13 (providing a similar description of subprime 
borrowers, and further explaining that “subprime borrowers typically have a FICO score below 640, 
and at some point were delinquent on some debt repayments in the previous 12 to 24 months, or they 
have filed for bankruptcy in the past few years.”); id. at 13 n.2 (noting that “FICO is a credit score 
developed by Fair Isaac & Company” and that FICO scores range from 300 to 850”); Stephen G. Ryan, 
Accounting in and for the Subprime Crisis 11 (Mar. 2008) (unpublished essay), available at 
http://ssrn.com/abstract=1115323 (stating that Alt-A mortgages are generally made to borrowers “with 
FICO scores well above the conforming threshold of 660 but that have higher than conforming loan-to 
value or debt-to-income ratios or less than full documentation/verification of their income and assets.”).   

257 Chomsisengphet & Pennington-Cross, supra note 214, at 37 tbl.3.  The decline in subprime 
originations in 2000 was due to the disruption in the securitization markets that followed the Asian debt 
crisis of 1998.  Id. at 40–41; see also MUOLO & PADILLA, supra note 214, at 42–46, 158, 184. 

258 Ashcraft & Schuermann, supra note 83, at 2 tbl.1. 
259 Id. 
260 Mayer et al., supra note 253, at 29 tbl.1. 
261 Compare Ashcraft & Schuermann, supra note 253, at 2 tbl.1, with Gorton, supra note 87, at 18 

tbl.4. 
262 McCoy Testimony, supra note 251, at 8; Ryan, supra note 253, at 8–9; see also supra note 191 

and accompanying text (discussing the FRB’s policy of cutting interest rates between 2001 and 2003). 
263 McCoy Testimony, supra note 251, at 8; Ryan, supra note 256, at 9. 
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originations.264 
An increasing trend toward “private label” securitization spurred this 

rapid growth in nonprime mortgage lending between 2001 and 2006.  The 
share of subprime mortgages packaged into RMBS increased from 50.4% 
to 80.5% during that period, while the share of securitized Alt-A 
mortgages grew from 19% to 91%.265  Virtually all of the RMBS backed 
by nonprime mortgages were “private label” securities underwritten by 
large financial conglomerates.266  

The role of LCFIs in the nonprime mortgage market was not limited to 
securitization.  Beginning in the late 1990s, several LCFIs established 
major positions as direct lenders for subprime and Alt-A mortgages.  
Before 1998, most subprime lenders were nonbank finance companies.   
Those nonbank lenders relied on warehouse lines of credit from LCFIs to 
fund their mortgage origination activities, and they sold their loans to 
LCFIs for securitization.267  However, the Asian and Russian financial 
crises in 1997 and 1998 disrupted the securitization markets, and many of 
the nonbank subprime lenders either failed or decided to sell out to large, 
federally-chartered banks or securities firms.268   

For example, Washington Mutual (Wamu)—the largest U.S. thrift—
purchased Long Beach Mortgage in 1999, Citigroup bought Associates 
First Capital (Associates) in 2000, Chase acquired Advanta in 2001, 
Lehman acquired two subprime lenders in 2000 and 2001, and HSBC 
acquired Household International in 2002.269  Citigroup and HSBC made 
their acquisitions despite the fact that (i) Associates was the subject of a 
federal investigation and ultimately paid a large civil penalty to settle 
charges of predatory lending, and (ii) Household had paid almost $500 
million to settle charges of predatory lending filed by more than a dozen 

                                                                                                                          
264 Compare Ashcraft & Schuermann, supra note 83, at 2 tbl.1 (providing figures for subprime 

and Alt-A loans from 2004 to 2006), with Gorton, supra note 87, at 18 tbl.4 (providing figures for total 
mortgage originations between 2004 and 2006). 

265 Ashcraft & Schuermann, supra note 83, at 2 tbl.1 (providing figures for Alt-A mortgages); 
Gorton, supra note 87, at 18 tbl.4 (providing data for subprime mortgages). 

266 See Engel & McCoy, supra note 84, at 2045–48, 2065; Peterson, Predatory Finance, supra 
note 85, at 2221–25; see also Bethel et al., supra note 85, at 11, 73 tbl.2 (identifying major 
underwriters of private label RMBS); infra note 280 and accompanying text (same). 

267 MUOLO & PADILLA, supra note 214, at 42–46, 57–60, 76–80, 153–58; Chomsisengphet & 
Pennington-Cross, supra note 214, at 39 tbl.5, 40 (showing leading subprime lenders in 1996).  Bear 
Stearns was the only LCFI that acquired a subprime mortgage lender before the mid-1990s.  MUOLO & 
PADILLA, supra note 214, at 237. 

268 MUOLO & PADILLA, supra note 214, at 45, 81, 85, 128; Chomsisengphet & Pennington-Cross, 
supra note 214, at 40; Michael Hudson, Debt Bomb: Lending a Hand: How Wall Street Stoked the 
Mortgage Meltdown, WALL ST. J., June 27, 2007, at A1, available at LEXIS, News Library, WSJNL 
File; Brenda B. White, A Short History of Subprime, MORTGAGE BANKING, Mar. 1, 2006, at 18. 

269 MUOLO & PADILLA, supra note 214, at 80–81, 85; Chomsisengphet & Pennington-Cross, 
supra note 214, at 40; Hudson, supra note 268; White, supra note 268, at 18. 
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states.270  Similarly, National City, a large Midwestern bank, acquired First 
Franklin, a major subprime lender in 1999.271  Meanwhile, Countrywide, 
the nation’s largest mortgage lender, became a bank holding company 
when it acquired a national bank in 2001.  Countrywide also established a 
securitization unit and expanded aggressively into subprime and Alt-A 
lending.272 

LCFIs made a second round of purchases of nonbank subprime lenders 
in 2006 and 2007, as nonbank lenders encountered increasing problems 
with delinquencies and defaults.  Bear Stearns acquired Encore Credit, 
Morgan Stanley purchased Saxon Mortgage, Deutsche bought MortgageIT, 
and Citigroup bought Argent.273  The acquiring LCFIs essentially wagered 
that they could squeeze more fees and profits out of the subprime lending 
business through “vertical integration”—i.e., by taking over the direct 
lending function as well as the securitization process for nonprime loans.274 

The foregoing acquisitions enabled LCFIs to establish leading 
positions as direct subprime lenders. After 2000, large national banks and 
federal thrifts represented half or more of the top ten subprime lenders.275  
Depository institutions and their subsidiaries and affiliates accounted for 
about half of nonprime loans originated in 2004 and 2005, 54% in 2006, 
                                                                                                                          

270 After acquiring Associates, Citigroup paid $215 million to settle predatory lending charges 
filed by the Federal Trade Commission against the subprime lender.  For discussions of the charges 
filed against Associates First Capital and Household, see Forrester, supra note 252, at 1304–06; 
Wilmarth, supra note 243, at 314–15; Erik Portanger et al., Buying American: HSBC to Acquire Lender 
in Big Bet on U.S. Economy, WALL ST. J., Nov. 15, 2002, at A1, available at LEXIS, News Library, 
WSJNL File. 

271 MUOLO & PADILLA, supra note 214, at 23. 
272 Id. at 64–67, 112–25.  Countrywide switched its national bank charter to a federal thrift charter 

in March 2007.  Countrywide’s chairman, Angelo Mozilo, declared that a federal thrift charter would 
create “a more efficient capital structure” by taking advantage of “federal preemption.”  Harry Terris, 
Countrywide Preps ‘Major’ Capital Shift, AM. BANKER, May 15, 2007, at 1, available at LEXIS, News 
Library, AMBNKR File.  Later reports indicated that Countrywide shifted to a federal thrift charter 
because the OTS promised “more flexible” and “less antagonistic” supervision of Countrywide’s 
lending operations.  Appelbaum & Nakashima, supra note 254; see also McCoy Testimony, supra note 
251, at 16 (discussing Countrywide’s switch from OCC to OTS regulation). 

273 In addition, Merrill Lynch purchased First Franklin from National City.  MUOLO & PADILLA, 
supra note 214, at 23–25, 99–100, 146, 195–200; Harry Terris, Citi-ACC: A Bet Vertical Integration 
Still Has Legs, AM. BANKER, Sept. 13, 2007, at 1, available at LEXIS, News Library, AMBNKR File 
(discussing Citigroup’s purchase of ACC Capital Holdings).  

274 MUOLO & PADILLA, supra note 214, at 23–26, 195, 199–201, 222–23; Todd Davenport, 
What’s Behind Wall Street Players’ Mortgage Deals, AM. BANKER, Aug. 14, 2006, at 1, available at 
LEXIS, News Library, AMBNKR File; Terris, supra note 273. 

275 Chomsisengphet & Pennington-Cross, supra note 214, at 39 tbl.5 (showing that Citifinancial 
(Citigroup), Wamu, Countrywide, First Franklin (National City), and BofA ranked among the top-ten 
subprime lenders in 2001, while the same banks (except for BofA), Household (HSBC) and Wells 
Fargo were among the top-ten subprime lenders in 2002 and 2003); Ashcraft & Schuermann, supra 
note 83, at 4 tbl.2 (showing that HSBC, Countrywide, Citigroup, Wells Fargo and First Franklin were 
among the top ten subprime lenders in 2005 and 2006); Paul Muolo, Top Subprime Lenders in 2007, 
NAT’L MORTGAGE NEWS, May 12, 2008, at 1, available at LEXIS, News Library, NMN File (reporting 
that Countrywide, Wells Fargo, Chase, Wamu and Citifinancial ranked among the top-ten subprime 
lenders in 2007); see also MUOLO & PADILLA, supra note 214, at 100 (stating that eight of the top 
fifteen subprime lenders were owned by banks at the beginning of 2006). 
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and 79% in 2007.276  The increasing shift in subprime loan originations to 
federally-chartered banks was due in part to the growing importance of 
federal preemption.  Preemption shielded federally-chartered institutions 
from state predatory lending laws, while unaffiliated nonbank lenders 
remained subject to state laws.277 

LCFIs also played essential roles as warehouse lenders and securitizers 
for nonbank subprime lenders.  Bear Stearns, Deutsche, Lehman and 
Salomon Brothers provided warehouse lines of credit and securitization 
services to nonbank lenders during the 1990s.278  The largest nonbank 
lenders for subprime loans between 2001 and 2007—including 
Ameriquest, New Century and Option One—similarly relied on Wall 
Street firms and other LCFIs for warehouse loans and securitization 
services.279  The leading securitizers (i.e., underwriters) of RMBS between 
2004 and 2007 included most of the world’s leading financial 
conglomerates as well as Countrywide and Wamu, two of the largest U.S. 
mortgage lenders.280 

The big RMBS underwriters essentially dictated the flow of nonprime 
lending by aggressively soliciting new loans from nonbank lenders and by 
providing warehouse loans to those lenders on generous terms.281  For 

                                                                                                                          
276 Robert B. Avery et al., The 2007 HMDA Data, FED. RES. BULL., Dec. 2008, at A107, A124–

25 & tbl.11, available at www.federalreserve.gov/pubs/bulletin/2008/default.htm (showing percentages 
of “higher-priced” loans made in each year by depository institutions and their subsidiaries and 
affiliates); see also id. at A107 n.7 (explaining that the “higher-priced” loans covered in the study 
generally fall into the subprime or Alt-A categories). 

277 McCoy Testimony, supra note 251, at 12–16; see also supra notes 238–55 and accompanying 
text (discussing federal preemption of state predatory lending laws). 

278 MUOLO & PADILLA, supra note 214, at 39–43, 152–55. 
279 Id. at 96, 100, 152–55, 164–66, 183–84; see also Ashcraft & Schuermann, supra note 83, at 4 

tbl.2 (showing that New Century, Ameriquest and Option One ranked among the top ten subprime 
lenders between 2005 and 2006); Forrester, supra note 252, at 1350–51 (noting the significant role 
played by federally-chartered banks in providing warehouse loans and securitization services to 
nonbank subprime lenders). 

280 Allison Pyburn, Bear Stearns Heads RMBS League Tables Again, ASSET SECURITIZATION 
REP., Jan. 8, 2007 (reporting that Bear Stearns, Lehman, RBS, Credit Suisse and Chase were the top 
five RMBS underwriters in 2006, while Countrywide was also a significant RMBS underwriter in 2005 
and 2006); Allison Pyburn, RMBS Grows a Robust $200 bn in 2005, with Bear Top Arranger, ASSET 
SECURITIZATION REP., Jan. 9, 2006 (stating that Bear Stearns, Lehman, RBS, UBS and Credit Suisse 
were the top five RMBS underwriters in 2005); Carolyn Sargent & Karen Sibayan, Bear Stearns 
Replaces UBS in Year End Leagues, ASSET SECURITIZATION REP., Jan. 10, 2005, available at LEXIS, 
News Library, ASTRPT File (reporting that Bear Stearns, UBS, Lehman, BofA, Credit Suisse, Morgan 
Stanley, Citigroup, Goldman, RBS and Deutsche were the top 10 RMBS underwriters in 2004); Bethel 
et al., supra note 85, at 73 tbl.2 (showing that Lehman, Bear Stearns, Morgan Stanley, Chase, Credit 
Suisse, BofA, Deutsche, RBS, Merrill, Goldman, Citigroup, UBS, Wamu, Countrywide, Wachovia, 
Barclays and HSBC were the top 17 RMBS underwriters in 2007); see also supra notes 234–35, 129–
30 (identifying Countrywide and Wamu as leading mortgage lenders and identifying the other 
institutions named in this footnote as ranking among the world’s top financial conglomerates).  

281 MUOLO & PADILLA, supra note 214, at 115–16, 166, 180–91; see also id. at 295 (noting that 
loan brokers “wouldn’t exist without [nonbank wholesale lenders] and wholesalers wouldn’t be able to 
fund loans unless Wall Street was buying”); Engel & McCoy, supra note 84, at 2065 (referring to the 
“Unholy Alliance” between nonbank lenders and LCFIs). 
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example, Citigroup, Morgan Stanley, BofA, Bear Stearns, Deutsche and 
Credit Suisse provided New Century with $15 billion in warehouse lines of 
credit in 2005.282  In late 2006 and 2007, New Century and dozens of other 
nonbank lenders failed when LCFIs cut off their warehouse lines of credit 
and demanded that they repurchase loans that had defaulted soon after 
origination.283  

Thus, in addition to their role as direct nonprime lenders, LCFIs 
provided “fuel to fire the origination machine [for] the subprime industry” 
by providing warehouse lines of credit to nonbank lenders and securitizing 
their loans.284  When LCFIs terminated their warehouse lending programs 
for nonprime loans, the nonprime lending boom collapsed.  In 2007, the 
volume of new subprime loans fell to $180 billion, a seventy percent drop 
from its peak in 2005 and 2006.285  Very few subprime and Alt-A loans 
were originated after mid-2007.  LCFIs could not securitize those loans 
(and therefore shut off their remaining warehouse lines of credit to 
nonbank lenders) after the outbreak of the subprime financial crisis in 
August 2007.286 

  b.  The Riskiness of Nonprime Loans Steadily Increased 
during the Recent Housing Boom 

The risks of nonprime mortgages intensified during the subprime 
lending boom.  Several empirical studies have confirmed that a continuous 
decline in lending standards for subprime mortgages occurred during this 
period.  Those studies also establish strong links between the deterioration 
in lending standards and the rise in delinquency and default rates for 
nonprime loans originated after 2001.287  Delinquency and default rates on 

                                                                                                                          
282 MUOLO & PADILLA, supra note 214, at 166. 
283 Id. at 171–77, 198–201; Carrick Mollenkamp et al., Mortgage Hot Potatoes: Banks Try to 

Return High-Risk Loans to the Originators, WALL ST. J., Feb. 15, 2007, at A4, available at LEXIS, 
News Library, WSJNL File. 

284 MUOLO & PADILLA, supra note 214, at 184; see also Lingling Wei, Subprime Lenders May 
Face Funding Crisis, WALL ST. J., Jan. 10, 2007, at B12, available at LEXIS, News Library, WSJNL 
File (describing the dependence of nonbank mortgage companies on warehouse lines of credit from 
LCFIs); Arthur E. Wilmarth, Jr., Viewpoint: Agencies Can’t Deny Subprime Culpability, AM. BANKER, 
Oct. 12, 2007, at 11, available at LEXIS, News Library, AMBNKR File (pointing out that (i) 
“wholesale lenders and securitizers, including many of the largest national banks and federal thrifts and 
their affiliates, were the driving forces behind the subprime lending boom,” and (ii) “[w]hen wholesale 
lenders and securitizers stopped financing nondepository lenders, the lenders quickly went out of 
business”). 

285 Paul Muolo, 2007 Subprime Off 70%, NAT’L MORTGAGE NEWS, May 12, 2008, at 1, available 
at LEXIS, News Library, NMN File. 

286 Id.; see also MUOLO & PADILLA, supra note 214, at 1–2, 5–21, 176–77, 199–203, 242–47, 
250–69, 274; Mayer et al., supra note 256, at 28 (noting that “[n]onprime lending leveled off in 2006, 
dropped dramatically in the first half of 2007, and became virtually nonexistent through most of 
2008”).  

287 See generally Mayer et al., supra note 256; Patrick Bajari et al., An Empirical Model of 
Subprime Mortgage Default from 2000 to 2007, at 5–6, 26–27, 31–34 (Nat’l Bur. Econ. Res., Working 
Paper No. 14625, 2008), available at http://www.nber.org; Yuliya Demyanyk & Otto Van Hemert, 
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subprime mortgages increased every year after 2001, reflecting a 
“monotonic deterioration in loan quality.”288 

The increasing risks of nonprime mortgages were reflected in four key 
characteristics.  First, the percentages of nonprime mortgages with second 
(piggyback) loans rose sharply between 2003 and 2006.289  Piggyback 
loans enabled nonprime borrowers to borrow up to the full appraised value 
of their homes without obtaining purchase mortgage insurance.290  Due to 
the growing use of second loans, a majority of subprime and Alt-A 
mortgages originated in 2006 had combined loan-to-value (CLTV) ratios 
of more than 80%.291 

Second, the percentage of nonprime loans originated with less than full 
documentation of the borrower’s income or assets increased significantly 
between 2003 and 2006.292  Low- and no-documentation loans did not 
require borrowers to verify their ability to pay their debts.  Instead, lenders 
extended such loans based primarily on the borrowers’ FICO credit scores.  
Such loans enabled borrowers (often with encouragement from loan 
officers or brokers) to fabricate their income and assets.293  

Third, the percentage of nonprime mortgages with adjustable interest 
rates (ARMs) rose substantially from 2003 to 2006.294  In contrast to fixed-
rate mortgages, ARMs exposed borrower to “payment shock” each time 

                                                                                                                          
Understanding the Subprime Mortgage Crisis (Dec. 5, 2008), available at http://papers.ssrn. 
com/sol3/papers.cfm?abstract_id=1020396; Giovanni Dell’Ariccia et al., Credit Booms and Lending 
Standards: Evidence from the Subprime Mortgage Market (Feb. 2008), available at http://papers. 
ssrn.com/sol3/papers.cfm?abstract_id=1100138); Atif Mian & Amir Sufi, The Consequences of 
Mortgage Credit Expansion: Evidence from the 2007 Mortgage Default Crisis (Nat’l Bur. Econ. Res., 
Working Paper No. 13936, 2008), available at http://www.nber.org. 

288 Demyanyk & Van Helmert, supra note 287, at 3 & fig.2; see also Mayer et al., supra note 256, 
at 40–42 & fig.2. 

289 Compare McCoy Testimony, supra note 251, at 5 fig.2 (showing that subprime loans with 
second loans increased from 10% in 2003 to 31% in 2006, while Alt-A loans with second loans rose 
from 23% to 55%), with Mayer et al., supra note 256, at 32 tbl.2, Panel C (reportng that subprime loans 
with piggyback loans increased from 7% in 2003 to 28% in 2006, while Alt-A loans with piggybacks 
increased from 12% to 42%).  

290 Avery et al., supra note 276, at A111, A117. 
291 McCoy Testimony, supra note 251, at 5 fig.2 (showing that the percentage of subprime loans 

with CLTV ratios above 80% increased from 56% in 2003 to 64% in 2006, while the share of similar 
Alt-A loans rose from 33% to 55%). 

292 Compare McCoy Testimony, supra note 251, at 5 fig.2 (showing that the percentage of 
subprime loans with less than full documentation rose from 36% in 2003 to 45% in 2006, while the 
share of similar Alt-A loans grew from 72% to 81%), with Mayer et al., supra note 256, at 32 tbl.2, 
Panel C (reporting that the percentage of subprime loans with less than full documentation increased 
from 32% in 2003 to 38% in 2006, while the share of similar Alt-A loans rose from 63% to 80%). 

293 MUOLO & PADILLA, supra note 214, at 86–87, 123–25, 158–62, 197; Dan Levy & Bob Ivry, 
Alt-A Mortgages Next Risk for Housing Market as Defaults Surge, BLOOMBERG.COM, Sept. 12, 2008.  
The use of FICO credit scores to measure the creditworthiness of borrowers became “standard 
practice” in the mortgage industry in the 1990s.  MUOLO & PADILLA, supra note 214, at 41 & n.6.  

294 Mayer et al., supra note 256, at 31 tbl.2 (showing that the subprime ARMS as a percentage of 
all subprime mortgages rose from 70% in 2003 to 80% in 2006, while Alt-A ARMS as a percentage of 
all Alt-A mortgages increased from 31% to 61%). 
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the interest rates on their mortgages reset.295  More than three-quarters of 
the subprime mortgages originated during this period were ARMs known 
as “2/28” and “3/27” loans.  Those loans offered a fixed “teaser” rate of 
interest for either two or three years.  After the teaser rate period ended, the 
interest rates on 2/28 and 3/27 loans adjusted periodically (usually every 
six months).296  Teaser rates for 2/28 and 3/27 loans were higher than 
interest rates on conforming fixed-rate mortgages, and periodic resets on 
such loans usually produced interest rate increases of several percentage 
points over the life of the loans.297  Alt-A ARMs were usually structured as 
5/25 loans, with a smaller portion structured as 2/28 or 3/27 loans.298  As a 
practical matter, the interest rate escalation schedules for nonprime ARMS 
put considerable pressure on borrowers to refinance their loans before the 
end of the teaser rate period.299 

Fourth, the percentage of “interest only” (IO) ARM subprime loans 
increased significantly from 2003 to 2006, as did the share of Alt-A loans 
that were either IO ARMs or “option ARMs.”300  IO ARMs and option 
ARMs allowed borrowers to defer any payment of principal on their loans 
during the early years of their loans.  IO ARMs and option ARMs therefore 
left borrowers with little or no equity when they needed to refinance at the 
end of the teaser period, unless the market value of their homes had risen 
significantly after they took out their mortgages.  Lenders were unlikely to 
allow nonprime borrowers to refinance their loans if their homes did not 
contain a substantial amount of residual equity.301   

Lacking any effective restraint from federal regulators, nonprime 
lenders extended huge volumes of nonprime ARMs with high-risk features 
                                                                                                                          

295 Ashcraft & Schuermann, supra note 83, at 16–17.  
296 Id.; Mayer et al., supra note 256, at 30, 31 tbl.2. 
297 Ashcraft & Schuermann, supra note 83, at 16, 18 tbl.6 (showing that interest rates for 2/28 and 

3/27 loans originated by New Century in 2006 were scheduled to increase by 7% over the life of the 
loans); Mayer et al., supra note 256, at 32 tbl.2, Panel D (showing that teaser rates for 2/28 and 3/27 
subprime loans averaged 7.7% from 2003 to 2007). 

298 Ashcraft & Schuermann, supra note 83, at 20 tbl.9. 
299 Id. at 16–18; Bar-Gill & Warren, supra note 242, at 53–54; Gorton, supra note 87, at 16–17.  
300 Mayer et al., supra note 256, at 32 tbl.2, Panel C (showing that the percentage of IO subprime 

loans inreased from 2% in 2003 to 13% in 2006, while the share of IO Alt-A loans increased from 16% 
to 44% and the portion of Atl-A loans allowing negative amortization rose from 2% to 26%).  IO 
ARMs permit borrowers to pay only the accrued interest and to defer payments of principal for a period 
of up to five years.  An option ARM permits the borrower to choose among several payment plans, 
including a negative amortization plan that allows the borrower to pay no principal and less than the 
accrued interest until the loan reaches 110% or 120% of its original amount, or for up to five years.  
MUOLO & PADILLA, supra note 214, at 124; Aschraft & Schuermann, supra note 83, at 17; Levy & 
Ivry, supra note 293; Mayer et al., supra note 256, at 33. 

301 Ashcraft & Schuermann, supra note 83, at 17–18, 23; Mayer et al., supra note 256, at 38–40.  
Nonprime borrowers typically needed to accumulate additional equity in their homes in order to 
refinance their loans, because nonprime lenders required refinancings to satisfy CLTV ratios that were 
lower than the ratios applied to purchase transactions.  See id. at 31 tbl.2, Panel B (showing that the 
average CLTV ratios for subprime and Alt-A purchase loans from 2003 to 2007 were 95%: and 90%, 
respectively, while the average CLTV ratios for subprime and Alt-A refinancing loans were 80% and 
76%, respectively). 
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to “millions of Americans who had little or no chance of making payments 
on those loans to maturity.”302  This lending strategy “effectively turned the 
U.S. housing market into a system of Ponzi finance, where new debt was 
needed to service the old,” and such a system could only last as long as 
housing prices kept rising.303  The complex design of nonprime ARMs, 
including multiple interest rate resets and the lack of equity accumulation, 
meant that borrowers were likely to default if they could not refinance 
before the teaser period expired.304  While the housing boom lasted, many 
nonprime borrowers refinanced their loans (several times, in some cases) 
by taking out new ARMs with similar teaser rate and interest escalation 
features.305  Half of the Alt-A mortgages and nearly two-thirds of the 
                                                                                                                          

302 FLECKENSTEIN & SHEEHAN, supra note 273, at 157–59, 176–77 (quoting report by Robert 
Campbell).  A few federal officials expressed concerns about the growing volumes of nonprime ARMs 
that were made without regard to the borrower’s ability to pay beyond the initial teaser rate period.  See 
Edmund L. Andrews, Fed and Regulators Shrugged as the Subprime Crisis Spread, N.Y. TIMES, Dec. 
18, 2007, at A1 (citing concerns expressed by FRB Governor Edward Gramlich and Treasury Assistant 
Secretary Sheila Bair during 2000–2002).  However, federal agencies did not adopt any official 
warnings about the dangers of high-risk ARMs until September 2006, when they issued joint 
“guidance” about option ARMs.  Federal agencies issued broader “guidance” in June 2007 concerning 
the need to underwrite ARMs based on the borrowers’ ability to pay the fully amortized interest rate 
instead of the teaser rate.  Id.; see also McCoy Testimony, supra note 251, at 15 & n.41, 17–20 
(“IndyMac, WaMu, and Downey apparently treated the guidances as solely advisory, however, as 
evidenced by the fact that all three made substantial numbers of hazardous loans in late 2006 and in 
2007 in direct disregard of an interagency guidance on nontraditional mortgages issued in the fall of 
2006 and subscribed to by OTS that prescribed underwriting ARMs to the fully indexed rate.”).  
Nevertheless, several large national banks and federal thrifts, which were leading nonprime lenders, 
apparently ignored the agencies’ nonbinding guidance and continued to make high-risk option ARMs 
and subprime loans.  Federal agencies did not adopt binding regulations, which required subprime 
lenders to verify the borrower’s ability to pay the fully amortized interest rate, until June 2008.  See 
McCoy Testimony, supra note 251, at 16–22; see also MUOLO & PADILLA, supra note 214, at 215, 218 
(describing a speech given by Lewis Ranieri at a “Housing Summit” hosted by the OTS on Dec. 11, 
2006, in which Ranieri warned that “about 40 percent” of the option ARMs being sold in the secondary 
market did not satisfy the federal regulators’ 2006 guidance, which had “no teeth” in any case).   

303 FLECKENSTEIN & SHEEHAN, supra note 173, at 177 (quoting report by Robert Campbell).  See 
Jose Gabilondo, Leveraged Liquidity: Bear Raids and Junk Loans in the New Credit Market, FIU Leg. 
Stud. Res. Paper Ser. Res. Paper No. 08-01, Oct. 2008, at 26–27 (noting economist Hyman Minsky’s 
description of “Ponzi financing” as a lending arrangement in which the borrower must refinance the 
loan in order to pay both principal and accrued interest), available at http://ssrn.com/abstract=1141955.   

304 See Ashcraft & Schuermann, supra note 83, at 16–18 (“Without significant income growth 
over the first two years of the loan, it seems reasonable to expect that borrowers will struggle to make 
these higher payments. It begs the question why such a loan was made in the first place.”); Gorton, 
supra note 87, at 13, 16–17, 32 (“The ability of subprime and Alt-A borrowers to sustain their 
mortgage payments depends heavily on house price appreciation because of the need for refinancing”); 
McCoy Testimony, supra note 251, at 8–9 (“Chief among those risks was payment shock—in other 
words, the risk that monthly payments would rise dramatically upon rate reset.”). 

305 See FLECKENSTEIN & SHEEHAN, supra note 173, at 154–55 MORRIS, supra note 172, at 68–69; 
Ashcraft & Schuermann, supra note 83, at 16–18, 21–23; Gorton, supra note 87, at 13, 16–17, 32; see 
also Yuliya S. Demyanyk, Quick Exits of Subprime Mortgages, 91(2) FED. RES. BANK OF ST. LOUIS 
REV., 79, 89–91 (finding that subprime mortgages originated during 2001–06 were terminated by 
refinancing or default at a rate of 50% within two years and 80% within three years), available at 
http://research.stlouisfed.org/publications/review/09/03/Demyanyk.pdf.  In one extreme case involving 
an elderly woman in Hackensack, New Jersey, subprime lenders refinanced her mortgage thirteen times 
between December 1999 and January 2007.  The refinancings were all performed on a “no doc” basis 
and increased the outstanding principal amount from $142,000 to $544,000.  The subprime lenders 
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subprime mortgages originated between 2003 and 2007 were refinancings 
of existing loans.306 

Housing prices rose rapidly from 2001 to 2005, stopped rising in 2006, 
and began to fall sharply in 2007.  At that point, refinancing options 
disappeared for many nonprime borrowers.  Defaults and delinquencies 
accelerated on nonprime loans, and the lending and securitization markets 
essentially shut down for those loans.  By the end of 2008, nearly a quarter 
of subprime mortgages were seriously delinquent or in foreclosure, and a 
fifth of homeowners with mortgages were in a “negative-equity 
position.”307  The virtually simultaneous collapse of housing prices and 
nonprime lending shows that (i) the housing boom was an artificial bubble 
created by increasingly risky loans extended to nonprime borrowers; and 
(ii) the housing bubble was doomed to burst as soon as nonprime 
borrowers were no longer able to refinance their crushing debt burdens.308 

  c.  Securitization of Nonprime Mortgages Created Conflicts of 
Interest that Encouraged Higher-Risk Lending Practices 

As previously discussed, the securitized share of nonprime loans 
increased significantly between 2001 and 2006, during the same period 
when lending standards were declining.309  Five studies have confirmed the 
linkage between higher levels of securitization and higher-risk lending.  
Two studies concluded that lenders were more likely to use lax screening 
methods when they made loans that were likely to be securitized.310  A 

                                                                                                                          
included several LCFIs—“Wells Fargo, Wachovia, IndyMac, Countrywide, . . . Washington Mutual, 
[and] Chase”—as well as nonbank lenders (“Ameriquest, American Brokers Conduit, [and] American 
Home Mortgage Service”).  Abby Aguirre, The Neediest Cases: After a Nightmare of Refinancing, 
Hope, N.Y. TIMES, Nov. 9, 2008, at A47.  

306 Mayer et al., supra note 256, at 32 tbl.2, Panel C (showing that 37% of subprime mortgages 
and 50% of Alt-A mortgages during 2003–2007 were purchase loans); see also Demyanyk, supra note 
305, at 83–84, 89–90 (stating that 60% to 70% of a large sample of subprime loans outstanding in 2008 
were refinancings of previous subprime loans). 

307 Kate Berry, Fifth of First- and 2d-Lien Loans Said Underwater, AM. BANKER, Mar. 5, 2009, at 
11; Paul Muolo, MBA Reports a Record Jump in National Delinquency Rate, AM. BANKER, Mar. 6, 
2009, at 11.  For discussions of the collapse of housing prices and refinancing opportunities after 2006, 
see, for example, Gorton, supra note 87, at 31–32; Gregory A. Krohn & William R. Gruver, The 
Complexities of the Financial Turmoil of 2007 and 2008 4–5 (Bucknell Univ. Working Paper Group, 
Paper 10, 2008), available at http://ssrn.com/abstract=1282250; see also supra notes 285–86 and 
accompanying text (discussing the collapse of the nonprime lending and securitization markets in mid-
2007).  

308 FLECKENSTEIN & SHEEHAN, supra note 173, at 168–78; MORRIS, supra note 172, at 65–72; 
Demyanyk & Van Helmert, supra note 287, at 1–8, 28–29; Mian & Sufi, supra note 287, at 1–6, 31–
33; see also Demyanyk, supra note 305, at 89–91 (finding that subprime borrowers were able to 
refinance their loans during the rapid appreciation of home prices during 2003–2004, but subprime 
defaults rose sharply during 2006–2007 when housing prices stopped rising and borrowers were no 
longer able to refinance). 

309 See supra note 265 and accompanying text.  
310 See Uday Rajan et al., The Failure of Models that Predict Failure: Distance, Incentives and 

Defaults, 1–3, 25–28 (Stephen M. Ross School of Business at the University of Michigan, Research 
Paper No. 1122, 2008), available at papers.ssrn.com/sol3/papers.cfm?abstract_id=1296982 (finding 
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third study found that subprime lending standards declined significantly in 
metropolitan areas that experienced entry by large, out-of-market financial 
institutions and other lenders that securitized a larger percentage of their 
loans.311  A fourth study found that communities received higher-risk 
subprime loans and recorded higher default rates if lenders to those 
communities sold off a higher percentage of those loans for 
securitization.312  A fifth study determined that banks which securitized a 
higher percentage of their mortgages during 2006 and 2007 subsequently 
reported significantly higher foreclosure rates and charge-offs on those 
loans.313  

Conflicts of interest created by the OTD model provide the most likely 
explanation for the links between securitization, higher-risk loans and 
rising default rates.  Lenders had perverse incentives to originate high-risk 
nonprime loans for securitization, because they could earn significantly 
higher fees if they sold nonprime loans that were packaged into private 
label RMBS, compared with prime conforming loans that were packaged 
into GSE-issued RMBS.  In turn, lenders offered generous incentives 
(including larger commissions and yield-spread premiums) to encourage 
their loan officers and brokers to generate nonprime loans instead of prime 
conforming loans.314  As long as housing prices continued to rise, lenders 
were generally able to transfer the risks inherent in nonprime loans by 
selling them for securitization.315  

                                                                                                                          
that, as the securitized share of subprime loans increased from 2001 to 2006, lenders and RMBS 
underwriters  relied almost exclusively on “hard information” such as borrowers’ FICO scores and 
stopped gathering “soft information” about income or assets, with the result that the lenders’ and 
underwriters’ risk models became increasingly unreliable); Benjamin Keys et al., Did Securitization 
Lead to Lax Screening? Evidence from Subprime Loans 2–4, 20–23 (December 25, 2008) (unpublished 
manuscript), available at http://ssrn.com/abstract=1093137 (finding that subprime loans to borrowers 
with FICO scores slightly above 620—the widely accepted minimum score for securitized loans—
defaulted at a 20% higher rate than similar loans made to borrowers with lower FICO scores, because 
the latter loans were typically held on the lenders’ balance sheets and involved greater screening by the 
lenders). 

311 See Dell’Ariccia et al., supra note 287, at 2, 23–28. 
312 See Mian & Sufi, supra note 287, at 3–5, 27–30. 
313 Purnanandam, supra note 131, at 2–5, 13–17, 21–22. 
314 See MUOLO & PADILLA, supra note 214, at 64–69, 82–87, 120–25, 263–65; Peter S. Goodman 

& Gretchen Morgenson, Saying Yes to Anyone: WaMu Built Empire on Shaky Loans, N.Y. TIMES, Dec. 
28, 2008, at A1 (“WaMu gave mortgage brokers handsome commissions for selling the riskiest loans, 
which carried higher fees, bolstering profits and ultimately the compenstation of the bank’s 
executives”); Gretchen Morgenson, Inside the Countrywide Lending Spree, N.Y. TIMES, Aug. 26, 2007, 
§ 3, at 1 (“The company’s incentive system . . . encouraged brokers and sales representatives to move 
borrowers into the subprime category, even if their financial position meant that they belonged higher 
up the loan spectrum.”).  Lenders and loan brokers frequently misled unsophisticated nonprime 
borrowers as to the true cost of their loans.  For example, the lender or broker could focus the 
borrower’s attention on the low introductory teaser rate (and low monthly payment) offered by 2/28 
and 3/27 ARMs, while the lender’s or broker’s extra compensation remained hidden in a complex maze 
of terms.  McCoy Testimony, supra note 251, at 8–11. 

315 See Engel & McCoy, supra note 84, at 2041; Günter Franke & Jan Pieter Krahnen, The Future 
of Securitization 11, 17–18 (Ctr. For Fin. Studies Working Paper No. 2008/31, 2008), available at 
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Securitizers (i.e., underwriters of private label RMBS) faced a similar 
conflict of interest in pooling nonprime loans and selling RMBS to 
investors.  Like the lenders, RMBS underwriters were tempted to engage in 
adverse selection and sell “lemons” to investors if the underwriters did not 
retain a significant portion of the risks of the transferred loans.316  During 
the subprime lending boom, as further discussed in the next section, 
underwriters of nonprime RMBS were successful in transferring the 
riskiest equity tranches (i.e., the “first loss” tranches) of RMBS to hedge 
funds and other investors.  This development greatly diminished the 
underwriters’ incentives to control and monitor the risks of loans contained 
in securitized nonprime pools.317  Thus, nonprime lenders and RMBS 
underwriters faced perverse incentives to maximize their fee income by 
originating nonprime mortgages and packaging them into RMBS with little 
regard for the default risks of the underlying loans.318    

Investors in private label RMBS relied on the underwriters to perform 
due diligence to ensure that the securitized loans would not experience 
excessive default rates.319  During the housing boom, investors had very 
limited opportunities to perform their own due diligence.  A significant 
percentage of nonprime RMBS were issued in Rule 144A private 
placement offerings that (i) were sold to institutional investors with limited 
disclosures and (ii) were quickly arranged and gave investors little time to 
scrutinize the terms of the offerings.320  Since most investors did little or no 
checking for asset quality, RMBS underwriters frequently cut costs and 
boosted profits by doing minimal due diligence of their own.321   

Investors in nonprime RMBS also relied on investment grade credit 
ratings provided by credit ratings agencies.  However, those ratings were 
solicited and paid for by the underwriters, creating yet another conflict of 
interest that compromised the protections provided to investors.322  

                                                                                                                          
http://www.ifk-cfs.de/fileadmin/downloads/publications/wp/08_31.pdf; Purnanandam, supra note 313, 
at 2–3. 

316 See Engel & McCoy, supra note 84, at 2048–50; Ashcraft & Schuermann, supra note 83, at 5–
7; Franke & Krahnen, supra note 315, at 10–15. 

317 See Engel & McCoy, supra note 84, at 2065–67; Franke & Krahnen, supra note 315, at 15–17; 
see also infra Part III.B.3.d. 

318 See Ashcraft & Schuermann, supra note 83, at 5–7; Franke & Krahnen, supra note 315, at 10–
17; Purnanandam, supra note 313, at 1–5. 

319 See Engel & McCoy, supra note 84, at 2068–70. 
320 Id. at 2070–73; see also MUOLO & PADILLA, supra note 214, at 219–20 (noting that nonprime 

RMBS sold in Rule 144A offerings were “not really public securities that had any genuine scrutiny 
behind them,” because Rule 144A offerings involved “less paperwork and less scrutiny by the SEC”). 

321 MUOLO & PADILLA, supra note 214, at 86–87, 122–25, 183–84; Engel & McCoy, supra note 
84, at 2068–70; Rajan et al., supra note 312, at 1–3.  Wall Street underwriters of RMBS typically hired 
outsourcing firms to perform due diligence and then pressured them to do quick, cursory reviews of 
nonprime loan pools.  MUOLO & PADILLA, supra note 214, at 228–34, 298–99. 

322 MUOLO & PADILLA, supra note 214, at 217, 224, 280–85; Press Release, U.S. Sec. Exch. 
Comm’n, SEC Examinations Find Shortcomings in Credit Rating Agencies’ Practices and Disclosures 
to Investors (July 8, 2008), available at http://www.sec.gov/news/press/2008/2008-135.htm); see also 
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Investors who bought senior tranches of RMBS further believed that their 
investments would be protected by the sequential payment priorities 
attached to those tranches.323  However, as further explained in the next 
section, investors holding senior tranches of structured-finance products 
derived from nonprime loans suffered large losses because of their 
“extreme exposure . . . to declines in aggregate economic conditions (in 
other words, systematic risk).”324 

Between 2001 and 2007, the amount of outstanding nonprime RMBS 
increased nearly tenfold, rising from $160 billion to $1.5 trillion.325  RMBS 
accounted for about three-quarters of the approximately $2 trillion in 
nonprime mortgages that were outstanding in 2008.326  It seems clear in 
retrospect that the tremendous surge in securitization of nonprime 
mortgages after 2001 resulted in a steady deterioration of credit standards 
by both lenders and RMBS underwriters.327  Above all, it was the dominant 
RMBS underwriters—the large financial conglomerates—that drove the 
nonprime lending boom.328  

  d.  LCFIs Multiplied the Risks of Securitization Through 
CDOs, CDS and SIVs 

Financial conglomerates used structured-finance techniques to create 
                                                                                                                          
U.S. SEC. EXCH. COMM’N, SUMMARY REPORT OF ISSUES IDENTIFIED IN THE COMMISSION STAFF’S 
EXAMINATIONS OF SELECT CREDIT RATING AGENCIES 23–27, 31–32 (2008), available at 
http://www.sec.gov/news/studies/2008/craexamination070808.pdf (finding evidence of “conflicts of 
interest due to the ‘issuer pays’ model in rating structured finance products”).  For studies confirming 
that conflicts of interest were created by the LCFIs’ payment of fees to credit ratings agencies for 
assigning investment ratings to nonprime RMBS and related CDOs, see, for example, Patrick Bolton et 
al., The Credit Ratings Game passim (Nat’l Bureau of Econ. Research Working Paper 14712, 2009); 
Joshua Coval et al., supra note 82, at 19–22; Jeffrey Manns, Rating Risk After the Subprime Mortgage 
Crisis: A User Fee Approach for Rating Agency Accountability, N.C. L. REV. (forthcoming) 
(manuscript at 3–4, 26–34), available at http://ssrn.com/abstract=1199622; Frank Partnoy, How and 
Why Credit Rating Agencies Are Not Like Other Gatekeepers (Univ. of San Diego Sch. of Law Leg. 
Stud. Res. Paper No. 07-46, May 2006) (manuscript at 60, 68-80, available at 
http://ssrn.com/abstract=900257); Roger Lowenstein, Triple-A Failure, N.Y. TIMES, Apr. 27, 2008, § 
MM (Magazine), at 36, available at LEXIS, News Library, NYT File. 

323 Engel & McCoy, supra note 84, at 2047–48, 2060–61; see also supra notes 86–87 and 
accompanying text (discussing the sequential payment priorities and subordination features used in 
tranched RMBS).   

324 Coval et al., supra note 82, at 19–20; see also infra Part III.B.3.d. 
325 Gorton, supra note 87, at 14 tbl.2; see also Kate Berry, Bankruptcy Bill Seen Forcing Losses 

on High-Rated MBS, AM. BANKER, Feb. 13, 2009, at 1 (citing Barclays’ estimate that $1.45 trillion of 
private label (nonagency) RMBS were outstanding).  

326 Levy & Ivry, supra note 293 (stating that $1 trillion of Alt-A mortgages and $855 billion of 
subprime mortgages were outstanding); Paul Muolo, Subprime Overdues Hit 33%, NAT’L MORTGAGE 
NEWS, Dec. 8, 2008, at 1 (reporting that $850 billion of subprime mortgages were outstanding); 
Finance & Economics: Mortgage losses: Move Over, Subprime, ECONOMIST, Feb. 7, 2009 (reporting 
that $1.3 trillion of Alt-A mortgages were outstanding).   

327 MUOLO & PADILLA, supra note 214, at 166–68, 180–91, 216–25, 254, 263–65, 277–81, 295. 
328 Id. at 281 (concluding that, during the nonprime lending boom, “Wall Street was in charge – 

lending money to nonbank originators (thorugh warehouse lines), buying and securitizing the loans, 
designing the loan products, and then eventually owning some of the rank-and file lenders”); see also 
supra Part III.B.3.a (reaching same conclusion). 
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several categories of investment instruments whose risks and returns were 
derived from nonprime mortgages.  As a practical matter, these structured-
finance instruments created an inverted pyramid of risk, because the 
combined face values of the structured-finance instruments (representing 
the inverted “base” of the pyramid) were much larger than the “apex” of 
nonprime mortgages whose performance dictated the value of the 
instruments.  Put another way, LCFIs used structured-finance instruments 
to pile multiple layers of financial bets on top of nonprime mortgages.  In 
addition, while LCFIs spread the risks of those bets among a large universe 
of investors, LCFIs also retained significant risks in two ways.  First, 
LCFIs “warehoused” nonprime mortgages, RMBS and CDOs until they 
could be sold to investors.  Second, LCFIs transferred RMBS and CDOs to 
off-balance-sheet structured investment vehicles (SIVs) that relied on 
explicit or implicit support from the LCFIs.  When the subprime crisis 
broke out, LCFIs incurred large losses from their exposures to 
“warehoused” instruments and SIVs.  

As indicated above, about $1.5 trillion of nonprime RMBS were 
outstanding in 2007, accounting for roughly three-quarters of outstanding 
nonprime mortgages.329  Eighty percent or more of nonprime RMBS were 
structured as senior tranches with “AAA” ratings, while approximately 
eighteen percent were packaged as mezzanine tranches (with investment 
grade ratings ranging from “BBB-” to “AA+”) and two percent or less 
were labeled as unrated junior tranches.330  Credit rating agencies (CRA) 
agreed to give “AAA” ratings to senior tranches of nonprime RMBS, based 
on the agencies’ conclusion that senior tranches faced low risks of default 
due to (i) diversification produced by pooling large numbers of nonprime 
mortgages from different geographic regions, (ii) credit protection 
provided to the senior tranches by the subordinated junior and mezzanine 
tranches, and (iii) additional credit enhancements included in structured-
finance RMBS.331  Investors were eager to buy AAA-rated senior tranches 
of RMBS because they offered significantly higher yields than other types 
of AAA-rated investments and carried the same imprimatur from the credit 
rating agencies.332 
                                                                                                                          

329 See supra notes 325–26 and accompanying text. 
330 APRIL 2008 IMF GFS REPORT, supra note 86, at 59–60 (Box 2.2); Gorton, supra note 87, at 24 

& fig.3; Ashcraft & Schuermann, supra note 83, at 30 fig.6 (showing that the “Average Subprime MBS 
Structure” included nearly eighty percent of “AAA” tranches, while the “Average Alt-A Capital 
Structure” included more than ninety percent of “AAA” tranches). 

331 See Coval et al., supra note 82, at 5–7; Gorton, supra note 87, at 19–23; Lowenstein, supra 
note 324; supra note 87 and accompanying text (describing structuring and credit enhancements for 
structured-finance RMBS). 

332 TURNER REVIEW, supra note 185, at 14–15; APRIL 2008 IMF GFS REPORT, supra note 86, at 
55, 56–57 (Box 2.1); Paul Mizen, The Credit Crunch of 2007–2008: A Discussion of the Background, 
Market Reactions, And Policy Responses, FED. RESERVE BANK OF ST. LOUIS REV., Sept.–Oct. 2008, at 
521, 532, 538, 540, available at http://research.stlouisfed.org/publications/review/08/09/Mizen.pdf; 
Bethel et al., supra note 85, at 15–16; see also Ashcraft & Schuermann, supra note 83, at 37 (quoting 
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Financial conglomerates did not stop with nonprime RMBS.  They 
transformed many of the lower-rated tranches of nonprime RMBS into 
AAA-rated investments by re-securitizing RMBS into ABS CDOs.  For 
example, LCFIs pooled tranches of RMBS rated “A” or above to create 
“high grade” CDOs.  Ninety percent or more of the tranches of high grade 
CDOs received “AAA” ratings.333  LCFIs acted even more aggressively by 
pooling “BBB” and “BBB-” tranches of RMBS to create “mezzanine 
CDOs” (so named because their portfolios consisted mainly of mezzanine 
tranches of RMBS).  Approximately three-quarters of the tranches of 
mezzanine CDOs received “AAA” ratings.334   

Financial conglomerates used the same re-securitization process to 
transform mezzanine tranches of CDOs into higher-rated securities issued 
by “CDOs-squared.”  Mezzanine tranches of CDOs were pooled and 
placed in CDOs-squared, which issued tranched securities that consisted 
primarily of AAA-rated securities.  As explained in a 2008 report issued by 
the International Monetary Fund (IMF), “[m]ost of the A- and BBB-rated 
CDO tranches [were] recycled into . . . [CDO-squared] securities,about 85 
percent of which [were] comprised of AAA-rated senior and super-senior 
tranches.”335   

LCFIs had two major reasons for transforming mezzanine tranches of 
nonprime RMBS and CDOs into AAA-rated securities issued by CDOs 
and CDOs-squared.  First, re-securitization allowed LCFIs to create ever-
higher percentages of AAA-rated investments based on nonprime 
mortgages.  Many institutional investors (including banks, insurance 
companies, mutual funds and pension funds) were limited to buying AAA-
rated securities by legal requirements or their investment mandates.  Such 
investors were eager to buy AAA-rated CDO and CDO-squared bonds, 
because their yields were among the highest available on AAA-rated 
securities.336   
                                                                                                                          
(i) a statement by Moody’s in 2004 affirming the “comparability of [its rating] opinions . . . regardless 
of . . . [the] asset class, or type of fixed-income debt”; and (ii) a statement by Standard & Poor’s in 
2007 declaring that “[o]ur ratings represent a uniform measure of credit quality . . . across all types of 
debt instruments.  In other words, an ‘AAA”rated corporate bond should exhibit the same degree of 
credit quality as an ‘AAA’ rated securitized issue”); supra note 322 and accompanying text (discussing 
problems resulting from conflicts of interest faced by credit ratings agencies in assigning investment 
grade ratings to nonprime RMBS).    

333 2008 BASEL CRT REPORT, supra note 83, at 4–5, 49; APRIL 2008 IMF GFS REPORT, supra 
note 86, at 59–60 (Box 2); Gorton, supra note 87, at 23–24; Gergory A. Krohn & William R. Gruver, 
The Complexities of the Financial Turmoil of 2007 and 2008, at 9 (Working Paper Oct. 7, 2008), 
available at http://ssrn.com/abstract=1282250; see also supra note 105 and accompanying text 
(discussing ABS CDOs).  

334 See authorities cited supra note 333. 
335 APRIL 2008 IMF GFS REPORT, supra note 86, at 59 (Box 2). 
336 See MORRIS, supra note 172, at 76–79, 113; April 2008 IMF GFS Report, supra note 86, at 

59–60 (Box 2); 2008 BASEL CRT REPORT, supra note 83, at 7–9, 42–45; Bethel et al., supra note 85, at 
15–16; Coval et al., supra note 82, at 4, 19; see also Michael Lewis, The End, PORTFOLIO (Condé Nast, 
Inc.), Dec. 2008, available at  http://www.portfolio.com/news-markets/national-news/portfolio/ 
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Second, mezzanine tranches of RMBS and CDOs were not easy to sell 
to investors.  As noted above, many traditional institutional investors were 
limited to buying AAA-rated securities, and many hedge funds preferred to 
buy junior unrated tranches of RMBS and CDOs because those tranches 
offered the highest yields.337  Mezzanine tranches of RMBS and CDOs 
were less attractive to investors, evidently because mezzanine tranches 
were viewed as too risky in comparison to their yields.  However, the risks 
of mezzanine tranches could be obscured—and the potential universe of 
investors for such tranches could be greatly expanded—if mezzanine 
tranches of RMBS and CDOs were repackaged as AAA-rated tranches of 
CDOs and CDOs-squared.338   

Thus, the ability of LCFIs to re-securitize mezzanine tranches of 
RMBS and CDOs apparently played an important role in their marketing 
and distribution of structured-finance RMBS and CDOs.  By re-
securitizing the mezzanine tranches, LCFIs did not have to retain them on 
their balance sheets.  Nor did they have to retain the junior “first loss” 
tranches, because hedge funds were eager to buy those tranches.  However, 
LCFIs often retained indirect exposures to the risks of junior tranches of 
RMBS and CDOs, because LCFIs extended credit to hedge funds to 
finance their purchases of those tranches.  Thus, LCFIs created the illusion 
that they had transferred all of the risks of the subordinated tranches of 
RMBS and CDOs, but they often failed to do so in reality.339 

In addition to ABS CDOs, financial conglomerates created hybrid and 
synthetic CDOs.  Hybrid CDOs managed pools of assets that included 
nonprime RMBS as well as CDS that provided credit protection with 
respect to the performance of nonprime RMBS or indices based on 
nonprime RMBS.  Synthetic CDOs managed pools consisting entirely of 
CDS that provided credit protection with reference to the performance of 

                                                                                                                          
2008/11/11/The-End-of-Wall-Streets-Boom (quoting hedge fund manager Steve Eisman’s conclusion 
that the re-securitization of BBB-rated mezzanine tranches of RMBS into AAA-rated tranches of CDOs 
created an “engine of doom” because AAA-rated CDO bonds could be sold to “investors—pension 
funds, insurance companies—who were allowed to invest only in highly rated securities”). 

337 See MORRIS, supra note 172, at 113–18; BANK FOR INT’L SETTLEMENTS, COMMITTEE ON THE 
GLOBAL FINANCIAL SYSTEM, RATINGS IN STRUCTURED FINANCE: WHAT WENT WRONG AND WHAT 
CAN BE DONE TO ADDRESS SHORTCOMINGS? 11 n.16 (CGFS Papers No. 32, July 2008), available at 
http://www.bis.org/publ/cgfs32.htm [hereinafter 2008 CGFS STRUCTURED FINANCE PAPER]; Gorton, 
supra note 87, at 29; Bethel et al., supra note 85, at 15–16. 

338 See MORRIS, supra note 172, at 79; April 2008 IMF GFS REPORT, supra note 86, at 59 (Box 
2.2.); Gorton, supra note 87, at 25. 

339 See MORRIS, supra note 172, at 113–23; see also Carrick Mollenkamp & Serena Ng, Housing, 
Bank Troubles Deepen: Hedge Funds Squeezed as Lenders Get Tougher, WALL ST. J., Mar. 7, 2008, at 
A1, available at LEXIS, News Library, WSJNL File (reporting that (i) “[l]oans from banks and 
brokerages had allowed hedge funds, which manage $1.9 trillion in clients’ money, to amass many 
times that amount in investments,” and (ii) the recent failure of a London hedge fund had left “14 
lenders—including [Deutsche, Goldman, Lehman, Merrill, Morgan Stanley and UBS]—holding as 
much as $17 billion in problematic mortgage securities”).  
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nonprime RMBS or related indices.340  In practical effect, the packaging of 
CDS into synthetic CDOs enabled LCFIs to create a new class of 
investments that mimicked the performance of nonprime mortgages, even 
though the CDOs did not own either the mortgages themselves or 
nonprime RMBS.341  

Approximately $1.5 trillion of CDOs were issued in global markets 
between 2004 and 2007, and about $2 trillion of CDOs were outstanding in 
2007.342  While precise figures are not publicly available, it appears that 
half of more of those CDOs included exposures to nonprime mortgages.343  
Between 2005 and 2007, ABS CDOs, hybrid CDOs and synthetic CDOS 
assembled portfolios that increasingly focused on actual or synthetic 
exposures to subprime RMBS, because investors’ demand for exposures to 
subprime RMBS “exceeded supply by a wide margin” during those 
years.344  The growth of hybrid and synthetic CDOs meant that “the actual 
supply of real subprime mortgages . . . [was] no longer a limit to creating 
CDOs based on those instruments.”345 

In addition, insurers created additional financial bets related to 
nonprime mortgages by writing CDS to protect against defaults on ABS, 
RMBS and CDOs.  Monoline bond insurers wrote more than $1 trillion of 
CDS with respect to ABS, RMBS and CDOs from 2002 to 2007, including 
$450 billion of CDS protecting holders of super-senior tranches of 
CDOs.346  AIG wrote $80 billion of CDS to provide similar protection for 
super-senior tranches of CDOs with exposures to subprime mortgages.347  

                                                                                                                          
340 See Morris, supra note 172, at 75–76, 113–14; 2008 BASEL CRT REPORT, supra note 83, at 5, 

36; Gorton, supra note 87, at 28–29. 
341 See MORRIS, supra note 172, at 75–76, 113–14; see also Lewis, supra note 338 (quoting Steve 

Eisman’s explanation that synthetic CDOs allowed Wall Street firms to create out of “whole cloth” the 
equivalent of investments based on nonprime mortgages). 

342 See MORRIS, supra note 172, at 76; Gorton, supra note 87, at 26 tbl.5 (“Total issuance” 
column). 

343 See MORRIS, supra note 172, at 78 (stating that “[i]n the boom years of 2005 and 2006, 
probably 80 percent of the securities in CDOs were mortgage-backeds, possibly 70 percent of those 
were below top-grade, and at least half were subprime or second-lien home equity lines”). 

344 2008 BASEL CRT REPORT, supra note 83, at 5; see also Gorton, supra note 87, at 27 (stating 
that “over the period 2005–07 . . . ABS CDO portfolios became increasingly concentrated in US 
subprime RMBS”); id. at 28 tbl.7 (showing that $330 billion of subprime-related ABS CDOs were 
issued between 2005 and 2007); id. at 29 (stating that “mezzanine CDOs issued in 2005–07 used CDS 
to take on significantly greater exposure to the 2005 and 2006 vintages of subprime BBB-rated RMBS 
than were actually issued”). 

345 MORRIS, supra note 172, at 114. 
346 2008 BASEL CRT REPORT, supra note 83, at 15 (reporting that monoline insurers “have written 

roughly $450 billion of super-senior protection on CDOs in the form of CDS contracts”); Review and 
Outlook: The Other $1 Trillion, WALL ST. J., Feb. 13, 2008, at A26, available at LEXIS, News 
Library, WSJNL File (editorial) (explaining that the monoline bond insurance industry had traditionally 
“focused on bonds issued by state and local governments”; however, “[s]ince 2001, the industry has 
insured more than $1 trillion in asset-backed securities, including mortgage-backed securities and 
collateralized debt obligations”).  

347 Robert O’Harrow Jr. & Brady Dennis, Downgrades and Downfall, WASH. POST, Dec. 31, 
2008, at A01, available at LEXIS, News Library, WPOST File; see also supra note 130 and 
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Additional subprime-related CDS were written by other financial 
institutions.  According to one estimate, CDS with gross notional values of 
$45 trillion were outstanding in mid-2007, and about a third of those CDS 
protected holders of “structured finance instruments, like CDOs and 
CLOs.”348  In addition to the CDS provided by insurance companies, it 
appears that hedge funds and banks also wrote significant volumes of CDS 
to protect against defaults on nonprime-related debt instruments.349   

Based on the foregoing analysis, a conservative estimate of the 
outstanding financial bets placed on nonprime mortgages as of 2007 would 
include (i) $500 billion of nonprime mortgages that were not securitized 
and were instead held on lenders’ balance sheets, (ii) $1.5 billion of 
nonprime RMBS, (iii) at least $1 trillion of CDOs with nonprime 
exposures, and (iv) at least $1 trillion (and probably much more) of CDS 
protecting against default of nonprime-related debt instruments.350  Thus, 
the total volume of financial instruments with exposures to nonprime 
mortgages was at least twice as large as the $2 trillion of outstanding 
nonprime mortgages. 

Citigroup and Merrill were the two largest managers of CDOs between 
2004 and 2007.351  Their leading positions in the CDO market reflected the 
decision of each company to create a “beginning-to-end subprime 
mortgage factory,” which included (i) originating and securitizing 
subprime mortgages and (ii) underwriting and distributing RMBS and 
CDOs, while collecting lucrative fees at each step of the process.352  UBS 
also established a large presence in the subprime RMBS and CDO markets 
during the same period, because UBS decided to pursue pursue a “growth 
at any cost” strategy in those markets in order to catch up to the leading 
U.S. investment banks.353 

Citigroup, Merrill, UBS and other LCFIs faced multiple exposures to 
loss when the subprime crisis broke out in August 2007.  LCFIs confronted 
“warehouse risk” because they held nonprime loans that they had not yet 
securitized as well as tranches of CDOs and RMBS that they had not yet 

                                                                                                                          
accompanying text (identifying AIG as the largest life insurer and second largest property and casualty 
insurer in the U.S.). 

348 MORRIS, supra note 172, at 130–31 (citing estimate by Peter L. Bernstein). 
349 Id. at 131, 113–18. 
350 See supra notes 328–29, 345–49 and infra notes 50–52 and accompanying text. 
351 MUOLO & PADILLA, supra note 214, at 220; see supra note 109 and accompanying text. 
352 MUOLO & PADILLA, supra note 214, at 220, 222; see also Eric Dash & Julie Creswell, 

Citigroup Pays for a Rush to Risk, N.Y. TIMES, Nov. 23, 2008, at A1, available at LEXIS, News 
Library, NYT File; Gretchen Morgenson, The Reckoning: How the Thundering Herd Faltered and Fell, 
N.Y. TIMES, Nov. 9, 2008, § BU (Money & Bus.), at 1, available at LEXIS, News Library, NYT File. 

353 MUOLO & PADILLA, supra note 214, at 260, 308; Blundell-Wignall & Atkinson, supra note 
200, at 90–93; Allison Pyburn, ML Leads Banner CDO Year, ASSET SECURITIZATION REP., Jan. 8, 
2007, available at LEXIS, News Library, ASTSRP File (reporting that “UBS made notable strides in 
2006” in the U.S. CDO market).  
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distributed to investors.354  In addition, Citigroup, Merrill, UBS and other 
LCFIs deliberately retained super-senior tranches of CDOs in their 
investment portfolios and purchased CDS protection for those tranches 
from insurers in order to engage in “profitable negative basis trades.”355   

In addition, Citigroup, HSBC, Societe Generale, and several other 
major banks set up structured investment vehicles (SIVs) and SIV-lites, 
which were off-balance-sheet (OBS) entities designed to purchase AAA-
rated securities from their bank sponsors.  SIVs and SIV-lites were 
exposed to severe liquidity risks because they relied, for a substantial 
portion of their funding, on short-term, asset-backed commercial paper 
(ABCP) that had to be renewed every few months. To offset those liquidity 
risks, the bank sponsors typically provided either partial or full credit lines 
to assure funding for the SIVs and SIV-lites if their ABCP could not be 
renewed.356  By 2007, SIVs and SIV-lites held $400 billion of assets 
consisting of ABS, CMBS, RMBS, CLOs, CDOs, and debt issued by 
LCFIs.357  After the subprime crisis broke out, SIVs suffered significant 
losses and, in many cases, were unable to roll over their ABCP.  Citigroup, 
HSBC and Societe Generale were forced to rescue their SIVs, thereby 
brining $130 billion of assets back onto their balance sheets.358   

The SIV rescues showed that LCFIs felt obliged, for reasons of 
“reputation risk,” to support OBS entities that they had sponsored, even 
when they did not have explicit contractual commitments to do so.359  
Thus, in the same way that LCFIs created major risks when they 
“warehoused” nonprime mortgage-related assets, LCFIs exposed 
themselves to significant losses when they transferred similar assets to 
sponsored OBS entities.  In both cases, LCFIs did not follow a true OTD 

                                                                                                                          
354 2008 BASEL CRT REPORT, supra note 83, at 2, 9, 14, 16; BRIAN GORDON & ADRIAN D’SILVA, 

HEDGES IN THE WAREHOUSE: THE BANKS GET TRIMMED, CHICAGO FED LETTER NO. 249 (2008), 
available at www.chicagofed.org/economic_research_and_data/chicago_fed_letter.cfm. 

355 Gorton, supra note 87, at 25–26 & n.13.  In a typical negative basis trade, the bank bought a 
super-senior CDO tranche and a CDS providing protection for the tranche.  The bank treated the 
transaction as a simultaneous purchase and sale of the tranche and recognized income equal to the net 
present value of the difference between (i) the stream of payments expected from the tranche and (ii) 
the smaller stream of premium payments payable on the CDS.  Id.; see also David Henry & Matthew 
Goldstein, Death of a Bond Insurer, BUS. WEEK, Apr. 14, 2008, available at LEXIS, News Library, 
BUSWK File. 

356 April 2008 IMF GFS REPORT, supra note 86, at 69–72; 2008 BASEL CRT REP., supra note 83, 
at 45; Gorton, supra note 87, at 29–30. 

357 April 2008 IMF GFS REPORT, supra note 86, at 70–71 (Box 2.5); Gorton, supra note 87, at 30 
& n.18. 

358 April 2008 IMF GFS REPORT, supra note 86, at 73–74 (Box 2.6) (stating that Citigroup 
absorbed $84 billion onto its balance sheet from seven SIVs); Paul J. Davies, SocGen joins SIV bail-out 
banks in grip of funds crisis, Fin. Times (Asia ed.), Dec. 11, 2007, at 26 (reporting that HSBC and 
Societe Generale had absorbed $50 billion of assets onto their balance sheets from SIVs). 

359 2008 BASEL CRT REPORT, supra note 83, at 16, 26.  Citigroup rescued its SIVs despite having 
publicly declared that that “it had ‘no contractual obligation’ to provide full support to any of its SIVs.”  
Robin Sidel et al., Citigroup Alters Course, Bails Out Affiliated Funds, WALL ST. J., Dec. 14, 2007, at 
A1, available at LEXIS, News Library, WSJNL File (quoting SEC filing made by Citigroup).   
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strategy.  Instead, LCFIs pursued an “originate to not really distribute” 
strategy, which prevented financial regulators and analysts from 
understanding the true risks created by the LCFIs’ involvement with 
nonprime mortgage-related assets.   

By 2008, Citigroup, Merrill, UBS and several other major LCFIs were 
crippled by losses resulting from their exposure to nonprime mortgages 
and related instruments.360  Why did LCFIs and CRAs fail to appreciate the 
risks they were assuming by creating multiple layers of financial bets that 
depended on the performance of nonprime mortgages?  At least five 
factors appear to explain the failure of risk analysis at LCFIs and CRAs.  
First, both LCFIs and CRAs assumed that U.S. housing prices would 
continue to rise indefinitely.  The risk models used by financial 
conglomerates and CRAs failed to include any scenario that calculated 
potential losses resulting from a significant nationwide reduction in 
housing prices.361  Second, CRAs assumed that senior tranches of RMBS 
and CDOs derived from large pools of nonprime mortgages would have 
very low default risks, due to the benefits of (1) risk diversification from 
pooling and (2) payment seniority from tranching.  CRAs failed to 
recognize that senior tranches of nonprime RMBS and CDOs were 
exposed to significant systematic risks because (i) the intense demand for 
nonprime-related investments caused lenders to relax their standards for 
nonprime loans as the housing boom continued, and (ii) a serious and 
widespread recession in the U.S. economy would inflict large losses on 
holders of RMBS and CDOs, given the highly vulnerable financial 
condition of most nonprime borrowers.362 

Third, the ability to earn lucrative fees from distributing and rating 
nonprime RMBS and CDOs evidently blinded both LCFIs and CRAs to 
the embedded risks in those instruments.363  Fourth, senior managers and 

                                                                                                                          
360 See infra notes 424-30 and accompanying text.  
361 See, e.g., SHILLER, supra note 195, at 54–55, 69 (stating that “banks . . . absolutely did not see 

the [subprime] crisis coming” because of the “speculative bubble” in housing, which “encouraged 
public belief in a long-standing myth . . . [that] the price of real estate must inevitably trend strongly 
upward through time”); id. at 65 (noting that U.S. housing prices declined in 1991 but “increased every 
year from 1997 to 2006”); Dash & Creswell, supra note 352 (reporting that “Citigroup’s risk models 
never accounted for the possibility of a national housing downturn”); Coval et al., supra note 82, at 20 
(stating that Fitch, one of the leading CRAs, “used a model that assumed constantly appreciating home 
prices,” and Fitch representatives reportedly admitted, during an investor call on March 22, 2007, that 
their risk models would “break down completely” if national housing prices “decline[d] 1% to 2% for 
an extended period of time”); Lowenstein, supra note 322 (reporting that Moody’s, another leading 
CRA, “continued to envision rising home values” when it rated a subprime RMBS in June 2006); 
Lewis, supra note 336 (stating that in the fall of 2006 a Standard & Poor’s representative reportedly 
admitted to Steve Eisman that “its model for home prices had no ability to accept a negative number” 
because S&P assumed that “home prices would keep going up”). 

362 See, e.g., 2008 CGFS STRUCTURED FINANCE PAPER, supra note 337, at 4–10, 22–24; Coval et 
al., supra note 82, at 3–4, 15–23; Lowenstein, supra note 322. 

363 See, e.g., Coval et al., supra note 82, at 4–5 (stating that “[b]y 2006, structured finance 
issuance led Wall Street to record revenue and compensation levels” while “Moody’s Corporation 
 



 

2009] THE DARK SIDE OF UNIVERSAL BANKING 1035 

investment bankers at LCFIs received incentive-based compensation that 
strongly encouraged them to incur excessive risks in order to produce 
short-term profits.364  Fifth, some of the institutions that suffered the 
greatest losses (for example, Citigroup, Merrill and UBS) were driven by 
management’s willingness to take excessive risks to “catch up” with more 
profitable competitors like Goldman and Morgan Stanley.365 

  e.  LCFIs Created Additional Dangers by Securitizing 
Subprime Credit Card Loans 

As previously discussed, the three biggest U.S. banks—BofA , Chase 
and Citigroup—are the three largest credit card lenders, and they control 
more than half of the U.S. credit card market.  The big three and the fourth- 
and fifth-ranked credit card lenders (Capital One and American Express) 
control two-thirds of the U.S. credit card market.366  Between 2001 and 
2007, total outstanding credit card loans rose by more than forty percent, 
from $675 billion to $970 billion.367  By 2007, slightly less than half of the 
outstanding credit card loans had been securitized.368 

Major banks gained dominant positions in the credit card market 

                                                                                                                          
reported that 44 percent of its revenues came from rating structured finance products, surpassing the 32 
percent of revenues from their traditional business of rating corporate bonds”); Dash & Creswell, supra 
note 352 (reporting that Citigroup’s senior managers embraced a strategy focused on CDOS and other 
nonprime mortgage-related securities because, according to one CDO staff member, “senior managers 
got addicted to the revenues”); Morgenson, supra note 352 (reporting that “Merrill seemed unafraid to 
stockpile C.D.O.’s to reap more fees” because the C.D.O. business “appeared to be a cash register”); 
Gretchen Morgenson, House Panel Scrutinizes Rating Firms, N.Y. TIMES, Oct. 23, 2008, at B1, 
available at LEXIS, News Library, NYT File (reporting that Frank L. Raiter, former head of mortgage 
ratings at Standard & Poor’s for 10 years, testified during a congressional hearing that “[p]rofits were 
running the show”).  For discussion of the conflicts of interest resulting from the fact that issuers of 
mortgage-related investments paid for the ratings issued by CRAs, see Malini Manickavasagam, Credit 
Rating Agencies: Ratings Firms Testify on Revenue Sources as Lawmakers Note SEC’s Oversight 
Failure, 40 Sec. Reg. & L. Rep. (BNA) 1731 (Oct. 27, 2008) (summarizing congressional hearing 
dealing with alleged conflicts of interest at CRAs, and quoting opening statement by Rep. Henry 
Waxman, in which he noted that CRAs “doubl[ed] their collective revenues from $3 billion in 2002 to 
more than $6 billion in 2007” and Moody’s “enjoyed the ‘highest profit margin of any company in the 
S&P 500 for five years in a row’”), and other authorities cited supra in note 322. 

364 See, e.g., Blundell-Wignall & Atkinson, supra note 200, at 88–91 (explaining the adverse 
impact of incentive-based compensation at UBS); John Cassidy, Subprime Suspect: The Rise and Fall 
of Wall Street’s First Black C.E.O., NEW YORKER, Mar. 31, 2008, at 78, 78 (discussing the perverse 
effects of bonus-based compensation at Merrill); Creswell & Dash, supra note 352 (providing similar 
analysis with respect to Citigroup). 

365 See, e.g., Blundell-Wignall & Atkinson, supra note 200, at 88–91 (discussing UBS); Cassidy, 
supra note 368 (discussing Merrill); Dash & Creswell, supra note 352 (reporting on Citigroup). 

366 See supra notes 236–37 and accompanying text; see also Daniel Wolfe, Top Issuers, with Less 
Appetite for Risk, Slashing Credit Lines, AM. BANKER, Dec. 2, 2008, at 7, available at LEXIS, News 
Library, AMBNKR File (reporting that BofA, Citigroup, Chase, Capital One and American Express 
were the five largest credit card lenders, with the top three “account[ing] for more than half of the U.S. 
credit card market” and the top five controlling “roughly 68% of the U.S. card market”). 

367 See Wilmarth, supra note 13, at 395 (providing 2001 figure); supra note 232 (providing 2007 
figure). 

368 See supra note 232 (stating that $450 billion of credit card loans were held in securitized pools 
at the end of 2007). 
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through mass marketing campaigns, automated loan processing and 
securitization.  In addition, federal preemption gave large federally-
chartered banks a decisive advantage over smaller, state-chartered 
consumer lenders.  Federal preemption of state usury laws and other state 
consumer protection laws enabled federally-chartered credit card lenders to 
charge unlimited interest rates, late fees, over-the-limit fees and other 
penalty fees on credit card loans.369  Between 2003 and 2007, the average 
late fee charged by large credit card lenders increased by seventeen percent 
to $35.24, and the average over-the-limit fee increased by twenty-three 
percent to $26.88.  During the same period, total penalty fees charged by 
credit card lenders increased more than two-thirds and reached $18.1 
billion, an all-time record.370 

As in the mortgage market, the increasing trend toward securitization 
encouraged credit card lenders to provide larger amounts of credit to 
subprime borrowers.  Large credit card lenders raised their credit limits and 
expanded their lending to subprime customers because those customers 
typically paid higher interest rates and larger amounts of penalty fees.  
New credit cards issued to subprime borrowers rose by 137% between 
2003 and 2006, and high-risk borrowers accounted for thirty percent of the 
outstanding credit card debt in 2008.371 

During the housing boom, big credit card lenders encouraged 
borrowers to use mortgage refinancings and home equity loans to pay off 
their credit card balances so that they could take on additional credit card 
debt.  The banking “industry’s eagerness to issue mortgages—and to boost 
[credit] card limits simultaneously—created a ‘double financial 

                                                                                                                          
369 See supra Part III.B.2; Kathy Chu, Some Say Credit Card Rule Isn’t Enough, USA TODAY, 

Dec. 18, 2008, at 9A, available at LEXIS, News Library, USATDY File; Kathy Chu & Byron 
Acohido, Why Banks Are Squeezing Credit Card Holders, USA TODAY, Nov. 10, 2008, at 1A, 
available at LEXIS, News Library, USATDY File; see also supra notes 238–55 and accompanying 
text (discussing the impact of federal preemption). 

370 Chu & Acohido, supra note 369. 
371 Kathy Chu & Byron Acohido, How Rising Home Values Placed Your Finances at Risk, USA 

TODAY, June 18, 2008, at 1A, available at LEXIS, News File, USATDY File; Jessica Silver-
Greenberg, The Credit-Card Blowup Ahead, BUS. WEEK, Oct. 20, 2008, at 24, available at LEXIS, 
News Library, BUSWK File; see also Robert Berner, Cap One’s Credit Trap, BUS. WEEK, Nov. 6, 
2006, at 34, 36, available at LEXIS, News Library, BUSWK File (reporting that (i) Capital One was “a 
major lender to the subprime market” and “30% of its credit card loans are subprime,” and (ii) Capital 
One was seeking to maximize its fee income by issuing multiple credit cards with low credit limits to 
subprime borrowers, thereby increasing the likelihood that such borrowers would (A) have trouble 
keeping current with payments on multiple cards and (B) pay a higher number of late fees and over-the-
limit fees); Robin Sidel, J.P. Morgan to Expand Reach of Card Business, WALL ST. J., Dec. 20, 2005, 
at C1, available at LEXIS, News Library, WSJNL File (reporting that (i) Chase was expanding its 
credit card lending to reach “consumers who are considered less credit-worthy—and who pay bigger 
fees and higher interest rates—than its traditional cardholders,” and (ii) Citigroup, Capital One, HSBC 
and Barclays were already providing credit card loans to subprime borrowers). 
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bubble.’”372  Securitization also encouraged major banks to expand their 
lending to subprime borrowers, because “[w]hen banks package and sell 
card debt, they pass along to investors some of the risk the debt will go 
bad.  Yet banks often get to pocket much of the profit from rate and fee 
increases on [credit card] accounts.”373 

The market for ABS backed by pools of credit card receivables “froze” 
in late 2008, cutting off the ability of major lenders to securitize their credit 
card loans.374  At the same time, delinquencies and defaults increased 
sharply on credit card loans, due to rising unemployment and falling home 
prices (which cut off the ability of many borrowers to use home equity as a 
source for paying their credit card bills).375  In late 2008, one analyst 
predicted that banks would incur $140 billion of losses from defaulted 
credit card loans in 2008 and 2009.376  As in the case of residential 
mortgages, it appears that securitization encouraged reckless lending by 
LCFIs in the credit card market.377 

4.  Financial Conglomerates Promoted a Reckless Expansion of High-
Risk Commercial Real Estate Debt and Corporate Debt 

As previously discussed, LCFIs used securitization techniques to 
promote a dramatic increase in commercial mortgage lending and 
leveraged corporate lending between 2003 and 2007.378  In both markets, 
as with nonprime home mortgages and credit cards, LCFIs applied 
increasingly lax lending standards and created an unsustainable credit 
boom, followed by a sharp rise in loan delinquencies and defaults.   

  a.  Commercial Mortgages and CMBS 

The aggressive underwriting of CMBS by financial conglomerates 
produced rapid growth in the U.S. CMBS market and spurred a boom in 
commercial real estate prices.  Outstanding CMBS increased from $360 
billion in 2003 to $780 billion in 2007,379 accounting for more than a third 
of the rise in outstanding commercial mortgages from $2.1 trillion to $3.3 

                                                                                                                          
372 Chu & Acohido, supra note 371 (quoting Robert Manning); see also supra notes 214–15 and 

accompanying text (discussing homeowners’ withdrawal of home equity during the housing boom in 
order to pay off credit card debts). 

373 Chu & Acohido, supra note 369; see also Silver-Greenberg, supra note 371 (stating that the 
largest credit card issuers “offload[ed] roughly 70% of their credit-card debt” until late 2008).  

374 Hugh Son, Bank of America, AmEx May Suffer on Card Defaults, BLOOMBERG.COM, Feb. 19, 
2009. 

375 Id.; Eric Ruth, Next Big Worry: Credit Cards, NEWS J. (Wilmington, DE), Nov. 3, 2008, at 7B, 
available at LEXIS, News Library, NEWJNL File. 

376 See Silver-Greenberg, supra note 371, at 24 (citing estimate by Innovest); see also Son, supra 
note 374 (reporting that Citigroup and BofA recorded more than $17 billion of charge-offs on credit 
card loans during 2008). 

377 See Chu & Acohido, supra note 369; Silver-Greenberg, supra note 371. 
378 See supra notes 70–76, 101–04 and accompanying text. 
379 See supra notes 101, 104 and accompanying text. 
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trillion.380  Prices for office buildings rose sharply in relation to production 
costs in several major cities—including Las Vegas, Miami, Phoenix and 
Tampa—that experienced simultaneous housing booms.381  More 
generally, price increases for office buildings were closely connected to 
housing price increases in thirty-two U.S. metropolitan markets between 
2003 and 2008.382  During that period, average office prices rose by nearly 
sixty percent in the central business districts of those markets.383 

A recent study concluded that “lenders . . . became more optimistic 
during the boom” and loan underwriting standards declined as the boom 
reached its peak.384  “[B]etween 2003 and 2007, the fraction of 
[commercial real estate] loans with either partial or full interest-only 
periods skyrocketed from less than 10% to nearly 90%.”385  Similarly, “pro 
forma” loans—i.e., loans in which “the loan amount and terms were based 
on prospective rents, not actual in-place rents”—represented “at least 10% 
of all commercial mortgages securitized in 2007.”386  During the height of 
the real estate boom, many commercial mortgage loans were made with 
loan-to-value ratios of ninety-five percent.387 

Like other securitization markets, the market for CMBS shut down in 
2008 following the outbreak of the subprime financial crisis.  Issuances of 
CMBS in the U.S. fell from $237 billion in 2007 to $12 billion in 2008, 
and no CMBS were issued after June 2008.388  Delinquencies and defaults 
on commercial mortgages increased in late 2008 and early 2009, amid 
signs that many owners of office buildings and retail properties were 
experiencing serious financial distress because of the deepening 
recession.389  A particularly ominous development occurred in April 2009, 
                                                                                                                          

380 See 2007 FLOW OF FUNDS REPORT, supra note 92, at 93 tbl.L217 (showing outstanding 
multifamily residential mortgages and other commercial mortgages at the end of 2003 and 2007). 

381 Joseph Gyourko, Understanding Commercial Real Estate: Just How Different From Housing 
Is It? 4 (Nat’l Bureau of Econ. Research Working Paper No. 14708, Feb. 2009), available at 
www.nber.org. 

382 Id. at 13–14. 
383 Id. at 23. 
384 Id. at 28. 
385 Id; see also Parke M. Chapman, Weathering the Storm, NAT’L REAL ESTATE INVESTOR, Sept. 

2007, at 22, 26  (reporting an increase in interest-only commercial real estate loans in 2006 and 2007). 
386 Gyourko, supra note 381, at 29; see also Kris Hudson & Lingling Wei, Small Creditors Hurt 

Mall Owner—General Growth’s Bankruptcy Case Signals Pain for Others; Defaults Rise, WALL ST. J., 
Apr. 17, 2009, at C1, available at LEXIS, News Library, WSJNL File (reporting that “[b]y 2007, . . . 
many [CMBS] offerings were underwritten on the assumption that property cash flows and values 
would rise”). 

387 See Chapman, supra note 385, at 24. 
388 See Scott Lanman, Fed Said to Weigh Changing Higher Rates for Longer TALF Loans, 

BLOOMBERG.COM, Apr. 8, 2009; Hui-yong Yu, CMBS Loans at Risk as U.S. Rents Decline, Reis Says, 
BLOOMBERG.COM, Feb. 3, 2009. 

389 See, e.g., Hudson & Wei, supra note 386; David M. Levitt, Defaults Rise as Worst Is Yet to 
Come for Commercial Property, BLOOMBERG.COM, Apr. 2, 2009; Ari Levy & Daniel Taub, Defaulting 
Commercial Properties Hit Banks on Vacancy-Rate Rise, BLOOMBERG.COM, Mar. 23, 2009; Lingling 
Wei & Jon Hilsenrath, Developers Ask U.S. For Bailout As Massive Debt Looms, WALL ST. J., Dec. 22, 
2008, at A1, available at LEXIS, News Library, WSJNL File. 
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when General Growth, the second-largest owner of U.S. shopping malls, 
filed “the biggest real estate bankruptcy in U.S. history after amassing $27 
billion in debt,” including $5 billion of bank debt and $14 billion of 
CMBS.390   

Analysts warned in early 2009 that “[a]n unusually high number of 
[commercial] mortgages that are going bad were written and securitized 
[during 2006 to 2008], a sign that investors overpaid and that underwriting 
standards were too loose.”391  A major bank predicted that default rates on 
outstanding CMBS could reach thirty percent.392  Commercial real estate 
lenders and investors in CMBS faced the prospect of large losses because 
$530 billion of commercial mortgages were scheduled to become due for 
payment between 2009 and 2011, and the availability of credit for 
refinancing was “practically nonexistent.”393  The ten largest U.S. banks 
held $330 billion of commercial mortgages in early 2009, with Wells 
Fargo and BofA holding about half of those loans.394  Both LCFIs and 
smaller regional banks were exposed to significant losses as a result of 
their exposures to commercial real estate loans and CMBS.395   

  b.  Leveraged Corporate Loans and Junk Bonds 

Loose underwriting by universal banks produced a boom-and-bust 
cycle for leveraged corporate loans and high-yield (junk) bonds that was 
similar to the reckless lending patterns for nonprime residential mortgages, 
credit cards and commercial mortgages.  Leveraged loans and junk bonds 
represent subprime corporate debt, because those instruments are debt 
obligations issued by below-investment-grade firms.  LCFIs underwrote 
approximately $5 trillion of leveraged loans and $800 billion of high-yield 
bonds in global markets between 2003 and 2007.396  During the same 
period, $500 billion to $700 billion of leveraged loans were pooled and 
tranched to create CLOs.397  Higher-rated tranches in CLOs were sold to 

                                                                                                                          
390 Daniel Taub & Brian Louis, General Growth Files Biggest U.S. Property Bankruptcy (Update 

1), BLOOMBERG.COM, Apr. 16, 2009; see also Hudson & Wei, supra note 386. 
391 Hudson & Wei, supra note 386. 
392 Id. (citing prediction by Deutsche Bank). 
393 Wei & Hilsenrath, supra note 389; see also Yu, supra note 388. 
394 See Levy & Taub, supra note 389. 
395 See id.; Linda Shen, Synovus, Comerica May See Commercial Real Estate Bust (Update 1), 

BLOOMBERG.COM, Jan. 13, 2009 (reporting that (i) “regional banks . . . face a second wave of real-
estate loan losses, this time for shopping centers and residential construction projects” and (ii) the 
fraction of overdue commercial real-estate loans had risen to 4.73%, “the highest level since 1994”); 
see also Stein, supra note 102 (reporting that Lehman, Morgan Stanley and Citigroup had significant 
loss exposures due to their large holdings of commercial real estate loans and CMBS in early 2008). 

396 2008 CGFS Private Equity Paper, supra note 71, at 11 graph 2.2; see also MORRIS, supra note 
172, at 123–27 (describing the subprime and highly risky characteristics of junk bonds and leveraged 
loans); Wilmarth, supra note 13, at 326–30, 381–84 (same); supra note 70 (describing “higher-
yielding, higher-risk” nature of leveraged loans). 

397 See supra notes 106–08 and accompanying text (describing CLOs); supra note 128 (citing 
source stating that $543 billion of CLOs were issued from 2002 to 2007).  Compare 2008 CGFS 
 



 

1040 CONNECTICUT LAW REVIEW [Vol. 41:963 

insurance companies, pension funds and other investors who desired high-
yielding, investment-grade debt.398  At the same time, junk bonds, 
participations in leveraged loans and lower-rated tranches of CLOs were 
sold to hedge funds and other institutional investors with a higher tolerance 
for risk.399  

Leveraged loans and junk bonds provided financing for a wide variety 
of merger and acquisition (M&A) transactions, including LBOs.  Between 
2002 and 2007, $15.5 trillion in M&A transactions occurred in global 
markets, representing “the biggest stretch of deal making in history.”400  
Due to the rapid expansion of LBO financing, private equity firms 
completed more than $1.8 trillion of global LBOs between 2004 and 
2007.401 

As the LBO boom reached its peak between 2004 and the first half of 
2007, LBO deals became increasingly risky for investors.  The proportion 
of junk bonds rated “B-” or below rose above forty percent after 2004 and 
reached an all-time high of forty-seven percent during the first half of 
2007.402  Between 2000 and 2003, only ten percent of leveraged loans were 
issued with the most risky credit rating (CCC). However, the share of 
leveraged loans with CCC ratings rose above forty percent beginning in 
2004 and reached “a truly remarkable 50% in 2006.”403  Average prices 
paid for LBO targets increased from 7.7 times cash flow in 1999 to 8.6 
times cash flow in 2006 and 9.8 times cash flow during the first half of 
2007.404  

During the peak of the LBO boom, leveraged loans—especially those 
securitized in CLOs—were frequently issued with interest-only, “PIK” and 
“covenant lite” terms.  Interest-only loans allowed borrowers to defer 
paying any principal until maturity.  “PIK” loans also allowed borrowers to 
defer paying interest by issuing new debt to cover accrued interest.  
“Covenant lite” loans exempted borrowers from standard loan covenants 
that typically require firms to limit their debt and to maintain minimum 

                                                                                                                          
Private Equity Paper, supra note 71, at 28 graph 4.1 (indicating that nearly $700 billion of CLOs were 
issued during the same period), with Pierre Paulden & Neil Unmack, JP Morgan Adds to $14 Billion 
CLO Bet Amid Downgrades, BLOOMBERG.COM, Dec. 19, 2008 (citing a Chase estimate that $606 
billion of CLOs backed by levereaged loans were issued between 2002 and 2008). 

398 2008 CGFS Private Equity Paper, supra note 71, at 26–27. 
399 See 2008 CGFS Private Equity Paper, supra note 71, at 7–10, 14–15, 26–28; Altman, supra 

note 70, at 24. 
400 Dennis K. Berman, Quarterly Markets Review: Merger Frenzy Winds Down After 6 Years, 

WALL ST. J., Oct. 1, 2007, at C5, available at LEXIS, News Library, WSJNL File. 
401 See supra notes 72–73 and accompanying text; see also Kaplan & Stromberg, supra note 73, at 

121–27 (describing private equity firms and LBO transactions). 
402 See Altman, supra note 70, at 27. 
403 Id. 
404 Dennis K. Berman, The Game: Debt Reckoning Is Also Looming for LBO Shops—Overpaying 

for Deals Aided by Loose Credit Puts Borrowers at Risk, WALL ST. J., Dec. 4, 2007, at C1, available at 
LEXIS, News Library, WSJNL File. 
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levels of cash flow coverage and interest payment coverage.405  The risky 
features of leveraged loans during the LBO boom resembled the interest-
only, negative amortization and low- or no-documentation provisions of 
nonprime residential mortgages that LCFIs issued during the simultaneous 
housing boom.406  As a practical matter, the LBO financing packages 
underwritten by LCFIs represented the same kind of “Ponzi finance” as 
nonprime residential mortgages, because many LBO firms and 
homeowners with nonprime mortgages could not satisfy their debts unless 
they were able to refinance those debts on more favorable terms.407  

The ability to transfer corporate loans to investors (through CLOs and 
secondary trading of syndicated loans) apparently created the same types 
of perverse incentives for LCFIs as occurred with respect to their 
securitization of nonprime residential mortgages, credit cards and 
commercial mortgages.  A recent study found that corporate borrowers 
whose syndicated loans were sold and actively traded in the secondary 
market performed significantly worse, over a three-year period, compared 
to corporate borrowers whose loans were retained by the lending banks.  
The authors concluded that the poor performance of the loans that were 
sold probably resulted from a combination of the following two factors: (i) 
the lending banks deliberately sold “lemon” loans to investors, and (ii) the 
lending banks failed to monitor the borrowers whose loans were sold and 
thereby allowed those borrowers to exploit investors who purchased the 
loans.408  In explaining the “progressive deterioration in underwriting 
standards” for leveraged loans that were packaged into CLOs, a prominent 
asset manager noted that “[t]he banks making the [leveraged] loans don’t 
have a continuing interest in how the loans play out because they don’t 
have much money at risk.”409 
                                                                                                                          

405 Acharya et al., supra note 72, at 49; 2008 CGFS Private Equity Paper, supra note 71, at 30; 
Credit Markets: You Only Give Me Your Funny Paper, ECONOMIST, June 30, 2007, at 83, available at 
LEXIS, News Library, ECON File; Shawn Tully, Why the Private Equity Bubble Is Bursting, 
FORTUNE, Aug. 20, 2007, at 30, available at LEXIS, News Library, FORTUN File (describing the risks 
posed by “covenant lite” loans for LBOs and other private equity deals). 

406 See Morris, supra note 172, at 124–25; Tully, supra note 405; supra notes 289–301 and 
accompanying text (describing high-risk features of nonprime mortgages). 

407 See Emily Thornton, What Have You Done to My Company?, BUS. WEEK, Dec. 8, 2008, at 40, 
42, available at LEXIS, News Library, BUSWK File; supra notes 302–04 and accompanying text 
(describing the “Ponzi finance” inherent in nonprime residential mortgages).  

408 See Berndt & Gupta, supra note 131, at 4–6, 16–24; see also Blundell-Wignall & Atkinson, 
supra note 200, at 63 (concluding that “it was quite easy for [banks] to sell ‘lemons’ [i.e., bad loans] 
into the capital markets” because the investment-grade ratings assigned to such loans by CRAs “g[a]ve 
comfort to investors,” notwithstanding the CRAs’ “natural moral hazard” resulting from the payment of 
their fees by issuers of ABS). 

409 Serena Ng & Henny Sender, Easy Money: Behind Buyout Surge, a Debt Market Booms—
CLOs Spark Worries of Volatility and Risk; Loan Standards Loosen, WALL ST. J., June 26, 2007, at 
A1, available at LEXIS, News Library, WSJNL File (quoting Dan Fuss, vice chairman of Loomis 
Sayles); see also Acharya et al., supra note 72, at 46 (stating that “if loans do not remain the economic 
risks of the banks that originate them, the originating bankers’ incentives to engage in effective 
screening and monitoring of deals are naturally weakened”). 
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LCFIs (as well as their regulators) apparently believed that they were 
transferring to investors most of the risks of LBO financing.410  In fact, 
however, that was not altogether true—just as it was not entirely the case 
with respect to nonprime RMBS and CDOs.411  Because LCFIs were so 
eager to earn investment banking fees from LBOs, LCFIs agreed to make 
bridge loans to provide temporary financing for LBOs until investors could 
be found to purchase the requisite amounts of leveraged loans and junk 
bonds.412  In the late summer and early fall of 2007, investor demand for 
LBO securities suddenly collapsed, due to the outbreak of the subprime 
mortgage crisis.413  LCFIs were left holding nearly $400 billion of 
commitments to provide bridge financing for pending LBOs.414 

Universal banks made strenuous efforts to reduce their LBO 
commitments by finding investors to buy leveraged loan participations and 
junk bonds.  Universal banks frequently provided price guarantees and 
below-market-rate loans to induce hedge funds and private equity firms to 
purchase LBO securities.  By early 2008, LCFIs had reduced their LBO 
commitments to about $200 billion.415  Even so, banks recorded more than 
$110 billion of losses on leveraged loans by the fall of 2008 (a figure  
representing more than a tenth of their losses from subprime-related 
problems).416 

By early 2009, as the recession deepened, U.S. corporations faced debt 
problems that were comparable to the plight of homeowners with nonprime 
                                                                                                                          

410 See Ng & Sender, supra note 409 (reporting that (i) “[t]hese days, banks that arrange large 
buyout financings hold on to very little of the loans themslevers,” and (ii) “CLOs have been lauded by 
former [FRB] Chairman Alan Greenspan and others for dispersing risk”). 

411 See supra notes 339, 354–60 and accompanying text (discussing LCFIs’ retention of 
significant exposures to losses from RMBS and CDOs despite their ostensible OTD strategy). 

412 See Dana Cimilluca & David Enrich, Deal-Making Ties Unravel: Underwriters Retreating 
from Backing Buyouts, WALL ST. J., Sept. 18, 2007, at C1, available at LEXIS, News Library, WSJNL 
File; Steven Rattner, The Credit Crunch Continues, WALL ST. J., Sept. 20, 2007, at A13, available at 
LEXIS, News Library, WSJNL File; supra notes 74–76 and accompanying text.  Federal regulators did 
not publicly express any misgivings about LCFIs’ bridge financing commitments until May 2007.  See 
Greg Ip, Fed, Other Regulators Turn Attention to Risk in Banks’ LBO Lending, WALL ST. J., May 18, 
2007, at C1, available at LEXIS, News Library, WSJNL File.  

413 See Tully, supra note 405 (describing the “bursting” of the LBO financing “bubble” after 
“rising defaults in the subprime mortgage market . . . served as a wake-up call”); Rattner, supra note 
412 (providing similar analysis). 

414 See 2008 CGFS Private Equity Paper, supra note 71, at 16; Henny Sender, Debt on Sale: 
Banks Grease the Leveraged-Loan Machine, WALL ST. J., Oct. 10, 2007, at C1, available at LEXIS, 
News Library, WSJNL File. 

415 See 2008 CGFS Private Equity Paper, supra note 71, at 16, 30; Pierre Paulden & Cecile 
Gutscher, Pandit’s ‘Closer to End’ Means No Escaping LBO Loans (Update 3), BLOOMBERG.COM, 
Apr. 29, 2008; David Reilly, Banks Use Quirk as Leverage Over Brokers in Loan Fallout, WALL ST. J., 
Feb. 27, 2008, at C1 & “On the Hook” tbl., available at LEXIS, News Library, WSJNL File (reporting 
that Citigroup, Chase, Goldman, Lehman, Morgan Stanley, Merrill and BofA had more than $170 
billion of combined leveraged-lending exposures); Sender, supra note 414. 

416 See Pierre Paulden, Lenders Squeeze Companies Amid $112 Billion of Losses (Update 1), 
BLOOMBERG.COM, Oct. 7, 2008; see also infra notes 422–23 and accompanying text (reporting that 
banks in global markets lost $910 billion from subprime-related problems, including leveraged loans, 
between mid-2007 and March 2009).  
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mortgages.  Nearly two-thirds of domestic nonfinancial firms carried 
below-investment-grade credit ratings—a situation described by an S&P 
executive as “the most toxic mix of U.S. corporate ratings we’ve seen.”417  
The three leading CRAs predicted that default rates on junk bonds would 
rise in 2009 to the highest levels since 1933.418  Analysts estimated that 
U.S. companies were struggling with $2.5 trillion of high-risk corporate 
debt and were likely to default on as much as $500 billion of that debt 
during 2009 and 2010.419  Observers also warned that European firms 
would default on significant amounts of their own debt.420  Thus, the OTD 
strategy pursued by LCFIs in the subprime corporate debt market produced 
the same kind of painful legacy that has tarnished the markets for 
residential and commercial mortgages and credit card debt. 

C.  Financial Conglomerates Became the Epicenter of the Subprime 
Financial Crisis  

The huge losses reported by LCFIs since the outbreak of the subprime 
financial crisis have confirmed that (i) LCFIs were the primary private-
sector catalysts for the credit boom that led to the crisis, and (ii) LCFIs 
have become the epicenter of the world’s financial turmoil.  In April 2009 
it was reported that “[f]inancial institutions worldwide ha[d] amassed 

                                                                                                                          
417 Jeffrey McCracken & Vishesh Kumar, Wave of Bad Debt Swamps Companies, WALL ST. J., 

Feb. 13, 2009, at A1, available at LEXIS, News Library, WSJNL File (quoting Diana Vazza, head of 
S&P’s fixed-income research); see also MORRIS, supra note 172, at 123 (stating that “[o]nly 39 percent 
of nonfinancial issuers now have investment-grade ratings”); Finance and Economics: Buttonwood: 
Debtors’ Prison, ECONOMIST, Feb. 21, 2009, at 74, available at LEXIS, News Library, ECON File 
(reporting that “[i]n 2007, junk-bond issuers made up most of the [American bond] market for the first 
time”). 

418 McCracken & Kumar, supra note 417 (reporting that the three leading CRAs predicted junk-
bond default rates of fourteen percent or higher in 2009, the highest level since 1933); see also Altman, 
supra note 70, at 20 fig.4 (showing that the highest annual default rate on junk bonds between 1971 and 
2007 occurred in 2002, when 12.8% of junk bonds defaulted). 

419 See MORRIS, supra note 172, at xix–xx, 136–37 (estimating, as of Oct. 2008, that (i) U.S. 
corporations had outstanding debt obligations that included $1 trillion of junk bonds and $1.5 trillion of 
leveraged loans, (ii) $400 billion of that high-risk debt would default, and (iii) total losses from 
corporate debt defaults and writedowns would be $515 billion); see also INT’L MONETARY FUND, 
GLOBAL FINANCIAL STABILITY REPORT: RESPONDING TO THE FINANCIAL CRISIS AND MEASURING 
SYSTEMIC RISK 28 tbl.1.3 (2009), available at http://www.imf.org/External/Pubs/FT/GFSR/ 
2009/01/pdf/text.pdf [hereinafter APRIL 2009 IMF GFS REPORT] (estimating that $430 billion of 
writedowns would be recorded between 2007 and 2010 with regard to U.S. corporate loans and 
securities, with banks incurring $265 billion of those writedowns); McCracken & Kumar, supra note 
417 (citing estimates in early 2009 that $450 to $500 billion of U.S. corporate loans and junk bonds 
would default during the next two years); see also Private Equity: Return to Earth, ECONOMIST, Feb. 
14, 2009, at 1, available at LEXIS, News Library, ECON File (citing estimate by Hieno Meerkatt that 
half of the companies acquired in LBOs might default, resulting in $300 billion of losses). 

420 See Ewing et al., supra note 184, at 38 (reporting that “European corporations are deeply in 
hock, with $801 billion of corporate debt maturing this year—nearly one-third more than in the U.S.”); 
Carol Matlack, Debt Is Hobbling Europe Inc., BUS. WEEK, Feb. 23, 2009, at 28, available at LEXIS, 
News Library, BUSWK File (discussing problems with European corporate debt, and citing an S&P 
estimate that European companies could default on $65 billion of loans during 2009 and 2010). 
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$1.32 trillion of losses . . . since the U.S. subprime mortgage market 
collapsed.”421  Commercial and investment banks incurred $910 billion of 
the reported losses, and insurance companies accounted for an additional 
$220 billion.422  More than half of the losses reported by banks and insurers 
were incurred by the sixteen LCFIs identified above as the world’s leading 
financial conglomerates and by AIG.423 

A detailed analysis of the performance of those seventeen institutions 
is beyond the scope of this Article.  However, the following summary 
shows that twelve of the seventeen institutions suffered severe damage, 
and, of those twelve, (i) six institutions (Wachovia, Lehman, Bear Stearns, 
Merrill, AIG and RBS) essentially failed or were nationalized, and (ii) 
three other institutions (Citigroup, BofA and UBS) are continuing to 
operate on government-funded life support: 

• Two of the three largest U.S. banks—Citigroup and BofA—
suffered massive losses and received huge bailout packages 
from the U.S. government that included $90 billion of capital 
infusions and more than $400 billion of asset price 
guarantees.424 

• The fourth largest U.S. bank—Wachovia, a top nonprime 
lender—essentially failed and was acquired in an emergency 
takeover by Wells Fargo.  Similar outcomes occurred with 
respect to three other large U.S. depository institutions that 
were also leading nonprime lenders—(i) Washington Mutual, 
which failed and was acquired by Chase; (ii) National City, 

                                                                                                                          
421 Elena Logutenkova, Credit Suisse Seen Returning to Profit After Overtaking UBS, 

BLOOMBERG.COM, Apr. 22, 2009. 
422 See Dave Pierson, Subprime Mortgage-Related Losses Top $1.259.9 Billion (Corrected), 

Bloomberg.com, Mar. 25, 2009 (tbl. listing losses for “Banks & brokers” and “Insurers”); see also 
APRIL 2009 IMF GFS REPORT, supra note 419, at 34 tbl.14 (showing that U.S., U.K. and European 
banks recorded $850 billion of writedowns by the end of 2008, and estimating that those banks would 
incur an additional $1.6 trillion of writedowns during 2009 and 2010). 

423 See Pierson, supra note 422, tbl. & n. (showing that the 17 institutions incurred $631.3 billion 
of “credit losses or writedowns of mortgage assets . . . as well as charges taken on leveraged-loan 
commitments since the beginning of 2007”); supra notes 129–30 and accompanying text (identifying 
the 16 leading financial conglomerates and AIG);.  AIG recorded $87.3 of those losses and writedowns, 
compared to $544 billion for the remaining 16 universal banks.  Pierson, supra note 421, tbl. & n. 

Like the four largest U.S. securities firms, AIG was a de facto universal bank because it owned an 
FDIC-insured thrift and was regulated by the OTS.  See Patricia A. McCoy et al., Systemic Risk 
Through Securitization: The Result of Deregulation and Regulatory Failure, 41 CONN. L. REV. 
(forthcoming 2009) (manuscript at 37, on file with Connecticut Law Review) (discussing AIG); supra 
notes 45–49 and accompanying text (describing the four largest U.S. securities firms as “de facto 
universal banks” due to their ownership of FDIC-insured thrifts and ILCs).   

424 See Pierson, supra note 422, tbl. (showing that Citigroup reported $88.3 billion of subprime-
related losses and BofA reported $42.7 billion of such losses); CONG. OVERSIGHT PANEL, 111TH 
CONG., APRIL OVERSIGHT REPORT: ASSESSING TREASURY’S STRATEGY: SIX MONTHS OF TARP 20 
fig.1 & nn.39–46, available at http://cop.senate.gov/documents/cop-040709-report.pdf [hereinafter 
APRIL 2009 COP TARP REPORT] (summarizing the federal government’s bailout packages for BofA 
and Citigroup). 
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which was threatened with failure and forced into a federally-
assisted “shotgun marriage” with PNC; and (iii) Countrywide, 
which was forced into a similar emergency takeover by 
BofA.425 

• All five of the largest U.S. securities firms encountered major 
problems.  Lehman filed for bankruptcy.  Bear Stearns and 
Merrill faced imminent failure and agreed to emergency 
takeovers by Chase and BofA, respectively.  Goldman and 
Morgan Stanley hastily converted to financial (bank) holding 
companies in order to “assure permanent access to the [FRB’s] 
discount window.”426 

• AIG reported nearly $90 billion of subprime-related losses and 
was effectively nationalized by the U.S. government.427 

• RBS reported large losses and was nationalized by the U.K. 
government, while Barclays narrowly avoided a similar fate.428 

• UBS incurred more than $50 billion of subprime-related losses 
and received a $60 billion bailout package from the Swiss 
government.429 

• HSBC suffered more than $40 billion of subprime-related 
losses and announced a shutdown of its subprime mortgage 
lending operations in the U.S.430 

                                                                                                                          
425 See McCoy et al., supra note 423 (manuscript at 19, 25–30); see also MUOLO & PADILLA, 

supra note 214, at 14–21, 269–70, 301 (describing BofA’s rescue of Countrywide); Eric Dash, PNC 
Gets National City in Latest Bank Acquisition, N.Y. TIMES, Oct. 25, 2008, at 4A, available at LEXIS, 
News Library, NYT File (reporting on PNC’s federally-assisted acquisition of .National City); Theresa 
D. Murray, National City Sale Staved Off Fed Shutdown, PLAIN DEALER (Cleve. OH), Nov. 11, 2008, 
at A1 (same). 

426 McCoy et al., supra note 423 (manuscript at 31); see also Susanne Craig et al., The Weekend 
That Wall Street Died: Ties That Long United Strongest Firms Unraveled as Lehman Sank Toward 
Failure, WALL ST. J., Dec. 29, 2008, at A1, available at LEXIS, News Library, WSJNL File. 

427 See APRIL 2009 COP TARP REPORT, supra note 424, at 19 fig.1 & 19–20 nn.37–38 
(summarizing the federal government’s bailout package for AIG); McCoy et al., supra note 423 
(manuscript at 37); Testimony of FRB Vice-Chairman Donald L. Kohn, supra note 130; Pierson, supra 
note 422, tbl. (showing that AIG reported $87.3 billion in subprime-related losses).  

428 See Pierson, supra note 422, tbl. (showing that RBS reported $21.1 billion of subprime-related 
losses, while Barclays reported $14.5 billion of such losses); Anthony Faiola & Mary Jordan, British 
Bank to the World Takes Its Cash Back Home, WASH. POST, Mar. 28, 2009, at A01, available at 
LEXIS, News Library, WPOST File (reporting on RBS’ problems and its nationalization by the U.K. 
government); Bonnie Sinnock, Aid May Quell RBS’s Continuing Asset Woes, and Boost Lending 
Authority, NAT’L MORTGAGE NEWS, Mar. 9, 2009, at 17, available at LEXIS, News Library, NMN 
File (same); Britain: High-street High-Roller: Barclays in the Money, ECONOMIST, May 2, 2009, 
available at LEXIS, News Library, ECON File (discussing Barclays’ avoidance of nationalization and 
its continued financial vulnerability). 

429 See Blundell-Wignall & Atkinson, supra note 200, at 88–93; Pierson, supra note 422 tbl. 
(showing that UBS reported $50.6 billion in subprime-related losses); Daniel Pruzin, International 
Banking: Switzerland Airs Plan to Bail Out UBS, Shore Up Financial System, 91 BNA’S BANKING 
REP. (BNA) 686 (Oct. 20, 2008) (reporting on Swiss government’s bailout of UBS). 

430 Pierson, supra note 422 tbl. (showing that HSBC incurred $42.2 billion of subprime-related 
losses); Jon Menon, HSBC to Raise $17.7 Billion as Subprime Cuts Profit, BLOOMBERG.COM, Mar. 2, 
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Governments and financial regulators have taken extraordinary 
measures to rescue their leading banks and prop up their financial systems.  
The IMF reported in April 2009 that U.S., U.K. and European central 
banks and governments had committed nearly $9 trillion to support their 
financial institutions and markets, including $2 trillion of emergency 
central bank liquidity assistance, $2.5 trillion of government asset purchase 
commitments, and almost $4.5 trillion of financial guarantees.431  U.S. 
authorities have extended about half of that support.432 

The IMF also warned that the current financial crisis is far from over.  
While banks and insurers have already reported $1.13 trillion of losses, the 
IMF estimated that the total writedowns for banks and insurers from 2007 
through the end of 2010 would be $3.1 trillion.433  The IMF therefore 
concluded that banks and insurers are only a third of the way through the 
painful process of recognizing and coping with losses from the subprime 
meltdown.434 

IV.  CONCLUSION AND POLICY IMPLICATIONS  

LCFIs were the primary private-sector catalysts for the destructive 
credit boom that led to the subprime financial crisis, and they have become 
the epicenter of the current global financial mess.  The enormous losses 
suffered by LCFIs and the extraordinary governmental assistance they 
have received reveal a stunning failure of financial regulation and an 
unprecedented expansion of government support for financial markets.  A 
detailed discussion of both topics is beyond the scope of this Article but 
will be the subject of future work. For present purposes, I wish to make 
two basic points concerning financial regulatory policy and government 
bailouts. 

First, during the past two decades financial regulators in developed 
nations (particularly the U.S. and U.K.) implemented policies based on the 
following five regulatory choices:  

                                                                                                                          
2009 (reporting on UBS’ decision to shut down U.S. subprime mortgage unit); Bonnie Sinnock, HSBC 
Abandons Financial Units, NAT’L MORTGAGE NEWS, Mar. 9, 2009, at 18 (same). 

431 See APRIL 2009 IMF GFS REPORT, supra note 419, at 38, 39 tbl.1.7. 
432 See id. at 39 tbl.1.7 (indicating that U.S. authorities have provided $4.66 trillion of support, 

including $980 billion of central bank liquidity assistance, $1.85 trillion of asset purchase 
commitments, and $1.83 trillion of financial guarantees); see also APRIL 2009 COP TARP REPORT, 
supra note 424, at 24 fig.1 (indicating that the U.S. Treasury, FRB and FDIC have provided a total of 
$4.44 trillion of support for financial institutions, including $520 billion of “Outlays,” $2.04 trillion of 
“Loans,” $1.76 trillion of “Guarantees,” and $110 billion of “Uncommitted TARP Funds”). 

433 See APRIL 2009 IMF GFS REPORT, supra note 419, at 27, 28 tbl.1.3 (indicating that “Banks” 
are expected to record $2.8 trillion of writedowns on loans and securities through 2010, while 
“Insurers” are expected to record $300 billion of such writedowns); supra note 422 and accompanying 
text (stating that banks had lost $910 billion and insurers had lost $220 billion as of March 2009). 

434 See APRIL 2009 IMF GFS REPORT, supra note 419, at 32 (stating that “we project banks could 
incur roughly $2.8 trillion in credit-related writedowns over 2007–2010 . . . of which about one-third 
have already occurred”). 
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• To rely primarily on market mechanisms and “soft” 
supervisory guidance in order to direct the conduct of LCFIs, 
while giving little or no attention to the adoption and 
enforcement of binding rules (including rules that would 
protect consumers from deception and other abusive practices 
by financial institutions);  

• To promote the use of quantitative risk models—such as FICO 
credit scores for consumers and internal “value at risk” (VAR) 
models for LCFIs—as substitutes for traditional methods of 
evaluating the risks of customers and financial institutions;  

• To allow LCFIs to replace traditional methods of credit 
intermediation—in which banks screened and monitored 
borrowers and held loans on their balance sheets—with an 
OTD strategy that used structured-finance securitization and 
OTC derivatives to transfer the risk of loans to far-flung 
investors who had little or no opportunity to screen and 
monitor borrowers;  

• To support decisions by LCFIs to shift away from traditional, 
deposit-based, relationship-based business lines toward novel 
fee-based, transaction-based business lines that (i) were closely 
tied to the capital markets and (ii) relied on continuous funding 
from the capital markets; and  

• To promote the continued consolidation of the financial 
services industry based on the belief that larger and more 
diversified financial conglomerates would be safer and more 
profitable.435   

A number of critics have argued that the regulatory policies of the past 
two decades were counterproductive and harmful.  Critics have alleged that 
those policies impaired the safety and soundness of financial institutions 
and undermined the stability of financial markets and the general economy, 
because they encouraged:  

• An excessive reliance by LCFIs and regulators on quantitative, 
market-sensitive measures of risk and capital, which had the 
effect of accentuating booms and aggravating busts in the 

                                                                                                                          
435 See, e.g., TURNER REVIEW, supra note 185, at 14–25, 39–49; CONG. OVERSIGHT PANEL, 111th 

Cong., SPECIAL REPORT ON REGULATORY REFORM: MODERNIZING THE AMERICAN FINANCIAL 
REGULATORY SYSTEM: RECOMMENDATIONS FOR IMPROVING OVERSIGHT, PROTECTING CONSUMERS, 
AND ENSURING STABILITY, 2–5, 8–21 (2009), available at http://cop.senate.gov/documents/cop-
012909-report-regulatoryreform.pdf [hereinafter JANUARY 2009 COP REGULATORY REFORM REPORT]; 
Blundell-Wignall & Atkinson, supra note 200, at 55–56, 70–77, 90–99; McCoy et al., supra note 423 
(manuscript at 9–10, 16–23, 28–35); Wilmarth, supra note 13, at 437–69; see also supra notes 16–49 
(describing governmental encouragement for consolidation and conglomeration in the financial 
services industries of the U.S., U.K. and Europe); supra notes 230 and 293 and accompanying text 
(discussing heavy reliance by residential mortgage lenders on the FICO credit scores of borrowers). 
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business cycle;  
• An overuse of structured-finance securitizations and OTC 

derivatives, which created complex and opaque risk exposures 
and a fragile web of interconnections among LCFIs and 
various sectors of the financial markets;  

• A greater dependence by LCFIs on access to continuous 
funding from the capital markets, which increased the 
vulnerability of the financial system to liquidity shortages and 
panics;  

• A failure to restrain the growth of systemic risk within LCFIs; 
and  

• A misplaced confidence in market discipline as an effective 
restraint on excessive risk-taking and abusive practices by 
LCFIs.436   

On the last point, observers have highlighted that market discipline is 
inherently procyclical, because it is too lax during euphoric “bubbles” and 
too extreme during panic-induced “busts.”437  In addition, the effectiveness 
of market discipline is undermined by “self reinforcing herd and 
momentum effects,” which cause market participants to follow the herd 
even when they have doubts about the wisdom of the course the herd is 
pursuing.438   

Two striking examples of the power of herd mentality appeared in 
public statements made by the chief executive officers of BofA and 
Citigroup shortly before the LBO financing boom collapsed in the late 
summer and early fall of 2007.439  In May 2007, Kenneth Lewis gave a 
speech in Zurich, Switzerland, in which he boasted that BofA had 
participated in seven of the fifteen largest LBOs during 2007.440  However, 
during the question-and-answer period after his speech, Mr. Lewis 
admitted that “[w]e are close to a time when we’ll look back and say we 

                                                                                                                          
436 See, e.g., TURNER REVIEW, supra note 185, at 39–49; JANUARY 2009 COP REGULATORY 

REFORM REPORT, supra note 434, at 22–37; Blundell-Wignall & Atkinson, supra note 200, at 96–101; 
Borio, supra note 98, at 10–14, 21; McCoy et al., supra note 423 (manuscript at 16–34); Wilmarth, 
supra note 13, at 444–69; see also DANIEL K. TARULLO, BANKING ON BASEL: THE FUTURE OF 
INTERNATIONAL FINANCIAL REGULATION 98–108, 120–21, 131–35, 139–41, 149–90 (2008) 
(presenting a critique of the Basel II capital accord, including the accord’s heavy reliance on internal 
risk models developed by LCFIs). 

437 TURNER REVIEW, supra note 185, at 41–42, 45–47; Arthur E. Wilmarth, Jr., How Should We 
Respond to the Growing Risks of Financial Conglomerates?, in FINANCIAL MODERNIZATION AFTER 
GRAMM-LEACH-BLILEY 65, 110–13 (Patricia A. McCoy ed., 2002); see generally Shiller, supra note 
190. 

438 TURNER REVIEW, supra note 185, at 40–41; see also Shiller, supra note 190, at 157–72. 
439 See supra note 412 and accompanying text (discussing the collapse of the LBO financing 

boom in 2007). 
440 Ip, supra note 412 (reporting on Mr. Lewis’ speech in Zurich, in which Mr. Lewis declared 

that “[t]here is tremendous value in being able to provide a strong balance sheet to arrange large, 
complex financial transactions”). 
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did some stupid things . . . . We need a little more sanity in a period in 
which everyone feels invincible.”441  Two months later, Chuck Prince of 
Citigroup famously declared, during an interview with the Financial 
Times, that “[w]hen the music stops, in terms of liquidity, things will be 
complicated.  But, as long as the music is playing, you have got to get up 
and dance.  We are still dancing.”442  The statements by Messrs. Lewis and 
Prince demonstrate that even the top executives of the world’s largest 
banks feel compelled to follow the herd. 

On the second point concerning government bailouts, I have 
previously argued—in an article published three years after GLBA’s 
passage—that the “too big to fail” (TBTF) policy is “the great unresolved 
problem of bank supervision.”443  In that article, I contended that GLBA 
was likely to make the TBTF problem much worse by “extend[ing] the 
scope of the TBTF subsidy to reach nonbank affiliates of large financial 
holding companies.”444  GLBA’s authorization of large financial holding 
companies also increased the likelihood that “major segments of the 
securities and life insurance industries will be brought within the scope of 
the TBTF doctrine, thereby expanding the scope and cost of federal ‘safety 
net’ guarantees.”445  I further warned that the risk control measures relied 
upon by GLBA’s supporters were inadequate.446  I predicted that the new 
financial holding companies would almost certainly exploit TBTF 
subsidies because  

the unmistakable lessons of the past quarter century are that 
(i) regulators will protect major financial firms against failure 
whenever such action is deemed necessary to preserve the 
stability of financial markets; and (ii) financial institutions 
will therefore pursue riskier and opaque activities and will 
increase their leverage, through capital arbitrage, if 
necessary, as they grow in size and complexity.447  

Unfortunately, the subprime financial crisis has confirmed all of the 
foregoing predictions.  Over the past decade, regulators in developed 
nations encouraged the expansion of large financial conglomerates and 
failed to restrain their pursuit of short-term profits through increased 
leverage and high-risk activities.  As a result, LCFIs were allowed to 

                                                                                                                          
441 Id. (quoting Mr. Lewis’ remarks as reported by Bloomberg News). 
442 Counting the reasons not to be cheerful, INVESTMENT ADVISER (FT Business), July 23, 2007 

(quoting from Mr. Prince’s interview, and observing that “[c]ommentator RJH Adams nicely described 
[Mr. Prince’s statement] as ‘perhaps the perfect tour d’horizon of the state of liquidity affairs from any 
big lender’s perspective: it may end badly but they are compelled to play’”). 

443 Wilmarth, supra note 13, at 475. 
444 Id. at 446. 
445 Id. at 447. 
446 Id. at 454–75. 
447 Id. at 476. 
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promote an enormous credit boom, and that boom precipitated a worldwide 
financial crisis.  In order to avoid a complete collapse of global financial 
markets, central banks and governments have already provided almost $9 
trillion of support  (in the form of emergency liquidity assistance, capital 
infusions, asset purchase programs, and financial guarantees) for major 
banks, securities firms and insurance companies.448  Those support 
measures—which are far from over—establish beyond any doubt that the 
TBTF policy now embraces the entire financial services industry.449  
Accordingly, there is a pressing need to reform the regulation of financial 
institutions and financial markets with the goal of (i) eliminating (or at 
least greatly reducing) TBTF subsidies and their moral hazard effects, and 
(ii) establishing effective control over LCFIs.450  I intend to evaluate 
potential reform measures in future work.   

 
 

                                                                                                                          
448 See supra notes 424–32 and accompanying text (describing bailout packages and other support 

measures provided by the U.S. and other developed nations to LCFIs during the subprime financial 
crisis). 

449 I previously argued this point in an article published last year.  Arthur E. Wilmarth, Jr., 
Subprime Crisis Confirms Wisdom of Separating Banking and Commerce, 27 BANKING & FIN. SERV. 
POL’Y REP. NO. 6, May 2008, at 1, 5–7, available at http://ssrn.com/abstract=1263453.  Further 
evidence of the comprehensive reach of the TBTF policy is provided by the federal government’s 
recently-announced “stress test” for the nineteen largest U.S. banking organizations (each having more 
than $100 billion of assets).  In announcing the “stress test,” federal regulators emphasized that none of 
the banks would be allowed to fail the test, because the government would provide any capital that was 
needed to ensure the survival of all nineteen banks.  In this regard, William Dudley, President of the 
Federal Reserve Bank of New York, stated: 

The point of the stress assessment is not to pick winners or losers, but instead to ensure that the 
banking system and all the major banks have sufficient capital to withstand a very adverse 
environment.  Following the conclusion of the stress assessment process, the government is committed 
to supplying whatever amount of capital is needed to ensure that all the major banks will remain viable. 

William C. Dudley, Remarks at the Council on Foreign Relations Corporate Conference (Mar. 6, 
2009), available at http://www.newyorkfed.org/newsevents/speeches/2009/dud090306.html; see also  
Steven Sloan, Bernanke: ‘Don’t Need’ to Nationalize Weak Banks, AM. BANKER, Feb. 25, 2009, at 1, 
available at LEXIS, News Library, AMBNKR File (quoting FRB Chairman Ben Bernanke’s 
affirmation during congressional testimony that “[w]e are committed to ensuring the viability of all the 
major financial institutions”).   

450 See, e.g., JANUARY 2009 COP REGULATORY REFORM REPORT, supra note 434, at 19–30; see 
also Ben Bernanke, Chairman, Federal Reserve Board, Speech at the Council on Foreign Relations 
(Mar. 10, 2009), available at http://www.federalreserve.gov/newsevents/speech/bernanke20090310a. 
htm (acknowledging that “in the present crisis, the too-big-to-fail issue has emerged as an enormous 
problem . . . . Looking to the future . . . it is imperative that policymakers address this issue”). 
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Financial Crisis Containment 

ANNA GELPERN 

This Article maps financial crisis containment—extraordinary measures to 
stop the spread of financial distress—as a category of legal and policy choice.  I 
make three claims.  

First, containment is distinct from financial regulation, crisis prevention and 
resolution.  Containment is brief; it targets the immediate term.  It involves claims 
of emergency, rule-breaking, time inconsistency and moral hazard.  In contrast, 
regulation, prevention and resolution seek to establish sound incentives for the 
long term.  Second, containment decisions deviate from non-crisis norms in 
predictable ways, and are consistent across diverse countries and crises.  
Containment invariably entails three kinds of choices: choices between wholesale 
and case-by-case response to financial distress, choices about whether to enforce 
private contracts and government regulations, and choices about distributing 
losses from crisis. I illustrate these with case studies from Indonesia in 1997–
1998, Japan in 1994–1998, the United States in 1933, Argentina in 2001–2002, 
and Mexico in 1982.  Third, containment measures are costly, but so is failure to 
distinguish containment from other tasks.  Governments use prevention and 
regulation rhetoric to delay crisis response and to obscure distribution.  Once they 
admit to a crisis, officials may leverage the urgency of containment to secure far-
reaching economic reform.   

Isolating and mapping containment can help recast well-worn crisis policy 
debates, and make crisis response more transparent and accountable. 

 
 
 
 



 

ARTICLE CONTENTS 
 
I.  INTRODUCTION: BEAR STEARNS, NORTHERN ROCK AND  

MEMORIES OF SEOUL .................................................................... 1053 
II.  THE OBJECT OF CONTAINMENT ................................................... 1058 

A.  SCOPE ................................................................................................ 1058 
B.  PATH AND PACE ................................................................................ 1059 
C.  TIMING: YOU KNOW YOU ARE IN CRISIS WHEN ............................... 1060 

III.  CONTAINMENT IN CONTEXT ....................................................... 1062 
A.  CONTAINMENT AND REGULATION ..................................................... 1064 
B.  CONTAINMENT AND PREVENTION ...................................................... 1065 
C.  CONTAINMENT AND RESOLUTION ..................................................... 1067 
D.  CONTAINMENT AND EMERGENCY ..................................................... 1069 

IV.  WHEN RULES DO NOT APPLY: THE CONTENT OF 
CONTAINMENT ............................................................................... 1071 

A.  BLANKET OR BESPOKE ...................................................................... 1072 
B.  ENFORCE, SUSPEND, REWRITE .......................................................... 1074 
C.  DISTRIBUTION ................................................................................... 1076 

V.  CONTAINMENT IN PRACTICE ....................................................... 1078 
A.  INDONESIA 1997-1998 ...................................................................... 1078 
B.  JAPAN 1994–1998 ............................................................................. 1083 
C.  UNITED STATES 1933 ........................................................................ 1088 
D.  ARGENTINA 2001–-2002 ................................................................... 1096 
E.  MEXICO 1982 .................................................................................... 1098 

VI.  CONCLUSION: CHOICES AT THE PRECIPICE ............................ 1102 
 
 
 
 
 
 
 



 

 

Financial Crisis Containment 

ANNA GELPERN∗ 

I.  INTRODUCTION: BEAR STEARNS, NORTHERN ROCK AND  
MEMORIES OF SEOUL   

On the evening of March 13, 2008, U.S. Treasury officials got on the 
phone with their colleagues at the Federal Reserve and the Securities and 
Exchange Commission.1  A big investment bank was on the verge of 
bankruptcy in deeply stressed credit markets.  Bear Stearns had a network 
of large, complex positions that linked it with many parts of the U.S. and 
global financial system.  Faced with the risk of widespread collapse, the 
regulators arranged a shotgun marriage between Bear and its banker, J.P. 
Morgan, complete with a $30 billion dowry from the Federal Reserve Bank 
of New York.2  

The episode is an example of financial crisis containment,3 a category 
of extraordinary policy measures to stop the spread of untold economic 
damage, akin to containing a fire or infectious disease.  Despite the rhetoric 
of exception that surrounds every instance of containment, even a casual 
                                                                                                                          

∗ Rutgers School of Law—Newark.  I am grateful to Robert Ahdieh, Joshua Blank, William 
Bratton, Lee Buchheit, Giselle Datz, Kevin Davis, Onnig Dombalagian, Adam Feibelman, Michael 
Froomkin, Mitu Gulati, Eric Helleiner, Howell Jackson, Melissa Jacoby, Sky Julian, Chris Kushlis, 
Thomas Laryea, Adam Levitin, Anthony Marcus, Leonardo Martinez-Diaz, Patricia McCoy, Ralf 
Michaels, Russell Munk, Louis Pauly, Adam Posen, Heidi Schooner, Steven Schwarcz, Brad Setser, 
David Skeel, David Snyder, Edwin M. Truman, Matthew Tubin, Alan White, Arthur Wilmarth, David 
Zaring and the participants in conferences and workshops of Seton Hall University School of Law, 
University of Connecticut School of Law, CIGI/University of Waterloo, the Canadian Law and 
Economics Association, Duke University School of Law, American University Washington College of 
Law, George Washington University School of Law, the American Association of Law Schools and the 
International Studies Association for helpful insights, to Sarah Jaramillo, A.J. LaRosa and Kelly 
Targett for excellent research assistance, to the editors of this volume for valuable input and patience, 
and to the Dean’s Fund at Rutgers—Newark for financial support. 

1 See, e.g., Turmoil in U.S. Credit Markets: Examining the Recent Actions of Federal Financial 
Regulators: Hearing Before the S. Comm. on Banking, Housing and Urban Affairs 1 (Apr. 3, 2008) 
(statement of Timothy F. Geithner, President and CEO, Federal Reserve Bank of New York), available 
at http://banking.senate.gov/public/_files/OpgStmtGeithner4308Testimony.pdf. 

2 JPMorgan Chase & Co. and the Bear Stearns Companies, Inc., Summary of Terms and 
Conditions (Mar. 28, 2008), available at http://www.ny.frb.org/newsevents/speeches/2008/ 
Contract.pdf.  The loan was later reduced to $29 billion.  Federal Reserve Bank of New York, 
Summary of Terms and Conditions Regarding the JPMorgan Chase Facility (Mar. 24, 2008), available 
at http://www.newyorkfed.org/newsevents/news/markets/2008/rp080324b.html.  

3 I use the term with apologies to George Kennan, who in 1947 famously advocated “long-term, 
patient but firm and vigilant containment of Russian expansive tendencies,” framing U.S. foreign 
policy under the rubric of containment for decades after.  X, The Sources of Soviet Conduct, 25 
FOREIGN AFFAIRS 566 (1947).  My use differs somewhat from Kennan’s, especially with respect to 
time horizons, though the element of damage control remains.   
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inquiry reveals it to be a fixture of global finance. 
In November 1997, the fourth largest securities house in Japan fell 

after disclosing massive hidden debts. The image of Yamaichi Securities’ 
president crying at the press conference4 became an icon of Japan’s “lost 
decade.”  The government had tried to persuade Yamaichi’s bank to take 
over the business.  The bank refused, itself under water.  The firm folded, 
but not before drawing billions in public funds to pay its creditors—an 
effort to avoid further disruption to fragile domestic and global markets.5   

In August 1997, foreigners stopped lending to Korean banks.6  To 
shore up confidence, the Korean government announced a blanket 
guarantee of bank liabilities.7  U.S. and U.K. officials were indignant: the 
guarantee would bail out the reckless, and encourage more recklessness.8  
In any event, the guarantee failed to stop the slide.  Finance ministers from 
the world’s richest economies spent the next Christmas pleading with the 
world’s top bankers to renew loans to Korean banks.9 

In September 2007, a British bank called Northern Rock had trouble 
refinancing its debt in the increasingly wobbly global markets. To halt a 
run on deposits, the U.K. authorities reprised Korea’s blanket guarantee of 
the banking system, and soon nationalized Northern Rock.10 

In December 2001, Argentina devalued its currency and defaulted on 
$100 billion in foreign bonds, capping off a year of political turmoil, bank 
runs and deepening economic depression.  The government then converted 

                                                                                                                          
4 GILLIAN TETT, SAVING THE SUN: HOW WALL STREET MAVERICKS SHOOK UP JAPAN’S 

FINANCIAL WORLD AND MADE BILLIONS 105 (2004). 
5 HIROSHI NAKASO, BANK FOR INT’L SETTLEMENTS, THE FINANCIAL CRISIS IN JAPAN DURING 

THE 1990S: HOW THE BANK OF JAPAN RESPONDED AND THE LESSONS LEARNT 9–11 (2001), available 
at http://www.bis.org/publ/bppdf/bispap06.pdf?noframes=1; TETT, supra note 4, at xxiii, 106. 

6 PAUL BLUSTEIN, THE CHASTENING: INSIDE THE CRISIS THAT ROCKED THE FINANCIAL SYSTEM 
AND HUMBLED THE IMF 125 (2001).  

7 MORRIS GOLDSTEIN, THE ASIAN FINANCIAL CRISIS: CAUSES, CURES, AND SYSTEMIC 
IMPLICATIONS 39 (1998); Carl-Johan Lindgren et al., Financial Sector Crisis and Restructuring: 
Lessons from Asia, 16 n.17 (Int’l Monetary Fund, Occasional Paper No. 188, 1999), available at 
http://www.imf.org/external/pubs/ft/op/opFinsec/op188.pdf.  The initial guarantee was limited to a 
vaguely defined category of external liabilities.  Id.  It was expanded to all liabilities in November.  Id. 
at 18–19.   

8 See GROUP OF TWENTY-TWO (G-22) WORKING GROUP ON INTERNATIONAL FINANCIAL CRISES, 
REPORT OF THE WORKING GROUP ON INTERNATIONAL FINANCIAL CRISES 7–9 (1998), available at 
http://www.imf.org/external/np/g22/ifcrep.pdf; G-22 WORKING GROUP ON STRENGTHENING 
FINANCIAL SYSTEMS vi-vii, 20–21, 25, 27, 33, REPORT OF THE WORKING GROUP ON STRENGTHENING 
FINANCIAL SYSTEMS (1998), available at http://www.imf.org/external/np/g22/sfsrep.pdf (criticizing 
blanket guarantees extended in financial crisis and reflecting the policy sentiment of the day). 

9 BLUSTEIN, supra note 6, at 198–202.. 
10 See e.g., HOUSE OF COMMONS TREASURY COMMITTEE, THE RUN ON THE ROCK, FIFTH REPORT 

OF SESSION 2007–08, 36–37, 140–41 (2008), available at http://www.publications.parliament.uk/ 
pa/cm200708/cmselect/cmtreasy/56/56i.pdf; David Stringer, Britain to Nationalize Northern Rock 
Bank, WASH. POST, Feb. 18, 2008, at A-11.  For one of many criticisms of the nationalization of 
Northern Rock, see William Buiter’s Maverecon blog for FT.com.  Immoral Hazard and Northern 
Rock, available at http://blogs.ft.com/maverecon/2008/02/immoral-hazard-and-northern-rock/ (Feb. 
19, 2008, 18:58 EST).  
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all dollar-denominated domestic debt contracts and bank deposits into 
devalued pesos.  Argentine courts upheld the measure to rewrite private 
contracts, citing Argentine precedent that relied on U.S. Supreme Court 
jurisprudence from the 1930s.11 

In these cases and many others like them, rules were suspended as 
policymakers tried to hang on to the precipice.  A different set of 
regularities replaced them.  This Article is an effort to describe the new 
regularities, which comprise containment, and to show why it is important 
to conceive of them as a distinct category of legal and policy choice. 

Containment is often conflated with financial regulation, crisis 
prevention and resolution.  These are all long-term projects that share the 
goal of entrenching sound economic incentives, often embodied in positive 
rules.  In contrast, containment is urgent and brief, defined by rule-
breaking, claims of exception and the dearth of positive law.  The 
paramount goal is “to stop the bleeding”;12 the long view falls by the 
wayside.  As they practice containment, formerly stern and stingy officials 
dole out bailouts and sow the seeds of future gambling—time 
inconsistency and moral hazard problems loom large.  

The persistent specter of such problems helps explain why containment 
inhabits a negative space in law and policy, unacknowledged in the run-up 
to crisis and renounced in its aftermath.  Judging financial crisis 
containment by the standards of regulation, prevention and resolution is 
doomed to yield a failing grade and a feckless promise to hold firm the 
next time.  Acknowledging and defining containment opens it to critical 
analysis.  On the one hand, isolating containment helps explain why some 
well-worn paradigms—sanctity of contracts, moral hazard, and the 
liquidity-solvency distinction—fall so flat so consistently in crisis after 
crisis.  On the other hand, it reveals the importance of other ideas, such as 
distribution, accountability, and path dependence, which receive less 
attention than they should. 

This Article maps containment using examples from Asia, Latin 
America and the United States.  Although each episode involves a 
departure from non-crisis norms for resolving financial distress, such 
departures follow a consistent pattern across radically different crises in 

                                                                                                                          
11 See Horacio Spector, Constitutional Transplants and the Mutation Effect, 83 CHI.-KENT L. 

REV. 129, 142–44 (2008) (pointing to the reliance of the Argentine courts on Home Building & Loan 
Ass’n v. Blaisdell in the Avico v. de la Pesa, Bustos v. Estadio Nationale and Massa v. Poder Ejecutivo 
National cases, which applied the doctrine of economic emergency). 

12 See, e.g., Paul R. LaMonica, Commentary: The Fed Tries to Stop the Bleeding, CNNMONEY, 
Sep. 18, 2008, http://money.cnn.com/2008/09/18/markets/thebuzz/index.htm?postversion=200809 
1814; Robert Gavin, A Plan to Stop the Bleeding: Federal Authorities Would Buy Troubled Mortgages, 
Securities; Support in Congress Likely, BOSTON GLOBE, Sept. 19, 2008, at A1, available at LEXIS, 
News Library, BGLOBE file (referring, respectively, to a plan by central banks to inject liquidity into 
the markets, and a proposal by the U.S. Treasury to buy troubled mortgage assets from financial 
institutions). 
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rich and poor, democratic and authoritarian states.  First, faced with the 
prospect of mass default, policy makers choose between case-by-case and 
wholesale response.  Second, they decide whether to enforce private 
contracts and their own regulations.  Third, they begin to allocate losses 
from the crisis among their constituents. 

Financial distress in ordinary times is resolved case-by-case, through 
renegotiation, default, or bankruptcy.13  These tools rely on market 
valuation and an administrative infrastructure designed for a relatively low 
rate of failure in the economy.  In crisis, they may be inadequate: markets 
vanish, and with them, market valuation; panic, contagion and widespread 
distress overwhelm the resolution infrastructure.  Yet the alternative—
wholesale subsidies or across-the-board restructuring—is unappealing.  By 
definition, it is over- and under-inclusive: it may fail the prudent, save the 
profligate, and spawn moral hazard. 

Governments generally enforce private contracts, except in 
bankruptcy, where contracts yield to a public debt adjustment proceeding.  
Enforcing contracts in crisis can exacerbate distress.  For example, where a 
large portion of all debtors cannot pay, enforcement may trigger spillover 
effects throughout the economy.  Separately, otherwise unobjectionable 
contract terms—such as those indexing debts to gold or foreign currency—
if widespread, may bring on financial instability.14  In either case, 
individual creditors have no incentive to compromise for the sake of the 
economy.15  In response, governments may assume private debts or rewrite 
private contracts.16  Assuming debts costs public money; failure to enforce 
contracts is costly in a different way: it can disrupt commercial 
expectations, and undermine both incentives to perform and faith in the 
rule of law.17 

                                                                                                                          
13 Bankruptcy is a collective proceeding for creditors; however, each debtor’s case is resolved 

individually. 
14 Debt contracts indexed to foreign currency or commodity prices are designed to offset the 

effects of devaluation.  Where the domestic currency declines in value, indexation increases the debt 
burden and eliminates the policy benefits of devaluation.  This aggregate effect does not depend on any 
particular borrower’s capacity to perform any given contract.  Anne-Marie Gulde et al., Dealing with 
Banking Crises in Dollarized Economies, in MANAGING FINANCIAL CRISES: RECENT EXPERIENCE AND 
LESSONS FOR LATIN AMERICA 54 (Charles Collyns & G. Russell Kincaid eds., 2003). 

15 This is distinct from creditor collective action problems with respect to a single debtor, which 
are addressed in a single collective bankruptcy proceeding. 

16 NOURIEL ROUBINI & BRAD SETSER, BAILOUTS OR BAIL-INS 87–93 (2004) (summarizing the 
choices and related economic literature).  For legal perspectives on enforcing contracts in crisis, see, for 
example, Home Bldg. & Loan Ass’n. v. Blaisdell, 290 U.S. 398 (1934) (establishing the 
constitutionality of state foreclosure moratoria), and Michael W. McConnell & Randal C. Picker, When 
Cities Go Broke: A Conceptual Introduction to Municipal Bankruptcy, 60 U. CHI. L. REV. 425, 449–50 
(1993) (discussing the effects of enforcing municipal debts during the Great Depression). 

17 Blaisdell, 290 U.S. at 449. (Sutherland, J., dissenting) (“He simply closes his eyes to the 
necessary implication of [this] decision who fails to see in it the potentiality of future gradual but ever-
advancing encroachments upon the sanctity of private and public contracts.”); see also Spector, supra 
note 11, at 145. 
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Similarly, in ordinary times, governments enforce their own 
regulations.  Doing so in crisis may backfire.  For example, where a large 
portion of the financial system becomes undercapitalized because its 
borrowers are broke, strictly enforcing capital and accounting rules may 
mean shutting down most banks and cutting off the credit essential to 
recovery. 

Each containment episode also entails loss distribution, which is 
distinct from and in addition to loss limitation.  Losses from financial 
distress initially fall on debtors and creditors: a debtor may pay and fail, or 
default, shifting loss onto creditors.  Such losses may have spillover 
effects, or may be politically unacceptable in their own right.  In response, 
government restructuring mandates can allocate losses between debtors 
and creditors.  An infusion of public money can shift losses onto taxpayers.  
New private capital can absorb some of the losses.  Public or private 
money from abroad can spread the burden to foreigners.   

Unlike loss limitation, distribution is politically costly.  It requires 
governments to choose among constituents, such as homeowners in Ohio, 
investment banks in New York that repackaged their mortgages, and 
municipalities in Florida or Norway that bought them. 

In sum, containment may call for measures—wholesale treatment, 
rewriting contracts, suspending regulations, and distributing losses—that 
are legally and politically fraught.  Governments delay and obscure such 
measures as long as possible.  Once forced to admit a crisis, officials may 
leverage the sunk political cost of containment to transform the economic 
landscape, for example, by enacting comprehensive regulation or creating 
vast new power centers in the form of merged financial institutions.  
Conflating containment with other kinds of financial policy can mask large 
wealth transfers and major institutional change; it can make political 
choices look technical and inevitable, reduce accountability and increase 
the social cost of a crisis.  

Starting with a description of containment as a category, this Article 
seeks to shift the terms of the debate about crisis response.  I argue that 
much of what appears as rule-breaking in containment is neither good nor 
bad, but unavoidable.  Legal and institutional design for crisis response 
should reflect this reality, with channels of accountability appropriate to 
the tasks of containment.  Part II sets out the context in which containment 
decisions arise.  Part III examines the relationship between containment 
and prevention, regulation, and resolution, and the literature on economic 
emergency.  Part IV describes the recurring elements of containment: the 
choice between wholesale and case-by-case response, the decision to 
enforce, suspend or rewrite private contracts and regulations, and 
judgments about distribution in crisis.  Part V presents five crisis case 
studies.  Part VI concludes with policy implications. 
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II.  THE OBJECT OF CONTAINMENT 

Containment choices as described in this Article arise in a particular 
subset of financial crises.  Such crises are usually called systemic, either in 
the sense that they threaten the financial system as a whole, or, less 
frequently, in the sense that they threaten large parts of the economy 
through finance channels.18  Because the meaning of “systemic” is the 
subject of a debate not directly relevant to my project,19 I use this Part to 
highlight specific crisis attributes that would prompt policy makers to 
consider a containment response.  In sum, if it is big enough, bad enough, 
and moving fast and far enough, financial distress will as a matter of fact 
prompt containment. 

A.  Scope 

A crisis that brings on containment usually imperils large parts of the 
domestic, and occasionally global, financial system.  This in turn threatens 
the macroeconomy: economic growth, employment, prices, and 
government finances.  The ultimate concern is economic harm to a great 
number of people.  The number of financial firms at risk can be telling but 
is not dispositive: mass failures usually merit containment, but so does the 
                                                                                                                          

18 This is the sense in which the word “systemic” is used in the phrase “systemic corporate crisis”.  
See, e.g., Jay Lawrence Westbrook, Systemic Corporate Distress: A Legal Perspective, in RESOLUTION 
OF FINANCIAL DISTRESS: AN INTERNATIONAL PERSPECTIVE ON THE DESIGN OF BANKRUPTCY LAWS 57 
(Stijn Claessens et al., eds., 2001). 

19 See generally SYSTEMIC FINANCIAL CRISES: CONTAINMENT AND RESOLUTION 76, 101 (Patrick 
Honohan & Luc Laeven eds., 2005) (linking containment and systemic risk).  Debates over the 
definition of systemic risk usually take place in the context of systemic risk regulation.  COMMITTEE ON 
THE GLOBAL FINANCIAL SYSTEM, RISK MANAGEMENT AND SYSTEMIC RISK: PROCEEDINGS OF THE 
THIRD JOINT CENTRAL BANK RESEARCH CONFERENCE 1–13 (2002), available at  
http://www.bis.org/cgfs/conf/mar02.pdf (illustrating the evolution of official concern with systemic 
risk); Timothy F. Geithner, President and C.E.O. of the Fed. Reserve Bank of N.Y., Remarks to the 
Fed. Reserve Bank of Chicago Conference: Systemic Financial Crises-Resolving Large Bank 
Insolvencies (Oct. 1, 2004), available at http://www.bis.org/review/r041011a.pdf; Steven L. Schwarcz, 
Systemic Risk, 97 GEO. L.J. 193, 196 (2008) [hereinafter Schwarcz, Systemic Risk] (citing uncertainty 
surrounding the definition and proposing to expand the concept of systemic risk beyond banks to 
financial markets). 

Because containment seeks to limit damage now spreading through known channels, it does not 
raise the same information, incentive, or administrative resource concerns as ex-ante systemic risk 
regulation.  Regulation targets multiple risks at once without necessarily knowing the precise source, 
magnitude or even nature of the harm that might come.  Labeling risk from a future hypothetical event 
as “systemic” is significant in the regulatory context because it may bring on broader, stricter oversight, 
more overseers, and more generous insurance, perhaps with durable behavior changes among market 
actors.  In contrast, containment happens ex-post, when the harm has either materialized, or has become 
much more certain.  At this stage, calling the crisis “systemic” means that “the system” is in present 
danger, which justifies an exceptional, perhaps wholesale, public response.  Thus when the term 
“systemic crisis” is used as a predicate for containment policies, it is almost invariably ex-post, 
instrumental, and political.  This is contrary to the regulatory aspiration in  Steven Schwarcz’s recent 
proposal: “[S]ystemic risk is an economic, not a political, definition.  It should not be used uncritically 
as an ex post political label for any large financial failure or downturn.”  Schwarcz, Systemic Risk, 
supra, at 204.  As I note in Part III, Schwarcz’s goal is to establish a regulatory regime.  I argue that 
containment is different, not least in its political content. 
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failure of one large government savings bank that holds a significant 
portion of the people’s deposits, or one large hedge fund with contractual 
links to many others.  An entity’s nodal position is important because it can 
transmit distress far and wide.  In addition, the failure of a financial 
institution that supports important sectors of the real economy, such as 
housing, can be critical even if it does not immediately affect the broader 
markets.  Disruption of market infrastructure, such as payments and 
clearing systems, is important on its own and in conjunction with firm 
failure.20 

To some extent, the authorties’ response determines whether a crisis is 
perceived as one of mass individual insolvency or large institutional 
failure.  For example, where rescue measures focus on institutions that are 
too big or too interconnected to fail,21 they come to define a crisis.  In the 
same crisis, individual insolvency may be pervasive, but it recedes from 
public view when the policy response to it is indirect, channeled through 
institutions.   

B.  Path and Pace 

Crises spread through two kinds of transmission mechanisms, which 
are not mutually exclusive.  First, in a chain reaction, failure travels from 
one or several entities to others throughout the financial system.22  For 
example, a run on one badly-managed bank can cause runs on banks with 
contractual or ownership links to it, as well as copy-cat runs on good banks 
unconnected with the original culprit.23  Second, a common shock (for 

                                                                                                                          
20 Howell E. Jackson, Systemic Risk after Glass-Steagall Reform (July 12, 2001) (unpublished 

manuscript) (on file with the Connecticut Law Review).  
21 On the role of contractual and institutional “interconnectedness” in transmitting risk throughout 

the financial system, see, for example , Arthur E. Wilmarth, Jr., Controlling Systemic Risk in an Era of 
Financial Consolidation, in INTERNATIONAL MONETARY FUND, CURRENT DEVELOPMENTS IN 
INTERNATIONAL MONETARY AND FINANCIAL LAW (2002, 2005); Cynthia C. Lichtenstein, 
International Standards for Consolidated Supervision of Financial Conglomerates: Controlling 
Systemic Risk, 19 BROOK. J.INT’L 137, 138–42 (1993), Onnig H. Dombalagian, Requiem for the Bulge 
Bracket?: Revisiting Investment Bank Regulation, 20 (Working Paper, 2009) available at 
http://papers.ssrn.com/sol3/Delivery.cfm/SSRN_ID1339628_code349188.pdf?abstractid=1249441&mi
rid=1; Gillian Tett & Krishna Guha, The Cost of a Lifeline, FT.COM, Apr. 24, 2008, 
http://www.ft.com/cms/s/0/9812cd96-1197-11dd-a93b-0000779fd2ac.html?nclick_check=1. 

22 Douglas W. Diamond & Philip H. Dybvig, Bank Runs, Deposit Insurance, and Liquidity, 91 J.  
POL. ECON. 401 (1983); see also Schwarcz, Systemic Risk, supra note 19, at 196–97 (2008). 

23 The two transmission mechanisms within the chain reaction category may be seen as distinct: 
distress may spread through real links among dissimilar institutions (banks, hedge funds, 
manufacturers), or through imitation among those perceived to share similar vulnerabilities (banks).  
Yehning Chen, Banking Panics: The Role of the First-Come, First-Served Rule and Information 
Externalities, in FINANCIAL CRISES, CONTAGION, AND THE LENDER OF LAST RESORT: A READER 359 
(Charles Goodhart & Gerhard Illing eds., 2002); Franklin Allen & Douglas Gale, Optimal Currency 
Crises, in FINANCIAL CRISES, CONTAGION, AND THE LENDER OF LAST RESORT: A READER, supra, at 
379. 
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example, a currency collapse) can affect everyone simultaneously.24  Some 
regulatory measures, such as a sudden change in provisioning rules, can 
have the effect of a common shock, especially when the financial sector as 
a whole is undercapitalized.  International transmission mechanisms are 
essentially similar.25 

The pace at which a crisis unfolds is important in its own right.  A 
sudden loss of confidence in institutions, such as banks, or in a country’s 
currency, can trigger a run.  Depositors or investors demand safe assets 
(cash, hard currency, precious metals) and may rush to sell all at once, 
depressing asset values.  Certain kinds of contractual arrangements, such as 
lending on margin, can mechanically replicate this effect: as the value of 
collateral declines, “margin calls” for additional collateral can cause 
market participants to liquidate assets en masse, setting off a spiral of 
further losses.26  Run-style crises can develop in a matter of hours, though 
many have underlying causes that go back years.  Other crises unfold in 
slow motion, in tandem with a deepening economic slump, which might 
cause the supply of capital to dry up as non-performing loans mount.  It 
may take years of loosely connected failures and ad-hoc responses before 
the authorities recognize a system-wide pattern that prompts a change of 
course, including broader, more muscular containment measures.  

C.  Timing: You Know You Are in Crisis When  

Deciding when financial distress justifies resort to extraordinary tools 
is one of the most daunting policy challenges in crisis.  In his classic case 
for public intervention, Charles P. Kindleberger addressed timing with 
cheeky understatement:  

Timing presents a special problem.  After a crash has 
occurred, it is important to wait long enough for the insolvent 
firms to fail, but not so long as to let the crisis spread to the 
solvent firms that need liquidity . . . Whether too soon and 
too much is worse than too little and too late is difficult to 
specify.27 

The economics and politics of timing are equally intractable.  
                                                                                                                          

24 COUNTERPARTY RISK MANAGEMENT POLICY GROUP II, TOWARD GREATER FINANCIAL 
STABILITY: A PRIVATE SECTOR PERSPECTIVE 5–7 (2005), available at http://www.crmpolicygroup.org 
/crmpg2/docs /CRMPG-II.pdf; Claudio Borio, Towards a Macroprudential Framework for Financial 
Supervision and Regulation?, 49 CESIFO ECONOMIC STUDIES, 181, 189–90 (2003), available at 
http://cesifo.oxfordjournals.org/cgi/reprint/49/2/181.  

25 ROUBINI & SETSER, supra note 16, at 43–44. 
26 Compare MAURY KLEIN, RAINBOW’S END: THE CRASH OF 1929, 237–38 (2001) (effect of 

margin calls in 1929), with Posting of Yves Smith to nakedcapitalism blog, http://www. 
nakedcapitalism.com/2008/10/are-hedge-fund-margin-calls-leading-to.html (Oct. 10, 2008, 15:00 EST) 
(effect of margin calls in 2008). 

27 CHARLES P. KINDLEBERGER, MANIAS, PANICS & CRASHES 13, 209 (5th ed. 2005). 
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Recognizing that a financial crisis threatens the economy can amount to 
admitting policy failure.  Announcing that mass bankruptcy is nigh may 
undermine confidence further.28  In many cases, including those discussed 
later in this Article, it may bring on a political crisis.  Deploying 
extraordinary measures too early may damage incentives to perform 
contracts and monitor risk among debtors and creditors.  On the other 
hand, the risk of delay is particularly acute in a big, fast-moving financial 
crisis.  Waiting until everyone agrees on the magnitude of the threat may 
mean flying off the cliff. 

In practice, the timing of containment does not depend on real or 
perceived economic necessity alone, but also on political and legal 
possibility.  Containment is not one seamless, externally determined phase 
of a crisis, but rather a series of political decisions that may come in 
concentrated spurts, or over time, alongside decisions on prevention, 
regulation and restructuring.  Their focus on the immediate term 
distinguishes containment decisions from the others; incidents such as the 
Bear Stearns sale, which began this Article, acquire their singular status 
through a combination of perceived threat, government response and 
perfect hindsight.  In all cases discussed in Part V, containment could have 
come earlier or later, depending on one’s view of the underlying 
economics.29  Political acceptance of extraordinary measures was critical to 
their economic and legal viability, and helped set their timing. 

As a matter of fact, in every big financial crisis, there comes a time 
when the authorities recognize that measures used to handle non-crisis 
distress may not be enough—which is when they ask their staff to prepare 
memos with “Plan B” in the title. 

A government might consider containment when the country’s firms 
must pay foreign debt twenty times the size of its hard currency reserves, 
as happened in Korea in 1997.30  Extraordinary response may be in order 
when more than half of all firms in the economy are technically insolvent, 
as happened in Indonesia in 1998,31 or when the local currency has lost 

                                                                                                                          
28 Id.; ROUBINI & SETSER, supra note 16, at 42 (describing shock from “disclosure of bad news”); 

TETT, supra note 4, at 69 (2004) (contrasting Japanese regulatory forbearance with Swedish 
enforcement: “We didn’t want to create panic in the financial markets or among consumers.  We 
wanted to deal with the problems slowly and calmly.” (quoting Ministry of Finance official)).  But see 
Kenneth Ayotte & David A. Skeel, Jr., Bankruptcy or Bailouts? (U. Penn. Inst. for L. and Econ. 
Research Paper, No. 09-11), available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1362639 
(arguing that bankruptcy of a major financial firm in an advanced institutional setting need not trigger 
panic). 

29 In the overwhelming majority of cases, the consensus is earlier. 
30 See, e.g., BLUSTEIN, supra note 6, at 182. 
31 See, e.g., Timothy Lane, et al., IMF Supported Programs in Indonesia, Korea, and Thailand: A 

Preliminary Assessment 4–5 (IMF Occasional Paper No. 178, 1999), available at http://www.imf.org/ 
external/pubs/ft/op/op178/OP178.pdf. 



 

1062 CONNECTICUT LAW REVIEW [Vol. 41:1051 

three-quarters of its value, as happened in Argentina in early 2002.32  Time 
may be ripe for containment when private banks no longer heed the 
government’s pleas to rescue ailing comrades, as happened in Japan in 
199733—or when the authorities shut down three hundred savings 
institutions, and over six hundred line up the resolution pike, as happened 
in the United States in the late 1980s.34  So too it might be as officials get 
on the phone at night to decide the fate of a big Wall Street investment 
bank.   

Yet in all these cases, policy makers may lack political capacity to 
consider the full range of responses until things get worse and the public’s 
perception of the crisis has caught up with theirs. 

III.  CONTAINMENT IN CONTEXT 

Containment rarely gets special mention in the vast economic35 and 
still-limited legal36 literature on financial crises.  As used in this Article—
                                                                                                                          

32 See generally PAUL BLUSTEIN, AND THE MONEY KEPT ROLLING IN (AND OUT): WALL STREET, 
THE IMF, AND THE BANKRUPTING OF ARGENTINA (2005); FEDERICO STURZENEGGER & JEROMIN 
ZETTELMEYER, DEBT DEFAULTS AND LESSONS FROM A DECADE OF CRISES 182–86 (2006), Brad Setser 
& Anna Gelpern, Pathways Through Financial Crisis: Argentina, 12 GLOBAL GOVERNANCE 465 
(2006). 

33 TETT, supra note 4, at 74; NAKASO, supra note 5, at 4–5. 
34 Timothy Curry & Lynn Shibut, The Cost of the Savings and Loan Crisis: Truth and 

Consequences, 13 FDIC BANKING REV. (No. 2) 26, 27 (2000), available at http://www.fdic.gov/bank/ 
analytical/banking/. 

35 Examples from the economic literature on international financial crises alone are innumerable.  
These range from big-picture overviews using vastly different methodologies, such as CHARLES P. 
KINDLEBERGER, supra note 27 and Kenneth Rogoff & Carmen M. Reinhart, This Time is Different: A 
Panoramic View of Centuries of Financial Crises (Nat’l Bureau of Econ. Research, Working Paper No. 
13882) (2008), to works driven by specific crisis episodes, such as NOURIEL ROUBINI & BRAD SETSER, 
BAILOUTS OR BAIL-INS (2004), SYSTEMIC FINANCIAL CRISES: CONTAINMENT AND RESOLUTION 
(Patrick Honohan & Luc Laeven eds., 2005), and STURZENEGGER & ZETTELMEYER, supra note 32.  
Other influential contributions include, for example, BARRY EICHENGREEN, ET AL., CRISIS? WHAT 
CRISIS? ORDERLY WORKOUTS FOR SOVEREIGN DEBTORS (1995), Paul Krugman, Financing vs. 
Forgiving a Debt Overhang, 29 J. DEV. ECON. 253 (1988). Jeffrey D. Sachs, Do We Need an 
International Lender of the Last Resort (Apr. 20, 1995), available at http://www.earthinstitute. 
columbia.edu/about/director/pubs/intllr.pdf.  The economic literature on domestic financial crises is 
even bigger.  There is also a large political economy literature on crisis and response.  See e.g., 
ECONOMIC CRISIS AND POLICY CHOICE: THE POLITICS OF ADJUSTMENT IN THE THIRD WORLD (Joan 
M. Nelson, ed., 1990).  

36 Apart from the growing literature on sovereign debt (see, e.g., Symposium, Odious Debt: 
Exploring the Outer Limits of Sovereign Debt, N.C. J. INT’L L & COM. REG. 605 (2007); Symposium, 
Conference on Sovereign Debt Restructuring: The View from the Legal Academy, 53 EMORY L.J. 657 
(2004); Symposium, Sovereign Debt Restructuring, 6 CHI. J. INT’L L. 177 (2005); Symposium, 
Sovereign Debt, 35 GEO. J. INT’L L. 637 (2004) for recent examples), which unlike its economist 
counterpart rarely ventures into broader crisis matters, U.S. law scholars have had relatively little to say 
about economic crises, less about financial crises, and less yet about international financial crises.  See 
Daniel W. Levy, A Legal History of Irrational Exuberance, 48 CASE W. RES. 799, 803–04 (1998) 
(observing the dearth of legal literature on economic distress); see also Eric A. Posner & Adrian 
Vermuele, Crisis Governance in the Administrative State: 9/11 and the Financial Meltdown of 2008 6 
(Univ. Chicago Law and Econ., Olin Working Paper No. 442), available at http://papers.ssrn.com/ 
sol3/papers.cfm?abstract_id=1301164 (“Financial crises are less familiar than security crises.”).  
Exceptions from before the current crisis include, for example, Levy, supra (history of judicial 
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to describe resort to extraordinary legal and policy measures to limit 
damage from financial distress—the concept usually appears unnamed in 
the writing on crisis management and regulatory reform.37  When used, the 
term containment usually describes early-phase response to domestic 
banking crises,38 or efforts to stop crises from spreading internationally.39  
Both uses highlight the goal of stemming losses, but stop short of 
elaborating the decision category.  Containment choices in this literature 
are often tinged with mistake and compromise, regrettable exceptions to be 
avoided next time. 

Like the economic and regulatory writing, U.S. law scholarship on 
economic emergency deals with the use of extraordinary measures to 
respond to economic stress, but it does so quite differently.  Emergency is 
not itself a policy category like regulation, but rather the predicate for a 
broad range of responses to different crises.  Authors who write about 
economic emergency tend to concern themselves broadly with crisis 
decision-making rather than economic and financial policy; they often 
operate by analogy to security emergency.40   

This Part examines the relationship between containment and financial 
regulation, and crisis prevention and crisis resolution.  It concludes with a 
brief discussion of containment as emergency response. 

                                                                                                                          
response to financial panics); Daniel K. Tarullo, Rules, Discretion, and Authority in International 
Financial Reform, 4 J. INT’L ECON. L. 613 (2001) (international financial crisis response).  The related 
but distinct category of writing on economic emergency includes CLINTON ROSSITER, 
CONSTITUTIONAL DICTATORSHIP: CRISIS GOVERNMENT IN THE MODERN DEMOCRACIES 255–64  
(1948, 2002) (on the rise of executive power during the Great Depression), Michael Belknap, The New 
Deal and the Emergency Powers Doctrine, 62 TEX. L. REV. 67 (1983) (discussing the use of wartime 
powers in economic emergency); William E. Scheuerman, Exception and Emergency Powers: The 
Economic State of Emergency, 21 CARDOZO L. REV. 1869 (May 2000) (discussing Carl Schmitt’s 
theories of executive power in economic emergency), Rebecca M. Kahan, Constitutional Stretch, Snap-
Back, Sag 99 NW. U.L. REV. 1279 (2005) (comparing doctrinal stickiness of judicial responses to 
security and economic emergencies), and OREN GROSS & FIONNUALA NI AIOLAN, LAW IN TIMES OF 
CRISIS: EMERGENCY POWERS IN THEORY AND PRACTICE 76–79 (2006) (on the expansion of wartime 
powers to economic exigency).  Contributions inspired by the ongoing crisis include Posner & 
Vermuele, supra, Schwarcz, Systemic Risk, supra note 19, Steven M. Davidoff & David Zaring, Big 
Deal: The Government’s Response to the Financial Crisis, 61 ADMIN. L. REV. (2009) (forthcoming), 
(working paper available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1306342).  

37 See, e.g., Morris Goldstein, Making the G-20 Summit Work: The “Ten-Plus-Ten” Plan, 
PETERSON INSTITUTE FOR INTERNATIONAL ECONOMICS, available at http://www.petersoninstitute.org/ 
realtime/?p=146 (Oct. 27, 2008) (recommendations for economic recovery/crisis management and 
financial regulatory reform/crisis prevention). 

38 See, e.g., Carl-Johan Lindgren, Pitfalls in Managing Closures of Financial Institutions, in 
SYSTEMIC FINANCIAL CRISES: CONTAINMENT AND RESOLUTION 76 (Patrick Honohan & Luc Laeven 
eds., 2005). 

39 ROUBINI & SETSER, supra note 16, at 5, 43–44. 
40 For criticisms of the security analogy, see generally, Levy, supra note 36.  Politicians have used 

it strategically beginning in the 20th century; scholars have adopted it as the dominant paradigm of 
emergency decision-making.  See Franklin Delano Roosevelt, President of the United States, First 
Inaugural Address (Mar. 4, 1933), available at http://www.archives.gov/education/lessons/fdr-
inaugural/ [hereinafter Franklin Delano Roosevelt’s First Inaugural Address]; see also Belknap, supra 
note 36; Posner & Vermuele, supra note 36. 
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A.  Containment and Regulation 

Regulation looks to the future; containment to the present.  The core 
operational difference between the two is in the sequence of priorities.  
Regulation first seeks to change incentives to reduce the risk of failure and 
crisis; mitigating damage from crisis is contingent on the occurrence of a 
crisis despite the regulatory effort.  For containment, the priorities are 
reversed: changing long-term incentives is relevant only if the financial 
system survives the present calamity.41 

Public management of private risk-taking is at the core of financial 
regulation.42  Regulation tries to shape the behavior of firms and 
individuals, for example, to reduce the likelihood of bank failure or 
financial ruin of unsophisticated consumers.43  Another aspect of 
regulation goes to limiting the fallout from risks once they materialize.  For 
example, risk-based capital adequacy requirements work in two ways.  Ex-
ante, they try to discourage excessive risk-taking by making it more costly 
for the regulated firms.  Ex-post, they seek to ensure that each firm has the 
capital cushion to withstand economic shocks.  Containment choices arise 
strictly ex-post and seek immediate results. 

In another example, a regulatory system fraught with moral hazard, 
one that prompts excessive risk-taking, has failed in a central mission.  
Containment policy that arrests financial collapse has met its goal; its 
adverse effects in the long run are for resolution and regulation to mitigate. 

The growing popularity of “macro-prudential” regulation44 adds a twist 
to the relationship between regulation and containment, but does not 
change it.  Macro-prudential regulation is preoccupied with overall 
financial stability, as distinct from the protection of any particular 

                                                                                                                          
41 See, e.g., Mervyn King, Draft Opening Statement for Appearance before the Treasury 

Committee, Turmoil in Financial Markets: What Can Central Banks Do? 7 (Sept. 12, 2007), available 
at http://media.ft.com/cms/a7ed52c2-6111-11dc-bf25-0000779fd2ac.pdf (“[T]here must be strong 
grounds for believing that the absence of ex post insurance would lead to economic costs on a scale 
sufficient to ignore the moral hazard in the future.”).  

42 Howell E. Jackson, Regulation in a Multi-Sectored Financial Services Industry: An 
Exploratory Essay, 77 WASH U. L.Q. 319, 332–36 (1999) [hereinafter Jackson, Regulation]; see also 
HOWELL E. JACKSON & EDWARD L. SYMONS, THE REGULATION OF FINANCIAL INSTITUTIONS: CASES 
AND MATERIALS 6–7 (1999).  Risk management is a central, but not the only driver of regulation.  
Considerations of equity and political economy, as well as historical accident, help shape regulatory 
design, for example, to prevent concentration of political power, or give historically disadvantaged 
groups access to credit.  Jackson, Regulation, supra at 336–39. 

43 Jackson, Regulation, supra note 42, at 332–36. 
44 See generally GROUP OF THIRTY, FINANCIAL REFORM: A FRAMEWORK FOR FINANCIAL 

STABILITY (2009), available at http://www.group30.org/pubs/reformreport.pdf [hereafter G-30 
REPORT]; U.S. DEPT. OF THE TREASURY, BLUEPRINT FOR A MODERNIZED FINANCIAL REGULATORY 
STRUCTURE (2008) available at http://www.treas.gov/press/releases/reports/Blueprint.pdf [hereafter 
TREASURY BLUEPRINT]; Ben S. Bernanke, Financial Reform to Address Systemic Risk, Speech at the 
Council on Foreign Relations (Mar. 10, 2009), available at http://www.federalreserve.gov/newsevents/ 
speech/bernanke20090310a.htm; Borio, supra note 24. 
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institution or consumer.45  It is regulation geared to minimizing the risk of 
and damage from systemic financial crises.  Unlike conventional (micro-
prudential) regulation, macro-prudential regulation is countercyclical: 
stricter in good times, looser in bad.46  Like containment, it is concerned 
with the scope and transmission of financial shocks.  Unlike containment, 
it seeks to preempt transmission through ex-ante system design.   

The macro-prudential approach shares the essential priorities of 
regulation, namely, the emphasis on changing the incentives and structures 
of the financial system to reduce its vulnerability far into the future.   
Capacity for damage control comes second.  In contrast, the essence of 
containment is ex-post short-term damage control; it operates on existing 
system architecture without aspiring to refashion it. 

B.  Containment and Prevention 

Crisis prevention straddles regulation and containment.  The term is 
widely used in popular, policy, and academic writing to include all 
regulation to bolster financial stability.  In this sense, most regulation—and 
certainly all macro-prudential regulation—is also crisis prevention.  In the 
narrowest sense, prevention is government action at Kindleberger’s 
mystical sweet spot after a shock has killed off the bad firms, but before it 
has dragged down the good ones.47  In his argument, this is the time to 
deploy the Lender of Last Resort (LOLR).  The preceding section 
distinguished containment and regulation, including prevention in the 
broad regulatory sense; this Section distinguishes containment and 
prevention in the narrow sense. 

One way to tease out the difference is by reference to the relationship 
between insolvency and illiquidity.  The classic function of LOLR—

                                                                                                                          
45 This distinction is explicit in Borio, supra note 24; also it is implied in the TREASURY 

BLUEPRINT, supra note 44, and the G-30 REPORT, supra note 44. 
46 Borio, supra note 24, at 197.  Forbearance—suspension of prudential strictures in crisis—is 

commonplace in conventional regulation.  See Arthur E. Wilmarth, Jr., Controlling Systemic Risk in an 
Era of Financial Consolidation in INTERNATIONAL MONETARY FUND, CURRENT DEVELOPMENTS IN 
INTERNATIONAL MONETARY AND FINANCIAL LAW 61 (2002, 2005).  The recurrent demand for safety 
valves in conventional regulation illustrates the dilemma.  One well-known example is the systemic 
risk exception for bank resolution, created under the Federal Deposit Insurance Corporation 
Improvement Act of 1991, PL 102-242, 105 Stat. 2236 (1991) (codified as amended in scattered 
sections of 12 U.S.C.).  Prior to the enactment of FDICIA, FDIC was bound to use the least cost 
method of bank resolution; the systemic risk exception allows the FDIC to bypass it if using the least 
cost method “would have serious adverse effects on economic conditions or financial stability” and if 
bypassing the least cost method would “avoid or mitigate such adverse effects.”  Id.  For a discussion 
of the exception, see Martin J. Gruenberg, Vice Chairman, FDIC, Remarks at the international 
Association of Deposit Insurers Symposium on Deposit insurance Cross Border Issues (May 3, 2007), 
available at http://www.fdic.gov/news/news/speeches/archives/2007/chairman/spmay0307.html.  For a 
more recent example, see, for example,  Floyd Norris, Banks Get New Leeway in Valuing Their Assets, 
N.Y. TIMES, Apr. 2, 2009, at B1 (detailing the Financial Accounting Standards Board's move to relax 
"mark-to-market" accounting requirements for banks in financial crisis). 

47 See supra note 27 and the accompanying text. 
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unlimited short-term lending to banks at high interest on good collateral to 
overcome temporary illiquidity48—seeks to prevent a liquidity shock from 
becoming a solvency crisis.  Illiquidity presumes no fundamental economic 
problem, only a loss of confidence.  Economic losses—along with their 
distribution, and the associated politics—are completely avoidable by 
confidence-boosting liquidity support.  The LOLR also has an explicit role 
ex-ante: confidence in the availability of public liquidity support, even 
without any lending, should deter runs on solvent institutions.  So that 
healthy confidence does not become moral hazard (for example, 
encouraging investment in insolvent firms effectively backed by the 
public), the availability of LOLR support may be restricted subject to 
official discretion,49 and in exchange, may require regulatory oversight.50 

In contrast, containment starts from the presumption of economic loss.  
The deployment of extraordinary measures in containment may “stop the 
bleeding,” but it will not undo the injury.   

A variation on the traditional view of the LOLR emerges from Steven 
Schwarcz’s recent work on systemic risk.  He proposes a market liquidity 
provider of last resort (LPOLR) “to purchase securities in panicked 
markets.”51  Schwarcz frames it as a regulatory proposal for ex-ante risk 
reduction.52  Like the macro-prudentialists, he seeks to reduce risk to the 
financial system broadly defined.53  His proposal would preempt market 
panics and limit damage from them54 through a mix of traditional tools 
such as circuit-breakers, disclosure, leverage caps and activity restrictions, 
along with the LPOLR.55  Like the traditional LOLR, it would help calm 
                                                                                                                          

48 WALTER BAGEHOT, LOMBARD STREET: A DESCRIPTION OF THE MONEY MARKET 57–64 
(1906). 

49 This is commonly referred to as “constructive ambiguity.” 
50 Fred Hirsch, The Bagehot Problem, in Goodhart & Illing, supra note 23, at 187, 193. 
51 Steven L. Schwarcz, Markets, Systemic Risk, and the Subprime Mortgage Crisis 8 (Working 

Paper, 2008), available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1102326 [hereinafter, 
Schwarcz, Markets]. 

52 Id. at 8; Schwarcz, Systemic Risk, supra note 19, at 193, 205 et seq. Schwarcz notes the 
possibility of ad hoc ex post approaches to systemic risk management; these stand in contrast to most 
of the proposal.  Id. at 230–31. 

53 See supra note 45 (works on macro-prudential regulation).  Schwarcz’s perspective has 
antecedents in the legal literature.  For example, Cynthia Lichtenstein described systemic risk as 
encompassing risks presented by securities firms in 1993.  Cf. Lichtenstein, supra note 21, at 141; 
Schwarcz, Systemic Risk, supra note 19, at 207, 210–14. 

54 Schwarcz, Systemic Risk, supra note 19, at 214; “Prevent” is used later in the text.  Id. at 216. 
55 Id. at 225–30.  The distinction between Schwarcz’s proposal and the existing powers of the 

Federal Reserve is relatively fine.  Id. at 213 (distinguishing proposal by characterizing Fed lending as 
limited to banks).  In the Bear Stearns incident, the Federal Reserve Bank of New York used its 
authority under Section 13(3) of the Federal Reserve Act to buy assets, including securities, from a 
nonbank using a special purpose vehicle; the same technique was used to support the insurance 
company AIG several months later.  MARKETS GROUP OF THE FEDERAL RESERVE BANK OF NEW 
YORK, DOMESTIC OPEN MARKET OPERATIONS DURING 2008 25–26 (2009) 
http://www.newyorkfed.org/markets/omo/omo2008.pdf.  Using the same authority, the Federal Reserve 
expanded its facilities to lend to all manner of nonbank institutions against a wide range of illiquid 
assets; the stated goal, as in Schwarcz, is to boost market liquidity.  Fed. Reserve Bank of N.Y., 
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markets simply by standing ready to lend or buy assets when panic strikes.   
Like the traditional LOLR, Schwarcz’s proposal addresses illiquidity, not 
insolvency.  The paradigmatic scenario involves no losses at all, since the 
provision of liquidity restores normal market functioning.  This in turn 
makes it possible to frame both LPOLR and LOLR as apolitical: both save 
the system (everyone), neither distributes within it.56 

Containment comes after prevention and preemption have failed to 
bring the markets about; it presumptively entails losses; and it is inherently 
political, if only because it must distribute such losses. 

C.  Containment and Resolution 

Policy, political science and economics writing often combine 
discussion of crisis containment and resolution.  Resolution refers broadly 
to the restructuring and reregulation that happen in the aftermath of 
financial collapse—after panic has abated, but before the economy has 
returned to normal.57  By then, the political system has come to terms with 
the crisis, at least some losses have become apparent, and the actors have 

                                                                                                                          
Understanding the Recent Changes to Federal Reserve Liquidity Provision, http://www. 
newyorkfed.org/markets/Understanding_Fed_Lending.html (last visited Feb. 27, 2009) Fed. Reserve 
Bank of New York, Commercial Paper Funding Facility: Frequently Asked Questions, http://www. 
newyorkfed.org/markets/cpff_faq_081105.html (last visited Feb. 27, 2009).  The distinction between 
Schwarcz’s proposal and the general (though not the institution-specific) facilities is that the Fed only 
lends against illiquid assets; technically, it does not buy them except through special-purpose vehicles.  
However, lending and repurchase operations that put the assets on the Fed’s balance sheet for a long 
time can be hard to distinguish from outright purchases.  Section 13(3) allows Federal Reserve banks to 
lend to nonbanks “in unusual and exigent circumstances” with the approval of a supermajority of its 
governors and where credit is unavailable elsewhere.  It was enacted in 1932 as part of a road 
construction bill.  Emergency Relief and Construction Act of 1932, ch 520, § 210, 47 Stat. 715, 
(codified at 12 U.S.C. § 13(3) (2006)).  President Hoover vetoed that bill’s predecessor, which put 
expansive authority to lend to firms in the Reconstruction Finance Corporation, citing recent corruption 
scandals involving former RFC officials.  Text of President’s Message Vetoing the Relief Bill, N.Y. 
TIMES, July 12, 1932, at 2.  Two weeks later, the Fed got expanded authority as a compromise; it 
appears not to have used it between the Great Depression and the current crisis, although it came close 
several times.  See David Fettig, The History of a Powerful Paragraph, The Region, The Federal 
Reserve Bank of Minneapolis (June 2008), available at http://www.minneapolisfed.org/publications_ 
papers/pub_display.cfm?id=3485. 

56 Schwarcz, Systemic Risk, supra note 19, at 204, 226. 
57 Honohan & Laeven, Introduction and Overview, in SYSTEMIC FINANCIAL CRISES, supra note 

19, at 11; cf. Joan M. Nelson, Introduction: The Politics of Economic Adjustment in Developing 
Nations, in ECONOMIC CRISIS AND POLICY CHOICE: THE POLITICS OF ADJUSTMENT IN THE THIRD 
WORLD 3–4 (Joan M. Nelson ed., 1990):  

The adjustment of individual nations usually comprises two distinct though 
intertwined tasks.  The first is stabilization; that is, reducing balance of payments 
deficits and inflation to levels compatible with resumed and sustainable growth . . . . 
The second aspect of adjustment is structural change designed to encourage foreign 
exchange earning or saving activities, and more generally, to improve incentives and 
efficiency for sustainable growth. 

Containment in this Article is distinct from macroeconomic stabilization.  Governments use 
macroeconomic policy tools much more aggressively in crisis, but the difference from ordinary times is 
one of degree.  In contrast, wholesale restructuring and rewriting contracts is a qualitative departure 
from non-crisis policymaking. 
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begun to look to the future.  The imperative is not to stop the bleeding, but 
to rebuild: 

The goal of resolution policy is to achieve the necessary 
rebuilding of banks’ and borrowers’ balance sheets at the 
lowest cost, where costs include costs from taxpayers’ 
transfers of wealth and the worsening of incentives in the 
financial system.58 

Rebuilding must take account of past mistakes and design a new 
system to avoid them.59  This view of resolution shares a long-term focus 
with regulation.  But because resolution usually operates on a landscape of 
economic and institutional wreckage, it can be both more backward-
looking (for example, compensating crisis victims and mitigating collateral 
damage from containment) and more ambitious (for example, creating new 
institutions and changing regulatory paradigms). 

Containment relates to resolution in two ways: timing and causation.  
Economists usually describe containment and resolution as successive 
stages in managing a banking crisis.  Containment seeks to stop the 
outflow of money, whether in the form of deposit runs or capital flight; 
where applicable, to stabilize the currency; to arrest asset stripping; and to 
limit the collapse of asset prices.60  Containment is a prerequisite to 
resolution, and resolution is its necessary sequel.61  But containment is also 
a source of path dependence: policies adopted “in the heat of the crisis,” 
such as regulatory forbearance, can prove sticky in the resolution phase62 
and can have “potentially irreversible” distribution consequences.63 

Because the writing on crisis resolution tends to be geared to policy 
adoption, and because it is usually embedded in medium and long-term 
policy reform agendas, it produces a particular view of containment.  On 
the one hand, containment is a source of costly, if necessary, departures 
from non-crisis rules,64 where cost is measured both in fiscal terms and in 
terms of compromised incentives.65  On the other hand, it is a window of 
                                                                                                                          

58 Charles W. Calomiris et al., Financial Crisis Policies and Resolution Mechanisms: A 
Taxonomy from Cross-Country Experience in SYSTEMIC FINANCIAL CRISES, supra note 19, at 72. 

59 See, e.g., Goldstein, supra note 37.  
60 Honohan & Laeven, supra note 19, at 6–11; Lindgren et al., supra note 7, at 16–23. 
61 See, e.g., ROUBINI & SETSER, supra note 16, at 17 (“No mater what the precise cause of the 

crisis is, getting out of it almost always requires a combination of policy adjustment and emergency 
financing, whether from an official loan or a restructuring of private debts.  Policy adjustment . . . 
[involves] steps to make the country a better long-term credit.”). 

62 Calomiris et al., supra note 58, at 31. 
63 Honohan & Laeven, supra note 19, at 11; see also Lindgren, supra note 38, at 89 (“All [bank 

closure] triggers must be designed to hold up legally, because interventions and closures will destroy 
and redistribute private property and wealth and therefore have a high likelihood of being challenged in 
courts.”). 

64 See generally Lindgren, supra note 38. 
65 Calomiris et al., supra note 58; Honohan & Laeven, supra note 19, at 17; Lindgren et al., supra 

note 7, at 29–45. 
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opportunity to secure far-reaching changes in areas such as corporate 
governance, bankruptcy, and foreign investment:  

It is during the height of the crisis when the pain is felt 
most that there is an opportunity to break established 
malpractices and governance structures, to implement new 
laws and regulations, and to find support for economic and 
financial reforms.66 

In some cases, containment measures might simultaneously promote 
resolution: for example, arresting a market panic may require an indication 
of a near- or even medium-term policy path.  But in the quotation above, 
containment and resolution are joined strategically to achieve a policy 
outcome that is politically impossible when nerves are calmer.  Where the 
outcome is good policy, this may be for the better, but it is not always good 
policy, and the fog of crisis makes it hard to tell. 

D.  Containment and Emergency 

As already noted, contemporary U.S. law scholarship on financial 
crises has been sparse until now, especially when compared with the 
economics, political science, and economic history writing.67  In search of 
a legal perspective on financial crisis containment, I look also to the 
scholarship on economic emergency.   

Emergency response is a qualitatively different category from financial 
regulation, prevention, and resolution.  The last three comprise relatively 
specific objectives and tasks to achieve them—for example, investor 
protection may require suitability rules; preventing a bank run may require 
deposit insurance and a LOLR; managing impaired assets on a large scale 
may require an asset management company.  In contrast, economic 
emergency is a set of conditions, a state of the world claimed as a predicate 
for extraordinary government action.  Each instance of emergency 
response is unique; neither the predicate nor the response may be specified 
ex-ante.  One way of looking at the discussion of containment in this 
Article is as an effort to carve out that part of emergency response whose 
operational content can be described in advance. 

Lawyers have considered financial and economic emergency response 

                                                                                                                          
66 Honohan & Laeven, supra note 19, at 17.  This is a variant of the ubiquitous sentiment against 

“wasting” a crisis, military or economic.  See, e.g., Jonah Goldberg, Obama’s Fear-Mongering, L.A. 
TIMES, Mar. 10, 2009, available at http://www.latimes.com/news/opinion/sunday/la-oe-goldberg10-
2009mar10,1,7171121.column.  Compare JOEL SELIGMAN, THE TRANSFORMATION OF WALL STREET 
52 (2003) (describing FDR’s use of popular support for fighting the banking crisis to reshape securities 
regulation). 

67 See supra notes 36, 37 and the accompanying text, and Levy, supra note 36, at 803–04 for a 
similar complaint. 
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occasionally from constitutional theory,68 legal history,69 and comparative70 
perspectives.  Its economic policy content remains largely unexplored in 
the law literature.  Where economists detail a sequence of bank closures, 
capital controls, payment standstills, emergency funding and regulatory 
forbearance—noting all the while that “a clear and transparent legal 
framework” for extraordinary measures is “essential”71—lawyers delegate. 

Part of the reason may be that the literature on economic emergency is 
properly seen as a relatively small part of a much larger literature on 
emergency response, most of which focuses on security.  The central 
question in legal writing is one of authority: who decides whether an 
emergency exists, who decides the content of emergency measures, and 
who or what might shape and cabin such emergency authority.72  Concerns 
about separation of powers and checks and balances loom large.  Financial 
crisis and economic policy specifics serve as background texture for much 
more encompassing discussions about allocation of power.73   

The question of authority is crucial; I will return to it at the end of this 
Article.  For now, I suggest that it is difficult to answer the question “who 
decides” how to respond to a financial crisis without a more granular and 
systematic understanding of what they do74—the subject of the next two 
                                                                                                                          

68 See, e.g., ROSSITER, supra note 36, 255–64 (2002) (on the rise of executive power during the 
Great Depression), Scheuerman, supra note 36, at 1882–92 (discussing Carl Schmitt’s theories of 
executive power in economic emergency). 

69 See, e.g., Belknap, supra note 36 (arguing for a legal regime for economic emergencies); Levy, 
supra note 36 (examining judicial attitudes to finance through the prism of financial crises). 

70 See, e.g., GROSS & NI AIOLAN, supra note 36, 76–79 (on the expansion of wartime powers to 
economic exigency.  The authors do not purport to address economic emergency comprehensively). 

71 Lindgren, supra note 38, at 101. 
72 This framing is clearest in Schmitt. See also Scheuerman, supra note 36, at 1871–91 

(discussing economic crisis as a catalyst for reevaluation of authority as a means of governance). 
73 See e.g., Posner & Vermuele, supra note 36, 15–16.  The authors describe the Federal 

Reserve’s effective purchase of AIG stock, which they suggest pushed the limits of the Fed’s authority 
under Section 13(3) of the Federal Reserve Act (see supra note 55) in a singular fashion.  They draw 
parallels to Carl Schmitt’s ideas about emergency and the power of the Executive.  AIG was one of a 
species of heavily-lawyered transactions with precedents in the ongoing crisis (Bear Stearns used the 
same special purpose vehicle structure under the same legal authority six months earlier), the crisis 
response of the 1980s (see infra Part V.E, description of the Brady Plan) and the 1990s, to name a few.  
Compare ROBERT E. RUBIN, IN AN UNCERTAIN WORLD: TOUGH CHOICES FROM WALL STREET TO 
WASHINGTON 21-36, 219–23 (2004) (describing the unorthodox use of the U.S. Treasury’s Exchange 
Stabilization Fund to support Mexico in 1995, and the subsequent Congressional restrictions on its use 
during the Asian Financial Crisis in 1997–1998). The supermajority and exigency requirements in 
Section 13(3) may have provided more ex-ante procedural protections than the other authorities.  
FDICIA’s systemic risk exception (supra note 46) has a similarly elevated ex-ante threshold. 

74 In a rare law article to integrate a substantive treatment of financial crisis economics with 
theoretical perspectives on authority in a specific institutional setting, Daniel Tarullo suggests that 
some tasks of international financial crisis management may present an intractable challenge for 
allocating authority.  Tarullo, supra note 36, at 613.  Tarullo’s work responding to the financial crises 
of the late 1990s also comes closer than most to addressing the substantive problem of containment.  
He revisits the tradeoff between applying rules-systems and granting discretion to policy makers in an 
international financial crisis, using IMF lending and sovereign bankruptcy as case studies, and 
highlighting the implications of the authority deficit in the international realm.  He argues that some of 
the rules proposals he critiques, if adopted, “may hinder efforts to contain a developing systemic 
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Parts of this Article.  

* * * * * 

In sum, academic and policy approaches to financial crisis 
management present a sporadic view of containment.  For some, it is a 
time-limited stage comprising a sequence of known technical tasks 
designed to stop financial panics—a sequence that requires a firm and 
transparent legal foundation.75  For others, it is the response to a unique, 
unpredictable cataclysm that entails suspending laws and delegating 
power.  In practice, until both officials and their constituents have owned 
up to a crisis, containment measures are conflated with crisis prevention.  
Once the crisis is acknowledged, policy prescriptions mix containment, 
resolution, and regulatory reform.76  Once normalcy returns, containment 
policy often looks like a regrettable aberration.  None of these treatments 
generalize or explain the pattern of containment in recent crises.  The next 
Part is an effort to distil a core set of recurring decisions that comprise 
containment.  It is more general than most policy studies of crisis 
management, but less so than most legal writing on economic emergency.  
The goal is to help situate debates about authority and accountability in a 
financial crisis setting. 

IV.  WHEN RULES DO NOT APPLY: THE CONTENT OF CONTAINMENT 

In his iconic history of financial crises, Kindleberger twice quotes this 
passage from nineteenth-century banker and economist Thomas Joplin: 
“There are times when rules and precedents cannot be broken; others when 
they cannot be adhered to with safety.”77  But as Kindleberger and those 
who followed him have observed, emergency does not unleash chaos.  
Instead, non-crisis rules give way to new habits. 

The following sections explore three kinds of choices that 
policymakers must make once they have determined they are facing a 
financial crisis: whether to invoke wholesale solutions, whether to enforce 
private contracts and government regulations, and how to distribute losses.  
Although they often overlap, these choices address distinct containment 
challenges. 

                                                                                                                          
crisis,” id. at 630.  Although Tarullo is clearly concerned about containment, his focus is not on 
systematically defining the decision category and its implications.  As his article’s title suggests, the 
policy proposals and his critique go more to crisis prevention and reform of the international financial 
system. 

75 Lindgren, supra note 38, at 101.  
76 See, e.g., Goldstein, supra note 37 (recommendations for economic recovery/crisis 

management and financial regulatory reform/crisis prevention). 
77 KINDLEBERGER, supra note 27, at 13, 197. 
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A.  Blanket or Bespoke 

A severe financial crisis necessarily raises the prospect of a wholesale 
response.  This is most obvious with traditional macroeconomic policy: a 
shock may cause the authorities to raise or lower interest rates, adjust the 
value of the currency (e.g., devaluation), or change the currency regime 
altogether (e.g., dollarization)—measures that by definition target the 
economy as a whole.  It also holds for financial policy: bank holidays, 
exchange controls, deposit freezes and comprehensive guarantees, are 
containment staples.  These have surfaced in economies ranging from 
Sweden, the United Kingdom and the United States to Argentina, Russia 
and South Korea.  Less common across-the-board responses include 
redenominating debt contracts, legislating debt relief, general exchange 
rate subsidies, and injecting capital in the financial sector.  In all cases, 
wholesale financial measures are a departure from non-crisis norms.   

Absent crisis, failure is resolved case-by-case.  Outside bankruptcy, 
contracts are enforced or renegotiated one-by-one.  But even bankruptcy, a 
collective proceeding, coordinates multiple creditors of a single debtor.  
With a judge for every case, a plan for every firm, and a price for every 
asset, bankruptcy overcomes collective action problems among creditors 
that might otherwise race to the courthouse or dismember a viable 
enterprise. 

A large-scale financial crisis adds new constraints: collective action 
problems appear across the economy, affecting both creditors and 
debtors.78  Asset prices collapse; courts and regulators are overwhelmed.  
Such constraints may militate in favor of applying wholesale measures, 
despite their bluntness, to broad categories of debtors and creditors.  Four 
factors drive the choice between wholesale and case-by-case measures in 
containment. 

First, speed is a key objective of containment policy: the goal is to jolt 
the system into reversing course.  A fast-moving crisis, such as a run, does 
not allow time to design and implement solutions tailored to individual 
persons’ or firms’ needs.  Wholesale measures instantly signal that the 
authorities see a system-wide problem, but also their intention to address it 
forcefully and comprehensively.  

Second, a crisis strains administrative capacity.  The capacity 
challenge goes to scale as much as speed.  In a run—or in the case of a 
simultaneous shock such as a currency collapse—the non-crisis resolution 
infrastructure cannot process an avalanche of failures.  This constraint is 
                                                                                                                          

78 See, e.g., Aaron Tornell et al., NAFTA and Mexico’s Less-Than-Stellar Performance 22–23 
(Nat’l Bureau for Econ. Research, Working Paper 10289, 2004) (discussing Mexico’s “cultura de no 
pago” or “culture of non-payment” which followed its recent financial crisis.  With little enforcement 
from Mexican authorities, there was little incentive even for solvent debtors to make good on their 
debts). 
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relative: states with no resources and fragile institutions, such as Haiti, can 
handle fewer cases at once than wealthy ones with established bankruptcy 
and bank resolution systems, such as Sweden.  But no ordinary system can 
handle a 65% insolvency rate.  Wholesale measures can relieve capacity 
constraints through standardization, such as a limited menu of subsidies 
and restructuring formulas, through new institutional arrangements such as 
special courts or asset management companies to take over bad debts, or a 
combination.  In addition, while generalized regulatory forbearance is 
rarely driven by the desire to lighten the load for bureaucrats, it can have 
the side benefit of letting them focus scant resources on containment 
priorities. 

Third, a crisis can make valuation difficult to impossible.  In normal 
times, it makes sense to let the markets value individual contracts and to let 
bankruptcy laws distinguish successful firms from ones that should fail.  
Bankruptcy relies on both a credible threat of liquidation and the existence 
of a plausible liquidation value.  But the threat is not credible, and the 
value meaningless, where over half of all firms are technically insolvent.79  
Extreme currency fluctuation may make it impossible for businesses to 
plan and for markets to value: firms that look viable at Monday’s exchange 
rate may look insolvent on Wednesday, then good again on Friday.  
Complexity—in the form of financial engineering or opaque, convoluted 
ownership structures—can compound the valuation problem.  Replacing a 
large number of individually negotiated contracts with fewer, simpler, 
standardized ones can help the market value them, put a floor under falling 
asset prices, improve liquidity and restore market mechanisms for later 
restructuring. 

Equitable and political considerations supply a fourth reason to choose 
wholesale over case-by-case containment policy.  For example, identical 
treatment for different groups—such as foreign and domestic creditors—
can buy peace with important constituencies.  Alternatively, securing 
political support for crisis response may require wholesale measures that 
discriminate among groups (taxing all CEOs, subsidizing all farmers).  
Wholesale policies often look simple and transparent, but their economic 
effect can diverge from the political signal: identical measures may affect 
different groups differently.  Compensation measures in the resolution 
phase may redistribute containment subsidies.  Defining target groups for 
wholesale measures can have the effect of structuring crisis politics: 
                                                                                                                          

79 Marcus Miller and Joseph Stiglitz put it in terms of bankruptcy’s capacity to convey 
information about the firm’s management and prospects. Where failure is system-wide, bankruptcy is 
uninformative because failing to plan for an 80% devaluation and 100% interest rates is not normally a 
sign of bad management.  Marcus Miller & Joseph Stiglitz, Bankruptcy Protection Against 
Macroeconomic Shocks: The Case for a ‘Super Chapter 11’ 2 (Centre for the Study of Globalisation 
and Regionalisation, 1999), available at http://www2.warwick.ac.uk/fac/soc/csgr/research/keytopic/ 
global/milrstig.pdf. 
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picking winners and losers, reshaping old coalitions. 
Wholesale measures can be mandatory and punitive (for example, 

capital controls) or voluntary and generous (capital infusions).  All share a 
defect: they are by definition over- and under-inclusive.  Wholesale 
measures will always leave worthy victims unhelped and will send scarce 
resources to the undeserving, potentially encouraging others to gamble.  
Such defects only recede against the imperatives outlined earlier—speed, 
administrability, valuation, politics and equity.   

B.  Enforce, Suspend, Rewrite 

Debtors who run out of money typically have three choices: they may 
negotiate with their creditors, default, or file for bankruptcy.  Ordinarily, 
governments enforce private contracts and punish default.  Bankruptcy is a 
standing mechanism for rewriting contracts outside crisis. 

Suspending or rewriting private contracts in crisis addresses different 
problems.  The first reflects a difference of degree, discussed in the 
preceding section: in a general downturn, there may simply be too many 
defaults and insolvencies for the administrative apparatus to handle.  The 
second is a difference in kind.  Even in a crisis, any given debtor and any 
given creditor may be willing and able to carry on in their unamended 
relationship.  However, the performance of some contracts may have 
spillover effects that exacerbate a crisis.80  The presence of externalities 
from performance may prompt government intervention. 

Externalities are particularly apparent where a category of contracts—
or a contract clause that is boilerplate in a given market—poses a 
macroeconomic threat.  For example, an agreement to pay debts in scarce 
hard currency, if it is widespread, can drain reserves.  Pervasive indexation 
of private contracts to foreign currency similarly can put pressure on 
monetary and financial authorities.81  Economists cite other sources of 
contract rigidity, notably pervasive barriers to renegotiation, as a source of 
vulnerability in crisis.82  

To address the first category of threats from private contract language, 
governments may subsidize performance, amend the contracts by law or 
decree, or refuse to enforce them.  For the second category, subsidies are 
not normally an option.  But rewriting contracts is costly: it may make 
future breach too easy (moral hazard), undermine commercial certainty,83 
                                                                                                                          

80 Anna Gelpern & Adam Levitin, Rewriting Frankenstein Contracts, 82 U.S.C. L. REV. 
(forthcoming 2009). 

81 See Guide et al., supra note 14, at 54 (discussing hard currency indexation).  Indexation more 
broadly is a means of risk-allocation; depending on the index, it may favor debtors or creditors. 

82 EICHENGREEN ET AL., supra note 35, at 15-16, 34-36 (on the barriers to renegotiating sovereign 
debt contracts). 

83 See, e.g., Sun Printing & Publishing Ass’n. v. Remington Paper & PowerCo., 139 N.E. 470, 
471–72 (N.Y. 1923) (invoking the central importance of commercial certainty in contract law). 
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and diminish faith in the rule of law.  The possibility of government 
intervention to rewrite contracts that had been unobjectionable when made 
also introduces an element of sovereign risk.  As one Argentine 
commentator noted, rewriting contracts often not only undermines the 
institution of contract, but also the credibility of the national legal system.84 

A different but related set of concerns attends regulatory forbearance.  
In normal times, governments enforce their laws and regulations.  In crisis, 
doing so may mean shutting down large portions of the economy and the 
financial system.  One central bank official told this Author that enforcing 
capital adequacy and loan provisioning requirements in crisis would have 
meant taking over the private bankings system.85  Although his description 
may over-dramatize, regulatory forbearance in crisis is ubiquitous.86  It is 
most common with respect to capital adequacy, provisioning, and 
regulatory accounting, which reflects respectively the pervasive capital 
scarcity, bad loans and valuation difficulties that characterize a financial 
crisis. Recognition that strict enforcement of micro-prudential rules can 
severely exacerbate the effects of a crisis animates the design of macro-
prudential regulation. 

Some of the established criticisms of regulatory forbearance echo the 
concerns with rewriting private contracts.  Suspending rules in crisis, 
especially doing so often, makes rules less credible going forward.  It 
penalizes those who comply despite distress, and rewards those who break 
the rules even when they could have complied.  Like other containment 
measures, regulatory forbearance may encourage risky behavior on the 
assumption that rules prohibiting such behavior would not be enforced 
when bets go bad. 

Regulatory forbearance also raises distinct concerns from suspending 
contract enforcement.  First, it is hard to stop.  Regulated entities develop a 
vested interest in forbearance, and lobby hard to keep it going: it becomes 
part of the business model.  Perhaps more importantly, early forbearance 
makes it possible for public and private actors to delay recognition of the 
crisis, while prolonged forbearance makes it possible to delay 
restructuring.  Put differently, forbearance can work both as a crisis 
response measure and as a means of denial.  In the first instance, it creates 
a breathing space for other response measures.  In the second, it serves as 
cover for channeling scarce resources to the regulated entities and their 
creditors.  The difference between the two uses of forbearance is often hard 
to tell and politically determined. 

                                                                                                                          
84 Spector, supra note 11, at 129.  
85 Anna Gelpern & Brad Setser, Trip Report: Argentina, August 4–9, at 7 (Nov. 3, 2003) (Council 

on Foreign Relations) (unpublished paper on file with author). 
86 Lindgren, supra note 38, at 89–92. 
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C.  Distribution 

In September 2007, days before he had to rescue Northern Rock and 
guarantee the liabilities of the British banking system, Bank of England 
Governor Mervyn King criticized other central banks for injecting money 
into the market.  He framed his criticism in terms of creditor moral hazard, 
and warned that central bank actions could encourage creditors to gamble 
in the expectation of being bailed out.87  Shortly thereafter, the Shadow 
Financial Regulatory Committee argued that the U.S. Treasury’s limited 
and voluntary mortgage modification initiative was sowing moral hazard 
among irresponsible debtors.88  This illustrates another containment 
perennial: when doing nothing is not an option, policy makers trying to 
contain a crisis must effectively decide whose moral hazard is worse—
from the start, they engage in distribution. 

Debt restructuring and “bailouts” both distribute.  Losses from 
financial distress first fall on debtors and creditors.  Debt reduction 
mandates take away from creditors and give to debtors.  Government-
funded rescue operations shift loss from both debtors and creditors to the 
taxpayers.  Creditors can be some combination of bank depositors, bank 
owners, and government-backed deposit insurance agencies.  Where debt 
takes the form of a marketable security (whether it started out that way or 
was repackaged through securitization), creditors can be local pension 
funds with long time horizons, foreign municipalities that count on the 
income to maintain vital services, Italian retirees, Connecticut hedge funds, 
or Wall Street investment banks.  Similarly, debtors can be poor 
homeowners or wealthy corporations.  Each crisis will have its own 
                                                                                                                          

87 See, e.g., Carol Douherty, British Central Bank Critical of Cash Infusions, N.Y. TIMES, Sept. 
13, 2007; Mervyn King, Turmoil in Financial Markets: What Can Central Banks Do? 7 (Draft 
Opening Statement for Appearance before the Treasury Comm., Sept. 12, 2007), available at 
http://media.ft.com/cms/a7ed52c2-6111-11dc-bf25-0000779fd2ac.pdf: 

But, on the other hand, the provision of such liquidity support undermines the 
efficient pricing of risk by providing ex post insurance for risky behaviour.  That 
encourages excessive risk-taking, and sows the seeds of a future financial crisis.  So 
central banks cannot sensibly entertain such operations merely to restore the status quo 
ante.  Rather, there must be strong grounds for believing that the absence of ex post 
insurance would lead to economic costs on a scale sufficient to ignore the moral hazard in 
the future.  In this event, such operations would seek to ensure that the financial system 
continues to function effectively. 

Id. 
88 Statement of the Shadow Financial Regulatory Committee on Treasury Department’s Mortgage 

Foreclosure Program 2 (Dec. 10, 2007), available at http://www.aei.org/docLib/20071210_ 
ShadowStatement250.pdf: 

The interest-rate freeze appears to reward borrowers who made bad decisions . . . 
Additional problems of fairness and moral hazard are raised by wholesale adjustment of 
investor and lender claims to interest-rate income under pre-existing mortgage contracts. 
Rewriting mortgage contracts without open negotiations between servicers and investors 
promises to discourage future investors from participating in markets for securitized 
loans. 

Id. 
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constellation of constituents. 
Distribution is politically, and often legally, fraught.  It requires 

officials to choose among constituents, many of whom wear multiple hats 
at once: homeowners, depositors, retirees, shareholders, and investment 
bankers, to name a few.  It may require imposing new taxes, breaking 
contracts and taking property.   

In contrast, framing crisis response decisions in terms of loss limitation 
puts decision makers above the political fray.  This can be done in two 
ways.  First, if the crisis is one of temporary illiquidity, there should be no 
losses and no need to spread the pain.  As noted earlier, the LOLR 
advances funds to solvent institutions and expects to be repaid forthwith.89  
Second, even in a solvency crisis that entails losses, supporting some 
constituents over others may help limit overall social cost.  In this view, 
banks and households are vehicles, not objects of intervention.90  A bank 
looks like a better vehicle than a household, because a bank failure can 
bring down many firms and households.  Helping banks helps everyone at 
once and no one in particular.  

Where the problem is insolvency, masking distribution in these ways 
can be costly.  First, it may delay recognition of a crisis and crisis 
response, which can magnify aggregate losses.  Second, it may reduce 
accountability.  The liquidity-solvency paradigm reinforces the view that 
financial crisis containment decisions, while urgent and complex, are 
essentially technical: it creates the illusion of a hard boundary accessible 
with scientific precision.  But judgments about liquidity and solvency are 
often wrong or fudged, and virtually always contested and political.91  If a 
crisis is mislabeled, the public may be stuck with losses from failed 
liquidity support where other distribution options might have been chosen 
up front. 

Third, once the decision is made to shift some losses to the public, 
choices about who gets scarce rescue resources and who is left to fail 
require legitimacy in their own right.  This is so even when such choices—
like triage in battlefield medicine—are easy to justify as limiting aggregate 

                                                                                                                          
89 BAGEHOT, supra note 48, at 57–64. 
90 RUBIN, supra note 73, at 19: 

I tried to explain that I wouldn’t spend a nickel of taxpayer money for the sake of 
rescuing investors.  Again and again, I returned to my arguments that our proposal to 
help Mexico was driven by our national interest.  These numbers are always hard to 
calculate, but we made a rough judgment about the potential costs of a prolonged 
Mexican crisis to the United States—700,000 jobs affected, a 30 percent increase in 
illegal immigration, and so on. 

Id. 
91 See Goodhart & Illing, supra note 23, at 13, 16 (summarizing contributions on the subject), and 

infra Part II.B. 
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losses.92  They are not always easy to justify; and measures that are 
perceived as illegitimate may ultimately fail for lack of political support. 

* * * * * 

The description of containment so far raises a number of questions for 
crisis response.  I collect these here before proceeding to the case studies in 
Part V.  First, if the decisions about wholesale measures, enforcing 
contracts and regulations, and loss distribution are inevitable, how should 
policy makers go about making them?  What factors should they consider 
in each case?  What legal and institutional features might make for better, 
or at least for easier, containment decisions?  Second, how should the law 
allocate authority over containment policy?  What should be the respective 
roles of the Executive, Legislative and Judicial Branches—but also of 
independent agencies, most importantly central banks, and foreign actors, 
public and private?  Third, does isolating containment as a category help 
determine the timing of emergency response?  The accounts below suggest 
some partial answers. 

V.  CONTAINMENT IN PRACTICE 

This Part examines how the three kinds of crisis containment decisions 
have played out in very different economic and political settings: Indonesia 
in 1997–1998, Japan in 1994–1998, the United States in 1933, Argentina in 
2001–2002, and Mexico in 1982.  All five examples involved bad loans 
and widespread distress in the banking sector.  But the five crises had 
different causes and developed in different ways.  In Mexico and 
Argentina, government debt was a key source of distress.  In the United 
States, government debt was involved, but it was not central to the crisis.  
In Japan and Indonesia, financial stress was most severe in the corporate 
and banking sectors.  Mexico offered an odd twist: its government debt 
problems also threatened the banking sector in the United States.  A period 
of falling real estate prices was key to Japan’s collapse; fast-moving 
currency crises defined Argentina’s and Indonesia’s.  For all the 
differences, governments in each case faced the containment decisions 
described in Part IV, even though not all were acknowledged as such.  Yet 
each government’s choices reflected a specific institutional and political 
context. 

A.  Indonesia 1997-1998 

Between July 1997 and January 1998, Indonesia’s currency, the 
                                                                                                                          

92 Medical triage involves dividing the injured into three groups to conserve scarce rescue 
resources:  priority goes to the borderline cases that might survive with treatment, but would perish 
without it.  The lightly and terminally injured alike must wait. 
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rupiah, fell by over 75% as international investors fled Asia.93  In less than 
a year, the financial crisis would end President Suharto’s thirty-two year 
dictatorship.  At the height of the crisis, 80% of all Indonesian firms were 
illiquid and 65% were technically insolvent, unable to repay foreign-
currency debts.94  At least three-quarters of all bank loans were 
nonperforming.95 

Still reeling from having to rescue Korean banks,96 some international 
officials had a radical idea: why not swap all corporate debt in Indonesia 
into equity overnight?  This would achieve a conventional bankruptcy 
result—handing insolvent firms over to their creditors—without getting 
bogged down in Indonesia’s notoriously ineffectual bankruptcy system, 
and might just work fast enough to arrest the downward slide.  Even by 
crisis standards, the blanket swap was an extreme idea; it was promptly 
rejected after a few policy brainstorms. 

Under another proposal, later described in a theoretical paper by 
Marcus Miller and Joseph Stiglitz, Indonesia’s currency collapse would 
have triggered across-the-board corporate debt reduction.97  In Miller and 
Stiglitz’s “Super Chapter 11,” general debt relief is appropriate in response 
to macroeconomic shock because individual managers are not to blame for 
pervasive insolvency, and because the skills of the existing managerial 
cadre are essential to rehabilitate the corporate sector. 

The instant swap and Super Chapter 11 came from very different 
diagnoses of the crisis, and, if implemented, would have led to polar 
opposite outcomes: a swap would expropriate, while debt relief would 
entrench, the existing owners.  But both proposals contemplated the 
restructuring of private contracts on an economy-wide scale.  In 1997–
1998, such blanket measures seemed sensible considering the rapid spread 

                                                                                                                          
93 INT’L MONETARY FUND, INDONESIA: STATISTICAL APPENDIX 42 tbl.39 (May 1999), available 

at http://www.imf.org/external/pubs/ft/scr/1999/cr9939.pdf.  See generally Barry Eichengreen, The 
Asian Crisis After Ten Years, Keynote Address at Singapore Centre for Applied and Policy Economics 
at Singapore National University 5 (July 31, 2008), available at http://www.econ.berkeley.edu/ 
~eichengr/sing_keynote.pdf; Steven Radelet & Jeffrey D. Sachs, The East Asian Financial Crisis: 
Diagnosis, Remedies, Prospects, BROOKINGS PAPERS ON ECON. ACTIVITY 1–2 (1998) (attributing the 
crisis in part to investor behavior). 

94 The exchange rate plunge quadrupled the rupiah value of their dollar debt.  Conservative 
estimates of private sector debt topped $72 billion, over 70% of Indonesia’s GDP.  LEONARDO 
MARTINEZ-DIAZ, BARBARIANS AT THE GATE 226 n.42 (forthcoming 2009) (on file with author); 
RICHARD ROBISON & VEDI R. HADIZ, REORGANIZING POWER IN INDONESIA: THE POLITICS OF 
OLIGARCHY IN AN AGE OF MARKETS 153 (2004); Int’l Monetary Fund, IMF Concludes Article IV 
Consultation with Indonesia, 1999 PUB. INFO. NOTICE NO. 99/33. 

95 ROBISON & HADIZ, supra note 94 at 154. 
96 See supra notes 6–9 and accompanying text (discussing the Korean government’s guarantee of 

Korean bank liabilities). 
97 Miller & Stiglitz, supra note 79.  See also JOSEPH STIGLITZ, GLOBALIZATION AND ITS 

DISCONTENTS 57–64 (2002); Joseph Stiglitz, The Insider, NEW REPUBLIC, Apr. 17, 2000, at 56, 
available at LEXIS, News Library, NEWRPB File.  At the time of the proposal, Stiglitz was Chief 
Economist of the World Bank. 
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of Indonesia’s crisis and the wild currency fluctuations, which made 
valuation nearly impossible.  Institutional factors, such as the complex web 
of corporate conglomerates, corrupt courts and an unused bankruptcy law 
from Dutch colonial days compounded the containment challenge. 

These elements, which argued in favor of an expansive wholesale 
response, weighed against powerful countervailing considerations.  When 
the crisis hit, fifteen families, all but one of Chinese descent, controlled 
over 60% of the stock market capitalization.  Suharto’s family controlled 
nearly 17%.98  These were the principal debtors whose unhedged foreign 
borrowing made the country so vulnerable.  With such extreme 
concentrations of ownership and debt, a wholesale debt-equity swap would 
have expropriated the ethnic Chinese elite on a revolutionary scale, most 
likely in favor of foreign investors.  On the other hand, across-the-board 
debt forgiveness under “Super Chapter 11” would have visibly rescued the 
same ethnic elites facing a backlash from the native Indonesian majority.99 

Similar distribution concerns were present, albeit less stark, in more 
conventional containment policy options mooted in Indonesia.  For 
example, some had suggested imposing general restrictions on capital 
outflows.  These were unacceptable to the International Monetary Fund 
(IMF), whose views came with billions of dollars in emergency lending, 
but also to the elites rushing to get money out of Indonesia.100  Blanket 
deposit guarantees similarly faced resistance as bank runs spread in the fall 
of 1997.  Indonesian technocrats and IMF officials opposed such 
guarantees for fear of moral hazard, but also because they did not want to 
appear to reward the elites whose banks had been funneling dubious loans 
to connected firms.101 

Absent good distribution options, officials lapsed into policy paralysis 
and incrementalism.  In October of 1997, the government agreed with the 
IMF to shut down sixteen out of over 200 banks, and to extend a partial 
guarantee to small deposits.  Designed to include banks owned by 
Suharto’s family and associates, the narrowly targeted closing was meant 
to signal both the government’s seriousness and the discreet nature of the 
crisis.102  It backfired badly: Suharto’s son got his bank back within days of 
                                                                                                                          

98 STIJN CLAESSENS ET AL. EAST ASIAN CORPORATIONS: HEROES OR VILLAINS? 13–14, tbl.8 
(1999); Hugh Patrick, Corporate Governance, Ownership Structure and Financial Crisis: Experience of 
East Asian Countries 16 (Dec. 11, 2001) (unpublished manuscript on file with Columbia Business 
School), www.kdic.or.kr/english/down/2001_I_2(Session1).doc. 

99 Similar concerns surfaced in connection with a proposal to establish a currency board, fixing 
the value of the rupiah: international officials suspected among other things that Suharto and his cronies 
would set the value artificially low and spirit the remaining dollars out of the country.  BLUSTEIN, 
supra note 6, at 225. 

100 BLUSTEIN, supra note 6, at 85–115. 
101 This also reflected residual hope that the crisis was not entirely systemic, and that confidence 

could return with closing the right subset of bad banks.  Id. at 111.  For further information regarding 
connected lending, see MARTINEZ-DIAZ, supra note 94, at 190. 

102 See Lindgren et al., supra note 7, at 2. 
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closing; confusing announcements suggested (correctly) that more banks 
were at risk; and the partial guarantee did nothing for large depositors who 
made up most of the deposit base by value.103 

In the interim, central bank lending continued in force.  Like the 
rejected options, this ostensible liquidity support had the effect of bailing 
out the best-connected.  For the government it may have had the added 
virtues of being discretionary and less obvious to the public eye than 
blanket guarantees or moratoria.  Better yet, the authorities’ heavy reliance 
on central bank lending allowed everyone to avoid admitting that Indonesia 
was in the middle of a nasty solvency crisis.  A few months later, when the 
grim reality settled in, the state issued a full guarantee of all bank 
liabilities.  By then, the capital had decamped for Singapore.104 

The next round of measures, launched in January 1998 along with the 
guarantee, tried to straddle containment and resolution.  Coming at the 
lowest point in rupiah’s slide, it aimed to arrest it—but not at the cost of 
bailing out the undeserving.  The centerpiece of the emergency package 
was an asset management company, the Indonesian Bank Restructuring 
Agency (IBRA).  The agency’s mission was all-encompassing: taking over 
bad banks, restructuring and selling their assets, and recovering as much as 
possible of the central bank liquidity support dispensed in the preceding 
months.  Meant to boost market confidence, IBRA took months to sort out 
its mandate, management, and authority, all in the public eye.  It then 
embarked on a multi-step process of taking over and culling banks, 
assuming portfolios, and negotiating individual restructuring arrangements.  
Initially, it had no authority to reduce debt or foreclose on collateral.  
IBRA eventually came to control assets worth over one-third the size of 
Indonesia’s economy.  In its capacity as “the chief arbiter of . . . a massive 
redistribution of corporate assets,” IBRA became a major political force in 
its own right.105 

A year into the crisis, bank resolution costs stood at 51% of 
Indonesia’s GDP106 and much of the economy was in state hands.  With 
Suharto out of power and many of his associates out of sight, asset sales 
remained mired in political controversy.107  The new government rejected 
                                                                                                                          

103 BLUSTEIN, supra note 6, at 112; see also ROBISON & HADIZ, supra note 94, at 156 (noting that 
Suharto expected the announcement of the IMF to restore confidence in the financial system, which it 
ultimately did not). 

104 INDEP. EVALUATION OFFICE, INT’L MONETARY FUND, EVALUATION REPORT: THE IMF AND 
RECENT CAPITAL ACCOUNT CRISES 13–15 (2003) available at http://www.imf-
ieo.org/eval/complete/pdf/07282003/all.pdf [hereinafter EVALUATION REPORT]. 

105 See ROBISON & HADIZ, supra note 94 at 197 (noting that by mid-1999, the IBRA controlled 
assets amounting to 546 trillion rupiah); Wayne Arnold, Indonesian Bank Agency Fading Out, N.Y. 
TIMES, Oct. 2, 2003, at W3, available at LEXIS, News Library, NYT File (noting that the IBRA 
recouped 146 trillion rupiah of the 650 trillion spent on rebuilding the Indonesian banking system).  

106 See Lindgren et al., supra note 7, at 165. 
107 Arnold, supra note 105 (noting that the IBRA was viewed as an agency that would reform the 

banking system following Suharto’s exit from power). 
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demands to hand over IBRA’s holdings to native Indonesians, but also 
barred sales to the old, mostly Chinese, owners.  Western investors 
remained unpopular; however, the state’s dire fiscal predicament prompted 
further opening to foreign capital, notably in the banking sector.  It took 
years and much maneuvering to bring a mix of old and new capital back to 
Indonesia,108 with the state absorbing losses many times the size of the 
original corporate liabilities. 

It is customary to blame Indonesia’s crisis response on the dysfunction 
of a dying dictatorship and the dogmatism of international officials.109  
Both are likely at fault.  But Indonesia’s choices, while extreme, are not 
unique.  Politicians and technocrats everywhere recoil at drastic wholesale 
response to crisis, then come to embrace it after costly bespoke measures 
fail to stop the collapse.  Politicians hate to admit to large-scale failure; 
technocrats resent the moral hazard and inequity inherent in across-the-
board response.  And few policy makers have the stomach to preside over 
revolutionary redistribution. 

Indonesia’s case was notable in yet another respect.  From the start, 
even before the government had acknowledged the full depth and breadth 
of the crisis, domestic and international policy makers saw distress as an 
opportunity to secure far-reaching structural reforms of the Indonesian 
economy.  While the dynamic itself is quite common, the depth of 
Indonesia’s crisis and the breadth of the reform ambition were impressive.  
IMF and World Bank lending conditions, many developed with the quiet 
support of technocrats within the Indonesian government,110 among other 
things sought to break up industrial and trading monopolies, privatize state 
enterprises, open the financial sector to foreign participation, revamp the 
bankruptcy regime and clean up the courts.  Although the reform agenda 
might have been reasonable as a matter of economic policy, in retrospect, it 
is harder to justify as crisis management.  Foreign and domestic actors 
were quite open about their desire to use the crisis as a window of policy 
opportunity, and they were right—perhaps to a greater degree than anyone 
had expected.111  Yet the muscular push for reforms, some of which had 
less-than-obvious payoff in arresting the crisis, cost domestic and 

                                                                                                                          
108 See ROBISON & HADIZ, supra note 94, at 191–92 (noting that while IBRA was established in 

1997 to work toward recapitalizing Indonesian banks, by 2001 Indonesian banks were still struggling); 
see also Patrick, supra note 98, at 16 (noting that violence in Indonesia in 1998 contributed to the flight 
of Indonesian capital).  

109 BLUSTEIN, supra note 6, at 110–11; EVALUATION REPORT, supra note 104, at 13–15; Radelet 
& Sachs, supra note 93, at 1; Stiglitz, supra note 97, at 56. 

110 MARTINEZ-DIAZ, supra note 94, at 195. 
111 Id. at 218 (describing President Habibie’s reluctant embrace of IMF program conditionality, 

including trade openness, as a way out of the crisis even as it was contrary to his own nationalist 
preferences).  The most extreme “reform” was political—the end of Suharto’s dictatorship.  Although 
many saw the crisis and the ensuing reform conditionality as part of a Western plot to overthrow the 
President, such charges remain the province of conspiracy theories. 
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international policy makers enormous political capital. 
Indonesia offers one of the starkest illustrations of containment 

decision-making and its extreme distributional consequences.  Perhaps 
because the distribution stakes were so high, the default option—avoiding 
wholesale restructuring for as long as possible, quietly supporting 
entrenched interests with forbearance and central bank lending, all the 
while shifting losses onto the general public—carried the day. 

B.  Japan 1994–1998 

Japanese banks were among the largest creditors to bankrupt 
Indonesian companies.  Apart from that, the two crises had little in 
common.  Indonesia was poor; Japan was rich.  Indonesia had deep ethnic 
divisions compounded by extreme inequality; Japan had some of the 
lowest levels of wealth and income inequality in the industrial world.112  
Indonesia was an oligarchic dictatorship; Japan a democracy, albeit one 
where a single party had dominated the political scene for decades.  
Indonesia suffered a sudden currency collapse; Japan’s economy unraveled 
over a decade.  Unlike Indonesia, Japan had ample financial, technical and 
institutional capacity.  Yet the two governments made some similar 
decisions about crisis containment.  Through most of Japan’s “lost 
decade,” its authorities approached institutional failure case-by-case, 
practiced regulatory forbearance, and insisted on scrupulous performance 
of private contracts.  Perversely, this approach resulted in a wholesale 
rescue of the financial system, and at least in the first instance, a large-
scale loss transfer from banks and their borrowers to the public. 

Japan entered the 1990s with a burst real estate bubble and a stock 
market that had dropped over half its value.  The height of the bubble in 
the late 1980s coincided with capital markets deregulation, which made it 
easier for the largest Japanese manufacturing firms to issue securities, and 
sent Japanese banks to scramble for new borrowers.  Loans to small and 
medium-size firms, to real estate and finance companies, and to 
individuals, grew rapidly.113  A large portion of these loans was directly 
and indirectly secured by real estate.  Historically, real estate had been the 
dominant form of collateral for bank lending in Japan.  As a result, many 
loans went bad when land prices fell by more than two-thirds at the turn of 
the decade.114  But the damage was hidden, as the government encouraged 
                                                                                                                          

112 See, e.g., Thomas Piketty & Emmanuel Saez, The Evolution of Top Incomes: A Historical and 
International Perspective, 96 AM. ECON. REV. 200, 204 (2006) (describing the far lower levels of 
wealth and income inequality in post-war Japan than in the United States). 

113 Yoshinori Shimizu, Convoy Regulation, Bank Management, and the Financial Crisis in Japan, 
in JAPAN’S FINANCIAL CRISIS AND ITS PARALLELS TO U.S. EXPERIENCE 57, 61–71 (Ryoichi Mikitani & 
Adam S. Posen eds., 2000).  

114 Id. at 60, 64, 70–71, 74.  Banks also indirectly backed long-term capital market financing.  
Most bank and capital market financing was effectively secured.  Id. 
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banks to recycle the loans and paper over losses while waiting for a 
recovery that did not come.115 

Commentators often date the start of the financial crisis to 1994 and 
the near-failure of two urban credit cooperatives.  Contrary to crisis 
stereotype of falling giants, Tokyo Kyowa and Anzen were small deposit-
taking institutions of the sort that lent locally to families and small 
businesses.116  Bad real estate loans put the two in such bad shape that even 
their notoriously lax municipal regulators recommended shutting them 
down.  Instead, they were rescued with financial support from other banks 
and contributions from the local and national governments.  This was the 
first time since World War II that Japan used public funds to bail out a 
financial institution, and the first in a series of ad-hoc rescues that soon 
covered the entire financial system. 

Over the next four years, failures spread to housing lenders, banks big 
and small, and global securities houses.  In November 1997, nearly every 
week brought news of financial collapse—including the bankruptcy of 
Yamaichi Securities that began this Article.117  The inflection point came in 
1998 with the failure of Long Term Credit Bank (LTCB) once the ninth 
largest in the world by asset size,118 followed by a spate of more 
comprehensive legislation, including an asset management scheme in 
1999. 

The government’s response between 1994 and 1998—continued 
regulatory forbearance, central bank liquidity support and “voluntary” 
contributions from solvent banks to meet the contractual obligations of the 
failing—signaled that the troubles were limited and temporary, even as 
many policy makers knew they were not.  Each failure exposed new gaps 
in the resolution infrastructure and each rescue package appeared to be 
jimmy-rigged to make up for these gaps.  After a while some of the 
features, such as the private bank contributions—or hougachou (a term 
also used to describe village collections for religious feasts)119—became 
fixtures of Japan’s crisis response.  Fiscal contributions remained 
immensely controversial.  As a result, last-resort lending during that period 
turned conventional central banking principles upside down: one finance 
ministry official observed in retrospect that most Bank of Japan (BOJ) 
support went to failed institutions, not temporarily illiquid ones.120 

                                                                                                                          
115 Id. at 77. 
116 NAKASO, supra note 5, at 4; TETT, supra note 4, at 72; Basel Committee on Banking 

Supervision, Bank Failures in Mature Economies, 13 BANK FOR INT’L SETTLEMENTS 7 (2004), 
available at http://www.bis.org/publ/bcbs_wp13.pdf?noframes=1. 

117 NAKASO, supra note 5, at 8. 
118 TETT, supra note 4, at xxiii.  When it failed, LTCB had $240 billion in assets.  NAKASO, supra 

note 5, at 12. 
119 NAKASO, supra note 5, at 5. 
120 Id. at 22. 
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Just before the rescue of the credit cooperatives in 1994, the Central 
Bank Governor had assured the public that BOJ funds would not be used to 
bail out failed firms, but only to maintain financial stability.121  In practice, 
the government appears to have seen the latter as a function of the former: 
any failure was a threat to stability.  Often-cited institutional factors 
provide only part of the explanation. 

Japanese banks and their customers had been linked for decades, some 
longer, in an elaborate pattern of cross-shareholding.122  By some counts, 
over half of all public companies’ shares could be found in the hands of 
their banks, their customers, and related firms; a relatively small 
percentage of all shares traded publicly in practice.123  Although ownership 
links were common in the corporate sector and not limited to public 
companies, they were especially strong among financial firms: in the early 
1990s, banks’ largest equity holdings were overwhelmingly in other 
financial institutions.124 

The avowed purpose of cross-shareholding was to foster stability.  
Stability in turn had several dimensions.  First, it could be a vehicle for 
promoting financial stability through access to credit, a form of mutual 
assistance.  Second, it was justified as a way of warding off hostile 
takeovers.  Third, cross-shareholding was a means of commitment: it 
fostered long-term business dealings and reinforced existing contractual 
links, for example, between suppliers and their customers, or banks and 
their borrowers.125 

The functions and efficacy of cross-shareholding and other linkages 

                                                                                                                          
121 Id. at 5. 
122 For a more in-depth discussion of Japanese cross-shareholding, see generally J. Mark 

Ramseyer, Cross Shareholding in the Japanese Keiretsu (Harvard Law School John M. Olin Center for 
Law, Econ. and Bus. Discussion Paper Series, Paper No. 244, 1998), available at 
http://lsr.nellco.org/cgi/viewcontent.cgi?article=1032&context=harvard/olin (explaining the functions 
and purpose of the Japanese keiretsu); U.N. Dep’t of Econ. & Soc. Affairs [DESA], Bank-firm Cross-
shareholding in Japan: What Is It, Why Does It Matter, Is It Winding Down?, U.N. Doc. 
ST/ESA/1999/DP.15 (Feb. 2001) [hereinafter DESA Discussion Paper] (prepared by Mark Scher), 
available at http://www.un.org/esa/desa/papers/2001/esa01dp15.pdf (examining the development of 
cross-shareholding involving Japan’s commercial banks, and the problems accompanying the practice).  
Cross-shareholding has roots in the history of Japanese corporate organization; however, it evolved and 
adapted in response to legal reform and foreign investment after World War II.  See, e.g., Scher, supra, 
at 4–5 (explaining the evolution of cross-shareholding from World War II  through the 1990s). 

123 See DESA Discussion Paper, supra note 122, at 1–2 (citing 65–70% as the level of “quiescent 
stable shareholding” in publicly traded firms).  Hugh Patrick cites a lower percentage than Scher, but 
still above 50% for financial firms in the 1980s and 1990s.  Patrick, supra note 98, at 10–12. 

124 Patrick, supra note 98, at 11; DESA Discussion Paper, supra note 122, at 15 (“Fifteen out of 
the top sixteen companies in which city, regional and long-term credit banks held shares were in fact 
other financial institutions . . . .”). 

125 See ENCYCLOPEDIA OF JAPANESE BUSINESS AND MANAGEMENT 96–99, 318–19 (Alan Bird, 
ed., 2001) (defining and explaining “cross-shareholdings” and “mochiai”); Japan Economic Planning 
Agency, White Paper: Economic Survey of Japan, (1991–1992) 180–81 (1992); see also Ramseyer, 
supra note 122, at 16–17, 19–20 (discussing cross-shareholding in supplier relationships). 
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among Japanese firms are debated in a large literature.126  For purposes of 
this case study, cross-shareholding is interesting as a variant of 
interconnectedness that affects crisis management in many countries.  In 
Japan, the practice of cross-shareholding, along with the financial and 
other business relationships it sought to bolster, appeared to make it more 
difficult for the system to countenance individual failure, to encourage 
continued lending to weak firms,127 and to make financial institutions 
generally more prone to peer and government pressure to maintain 
confidence.128  Cross-shareholding was far from the only means of 
interconnectedness or the most important barrier to individual failure in 
Japan, yet it offers an especially stark illustration of the predicament.   

The commitment device seemed to work as designed.  Quite apart 
from any “soft” rescue norm, the “hard” contractual and ownership links 
helped transmit individual failure far and wide.129  Private sector 
executives described themselves as bound by a public duty to maintain 
confidence in the face of cascading bad news.  Thus the head of LTCB 
explained his decision to pay dividends while the bank was insolvent as a 
matter of protecting the system.  If he failed to pay, he would be 
responsible for bringing down other banks, firms and perhaps the economy 
as a whole.130  But even where failure could not be avoided—as in the 
Yamaichi bankruptcy and the ultimate nationalization and sale of LTCB—
the government scrupulously paid up on the firms’ contracts, for fear that 
interconnectedness would bring down others and further disrupt the 
markets.131 
                                                                                                                          

126 See, e.g., Masahiro Aoki et al., The Japanese Main Bank System: An Introductory Overview, in 
THE JAPANESE MAIN BANK SYSTEM: ITS RELEVANCE FOR DEVELOPING AND TRANSFORMING 
ECONOMIES (Masahiro Aoki & Hugh Patrick, eds., 1994); Ronald J. Gilson &  Mark J. Roe, 
Understanding the Japanese Keiretsu: Overlaps Between Corporate Governance and Industrial 
Organization, 102 YALE L.J. 871, 872, 874–75 (1993) (discussing the purpose and functions of the 
Japanese keiretsu); Yoshiro Miwa & J. Mark Ramseyer, The Myth of the Main Bank: Japan and 
Comparative Corporate Governance, 27 LAW & SOC. INQUIRY 401, 403–04 (2002) [hereinafter The 
Myth of the Main Bank] (discussing the role of the “main bank” in Japanese keiretsu groups); Yoshiro 
Miwa & J. Mark Ramseyer, Does Relationship Banking Matter?  The Myth of the Japanese Main Bank, 
2 J. EMPIRICAL LEGAL STUD. 261, 285–97 (2005) [hereinafter Does Relationship Banking Matter?] 
(arguing that the main bank “insurance” function is a fiction); see also DESA Discussion Paper, supra 
note 122, at 10 (citing to interviews with Japanese bankers).  

127 Joe Peek & Eric Rosengren, Crisis Resolution and Credit Allocation: The Case of Japan, in 
SYSTEMIC FINANCIAL CRISES 305 (Patrick Honohan & Luc Laeven eds., 2005). 

128 Patrick writes more broadly about the challenge of overcoming “embedded relationships” in 
crisis.  Patrick, supra note 98, at 22–24; see generally NAKASO, supra note 5; TETT, supra note 4 
(citing examples of contractual and ownership links between LTCB and real estate clients as crisis 
transmission mechanisms and policy constraints). 

129 TETT, supra note 4, at 59, 87, 105; Patrick, supra note 98, at 22–24 (discussing “embedded 
relationships).  It seems fitting that the bookends of Japan’s slow-motion financial collapse—the failure 
of two credit cooperatives in 1994 and of LTCB in 1998—were connected.  LTCB had an undisclosed 
equity stake in Tokyo Kyowa; all three also shared a big client, a real estate company that ultimately 
destroyed them all.  TETT, supra note 4, at 72–73. 

130 TETT, supra note 4, at 112. 
131 NAKASO, supra note 5, at 12–13. 
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In the background, forbearance permeated the regulatory fabric.  
Senior officials expected to assume high posts with commercial banks 
upon retiring from public service.132  Leading up to the crisis, financial 
sector and official actors understood the prevailing “convoy regulation” 
system as a way for the government to ensure the survival of even the 
weakest banks; the banks in turn accommodated government lending 
priorities.133  In crisis, the government supported “flexible” accounting and 
coordinated “voluntary” rescues among regulated institutions.   

In sum, Japan was in a peculiar position of resisting comprehensive 
crisis response where single-firm failure was seen as a threat to the system 
in financial and political terms.  This resulted in ad-hoc, case-by-case 
rescues that added up to a wholesale bailout of the financial sector.  Those 
that borrowed from Japanese banks at the height of the real estate bubble—
small and midsize firms that did not have access to the capital markets, real 
estate and financial firms, and some individual borrowers134—appeared to 
benefit disproportionately from the infusion of government money. 

In Japan, as in many other crisis countries, banks were poorly 
capitalized and underprovisioned; the deposit insurance and investor 
protection funds were small and broke; and until 1998, the government had 
limited power to take over and restructure failed institutions.  
Interconnectedness and mutual assurance were presented, for a time, as an 
effective substitute for capital cushions and public insurance.  But just as 
the most generous capital cushions and insurance schemes prove 
inadequate in a severe crisis, mutual assurance—if it ever worked135—fails 
when everyone is under water.  It can also constrain crisis response: when 
offered public recapitalization funds in early 1998, “all major banks . . . 
applied for capital injection in order to avoid the risk of being singled out 
as a weak bank,”136 spreading thin the already limited support.  What might 
have been narrowly targeted measures became wholesale. 

Japanese authorities are routinely accused of dawdling for a decade; 
the social and political context gets blamed for slowing and muting the 
crisis response.  But viewed from another angle, Japan had a predictable 
reaction to an ordinary predicament.  For as long as officials believed that 
there was nothing they could do about the crisis, they had no reason to 

                                                                                                                          
132 The practice was called “descent from heaven.”  Int’l Monetary Fund [IMF], Monetary & 

Exchange Affairs Dep’t, Working Paper: The Japanese Banking Crisis of the 1990s: Sources and 
Lessons, 26 n.47 (IMF Doc. WP/00/7 Jan. 2000), available at http://www.imf.org/external/ 
pubs/ft/wp/2000/wp0007.pdf (prepared by Akihiro Kanaya & David Woo). 

133 NAKASO, supra note 5, at 2, 17. 
134 Shimizu, supra note 113, at 61–71.  
135 Miwa & Ramseyer argue strongly that it never existed, at least in the “main bank” institution.  

See generally The Myth of the Main Bank, supra note 126 (commenting that Masahiko Aoki’s “main 
bank” theory does not accurately describe Japan). 

136 NAKASO, supra note 5, at 12. 
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acknowledge its true magnitude.137  They resorted to regulatory 
forbearance and measures meant to avoid losses, such as central bank 
liquidity support and mutual assistance among banks.  As more firms 
teetered on the brink, the government adopted by default a policy of 
rescuing everyone, and paid failed institutions to perform under financial 
contracts that would have been breached without government help.  This 
increased the total magnitude of financial sector losses and progressively 
shifted them onto the general public.  More radical measures had to wait 
for the political system to adjust to the magnitude of the crisis, which took 
more and bigger failures and failed rescues. 

C.  United States 1933 

Franklin Delano Roosevelt took office more than three years after the 
stock market crash, when the economy had shrunken by half, five thousand 
banks had failed, states and companies printed scrip, and Mexican money 
circulated in the United States.138  In some industrial cities, over 70% of all 
workers were unemployed.  Farmers with pitchforks stormed courthouses 
to block foreclosures.  Lloyd’s of London sold riot insurance in 
America.139  Crisis denial was not an option. 

Despite popular perception to the contrary, the Hoover Administration 
had not stood idle since 1929.  Towards the end of his term, Hoover 
boosted federal construction, tried to raise agricultural prices, and sought 
new funding for the mortgage market under the Federal Home Loan Bank 
Act.  He also preceded FDR in using military metaphor to fight economic 
malaise.  In December 1931, Hoover proposed to establish the 
Reconstruction Finance Corporation, modeled after the War Finance 
Corporation of World War I, to channel money to banks, municipalities 
and railroads.140  Yet the government response was generally limited to 
voluntary programs, exhortations, and subsidies for intermediaries.  
Hoover opposed outright mandates for banks and government relief 

                                                                                                                          
137 See Adam S. Posen, Introduction: Financial Similarities and Monetary Differences, in 

JAPAN’S FINANCIAL CRISIS AND ITS PARALLELS TO U.S. EXPERIENCE, supra note 113, at 1, 7–10 
(setting aside monetary policy and discussing how a policy of regulatory forbearance failed to contain 
Japan’s financial crisis). 

138 WILLIAM E. LEUCHTENBURG, FRANKLIN ROOSEVELT AND THE NEW DEAL 18, 42 (1963) 
[hereinafter LEUCHTENBURG, ROOSEVELT]. 

139 WILLIAM E. LEUCHTENBURG, THE PERILS OF PROSPERITY 1914–1932, at 247, 261–62 (1958) 
[hereinafter LEUCHTENBURG, PROSPERITY]. 

140 The idea to revive the War Finance Corporation originally came from Federal Reserve 
Chairman Eugene Meyer.  James L. Butkiewicz, The Impact of a Lender of Last Resort During the 
Great Depression: The Case of the Reconstruction Finance Corporation, 32 EXPLORATIONS IN ECON. 
HIST. 197, 199 (1995).  LEUCHTENBURG, PROSPERITY, supra note 139, at 257–58.  Although RFC 
support may have slowed the rate of failure among recipients, it did not spur net new lending, since the 
banks had become risk-averse.  Id. 
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payments to individuals.141  Instead, he tried to jawbone financial industry 
captains over dinner and to shame them with Congressional probes.142  
Hoover also set up a vehicle for the strong banks to help the weak (they did 
not).143 

States filled the void with mandates of their own.  By the time of 
Roosevelt’s inauguration, many had imposed foreclosure moratoria; nearly 
all had some form of banking restrictions.144 

FDR’s inaugural address on March 4 was laced with war imagery and 
broadsides against “money changers.”145  On March 5, he used wartime 
emergency powers to declare a national bank holiday.146  In the words of 
one historian, “[t]he very totality of the bank holiday helped snap the 
tension the country had been under all winter.”147  The same measure 
banned transactions in gold as a first step to dollar devaluation.148  News 
headlines warned of “Prison for Gold Hoarder.”149  Legislation validating 

                                                                                                                          
141 LEUCHTENBURG, PROSPERITY, supra note 139, at 252, 257–58; BARRIE A. WIGMORE, THE 

CRASH AND ITS AFTERMATH: A HISTORY OF SECURITEIS MARKETS IN THE UNITED STATES, 1929–
1933,  209–12 (1985). 

142 LEUCHTENBERG, PROSPERITY, supra note 139, at 251–59; SELIGMAN, supra note 66, at 8–9, 
11–13 (describing Hoover’s dinners with bankers and stock exchange officials and his role in launching 
Senate Banking Committee hearings into Wall Street misdeeds). 

143 LEUCHTENBURG, PROSPERITY, supra note 139, 257–58; Butkiewicz, supra note 140, at 199 
(describing, among other things, the establishment of the National Credit Corporation); cf. Robert F. 
Bruner & Sean D. Carr, Lessons from the Financial Crisis of 1907, 19 J. OF APPLIED CORP. FIN. 115, 
122 (2007) (describing the efforts of J.P. Morgan and other New York bankers to stop market panic in 
1907 by backing weaker institutions); NAKASO, supra note 5, at 1, 10–11 (describing Japanese 
government policies encouraging strong banks to rescue weak ones); Grace Wong, Wall Street 
Superfund: Not So Super, CNNMONEY, Oct. 22, 2007, http://money.cnn.com/2007/10/22/ 
markets/super_fund/index.htm (describing a U.S. Treasury Department effort to get banks to pool 
resources to buy distressed financial assets, announced on October 15, 2007). 

144 BARRY EICHENGREEN, GOLDEN FETTERS: THE GOLD STANDARD AND THE GREAT 
DEPRESSION 1919–1939, 329 (1996); LEUCHTENBURG, ROOSEVELT, supra note 138, 38–39, 42–43 
(1963).   

145 Franklin Delano Roosevelt’s First Inaugural Address, supra note 40; see Belknap, supra note 
36, at 67–68 (describing the war analogy). 

146 Bank Holiday, March 6–9, 1933, Inclusive, Proclamation No. 2039, 48 Stat. 1689–91 (1933); 
Trading with the Enemy Act, ch. 106, 40 Stat. 411 (1917) (codified as amended at 12 U.S.C. § 95 et 
seq. (2000)); Belknap, supra note 36, at 73.  Roosevelt approved the issuance of the proclamation on 
the afternoon of Sunday, March 5.  LEUCHTENBURG, ROOSEVELT, supra note 138, at 42 (1963). 

147 LEUCHTENBURG, ROOSEVELT, supra note 138, 42 (1963). 
148 Bank Holiday, March 6–9, 1933, Inclusive, Proclamation No. 2039, 48 Stat. 1689–91 (1933); 

Trading with the Enemy Act, ch. 106, 40 Stat. 411 (1917) (codified as amended at 12 U.S.C. § 95 
(2000)); Belknap, supra note 36, at 73.  Roosevelt did not formally devalue until January 30, 1934, 
after a series of interim legislative and executive measures.  See Agricultural Adjustment Act, 73 Pub. 
L. No. 10, 48 Stat 31 (1933) (giving the Executive discretion to inflate); Gold Reserve Act, 48 Stat. 337 
(1934) (mandating a 40% minimum reduction in the gold value of the dollar).  For a discussion of the 
Administration’s gold buying program and other initiatives to promote commodity price inflation, see, 
for example, ARTHUR M. SCHLESINGER, JR., THE COMING OF THE NEW DEAL 1933–1935, 197–252 
(1959); LEUCHTENBURG, ROOSEVELT, supra note 138, at 78–84 (1963); see also Kenneth W. Dam, 
From the Gold Clause Cases to the Gold Commission: Half Century of American Monetary Law, 50 U. 
CHI. L. REV. 504, 512–15 (1983). 

149 Use of Scrip Authorized: President Takes Steps Under Sweeping Law of War Time, N.Y. 
TIMES, Mar. 6, 1933, at 1. 
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the President’s actions and expanding his authority passed the Congress 
“sight unseen” on March 9 in an atmosphere that evoked “great war 
measures.”150  Sticks joined words and carrots in the containment toolkit. 

Roosevelt’s primary objective in delinking the dollar from gold was to 
inflate agricultural commodity prices.151  The move was also part of a 
national recovery policy that sought to redistribute power away from New 
York bankers to Western farmers and entrepreneurs;152 it was moreover a 
nationalist bid for policy autonomy amid the crumbling international gold 
standard.153  In the Administration’s way lay over $100 billion in face 
value of government and private debt contracts that gave creditors the 
option of payment in gold at the rates prevailing when the contract was 
made.154  Such “gold clauses” had become boilerplate after the last bout of 
dollar devaluation following the Civil War;155 by 1933, they were in over 
half of all debt, totaling more than 130% of GDP.156  The U.S. government 
was the largest debtor affected, with $22 billion in gold clause debt in June 
1933, followed by state and municipal governments at $14 billion, 
railroads at $11 billion, $34 billion for other domestic corporations, and 
$10 billion issued by foreign entities.157 

The clauses were designed as a hedge against precisely the sort of 
move contemplated by FDR.158  They were a policy problem because they 
had become ubiquitous:159 if they were enforced, public and private debt 

                                                                                                                          
150 LEUCHTENBURG, ROOSEVELT, supra note 138, at 43–44 (1963). 
151 Id. at 48; see also Dam, supra note 148, at 511–13 (1983).  For a contemporary perspective, 

see Charles S. Collier, Gold Contracts and Currency Regulation, 23 CORNELL L. Q. 520, 528, 532 
(1937–1938) (describing the Joint Resolution’s objective as “reflation of prices”). 

152 SCHLESINGER, supra note 148, at 233.  
153 See generally EICHENGREEN, supra note 35; SCHLESINGER, supra note 148, at 199–200, 221. 
154 Gold Obligations Are $100,000,000,000; Federal Bonds Total $22,000,000,000, N.Y. TIMES, 

May 27, 1933, at 2; Randall S. Kroszner, Is it Better to Forgive than to Receive? An Empirical 
Analysis of the Impact of Debt Repudiation 2, 6 (Nov. 2003) (unpublished manuscript, on file with the 
University of Chicago Graduate School of Business), available at http://faculty.chicagogsb.edu/ 
randall.kroszner/research/repudiation4.pdf.  Some of the clauses were drafted to require payment in 
gold; others permitted payment of the specified gold value in paper dollars.  The second category 
presented a more difficult problem for the government in later litigation.  

155 Ignore Indenture Payable in Gold: Agents for Bonds with Coupons Due Fail to Give Coin 
When Demand Is Made; Court Action Possible; Issues of French Municipalities Soar in Price on Offer 
to Settle in Metal, N.Y. TIMES, May 2, 1933, at 2 (describing “the familiar clause”); Knox v. Lee and 
Parker v. Davis (Legal Tender Cases), 79 U.S. 457 (1871); see also Juilliard v. Greenman (Legal 
Tender Case), 110 U.S. 421, 436, 449 (1884) (describing the post-Civil War acts passed by Congress to 
address dollar devaluation); see Levy, supra note 36 (discussing the Legal Tender Cases). 

156 Dam, supra note 148, at 523 (citing 55% of all debt); Kroszner, supra note 155 (citing two-
thirds).  

157 Gold Obligations Are $100,000,000,000; Federal Bonds Total $22,000,000,000, N.Y. TIMES, 
May 27, 1933, at 2; Kroszner, supra note 154, at 2. 

158 Norman v. Balt. & Ohio R.R. Co., 294 U.S. 240, 302 (1935); John P. Dawson, The Gold 
Clause Decisions, 33 MICH. L. REV. 647, 662–63 (1934–1935); Dam, supra note 148, at 522–23.  

159 Text of the Two Reports on the Gold Resolution, N.Y. TIMES, May 30, 1933, at 2: 
If the gold clause applied to a very limited number of contracts and security 

issues, it would be a matter of no particular consequence, but in this country 
virtually all obligations, almost as a matter of routine, contain the gold clause.  In 
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stock would rise by as much as 69% when the dollar fell against gold, 
triggering mass bankruptcy.160  On June 5, Congress passed and Roosevelt 
signed a Joint Resolution that made gold clauses in public and private debt 
unenforceable as against public policy.161  It was rushed through to allow 
the Treasury to issue new debt without the clauses on June 15.162  
Commodities rallied briefly;163 creditors sued. 

The first federal ruling came a year later when a district court in St. 
Louis held that a railroad’s promise to pay in gold was no more 
enforceable in the aftermath of the Joint Resolution than a promise to pay 
“100 piculs of Chinese opium.”164  Within months, four appeals were 
joined before the Supreme Court: two suits on railroad bonds (including 
the consolidated Missouri appeal), and two on U.S. government 
obligations.165 

In all four cases, the creditors claimed due process and takings 
violations; on the editorial pages, they pressed the image of a bank 
depositor arbitrarily denied access to his money.166  To the President and 
his allies, they were “no better than racketeers” trying to finagle $1.69 for 
their dollar.167 

For the Court, the private obligations presented the simplest 
problem.168  They plainly had to give way to Congress, since all those 

                                                                                                                          
light of … [pervasive gold hoarding and capital flight],  … no currency system … 
can meet the requirements of a situation in which many billions of dollars of 
securities are expressed in a particular form of the circulating medium, particularly 
when it is the medium upon which the entire credit and currency structure rests. 

160 See, e.g., Kroszner, supra note 154, at 2. 
161 H.J. Res. 192, 73d Cong., ch. 48, 48 Stat. 112 (1933).  The operative portion read: 

Resolved . . . That (a) every provision contained in or made with respect to any 
obligation which purports to give the obligee a right to require payment in gold or a 
particular kind of coin or currency, or in an amount in money of the United States 
measured thereby, is declared to be against public policy; and no such provision 
shall be contained in or made with respect to any obligation hereafter incurred.  
Every obligation, heretofore or heareafter incurred, whether or not any such 
provision is contained therein or made with respect thereto, shall be discharged upon 
payment, dollar for dollar, in any coin or currency which at the time of payment is 
legal tender for public and private debts.  Any such provision contained in any law 
authorizing obligations to be issued by or under authority of the United States, is 
hereby repealed . . . . 

162 Roosevelt Signs Gold Clause Ban: Resolution, Rushed to Cover June 15 Federal Issue, Put 
Into Effect Quickly; ‘Repudiation’ Is Denied, N.Y. TIMES, June 6, 1933, at 35. 

163 SCHLESINGER, supra note 148, at 236. 
164 In re Missouri Pacific R. Co., 7 F. Supp. 1, 9 (E.D. Mo. 1934); Court Knocks Out Bond Gold 

Clause, N.Y. TIMES, June 20, 1934, at 1. 
165 Norman v. Balt. & Ohio R.R. Co. and United States v. Bankers Trust Co., 294 U.S. 240 

(1935); Nortz v. United States, 294 U.S. 317 (1935); Perry v. United States, 294 U.S. 330 (1935). 
166 Norman C. Norman, Our Gold Certificates, Letter to the Editor, N.Y. TIMES, June 1, 1933. 
167 ARTHUR MEIER SCHLESINGER, JR., THE POLITICS OF UPHEAVAL 256 (1960).  
168 Seth P. Waxman, The Physics of Persuasion: Arguing the New Deal, 88 GEO. L.J. 2399, 2416 

(2000) (arguing that the private contracts cases were the easiest of the Gold Clause lot).  For a similar 
view from a contemporary, see, for example, John Dickinson, The Gold Decisions, 83 U. PA. L. REV. 
715, 720 (1935) and Dawson, supra note 158, at 664. 
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subject to “national power”—including private parties, states and 
municipalities—contracted subject to the Congress’s powers to regulate 
commerce, and certainly to establish the value of money.  Chief Justice 
Hughes wrote for the majority: 

There is no constitutional ground for denying to the 
Congress the power expressly to prohibit and invalidate 
contracts although previously made, and valid when made, 
when they interfere with the carrying out of the policy it is 
free to adopt.169 

Two aspects of the opinion stand out for purposes of this discussion.  
First, despite explicit reference to emergency in the preamble to the Joint 
Resolution, the Court refused to carve out a temporary emergency regime 
for contract abrogation.170  This followed from the court’s reliance on the 
last of the Legal Tender Cases, Juilliard v. Greenman, which upheld the 
government’s power after the Civil War to issue paper money and make it 
legal tender in peacetime.171  Second, also flowing from Juilliard, the 
Court would not limit the ruling strictly to the Congress’s power to coin 
money.  Instead, it affirmed Congressional capacity to strike contracts that 
interfered with its macroeconomic powers, broadly defined.172 

The clear and muscular tone of Norman was in contrast to the Chief 
Justice’s argument in Perry v. U.S., a suit to enforce gold clauses in the 
                                                                                                                          

169 Norman, 294 U.S. at 309–10, (1935). 
170 Cf. Summary of the brief of Bankers Trust in Norman v. Balt. & Ohio R.R. Co. and United 

States v. Bankers Trust Co., 294 U.S. 240:  
This Resolution is not, and does not purport to be, an emergency measure.  

Besides, if this were an emergency measure, it would end with the emergency and 
then the Railway Company would have to pay these bondholders what it agreed to 
pay.  But it purports to be legislation for all time. 

171 Juilliard v. Greenman, 110 U.S. 421, 450 (1884). 
172 Norman v. Baltimore & Ohio R.R. Co., 294 U.S. 240, 303 (1935).  Congress clearly had the 

power to invalidate private contracts retroactively where they interfered with legitimate exercise of 
government power.  One contemporary commentator stressed that in all four cases, the majority and the 
dissent broke over whether the clauses did in fact interfere with any government power, and what that 
power was.  See generally, Collier, supra note 151.  Most agreed that the powers to coin currency and 
establish its value were central to the decision; however, under Juilliard, these were derived not just 
from the coinage power, but also from the taxing and borrowing powers of the government, among 
others.  Norman after Juilliard essentially cited the entire macroeconomic remit as the source of 
Congressional power at issue.  As noted earlier, most elite legal observers at the time considered 
Norman an easy case and were not surprised by the outcome.  See, e.g., Dawson, supra note 158, at 
664, 676 n.57 (“That the gold-clause resolution would be sustained by the Supreme Court was 
predicted in all the published discussions of the subject”); see also Dickinson, supra note 168, at 716; 
Richard Friedman, Switching Time and Other Thought Experiments: The Hughes Court and 
Constitutional Transformation, 142 U. PA. L. REV. 1891, 1924 (1994) (“For the Justices that had 
constituted the majority in Blaisdell, this was an easy case.”).  The same view would likely prevail 
today.  See, e.g., Alan R. Burch, Purchasing the Right to Govern: Winstar and the Need to 
Reconceptualize the Law of Regulatory Agreements, 88 KY. L.J. 245, 285 & n.153 (“The Supreme 
Court has consistently applied rational basis review and upheld federal laws that trample quite blatantly 
on private contractual obligations,” citing among others Pension Benefit Guaranty Corp. v. R. A Gray 
& Co., 467 U.S. 717 (1984)). 
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government’s World War I Liberty Bonds.173  Hughes first held on due 
process grounds that stripping the gold clauses from government debt was 
repudiation, exceeding any Congressional power over currency.174  Yet he 
also wrote that the Congress’s action caused the creditors no compensable 
damage, since government restrictions on gold made it impossible for 
creditors to obtain gold coin or sell it for paper dollars above the 
government-established value.  Moreover, deflation had increased the 
purchasing power of the dollar: in the minds of many (apparently including 
the Court), this would create a double windfall for the gold clause 
creditor.175 

Justice Stone’s concurrence barely disguised contempt for all the 
casuistry.  He would rather have ruled simply that the government’s power 
to issue enforceable debt could not trump its monetary power.  Most 
prominent critics agreed with Stone.176  In an emotional dissent and still 
more emotional remarks from the bench, Justice McReynolds compared 
FDR to Nero and declared the Joint Resolution an exercise in lawlessness, 
rights-trampling and repudiation.177  His opinion for the four dissenters 
covered all four cases; he found none more sympathetic than the other. 

The contrast between the majority’s construction of the gold clause 

                                                                                                                          
173 Another case involving gold certificates issued by the government was disposed of quickly on 

the theory that the certificates required payment in gold, whose value was determined solely by the 
U.S. government, and which were tendered before the devaluation of 1934.  Unable to sell gold on the 
world markets, the creditor sustained no meaningful loss and was therefore not entitled to sue in the 
Court of Claims.  Norz v. United States, 294 U.S. 317 (1935).  Perry potentially involved payment of 
gold value in paper dollars in connection with an obligation tendered after devaluation.   

Between the passage of the Joint Resolution and the time the cases were heard, the government’s 
gold clause debt had gone down to $12 billion, and was less than half the total debt stock as a result of 
refinancing with new, clause-free debt.  Perry v. United States, 294 U.S. 330, 349 (1935). 

174 Perry, 294 U.S. at 350, 354.  Hughes wrote that removing the gold clauses violated “a 
fundamental principle” guaranteeing “the integrity of the public obligations,” which he derived from 
the government’s power to incur debt and the statement that such debt was inviolable.  The due process 
clause of the Fourteenth Amendment was “confirmatory” of the fundamental principle.  Id.; see also 
David P. Currie, The Constitution in the Supreme Court: The New Deal, 1931–1940, 54 U. CHI. L. REV 
504, 539 (1987) (a summary of reactions to Perry among legal scholars in the 1930s). 

175 Dam, supra note 148, at 517, 525. 
176 Perry, 294 U.S. at 359–61 (Stone, J., concurring).  SCHLESINGER, supra note 167, at 259.  

Stone privately disapproved of the gold measure.  BARRY CUSHMAN, RETHINKING THE NEW DEAL 
COURT 35 (1998).  Hughes’ opinion attracted scathing criticism for incoherence, and for leaving the 
door open to future lawsuits should the paper dollar decline in purchasing power terms.  See generally 
Dawson, supra note 158; Dickinson, supra note 168; Henry M. Hart, Jr., Gold Clause in United States 
Bonds, 48 HARV. L. REV. 1057 (1934–1935).  Judge Learned Hand complemented Stone and scoffed at 
Hughes’ attempt to “trick up” government debt: “‘Everybody dealing with a sovereign knows he is 
dealing with a creature who can welch if he wants to welch.  To trick up a lot of international stuff as 
though it were law frankly makes me puke, as dear old Holmes used to say.’”  SCHLESINGER, supra 
note 167, at 259–60; see also Friedman, supra note 172, at 1926, n.173; Currie, supra note 174, at 539. 

177 McReynolds’ passionate extemporaneous remarks were originally reported in the Wall Street 
Journal; a toned-down version appeared as the official dissent in the cases.  Perry, 294 U.S. at 361 
(McReynolds, J., dissenting); LEUCHTENBURG, ROOSEVELT, supra note 138, at 144; SCHLESINGER, 
supra note 168, at 260; Justice McReynolds’ Remarks on Gold Case Decision, WALL ST. J., Feb. 23, 
1935, at 1. 
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episode, especially in Norman, as an exercise in regulation, and the 
dissent’s view of the same episode as a suspension of legality, is 
instructive.  It is essentially the difference between ordinary regulation and 
emergency discussed earlier in this article.  Yet the incident was neither 
ordinary nor lawless. 

All the Gold Clause Cases, but especially Norman, differed from the 
Court’s earlier validation of state foreclosure moratoria.  In Home Building 
& Loan v. Blaisdell, decided a year earlier, Hughes writing for the majority 
upheld Minnesota’s 1933 extension of the debtors’ right to redeem real 
property from foreclosure as a valid exercise of state police power in an 
emergency.178  To be sure, the Court was construing the Constitution’s 
explicit bar on state interference with private contracts.179  The Minnesota 
law also specifically limited itself to the duration of the emergency.  In the 
Gold Clause Cases and Blaisdell alike, emergency provided the context for 
the exercise of existing government power.  In Blaisdell unlike the others, 
it also provided the predicate and the time window.180 

Blaisdell moreover represented a different sort of interference in 
contracts.  Minnesota’s suspension of mortgage enforcement was 
discretionary and case-by-case, in the hands of a judge responding to a 
specific debtor’s application for relief.181  In contrast, the legislative history 
of the Joint Resolution, the arguments for the debtors and creditors, and the 
opinions in the Gold Clause Cases all emphatically divorced the 
government measure from any given party’s capacity to perform.  The gold 
clauses were a problem for the government across the board; all were 
stricken wholesale.182 

The immediate distribution effects of the gold measure are hard to 
discern.  On its face, the Joint Resolution was a radical move to transfer 
wealth from creditors to debtors.183  But who exactly held the debt and 
equity at the time?  Despite heated populist rhetoric, beneficiaries included 
some of the country’s richest men.  This is in part because holding 

                                                                                                                          
178 Home Bldg. & Loan Ass’n. v. Blaisdell, 290 U.S. 398 (1934). 
179 U.S. CONST. art. I, § 10. 
180 Home Bldg. & Loan Ass’n., 290 U.S. at 420; see GROSS & NI AIOLAIN, supra note 36, at 76–

77 (describing Blaisdell as an instance of “interpretive accommodation” of emergency powers by the 
judiciary). 

181 Home Bldg. & Loan Ass’n., 290 U.S. at 417–19.  Later some scholars argued that the judiciary 
was the more appropriate branch to deal with unsustainable gold clause contracts, and criticized the 
wholesale approach of the Joint Resolution: “A legislature, by its very nature, can have no knowledge 
of the intent of parties to individual private contracts, the very kind of factual determination courts are 
specially suited to decide.”  GOLD, MONEY AND THE LAW 5 (Manne & Miller eds., 1975). 

182 Text of the Two Reports on the Gold Resolution, N.Y. TIMES, May 30, 1933, at 2.  For 
example, Hart argued that the Gold Resolution could have been upheld with respect to government debt 
because it “was made to apply evenhandedly to all obligations,” including government and private 
bonds alike.  Hart, supra note 176, at 1092. 

183 Dam, supra note 148, at 521.  Although he explains the gold measure as primarily distributive, 
not monetary, Dam acknowledges the ambiguous outcome of distribution in this case.  Id. 



 

2009] FINANCIAL CRISIS CONTAINMENT 1095 

company pyramids that dominated corporate America at the time 
concentrated stock ownership in the hands of a few industry captains, and 
leveraged operating companies through massive bond issues and bank 
borrowing.184  As the largest debtors, the U.S. government, states, 
municipalities, and foreign governments, benefited too, and with them their 
taxpayers.185  Mortgagors and other individual debtors also had gold 
clauses in their long-term debt contracts and got relief; however, unlike 
corporate obligations, these are not documented in detail. 

The losers were not all widows and orphans either, despite passionate 
speeches to the contrary from the Congressional opponents of the Joint 
Resolution.186  Even as the Liberty Bond campaign and the 1920s boom 
brought new investors into the markets,187 the actual number of retail 
bondholders at the time of the crash was relatively small, likely fewer than 
a million.188  Banks, pension and insurance companies dominated; banks 
were especially vulnerable in light of their huge “security loan” operations, 
which effectively underwrote a large portion of the country’s retail 
investing adventures.189 

Notwithstanding any direct redistribution effected by the Joint 
Resolution, both stocks and bonds rallied on news of the Supreme Court 
decisions in the Gold Clause Cases.190  Randall Kroszner’s recent study of 
the market reaction suggested that the bondholders may have seen debt 
relief as contributing to their debtors’ capacity to pay.  Creditors also may 
have welcomed the certainty of having the abrogation question decided, 
and may have benefited directly from rising stock prices (according to 
another study, most corporate debt issues before the crash of 1929 had 
equity “kickers”).191 

The real distributive significance of the gold policies likely went 
                                                                                                                          

184 See, e.g., Am. Power & Light Co. v. SEC, 329 U.S. 90, 101–02 (1946) (describing the leverage 
problem in utility holding companies); EDWIN P. HOYT, JR., THE HOUSE OF MORGAN 375 (1966) 
(discussing the prevalence of holding companies in the corporate sector generally); SELIGMAN, supra 
note 66, at 129–30 (describing holding company structures).  The effect of Roosevelt’s gold policy on 
the debt stock of his companies may have contributed to J.P. Morgan’s support for going off the gold 
standard.  SCHLESINGER, supra note 148, at 202 (1958).  High leverage was not limited to holding 
company pyramids.  Baltimore & Ohio Railroad, one of the defendants in the Gold Clause Cases, was 
both notably leveraged and operationally vulnerable.  WIGMORE, supra note 141, at 37. 

185 Gold Obligations Are $100,000,000,000; Federal Bonds Total $22,000,000,000, N.Y. TIMES, 
May 27, 1933, at 2. 

186 Text of the Two Reports on the Gold Resolution, N.Y. TIMES, May 30, 1933, at 2 (minority 
report). 

187 CHARLES CORTEZ ABBOTT, THE NEW YORK BOND MARKET 1920–1930, 52–53, 153 (1937); 
SELIGMAN, supra note 66, at 25. 

188 LEUCHTENBURG, PROSPERITY, supra note 139, at 241. 
189 ABBOTT, supra note 187, at 37–39, 154, 182–83.  “Security loan” refers to bank lending for the 

purchase of securities, not the lending of securities themselves.  But see WIGMORE, supra note 141, at 
287, 552–53 (describing small bank sales of railroad bonds in 1931, and banks’ withdrawal from the 
corporate bond market in favor of U.S. Treasuries). 

190 See generally Kroszner, supra note 154. 
191 WIGMORE, supra note 141, at 27.  
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beyond the parties to the gold clause obligations.  As noted earlier, it was 
about the relative power of bankers, farmers and upstart entrepreneurs, and 
the structure of the economy to come. 

D.  Argentina 2001–-2002 

Kroszner’s study of market response to the Gold Clause Cases began 
making the rounds in the late 1990s, with obvious policy relevance in the 
wake of the Asian financial crisis.192  However, it was not until Argentina’s 
foreign bond default and mass redenomination of domestic dollar contracts 
in 2001-2002 that FDR’s gold lessons were applied directly in a 
contemporary context.193 

To put Argentina’s latest crisis response in context, it helps to go back 
to another crisis a decade earlier.  Facing hyperinflation, a mountain of 
debt and a spate of bank runs, Argentina imposed a bank holiday and 
mandated the exchange of domestic term bank deposits into government 
bonds in January 1990.194  When depositors sued, Argentina’s highest court 
reached for its own 1930s jurisprudence, which upheld a foreclosure 
moratorium and interest rate caps on economic emergency grounds.  The 
1934 Argentine ruling relied explicitly on Blaisdell and a doctrine of 
economic emergency.195 

In an effort to stabilize prices and perhaps prevent future crises, 
Argentina pegged its currency at par to the U.S. dollar.  Initially successful 
against hyperinflation, this “convertibility” regime framed Argentine 
politics and economic development in the 1990s.  But in the second half of 
the decade, the dollar gained in value as Argentine exports stagnated.  The 
government was locked into massive fiscal transfers. 

After a series of external shocks and four years of recession, Argentina 
defaulted on $100 billion in debt and abandoned convertibility on 
Christmas Eve 2001.  The legislature also passed a law converting dollar-
denominated debts under $100,000 into pesos at 1:1.  In February 2002, 
the Executive promulgated an emergency decree redenominating all dollar 

                                                                                                                          
192 The paper was presented at the Federal Reserve Bank of Chicago Annual Conference on Bank 

Structure and Competition in May 1999, entitled “Global Financial Crises:  Implications for Banking 
and Regulation” (program at http://www.chicagofed.org/news_and_conferences/conferences_and_ 
events/bsc_1999.cfm). 

193 Calomiris et al., supra note 58, at 14 (citing Kroszner’s study in the Argentina case study); 
Kroszner, supra note 154, at 1, 4–6 (drawing a parallel between the gold clause episode and 
Argentina’s “pesoification”). 

194 Int’l Monetary Fund Pol’y Dev. & Rev. Dep’t, Sovereign Debt Restructurings and the 
Domestic Economy: Experience in Four Recent Cases 14 (2002), available at http://www.imf.org/ 
external/NP/pdr/sdrm/2002/022102.pdf (describing “Plan BONEX”). 

195 Spector, supra note 11, at 135–38.  The Contract Clause and federalism concerns of the U.S. 
constitution, prominent in Blaisdell, did not appear to migrate into Argentine jurisprudence. 
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contracts and bank deposits into deeply devalued pesos.196  However, the 
“pesification” was asymmetric: debts to banks were converted 1:1, while 
deposits got a boost at 1:1.4.  The reasons for the precise number 
difference are murky; the result was that at least initially, banks were stuck 
with subsidizing their debtors and their depositors to the tune of forty cents 
on the dollar. 

During the last year before default, banks had suffered a series of runs 
and had become deeply undercapitalized.  Bank owners complained 
bitterly about the asymmetric aspect of pesification and threatened to walk 
away from their banks.  The government soon relented and issued domestic 
law, dollar-denominated compensation bonds to banks.  The banks would 
carry the debt on their books at face value, despite the fact that the 
government was in default on $100 billion in foreign debt.  On the other 
hand, the government scrupulously serviced over $20 billion in new 
domestic bonds even as it kept its old foreign bondholders out in the cold.  
This attempt to subordinate foreign creditors compounded the effects of 
debt reprofiling operations in late 2001, which allowed Argentina to 
separate domestic and foreign creditors and engage in selective default.197 

The “pesification” measures had a profound economic impact because 
dollar contracts were so prevalent in Argentina before default.  Pesification 
brought as much as 75% debt relief for large companies, but also for scores 
of small debtors.  A recent study suggests that the measure also promoted 
quick resumption of investment by large firms, and contributed to the 
recovery of Argentina’s banking sector.198 

The legal fallout was somewhat more complex.  Most of the 
emergency measures were ultimately upheld, though not before politically-
charged personnel changes on the Argentine Supreme Court.  The court 
continued to use its Blaisdell-inspired jurisprudence to imply broad 
emergency powers in the Executive to modify contracts.199 

The Argentine courts’ reliance on Blaisdell to uphold redenomination 
is notable, since the U.S. case was decided under the Contract Clause and 

                                                                                                                          
196 Id. at 139; The Republic of Arg., Prospectus Supplement, at 112–14 (Dec. 27, 2004), available 

at http://www.sec.gov/Archives/edgar/data/914021/000095012305000302/y04567e424b5.htm#108; 
see STURZENEGGER & ZETTELMEYER, supra note 32, at 182–86 (describing pesification, subsequent 
lawsuits and compensation awards). 

197 MICHAEL MUSSA, ARGENTINA AND THE FUND: FROM TRIUMPH TO TRAGEDY 42–49, 74–75 
(2002); STURZENEGGER & ZETTELMEYER, supra note 32, at 177–87. 

198 See generally Calomiris et al., supra note 58 (comparing Argentina’s case favorably with 
Mexico’s in the aftermath of the 1994–1995 crisis; Mexico devalued, but did not redenominate, and 
suffered a much slower recovery of investment). 

199 Spector, supra note 11, at 142–44 (pointing to the reliance of the Argentine courts on Home 
Building & Loan Ass’n v. Blaisdell in the Bustos v. Estado Nationale / amparo and Massa v. Poder 
Ejecutivo National—DecretoNo. 1.570/01 cases applying the doctrine of economic emergency 
(citations omitted)).  However, in a handful of earlier and lower court cases, the government was 
mandated to pay compensation.  Spector, supra note 11, at 140 (discussing Smith v. P.E.N. / medidas 
cautelares (citation omitted)). 
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was heavily influenced by federalism concerns.  Norman might have made 
for better precedent, if not a better transplant.  The explanation may be as 
simple as timing: the leading Argentine case transplanting Blaisdell was 
decided in 1934, before the U.S. Supreme Court had spoken on the Gold 
Clause Cases.  Like Blaisdell, the 1934 Avico case dealt with mortgage 
foreclosures.200  Subsequent cases reviewing currency crisis measures cited 
to the 1934 domestic precedent.  But there may be a thicker explanation, 
such as the Argentine legal system’s preference for a distinct legal regime, 
specified ex-ante, to govern emergencies.201  The Norman model of 
workaday regulation, which can look strained even at home, would not fit 
well with a state of siege regime for addressing financial crisis. 

In retrospect, Argentina’s approach to debt distress in the middle of its 
last currency crisis was unusual for making the government’s distribution 
policies explicit.  An early attempt to limit debt relief to small contracts 
gave way to general debt reduction, which at first was going to be funded 
out of bank capital.202  When banks turned out to be insolvent and 
protested, the cost of the debtor subsidy shifted to the general public.  This 
may have privileged large domestic firms and the middle class, who could 
borrow in dollars before the crisis, relative to the poor.  Argentina’s 
lengthy default on foreign bonds helped shift some cost onto foreign 
creditors. 

E.  Mexico 1982 

Each of the four case studies so far has had an international dimension.  
Indonesia’s currency collapse made its cross-border corporate debts 
unsustainable; Japan’s failing financial firms were deeply enmeshed in the 
global and regional markets; the United States’ gold policies were part of 
the demise of the international gold standard; and Argentina delinked its 
currency from the U.S. dollar and defaulted on its foreign bonds.  My last 
case study offers a twist on cross-border crisis management. 

What came to be known as the Third World Debt Crisis took up most 
of the 1980s and early 1990s.203  Its origins are commonly traced to oil 

                                                                                                                          
200 Corte Suprema de Justicia [CSJN], 7/12/1934, “Avico, Don Oscar Agustín v. de la Pesa, don 

Saúl G. / sobre consignación de intereses,” Fallos (1934-172-21) (Arg.), http://www.garridocordobera. 
com.ar/pagina_ nueva_572.htm. 

201 GROSS & NI AOLAIN, supra note 36, at 26–27 (discussing the use of the French “state of siege” 
model of emergency legality in Latin America, including Argentina); see also Spector, supra note 11, 
at 134. 

202 Spector, supra note 11, at 139. 
203 The crisis is the subject of an enormous literature, primarily in economics and political 

science.  For an authoritative treatment by a law scholar, see ROSS P. BUCKLEY, EMERGING MARKETS 
DEBT: AN ANALYSIS OF THE SECONDARY MARKET 5–24 (1999).  See generally THE INTERNATIONAL 
DEBT CRISIS IN HISTORICAL PERSPECTIVE (Barry Eichengreen & Peter H. Lindert, eds., 1989) 
(providing an economic and political science perspective); DEVELOPING COUNTRY DEBT AND 
ECONOMIC PERFORMANCE (Jeffrey D. Sachs ed., 1989) (economics); BARBARA STALLINGS & ROBERT 
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price shocks of the 1970s, which filled U.S. and U.K. banks with deposits 
from oil-exporting economies.  The influx of “petrodollars” in turn 
catalyzed a bank lending spree throughout the developing world, but 
especially in Latin America, where governments and private firms 
borrowed hundreds of billions of dollars from foreign banks.204  A world 
recession and spiking interest rates in the lending countries brought the 
boom to a screeching halt in August 1982. 

In the much-repeated account of one U.S. Treasury official, on August 
13, 1982, Mexico’s Finance Minister Jesus Silva Herzog “showed up on 
our doorstep and turned his pockets inside out.”205  Having borrowed 
upwards of $50 billion dollars from foreign banks,206 Mexico was having 
trouble refinancing its debt, and was hemorrhaging reserves.  After a week 
of intense talks with U.S. Treasury, Federal Reserve, and international 
officials, the Finance Minister told a room of 800 bankers in New York 
that Mexico was out of money, and asked for a 90-day moratorium on 
principal payments.207  An advisory committee of large and highly exposed 
banks was formed to help coordinate the refinancing of private debt in 
tandem with support from the IMF and other foreign public sources.208 

The wholesale, yet nominally voluntary, approach was orchestrated by 
U.S. and international finance officials.  It became a model for crises to 
come.  By October 1983, twenty-seven countries had followed in Mexico’s 
footsteps.209  The approach made sense because the debtors’ problems were 
to an extraordinary degree the problems of the U.S. banking sector.  In the 
words of one Mexican participant: 

We didn’t crawl to the international financial community 
as debtors seeking relief through some minor adjustment that 
could be made backstage.  We walked through the front door.  
We said we had a major problem with a capital P.  We didn’t 
say the problem was a particular debt.  We said the problem 

                                                                                                                          
R. KAUFMAN, DEBT AND DEMOCRACY IN LATIN AMERICA (1989) (political science); Jeremy Bulow & 
Kenneth Rogoff, Multilateral Negotiations for Rescheduling Developing Country Debt: A Bargaining-
Theoretic Framework, 35 IMF STAFF PAPERS 644 (1988) (economics); Nelson, supra note 57 (political 
science). 

204 WILLIAM R. CLINE, INTERNATIONAL DEBT REEXAMINED 60 (1995) (listing Brazil, Mexico, 
Argentina, Venezuela and the Philippines as the five largest debtors, accounting for over 70% of total 
developing countries’ external debt in 1982); see also KARIN LISSAKERS, BANKS, BORROWERS AND 
THE ESTABLISHMENT: A REVISIONIST ACCOUNT OF THE INTERNATIONAL DEBT CRISIS 84 (1991) 
(noting that most private sector debt was assumed by the governments in the course of the crisis). 

205 LISSAKERS, supra note 204, at 84. 
206 CLINE, supra note 204, at 61 (citing Bank for International Settlements statistics).  This was 

over 50% of the size of the economy, and over 300% of Mexico’s exports.  Id. at 66.  Other sources cite 
debt stock figures as high as $80 billion.  JOSEPH KRAFT, THE MEXICAN RESCUE 4, 35 (1984). 

207 See KRAFT, supra note 206, at 21–22 (offering a detailed journalistic account of the drama 
surrounding Mexico’s moratorium). 

208 See id. 
209 BUCKLEY, supra note 203, at 6. 
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was the whole international financial structure.  We said it 
was everybody’s problem.210 

This was not a wild exaggeration.  In 1982, 17% of Chase bank’s 
assets were in Latin America and the Caribbean; the figures were similar 
for Citicorp, Manufacturers Hanover, Chemical, and other major U.S. 
banks.  Some of the largest U.S. banks derived a third of their net income 
in 1982 from operations in Latin America and the Caribbean, which had 
been growing rapidly over the previous decade.211  U.S. bank exposure to 
developing country debt stood at 166% of total bank capital in 1982; 
Mexico alone accounted for over a third.212  At a time when the U.S. 
banking system was undercapitalized, under-provisioned, and already 
straining from domestic economic pressures, a cascade of developing 
country defaults presented “the risk of a 1930s-style international financial 
crisis.213 

In October 1982, the IMF proposed to lend Mexico more money, but 
only if the private banks would do the same.  Just then, U.S. regulators let 
it be known that participating banks would not have to make loan-loss 
provisions on Mexican loans on the theory that concerted action would 
make Mexico a better credit prospect.214  The public premise behind the 
initial concerted lending strategy was that the borrowing countries were 
illiquid, not insolvent, and capable of recovering without debt reduction.215  
The initial refinancings were thus negotiated case-by-case at market rates, 
which contributed to a sharp rise in the debt stock of the borrowing 
countries, which in turn exacerbated their economic decline.216  Put 
differently, the new loans in the first instance stuck the Mexican 
government and its tax paying public with the full burden of unraveling 
foreign banks’ risky loans.  With U.S. banks lacking capital and loan-loss 
cushions, and with U.S. regulators unwilling to see mass bank failure, the 
initial response to developing country debt difficulties concentrated losses 
with the borrowing populations. 

By 1989, the approach shifted again.  The debt crisis showed few signs 

                                                                                                                          
210 Angel Gurria, quoted in KRAFT, supra note 206, at 3. 
211 See RAUL L. MADRID, OVEREXPOSED: U.S. BANKS CONFRONT THE THIRD WORLD DEBT 

CRISIS 48–49, 59 (1990). 
212 CLINE, supra 204, at 72–73. 
213 Id. at 205. 
214 See id. at 205–06. 
215 See id. at 92.  Over twenty years later, participants acknowledge, at least in private 

conversations, that the diagnosis of illiquidity was a product of the lenders’ inability to absorb the 
necessary losses at the time.   

216 See id. at 206–08; see also John Clark, Debt Reduction and Market Reentry Under the Brady 
Plan, 18 FED. RESERVE BANK N.Y. Q. REV. 38, 39–40 (Winter 1993–94), available at http://www. 
nyfrb.org/research/quarterly_review/1993v18/v18n4article3.pdf (“By 1989, this basic case-by-case 
approach had achieved some measure of success . . . [n]onetheless, important strains had emerged, 
leading to deeping fatigue and frustration for both debtors and creditors.”). 
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of abating despite successive rescheduling innovations on the part of 
private and official participants.  Private banks grew wary of the endless 
stream of “voluntary” new lending, and were beginning to balk at official 
requests.217  But they also fortified themselves against further losses.  
Beginning in 1987, U.S. banks raised capital and set aside loan-loss 
provisions, with the largest banks booking “the worst . . . profits since the 
Great Depression” in the first year of the new strategy.218 

In 1989, the Brady Plan (named after the U.S. Treasury Secretary who 
presided over its launch) offered to exchange banks’ loans for tradable 
bonds, some collateralized with U.S. Treasury securities.  The plan was 
still technically voluntary.219  Principal reduction was the central plank of 
the plan, along with a standardized menu of restructuring options for 
creditors to choose from.  By some calculations, Mexico received in excess 
of 30% principal relief in its first Brady deal in 1990.220  Yet another round 
of regulatory forbearance helped boost participation: the U.S. Treasury 
secured an interpretation of accounting rules from the Securities and 
Exchange Commission that let banks avoid booking losses where the total 
principal and interest payments on the new bonds over their lifetime would 
“equal or exceed the book value of the loan.”221  With 30-year bonds, the 
standard was not hard to meet.  The loan-for-bond exchanges of the Brady 
Plan were a success by all counts, and eventually catalyzed the 
establishment of today’s market for middle-income countries’ sovereign 
debt.222 

* * * * * 

The case studies in this Part yield somewhat conflicting lessons.  On 
                                                                                                                          

217 See Lee C. Buchheit, Whatever Became of Old New Money? 9 INT’L FIN. L. REV. 11, 12 
(1990) (“The amounts raised have been relatively modest and the coupons relatively high, but these are 
unquestionably the first steps toward making good on the promise of ‘voluntary,’ open market 
operations.”). 

218 MADRID, supra note 211, at 126–36; see also Ross P. Buckley, The Facilitation of the Brady 
Plan: Emerging Markets Debt Trading from 1989 to 1993, 21 FORDHAM INT’L L. J. 1802, 1818 (1998) 
[hereinafter, Buckley, Facilitation] (“[A]fter a major increase in reserves, prices dropped sharply as 
traders feared the extra supply of debt the banks could now afford to put onto the market.”); Clark, 
supra note 216, at 39 (observing that the “case-by-case approach had . . . afforded banks the time to 
increase their capital, thereby containing systemic threats to the international financial system”). 

219 See, e.g., CLINE, supra note 204, at 218. 
220 E.g., MADRID, supra note 211, at 220–22; see also Clark, supra note 216, at 46. 
221 Letter form Edmund Coulson & Linda C. Quinn (SEC Officials) to David C. Mulford 

(Treasury Department), reprinted in Jonathan Hay & Narmaljit Paul, Regulation and Taxation of 
International Commercial Banks During Debt Crisis 126 (World Bank Technical Paper No. 158) 
available at http://www-wds.worldbank.org/external/default/WDSContentServer/WDSP/IB/1999/09/ 
23/000178830_98101904141457/Rendered/PDF/multi_page.pdf; see also Buckley, Facilitation, supra 
note 218, at 1807–08 (“The prospects of the Brady proposal were greatly enhanced by a letter of July 
14, 1989 from the Securities and Exchange Commission (“SEC”) to David Mulford, Under Secretary 
of the Treasury.”). 

222 See Buckley, Facilitation, supra note 218, at 1887–89 (discussing the market benefits 
attributed to implementation of the Brady Plan). 
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the one hand, each of the very different governments involved, when 
confronted with a severe financial crisis, had to make the choices I have 
grouped under the rubric of containment—whether to deploy wholesale 
measures to manage deep, widespread debt distress, whether to enforce 
private contracts and government regulations despite the risk of general 
default, and how to distribute losses.  On the other hand, the way in which 
the governments went about making containment choices reflected their 
very specific economic, political and institutional settings.  Factors such as 
pre-crisis wealth distribution and business organization, a prior history of 
financial crises, the cause and location of debt distress, and the legal 
institutions for handling crises and non-crisis debt problems, all layered on 
top of the general factors discussed in Part IV, helped determine the policy 
outcomes. 

Yet there were more commonalities.  In every case, officials knew the 
depth and breadth of the crisis before they had the political and legal 
capacity for adequate response.  Governments began with incremental 
measures premised on no or very limited insolvency, and continued on this 
path until they secured the political space and legal authority to deploy 
robust containment policies.  Collective action problems on a vast scale 
stood in the way of crisis response.  Non-crisis resolution and debt 
management tools proved inadequate to contain the crisis and had to be 
supplemented with some combination of new laws, dedicated institutions, 
and regulatory adjustment—a process that took months, sometimes years.  
Also in every case, containment policies began durable economic and 
political shifts, which continued through resolution and re-regulation.  And 
with the partial exceptions of the United States and Argentina case studies, 
major loss-distribution proceeded under the guise of loss-prevention, 
implemented by ostensibly apolitical actors—central banks, international 
institutions and even foreign bank regulators.  

I conclude below with more implications of these and other 
experiences with containment. 

VI.  CONCLUSION: CHOICES AT THE PRECIPICE 

This Article is an effort to map a category of decisions in financial 
crisis, decisions made as policy makers stand at the edge of economic 
catastrophe.  Such decisions are often framed as a failure of regulation, and 
a time for rule-breaking to be regretted when the storm passes.  I have 
argued that these decisions, which I group under the term financial crisis 
containment, are unavoidable.  They are also distinct from financial 
regulation, crisis prevention, and crisis resolution. 

I suggest that three kinds of policy decisions recur in very different 
financial crises: first, whether the response should be wholesale or case-by-
case; second, whether to enforce private contracts and government 
regulations; and third, how to allocate losses.  Importantly, this is not an 
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argument for or against wholesale measures or breaking contracts.  Part V 
confirms that while containment choices are unavoidable, their outcomes 
are deeply contextual and contingent on a slew of political and institutional 
factors.  Rather, I suggest that the three-part framing in Part IV can help 
recast some well-worn crisis policy debates, and to make containment 
decisions more transparent and accountable. 

First, the choice between wholesale and case-by-case separates the 
timing of crisis response from the intractable liquidity-solvency paradigm.  
In the first instance, decisions about the timing of containment—and hence 
the timing of the crisis—go to the adequacy of the existing infrastructure 
for handling financial distress.  In every case study in Part V, governments 
struggled to adapt the existing tools to new circumstances, and found them 
wanting.  They were also pressed to build political support for 
extraordinary measures, which determined the timing of crisis response 
perhaps more than any other factor.   In most cases, the authorities knew 
they were dealing with a solvency problem long before they found the 
legal and political capacity to address it. 

What might make for better containment decisions in this context?  In 
many cases, non-crisis bankruptcy and resolution techniques can localize 
failure and limit the extent to which losses are socialized.  Having usable 
case-by-case restructuring tools and the political capacity to use them can 
limit the need for wholesale measures without shifting the losses onto the 
public.223  Under some circumstances, the fear of bankruptcy and judicial 
redistribution may beget a much bigger political risk of wholesale 
restructuring and nationalization.  But once the crisis has exceeded the 
administrative capacity of non-crisis tools, a qualitative shift is in order: 
simple, transparent, across-the-board measures that can work quickly and 
can be readily understood by both the public and the markets can be 
essential for containment.  Reform of the existing infrastructure and 
redress of containment inequities—long-range tasks that require complex 
balancing of many constituencies—belong with resolution and regulation; 
they demand more deliberation than containment can afford. 

Second, posing the choice between rewriting and enforcing contracts 
as inevitable puts the contract sanctity meme in a different light.  Where 
contract enforcement may have negative spillover effects, or where 
performance is possible only with a public subsidy, “sanctity” loses its 
absolute character and becomse a balancing test.  Policy focus shifts to 
assessing the spillover effects and the magnitude of the subsidy.  The 
question of rewriting contracts, like one of suspending regulation, becomes 
one of how much, how long, and how often.  Who does the rewriting is 
key:  for example, in the Argentina case study, the legislature and the 

                                                                                                                          
223 Cf. Ayotte & Skeel, supra note 28. 
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Executive engaged in successive modifications; in the United States, the 
legislature remained the lead, albeit under heavy influence of a powerful 
Executive.  In both cases, the courts played a complex legitimating role. 

Having the power to rewrite contracts rest with the legislature seems 
appropriate for two reasons: it makes the power harder to exercise, and 
ensures broad-based accountability in the associated redistribution.  On the 
down side, a controversial decision to override contracts wholesale may 
take too long to be useful as containment.  But since the failure to act is 
distributive, the legislature remains accountable for the consequences of its 
inaction.  On the other hand, giving the red pen to the Executive may make 
rewriting contracts too easy, unless this authority is heavily circumscribed 
to avoid effectively creating a parallel bankruptcy regime.  

Third, stipulating distribution as a necessary element of containment 
recasts the perennial crisis policy debate about moral hazard.  Except 
where the policy is pristine abstention, the risk of moral hazard is 
unavoidable.  The operative question again becomes not whether the 
imprudent would be rescued, but rather which of the imprudent should be, 
at what cost, and at whose expense.  The debate becomes explicitly about 
distribution. 

To be sure, almost all government policies can distribute,224 but 
some—notably those that aim to contain a large-scale, fast-moving 
financial crisis—can obscure their effect on distribution, even when it is 
extreme.  The case of Indonesia in Part V.A is a stark, but not a unique, 
example of radically distributive policies that were rarely debated as 
such.225  The prevalence of central bank lending, even in well-known 
solvency crises, and the popularity of large “conduit” institutions as targets 
of government support, foster the impression that losses are avoidable, and 
that in any event, limiting total losses makes everyone better off.  By the 
time this strategy runs its course, resource and power shifts may become a 
source of path dependence.  After a crisis, some institutions and 
communities may be wiped out for good, while others may grow enormous 
from government-assisted mergers and subsidies.  The ethnic and political 
landscape may shift dramatically.226  

                                                                                                                          
224 Posner & Vermuele, supra note 36, at 45 (arguing that post-9/11 policies were distributive, 

like the U.S. financial crisis response in 2008). 
225 See, e.g., Lindgren, supra note 38, at 89 (following general observations about bank closures 

in crisis: “All triggers must be designed to hold up legally, because interventions and closures will 
destroy and redistribute private property and wealth and therefore have a high likelihood of being 
challenged in courts”). 

226 See generally AMY CHUA, WORLD ON FIRE: HOW EXPORTING FREE MARKET DEMOCRACY 
BREEDS ETHNIC HATRED AND GLOBAL INSTABILITY 1–17 (2003) (evaluating ethnic and political 
repercussions of economic crises); see also Honohan & Laeven, Introduction and Overview, supra note 
19, at 10, 15 (highlighting the “potentially irreversible impact on the ultimate allocation of losses in the 
system,” rent-seeking opportunities, and durable political changes that stem from containment 
policies). 
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The possibility of dramatic and durable distribution should be an 
important factor in allocating containment authority.  Scholars in different 
disciplines have observed that the Executive tends to gain in crisis; some 
have suggested it is inevitable and probably sensible.227  Less prominent 
but critically important is the rising stock of independent agencies, notably 
central banks, whose lending authorities can become indispensable to the 
political branches in the containment project.228  The courts are often 
marginal in a fast-moving crisis, though they may gain power in a 
protracted one: it took over a year for the Gold Clause Cases to reach the 
U.S. Supreme Court, but their political and economic salience for crisis 
containment remained high.229  The legislators’ role is harder to gauge: 
they may be slow and unmotivated230 but they can also serve important—if 
disorderly—gatekeeping and legitimating functions when the Executive 
and independent agencies come to it for new authority.  Perhaps more 
importantly, legislative debates and hearings can condition the politics of 
crisis response: they can spread public awareness of dire economic 
circumstances and chart a course for both containment and reform.231 

The Executive’s role in a financial crisis and its relationship with the 
monetary authorities go to the heart of the containment challenge.  The 
Executive is presumed to be politically accountable; it can act quickly and 
flexibly, integrating diverse policy areas in its crisis response.232  However, 
the Executive’s authority to distribute is circumscribed by the legislature, 
and its actions are more visible than those of the central bank—an attribute 
of accountability that can make the Executive politically vulnerable.  In 
theory, the central bank is technically competent and better able to guard 
against time inconsistency, which is a particular problem in crisis 
containment; however, it is poorly placed to preside over messy, large-
                                                                                                                          

227 See generally Posner & Vermuele, supra note 36, at 16. 
228 See generally Davidoff & Zaring, supra note 36, at 4 (describing the U.S. Treasury and 

Federal Reserve engaging in “governance by deal”); see also BLUSTEIN, supra note 6, at 305–36 
(describing the Federal Reserve and its role in the Long Term Capital Management crisis; KRAFT, 
supra note 206 (describing the role of the U.S. Federal Reserve in the Mexican crisis).  Posner & 
Vermuele appear to view the Federal Reserve as following executive preferences, partly owing to their 
own political legitimacy deficit.  Posner & Vermuele, supra note 36, at 34–35 (citing Neal Devins & 
David E. Lewis, Not-So Independent Agencies: Party Polarizaiton and the Limits of Institutional 
Design, 88 B.U. L. REV. 459 (2008)).  It is not clear whether the power balance reversed in crisis, 
where the central bank in particular has more resources and authority. 

229 See Levy, supra note 36, at 800–02; supra notes 188–224 and accompanying text (discussing 
the Gold Clause Cases).  The same may be said about the judiciary’s response to Argentina’s 
pesification.  See supra notes 233–47 and accompanying text (discussing Argentina’s pesification). 

230 Posner & Vermuele, supra note 36, at 21 (suggesting that legislators have trouble responding 
to complexity). 

231 See, e.g., Bear Stearns Hearings, supra note 1 (discussing the merger of Bear Stearns and 
JPMorgan Chase); cf. SELIGMAN, supra note 66, at 21–38 (describing the Pecora Hearings and their 
role in the subsequent overhaul of financial regulation). 

232 See generally Alberto Alesina & Guido Tabellini, Bureaucrats of Politicians?  Part II: 
Multiple Policy Tasks, 92 J. PUB. ECON. 426, 427 (2007) (discussing the modeling policy making in 
general, not during crisis). 
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scale distribution.  The central bank’s expansive powers to lend and create 
money are premised on the idea that it does not distribute.233   

An Executive that is facing a hostile legislature—or is otherwise 
politically vulnerable—may come to need the central bank in crisis not just 
for its traditional monetary policy functions, but for its regulatory and less 
traditional transactional powers.234  Collaborating with the central bank 
may help the Executive to avoid the legislature, but also to diminish 
accountability at the height of the crisis.  If crisis containment were a 
purely technical project with fixed distributional consequences, this would 
be a minor concern.  But it rarely, if ever, is purely technical.  The result 
can be damaging for both the Executive and the central bank:  where their 
containment collaboration is perceived as illegitimate, it may fail, and 
result in loss of crisis-management authority going forward.  Regulators 
and foreign actors, such as the IMF, stand in a similar relationship to the 
Executive:  they can be its indispensable partners in containment, but can 
also help reduce accountability and get caught in the political fallout. 

The intricate tradeoffs of allocating authority over crisis containment, 
and more broadly crisis response, merit more study beyond the scope of 
this Article.  Perhaps the biggest question, explored in proposals such as 
“Super Chapter 11” and echoing the emergency literature, is whether there 
should be a standing ex-ante legal regime for crisis containment.  The 
advantage is predictability.  The fear is that governments will be tempted 
to use emergency powers willy-nilly, at best requiring constant 
recalibration of ex-ante procedural hurdles.  This Article suggests that 
many if not most of the tools of crisis containment are within the existing 
scope of government authority.  The challenge is to use them in a way that 
is legitimate and accountable. 

My goal has been to draw attention to containment policies as a 
distinct category of policy choice that deserves more analytical scrutiny 
than it has received to date.  The core consistency of crisis policies across 
very different cultural, institutional, and historical settings is revealing.  
Crisis response is necessarily fraught with moral hazard and political risk. 
Containment measures inevitably contravene non-crisis policy wisdom and 
legal norms. But governments and private actors invoke extraordinary 
measures routinely.  Acknowledging that crises will return, rules will be 
suspended, and emergency tools will be used, should prompt a critical 
examination of when, how, by whom, and to whose benefit. 

 

                                                                                                                          
233 Id.  The Federal Reserve’s “industrial policy” function has been controversial.  Its power to 

lend to nonbanks under Section 13 of the Federal Reserve Act is subject to procedural hurdles, has been 
criticized throughout its history, and was used sparingly before 2008.  See Fettig, supra note 55. 

234 See Davidoff & Zaring, supra note 36, at 12, 14 (describing transactions under the authority of 
Section 13(3) of the Federal Reserve Act).  See also supra note 55. 
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The subprime foreclosure crisis has resulted in residential mortgage debt burdens far beyond 
what borrowers can repay.  Many economists have recognized the need to deleverage the American 
homeowner.   Empirical evidence from mortgage servicer reports to investors show that for the most 
part, the necessary deleveraging of homeowners is not happening.  This Article reports on a study of 
data from more than 3.5 million subprime and alt-A mortgages, including about one-sixth of all 
foreclosures pending, and about 20% of the monthly total modifications in November 2008.  The key 
findings are the following: (1) modifications are not reducing principal debt, they are increasing it.  
Almost no modifications include significant cancellation of either past due interest or principal, and 
many modifications involve capitalizing unpaid interest and fees and reamortizing the loan, which 
occurred in 68% of loan modifications.  Some principal was canceled, and reported as a partial loss, 
for about 10% of modifications; (2) servicers are incurring huge losses for investors by foreclosing.  
The average foreclosure loss on a first mortgage in November 2008 was $145,000 or about 55% of the 
average amount due.  Loss severities increased steadily throughout 2007 and 2008 and are expected to 
worsen in 2009.  In these circumstances, rational investors should accept mortgage principal 
reductions corresponding to home value declines of 20% or so, were it not for the various obstacles to 
servicers’ restructuring of mortgage loans; (3) fewer than half of voluntary mortgage modifications 
reduced monthly payment burdens; (4) the variations among servicers in the number and quality of 
modifications are enormous.  This variation suggests that not every servicer is doing the maximum 
possible to reach and work out terms with every defaulted borrower; (5) many modifications are 
temporary.  For example, some adjusted interest rate and amortization terms were only for five years, 
with rate and payment increases after five years.  Servicers also use balloon payments and other forms 
of deferrals in order to reduce payments without reducing total debt.  Thus, the totals reported by the 
industry include many loans that are being modified to include deferred payment shocks, negative 
amortization or other non-amortizing features of the sort that caused the foreclosure crisis; and (6) 
significant numbers of mortgage loans are seriously delinquent, but not in a modification program or 
in foreclosure. The foreclosure crisis is overwhelming the ability of servicers to either restructure or 
foreclose on all the delinquent loans.   

The Article discusses the many reasons why necessary mortgage restructuring is not happening 
and proposes several policy responses. 
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Deleveraging the American Homeowner:   
The Failure of 2008 Voluntary Mortgage Contract 

Modifications 

ALAN M. WHITE∗ 

I.  INTRODUCTION: DELEVERAGING MORTGAGE BORROWERS AS A 
COLLECTIVE ACTION PROBLEM 

The subprime foreclosure crisis of 2007 was precipitated by the rapid 
increase in defaults and foreclosures on subprime mortgage loans to 
homeowners in the United States.1  The actual and anticipated losses from 
these mortgage loans caused dramatic declines in the value of mortgage-
backed securities that were issued to fund subprime and alt-A mortgages, 
as well as direct losses to banks that held mortgage loans directly.  As of 
October 2008, the International Monetary Fund estimates that financial 
institutions will write down $85 billion of subprime and alt-A mortgages 
on their own books, while the various holders of mortgage-backed 
securities and derivative securities will write down $500 billion as a result 
of losses.2  Adding corporate debt, prime and commercial mortgage losses 
and all other categories, world-wide financial losses are estimated at $1.4 
trillion.3  While there were obviously weaknesses in these other debt 
markets, the subprime mortgage losses hit first and triggered the broader 
credit crisis. 

Although financial institutions and other investors have recognized 
mortgage-related losses and embarked on an unprecedented deleveraging 
process,4 most of the underlying mortgages remained on the shoulders of 
American homeowners by the end of 2008.  Aggregate U.S. home 
mortgage debt had not declined a year and a half into the crisis, despite 
having reached clearly unsustainable levels.  The process of foreclosing 
defaulted mortgages and reselling homes at lower prices (thus substituting 
                                                                                                                          

∗ Assistant Professor, Valparaiso University School of Law 
1 For an excellent timeline of the crisis of 2007–2009 with links to stories on each key event, see 

Posting of Edward Harrison to Credit Writedowns, http://www.creditwritedowns.com/credit-crisis-
timeline#Timeline (Nov. 20, 2008). 

2 Int’l Monetary Fund, Global Financial Stability Report: Financial Stress and Deleveraging: 
Macrofinancial Implications and Policy 15, tbl.1.1 (Oct. 2008), available at http://www.imf.org/ 
external/pubs/ft/gfsr/2008/02/index.htm. 

3 Id. 
4 See id. at 18–25 (noting that the deleveraging of banks involves recognizing losses, writing 

down loans and securities on bank balance sheets, reducing exposure to additional risk and injecting 
new capital). 
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smaller mortgages for larger ones) was the only deleveraging that 
occurred.  Foreclosure liquidations increased monthly and reached about 
one hundred thousand per month at the end of 2008,5 resulting in a total of 
nearly one million foreclosures during that year.6  While the average loss 
per property in November was roughly $124,000,7 much of that was from 
unpaid interest.  The deleveraging of homeowners would be represented 
only by the difference in mortgage debt between the failed mortgage and 
the new purchaser’s mortgage amount.  While it is difficult to estimate the 
net mortgage debt reduction resulting from this process, it was clearly less 
than $100 billion. 

The difference between the annual foreclosure-induced debt reduction 
for homeowners of less than $100 billion and the $500 billion in expected 
financial losses from mortgages was the unresolved excess leverage of the 
American homeowner at the end of 2008.  This missing write-down 
represents mortgages that were still outstanding but not expected to be 
paid.  Home mortgage debt grew faster than the ability of homeowners to 
service it throughout the decade preceding the crisis, and especially from 
2004 to 2007.  By the end of the third quarter of 2008, there were nearly 
six million mortgages delinquent or in foreclosure,8 and fourteen million 
homeowners are projected to have mortgage debt exceeding the value of 
their property.9 

Given that overleveraging was caused in part by loan structures that 
deferred principal and even interest, further deferrals seem unlikely to 
solve the problem.  Fundamentally, the principal amount of mortgage debt 
in the United States must be reduced in order to bring down delinquency 
and foreclosure levels and stop the erosion in home prices.  This in turn is 
essential for the broader economy both because of the significant role that 
home prices and new home construction play and because of the drag on 
consumer spending imposed by the debt service homeowners cannot 
maintain.10  While there is no consensus on the optimal level of consumer 
or mortgage debt, there is broad agreement that home prices and mortgage 
debt must both be reduced from their 2007 peaks at the height of the 
                                                                                                                          

5 HOPE NOW Loss Mitigation National Data July 2007 to November 2008, http://www. 
hopenow.com/upload/data/files/HOPE%20NOW%20Loss%20Mitigation%20National%20Data%20Jul
y%2007%20to%20November%2008.pdf.    

6 Les Christie, Banks Working to Prevent Foreclosures, CNNMONEY.COM, Jan. 29, 2009, http:// 
money.cnn.com/2009/01/29/real_estate/Hope_Now_foreclosures_easing/index.htm?postversion=20090
12912. 

7 See infra Part III.E (noting that the average loss in November for mortage loans was $124,000). 
8 See MORTGAGE BANKERS ASSOCIATION OF AMERICA, NATIONAL DELINQUENCY SURVEY Q308 

(2008) (reporting about two percent of mortgages in foreclosure and four percent delinquent, in a 
survey of forty-five million mortgages representing eighty percent of all mortgages).  

9 Douglas W. Elmendorf, Senior Fellow, Brookings Institution, Testimony before the U.S. Senate 
Committee on Banking, Housing, and Urban Affairs (Apr. 10, 2008), available at 
http://banking.”senate.gov/public/_files/ElmendorfSenateBankingTestimonyApril112008.pdf. 

10 Id. 
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bubble in order to achieve sustainable economic growth.11  Deleveraging 
homeowners is necessary not only for the economy as a whole, but in 
particular to limit losses on existing mortgage debt.  As of this writing, 
eighteen months into the crisis, mortgage industry efforts to restructure 
loans have failed to achieve the necessary deleveraging. 

Mortgage servicers face a classic collective action problem.12  Each 
individual servicer in the face of declining home values wants to foreclose 
on defaulted mortgages as quickly as possible in order to avoid deepening 
losses.  On the other hand, mortgage servicers and investors as a whole 
would maximize returns on defaulted mortgages by halting or slowing the 
addition of unsold homes to the inventory, allowing demand to reach 
equilibrium with supply so that homes could be sold at optimal prices.  
Moreover, the home price decline contributes to unemployment which 
produces more mortgage defaults. 

No single servicer or group of servicers, however, has any economic 
incentive to organize a pause in foreclosures or to organize a deleveraging 
program to benefit the group.13  If a single servicer attempts to compromise 
mortgage debts in order to achieve a better return from a foreclosure sale, 
other servicers who continue foreclosing will benefit as free riders 
incrementally from the servicer’s forbearance or workout because they will 
sell in a market with incrementally fewer foreclosed properties.  Moreover, 
the servicer engaged in more aggressive modifications will face short-run 
resistance from investors.14  Reinforcing the collective action problem are 
various contractual and legal barriers to renegotiation of mortgage debt.15  
The empirical evidence presented below confirms that a year and a half 
into the subprime crisis the mortgage industry has been unable to achieve 

                                                                                                                          
11 DEAN BAKER, THE KEY TO STABILIZING HOUSE PRICES: BRING THEM DOWN (2008), available 

at http://www.cepr.net/index.php/publications/reports/the-key-to-stabilizing-house-prices:-bring-them-
down; Martin Feldstein, How To Help People Whose Home Values Are Underwater, WALL ST. J., Nov. 
18, 2008, at A21, available at LEXIS, News Library, WSJNL File. 

12 See generally MANCUR OLSON, THE LOGIC OF COLLECTIVE ACTION: PUBLIC GOODS AND THE 
THEORY OF GROUPS 5–8 (1971) (“One purpose that is . . . characteristic of most organzations, and 
surely of practically all organizations with an important economic aspect, is the furtherance of the 
interests of their members.”); TODD SANDLER, COLLECTIVE ACTION: THEORY AND APPLICATIONS 
(1992) (“Collective action arises when the efforts of two or more individuals are needed to accomplish 
an outcome.  Activities that involve the furtherance of the interests or well-being of a group are often 
examples of collective action.”). 

13 Sebastian Mallaby, Paulson Behind the Curve, WASH. POST, Dec. 10, 2007, at A19, available 
at LEXIS, News Library, WPOST File. 

14 See Gretchen Morgenson, Assurances on Buyback May Cost a Lender, N.Y. TIMES, Aug. 23 
2007, at C1, available at LEXIS, News Library, NYT File (“[S]ervic[ers] . . . may have less incentive 
to help troubled borrowers who are interested in working out their loans . . . because doing so could put 
the parent company on the hook to buy back a loan.”). 

15 Kurt Eggert, Comment on Michael A. Stegman et al.’s “Preventive Servicing Is Good for 
Business and Affordable Homeownership Policy”: What Prevents Loan Modifications?, 18 HOUSING 
POL’Y DEB. 279, 288–90, 292 (2007); see also Kurt Eggert, Limiting Abuse and Opportunism by 
Mortgage Servicers, 15 HOUSING POL’Y DEB. 753, 760–61, 774–75 (2004) (discussing the behavior of 
servicers toward borrowers and the laws regulating such action). 
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efficient and equitable deleveraging of American homeowners. 

II.  STUDY METHOD AND STATUS OF MORTGAGES 

This Article extends my prior study of voluntary modifications in 
subprime loan pools16 by looking at a much larger database of 3.5 million 
subprime and alt-A loans known as the Columbia Collateral File.17  This 
larger database permits more reliable analysis of mortgage modification 
and foreclosure behavior by a broad range of servicers.  In addition, 
beginning with the November 25, 2008 report, the Columbia Collateral 
File added fourteen additional variables describing modification 
agreements according to their type.  These new reports allow investors to 
learn, for example, whether mortgage modifications are temporary or 
permanent, whether and to what extent interest is being forgiven or 
postponed, and whether adjustable rate or interest-only loans are being 
converted to fixed rate or amortizing loans.  These data confirm that 
voluntary modifications are generally increasing rather than reducing 
mortgage debt and are not consistently reducing payment burdens, and that 
foreclosures are resulting in extremely high loss severities.  The new data 
also offer additional important insights into the actions of servicers in 
response to massive loan defaults, discussed below.18 

The Columbia Collateral File is released monthly.  For this Article I 
looked at the files for January, October, November, and December of 
2008.19  The 3.5 million mortgages in the November database are all 

                                                                                                                          
16 Alan M. White, Rewriting Contracts Wholesale: Evidence from Mortgage Remittance Reports, 

36 FORDHAM URB. L.J. (forthcoming 2009). 
17 The Columbia Collateral File contains current month performance data for alt-A and subprime 

mortgage pools that have been securitized, and for which Wells Fargo Corporate Trust Services serves 
as trustee.  Wells Fargo Corporate Trust Services, http://www.ctslink.com (containing links to investor 
report files) (last visited Feb. 10, 2009).  For purposes of this study, subprime is defined as loans that 
do not conform to Fannie Mae or Freddie Mac underwriting standards and are priced above the higher-
cost loan threshold for reporting under the Home Mortgage Disclosure Act. See 12 C.F.R. § 
203.4(a)(12) (2009) (describing reporting standards under the Home Mortgage Disclosure Act).  Alt-A 
refers to loans that are below the subprime price levels and are securitized privately, i.e., not by the 
government-sponsored entities (GSEs).  Alt-A loans typically are loans made to borrowers with higher 
credit scores but with less income documentation than required by GSEs or with negative amortization 
or other product features not offered by GSEs.  Many of the subprime loans in the database were made 
to borrowers with “prime” credit scores: for first lien adjustable-rate mortgages, 24% of subprime loans 
reflected FICO scores above 650.  See Wells Fargo Corporate Trust Services, supra (containing links to 
the Columbia Collateral File database).   

18 Wells Fargo Corporate Trust Services, supra note 17.  The data reported in this Article can be 
downloaded from Wells Fargo Corporate Trust Services, supra note 17 (after registering with the web 
site) as fixed-field text files.  The data dictionary can be downloaded from the site as well.  The 
resulting data may be analyzed using a statistical software package such as SPSS (which I used), SAS 
or STATA.   

19 For convenience I excluded the relatively small number of mortgages securitized before 2000.  
The Columbia Collateral Files for loan deals securitized in 2000 through 2007 were combined and 
analyzed using SPSS for Mac and Excel.  All statistics reported in this Article are based on the author’s 
calculations. 
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privately securitized and represent one-third to one-half of subprime and 
alt-A mortgages, about 7% of all U.S. mortgages.  Included are 233,000 
mortgages in foreclosure and 69,000 in bankruptcy, a total of about 
300,000.  This compares with about 1.8 million foreclosures as of 
September 30, 2008,20 so the database includes about one-sixth of all 
mortgages in foreclosure. 

About 29% of the mortgages in the file were delinquent on November 
25, 2008 (36% for adjustable rate mortgages).  This is higher than the 
national rate for all mortgages and reflects the subprime and alt-A 
composition of the database.  Most of the mortgages modified (93%) were 
first lien mortgages.  Modifications were concentrated in the subprime (as 
opposed to alt-A) portion of the mortgages: 88% of modified loans were 
subprime, compared with 43% of unmodified loans.21  To look at it another 
way, 1.4% of all subprime loans were modified in a single month, 
compared with 0.1% of alt-A loans.  This can be explained in part because 
only 44% of the adjustable rate subprime loans are still current, compared 
with 80.3% of the adjustable alt-A loans, while 28.5% of subprime ARM 
loans are more than 180 days past due, compared with 9% of alt-A ARMs.  

III.  VOLUNTARY MORTGAGE MODIFICATIONS ARE NOT REDUCING, BUT 
ARE IN FACT INCREASING, MORTGAGE DEBT 

The new data confirm and update my prior findings.22  Most voluntary 
modifications result in increasing debt, by capitalizing unpaid interest, and 
little interest or principal is being forgiven.  More than half of modification 
agreements still increase monthly payments rather than reduce them.  The 
variation in intensity and aggressiveness of modifications among servicers 
continues, while loss severities on completed foreclosures continue to 
mount. 

For the November 2008 monthly reporting period, there were 21,219 
mortgage modifications reported.  The HOPE NOW coalition estimated 
there were 103,000 modifications industry-wide in the month of October,23 
so the Columbia Collateral File sample represents about one fifth of all 
modifications.24  Most loans that were modified had been delinquent in the 
                                                                                                                          

20 Mortgage Bankers Ass’n, Nat’l Delinquency Survey Q3 (2008). 
21 These figures are based on the adjustable-rate mortgages with data on the margin for 

calculating the adjustable interest rate (1.9 million of the 3.6 million), and defining subprime as 
margins exceeding 4% over the index, a somewhat less-inclusive definition than the Home Mortgage 
Disclosure Act high-cost loan definition.  See supra text accompanying note 17 (describing the more-
inclusive definition of subprime). 

22 White, supra note 16 (reporting on mortgage modifications in the period July 2007 through 
June 2008). 

23 See HOPE NOW Industy Data, http://www.hopenow.com/industry_data.html (last visited Feb. 
13, 2009) (reporting mortgage loss mitigation statistics). 

24 The 100,000 monthly modifications can be compared with the nearly 200,000 monthly 
foreclosure filings, 1.8 million mortgages in foreclosure and 3 million seriously delinquent mortgages 
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prior month’s report: about 21% were current prior to modification, 68% 
were delinquent by more than 60 days and 50% were more than 120 days 
delinquent.  On the other hand, only 23% of the modified loans had been in 
foreclosure, bankruptcy or REO (real estate owned, i.e. properties already 
foreclosed but not yet sold) prior to modification, so the typical modified 
loan was seriously delinquent, but had not yet been referred for foreclosure 
action, a growing category whose implications I will revisit in a later 
section.  

A.  Most Modifications Increase Debt 

More than two-thirds (68%) of modifications reported in November 
2008 capitalized unpaid interest and/or fees by adding them to the 
outstanding balance.  These loan increases are accounted as negative 
prepayments, i.e. they have the opposite effect as an unscheduled principal 
payment by the borrower.  In 44% of modifications, the amount capitalized 
was more than $5,000.  The average capitalized amount was $10,800 per 
mortgage out of an average balance of $225,000.  A total of $165,000,000 
was added to the total balance due on 21,219 modified loans.  
Extrapolating these numbers to the entire mortgage market, we can 
estimate that a bit less than $1 billion was added to outstanding principal 
mortgage debt in a single month by voluntary modifications.  

In addition, a considerable number of modifications involved deferral 
of unpaid interest and/or principal and conversion of that amount into a 
balloon payment.  One way servicers reduce monthly payments while not 
writing off unpaid interest and advances for legal fees is to reamortize the 
current principal while converting unpaid interest and advances to a 
balloon payment due at the end of the term.  This is another device that 
focuses on the immediate monthly payment cash flow problem, while 
leaving homeowners with negative equity.  The FDIC’s standard loan 
modification approach relies on balloon payments, characterized as 
deferred principal, in order to achieve payment reductions without actually 
writing down principal mortgage debt.25  One thousand five hundred of the 
21,200 modifications reported in November featured a balloon payment.  
Nearly all of the balloon payments (90%) had due dates more than twenty 
years in the future, so, by and large, the balloon feature was used as a way 
to defer unpaid amounts to the end of the loan term. 

                                                                                                                          
at the end of the third quarter of 2008.  HOPE NOW Industry Data, supra note 23 (supplying data 
regarding monthly foreclosure filings); Mortgage Bankers Ass’n, supra note 20 (reporting mortgages in 
foreclosure and delinquent mortgage statistics). 

25 See FED. DEPOSIT INS. CO., FDIC LOAN MODIFICATION PROGRAM 8–9 (2008), available at 
http://www.fdic.gov/consumers/loans/loanmod/FDICLoanMod.pdf (describing the FDIC’s loan 
modification methodology). 
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B.  Debt Writedowns Occur in a Very Small Portion of Modifications, and 
Are Done by Only a Few Servicers 

Mortgage modifications are widely viewed as partial debt cancellation, 
and therefore as likely to create moral hazard issues.26  The fear is that 
borrowers not in default will stop making payments to benefit from what 
are perceived to be generous restructuring terms.  In fact, more than nine 
out of ten voluntary mortgage modifications in 2008 involved no 
cancellation of principal, past-due interest or even late fees or expenses.  
The typical modification requires the homeowner to capitalize unpaid 
amounts or to convert them to a balloon payment.  If the modifications 
being offered were better understood, it is unlikely that they would create 
much of a moral hazard effect among other mortgage borrowers. 

A very small percentage of November 2008 modifications involved 
reported forgiveness of interest, and only seven of the forty-three servicers 
reporting modifications reported significant interest forgiveness (see Table 
1).  This may in part be due to spotty reporting, but it is not surprising to 
see that the two servicers most engaged in reducing principal, Litton and 
Ocwen, are also reporting significant numbers of loans with past-due 
interest forgiven.  In all, about 8% of modified loans had reported interest 
write-offs greater than one monthly payment.  In the remainder of 
modifications where homeowners owed unpaid interest, the interest was 
apparently deferred or capitalized. 

 
Table 1 

Interest written off > Current P&I 
Servicer 

Frequen
cy 

Perc
ent 

Cumulati
ve Percent 

EMC MORTGAGE CORPORATION 1 0.1 0.1 
GMAC MORTGAGE, LLC 10 0.6 0.7 

LITTON LOAN SERVICING 675 42.0 42.7 
OCWEN LOAN SERVICING, LLC 890 55.4 98.1 

RESIDENTIAL CREDIT 
SOLUTIONS, INC 5 0.3 98.4 

SAXON MORTGAGE SERVICES, 
INC. 24 1.5 99.9 

SPECIALIZED LOAN SERVICING 
LLC 1 0.1 100.0 

Total (out of 21,184 November 08 
mods) 1606 100.

0 
 

                                                                                                                          
26 E.g., David Reilly, New Bailout Again Raises Moral Hazard, WALL ST. J., Nov. 12, 2008, at 

C18, available at LEXIS, News Library, WSJNL File (“The danger is that loan holders who otherwise 
could meet their payments would decide to fall behind to get their cut of the bailout.”). 
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Modifications with a write-down of principal or interest can also be 
identified based on the servicer reporting a recognized loss.  About 10% 
(2,147) of the modifications reported in November were associated with a 
recognized loss of $1,000 or more (see Table 2). 

 
Table 2  

Modifications with loss > $1,000 
Servicer 

Frequenc
y Percent 

AURORA LOAN SERVICES LLC 49 2.3 

BAYVIEW LOAN SERVICING, LLC 88 4.1 

CARRINGTON MORTGAGE SERVICES, 
LLC 1 0.0 

EMC MORTGAGE CORPORATION 1 0.0 

GMAC MORTGAGE, LLC 9 0.4 

HOME LOAN SERVICES, INC. 9 0.4 

LITTON LOAN SERVICING 1,011 47.1 

OCWEN LOAN SERVICING, LLC 942 43.9 

OPTION ONE 4 .2 

PAUL FINANCIAL, LLC 1 .0 

RESIDENTIAL CREDIT SOLUTIONS, INC 1 .0 

SAXON MORTGAGE SERVICES, INC. 23 1.1 

SELECT PORTFOLIO SERVICING,INC 1 .0 

SPECIALIZED LOAN SERVICING LLC 1 .0 

WILSHIRE CREDIT CORP 4 .2 

Total (out of 21,184 November 08 mods) 2,145 100.0 
 
In the November Columbia Collateral file about 1,100 modified loans 

were reported with principal forgiveness amounts, about 1,900 had interest 
forgiveness amounts reported, and about 900 had expenses forgiven and 
reported.  The total of 2,145 (roughly 10% of modifications) with reported 
losses represent some combination of write-offs in those three categories.  
Thus, in 90% or more of the modifications, there is no forgiveness of past-
due interest, expenses, or principal reported. 

C.  Most Voluntary Mortgage Modifications Did Not Reduce Monthly 
Payment Burdens 

Payment stress is relieved in only about half of all modifications. 
Comparing the initial monthly payment and current monthly payment for 
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all mortgages reported modified in November, 47% showed a reduced 
monthly payment, 18% showed an unchanged payment, and 35% showed 
an increased payment.  This is consistent with the results of my smaller 
survey for the prior twelve-month period.27  Despite the increasing 
attention to reducing payment burdens,28 many servicers remained 
unwilling, at the end of 2008, to make sufficient reductions in interest rates 
to offset the capitalization of arrears.  Indeed, only 53% of November 
modifications reduced the interest rate by more than 1%, nearly one in 
three modified loans still bore interest at a rate above 8%, and the mean 
rate after modification was 6.9%, all of this in a market where the 
conventional mortgage rate was below 6%.29 

D.  The Extent and Types of Voluntary Mortgage Modifications Vary 
Widely among Different Mortgage Servicing Companies 

Servicers vary widely in their voluntary modification activity.  The 
same variations observed in a small sample of nine servicers and 100,000 
mortgages were found among modifications in a pool of 3.5 million 
mortgages managed by eighty different servicers (see Table 3).  
Modifications for the month ranged from a negligible fraction of none for 
forty-seven servicers to 35% of all mortgages in foreclosure for one 
servicer.  Payment reductions ranged from 9% to 89% of modifications.  
Interest or principal write-offs were found in 42% of one servicer’s 
modifications (Litton), but were non-existent for most servicers. 

 
Table 3: November 2008 Modifications by Servicers  

 Total 
Mods 

&of Mods 
w/ Pmt 
Reduced % 

% with 
>$1000 
writeoff 

Mods/ 
FC 

Accredited Home Lenders, 
Inc.  

18 61.1% 0.0% 3.24% 

American Home Mortgage 
Servicing, Inc.  

96  7.3% 0.0% 1.47% 

Aurora Loan Services LLC 1729 44.1% 2.7% 7.13% 
Bank of America, N.A. 11 18.2% 0.0% 0.48% 
Bayview Loan Servicing, 
LLC 

294 23.8% 27.7% 7.71% 

Carrington Mortgage 
Services, LLC 

1332 76.6% 0.1% 35.13% 

                                                                                                                          
27 See White, supra note 16 (describing relevant changes in mortgage payments during a twelve-

month period from July 2007 to June 2008). 
28 See FED. DEPOSIT INS. CO., supra note 25, at 5–6 (explaining the philosophical focus of loan 

modification as a means to relieve payment pressures among mortgage borrowers). 
29 E.g., FED. RESERVE BOARD, STAT. RELEASE H.15 (Dec. 1, 2008), available at 

http://www.federalreserve.gov/releases/h15/20081201/ (listing the conventional mortgage rate for Nov. 
28, 2008 as 5.97%). 
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 Total 
Mods 

&of Mods 
w/ Pmt 
Reduced % 

% with 
>$1000 
writeoff 

Mods/ 
FC 

Central Mortgage 209 57.9% 0.0% 16.10% 
Chase Home Finance, LLC 437 44.6% 0.0% 7.45% 
Citi Residential Lending, 
Inc. 

36 30.6% 0.0% 3.47% 

CitiMortgage, Inc. 12 16.7% 0.0% 3.25% 
Countrywide Home Loans 
Servicing LP 

579 17.5% 0.0% 3.20% 

EMC Mortgage Corp. 1168 48.9% 0.1% 9.47% 
Everhome Mortgage Co. 20 25.0% 0.0% 3.01% 
GMAC Mortgage, LLC 71 67.6% 11.3% 1.52% 
Home Loan Services, Inc. 179 11.7% 4.8% 7.25% 
HomeQ Servicing Corp. 117 71.8% 0.0% 1.54% 
IINDYMAC Bank, F.S.B. 9 88.9% 0.0% 0.31% 
JPMorgan Chase Bank, 
N.A. 

76 42.1% 0.0% 28.00% 

Litton Loan Servicing 2318 44.7% 41.8% 10.03% 
M&T Mortgage Corp. 10 10.0% 0.0% 9.61% 
Nationstar Mortgage LLC 114 85.1% 0.0% 0.28% 
Ocwen Loan Servicing LLC 2942 53.4% 27.0% 13.29% 
Option One 5005 46.8% 0.1% 19.11% 
Popular Mortgage Servicing 
Inc.  

141  0.7% 0.0% 0.99% 

Regions Mortgage Inc.  16 68.8% 0.0% 4.88% 
Residential Credit 
Solutions, Inc.  

18 50.0% 5.6% 7.08% 

Saxon Mortgage Services 
Inc.  

347 46.7% 6.1% 5.30% 

Select Portfolio Servicing 
Inc.  

92 12.0% 1.1% 3.07% 

Specialized Loan Servicing 
LLC 

11 54.5% 9.1% 3.05% 

Suntrust Mortgage, Inc.  36 33.3% 0.0% 12.20% 
Wells Fargo Bank, N.A. 1159 12.9% 0.0% 0.41% 
Wilshire Credit Corp. 460 35.9% 0.8% 3.12% 
Total (excluding mods with 
missing data or by servicers 
with fewer than 8 mods) 

19112 45.3% 10.1% 18.83% 

 
While there were some relevant differences among servicers, none 

could explain the wide variation in modification activity.  Some servicers 
were predominantly managing subprime pools, while others mostly 
handled alt-A pools, with lower levels of defaults and accordingly of 
modifications as well.  On the other hand, comparing modifications to 
foreclosures is a rough control for that difference, and the variations 
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remain striking.  The variation among servicers is an important finding in 
itself, in that it reveals the ad hoc and uncoordinated nature of the entire 
2007–2008 mortgage restructuring process.  It also strongly suggests that 
not every servicer is modifying mortgages in the most effective way nor 
restructuring every salvageable mortgage loan.  Indeed, the variation 
suggests the opposite: many preventable foreclosures were not prevented. 

E.  Severe Foreclosure Loss Rates Continue Increasing 

Losses on foreclosures continue to be large, exceeding 50%.  The 
average loss in November for all mortgage loans with losses was $124,000, 
on an average loan size of $212,000—a 57% loss.  About one-tenth of 1% 
of the mortgages in the pool (30,816) had losses in November (excluding 
the small portion of modified loans that had write-downs treated as losses).  
However, about 6,800 of the unmodified mortgages with losses were 
second lien mortgages.  The average loss for the 21,000 first mortgages 
liquidated in November was $145,000, representing an average loss of 
55% of the amount due.  Losses on second lien mortgages were close to 
100%. 

In comparison, for the modified loans with some amount of principal 
or interest written off, the average loss recognized was $23,610.  The 
average loss across all modifications was of course much lower, given how 
few modifications involved any write-offs.30  This seven-to-one difference 
between foreclosure losses and modification write-offs is striking, and lies 
at the heart of the failure of the voluntary mortgage modification program.  
Particularly for foreclosed loans with losses above the 57% average, some 
of which approach 100%, the decisions of servicers to foreclose is 
mystifying.  Certainly, some properties are not occupied, are owned by 
investors unwilling to pay any mortgage debt, or otherwise must be 
foreclosed.  There is probably no good empirical test to determine exactly 
how many of these wasteful foreclosure sales could have been avoided, but 
the inference is strong that servicers are not fully mitigating losses.  At a 
minimum, there is room for servicers to be more generous in writing down 
debt for the loans they are modifying, while still recovering far more than 
from foreclosures in the depressed real estate market of late 2008.  I will 
consider some of the reasons for this apparently irrational behavior in a 
later section. 

                                                                                                                          
30 See supra Part III.B (“In all, about 8% of modified loans had reported interest write-offs greater 

than one monthly payment.”). 
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IV.  ADDITIONAL FINDINGS 

A.  Not Modified, but Not Foreclosed:  Informal Forbearance 

The reluctance to modify mortgages is explained in part by concerns 
about the importance of contractual obligations, and in part by the need to 
prevent homeowners from believing that they can default on loan 
obligations without consequences.  It is perhaps surprising then to see that 
servicers are allowing about one in seven extremely delinquent borrowers 
to remain in default without being foreclosed.  

While there were 15,500 loans modified in October 2008 in the 
database, and 21,100 in November, there were 420,000 mortgages that 
were more than 180 days past due in the November file.  And while about 
one-third of those were REO and about half are in foreclosure or 
bankruptcy, a remarkable 64,900 mortgages are in serious default, but the 
servicer is not taking legal action to enforce them.  If we expand the 
seriously delinquent category to include 120-day delinquencies, a point at 
which servicers normally would have started foreclosure, there are nearly 
127,000 defaulted mortgage contracts not being enforced, about eight 
times as many as are being modified each month.  In fact, in the 120- to 
180-day delinquent category, the odds are less than 50/50 that a foreclosure 
has been started.  Who are these lucky deadbeats? 

A closer examination of the defaulters with no foreclosure reveals 
some of the factors at play.  About 30% of the defaulted loans not in 
foreclosure were second lien mortgages, compared with 8% of all loans.  
Junior lien mortgages are unlikely to have much, if any, foreclosure value 
in the current declining home value environment, so it is not surprising that 
servicers would refrain from foreclosing them.  About 12% of mortgages 
in default but not in foreclosure had initial loan-to-value ratios above 95%, 
compared with 5.6% for all loans.  About 70% of non-enforced defaults are 
subprime, compared with about 43% of all loans in the database.  
However, while some non-enforcement may be rational given these 
factors, a considerable amount of the non-enforcement on defaulted 
mortgage contracts is due to servicers being overwhelmed and simply 
unable to handle the volume.31 

Moreover, even the 200,000 or so foreclosures in the Columbia 
Collateral file are not all cases where the servicer is actively seeking to 
recover the property.  According to HOPE NOW data, the number of new 
foreclosure filings is outpacing the number of monthly foreclosure sales by 
about two to one,32 meaning that servicers are not selling about half the 

                                                                                                                          
31 Bob Ivry, Lenders Swamped by Foreclosures Let Homeowners Stay, BLOOMBERG NEWS, Apr. 

4, 2008, http://www.bloomberg.com/apps/news?pid=20601109&sid=aOluOO8Vy0gc&refer=home. 
32 HOPE NOW Indsutry Data, supra note 23. 
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homes that have been referred for foreclosure proceedings.  In other words, 
in many cases foreclosures are being started but not pursued to sale.  
Combining the defaulted loans not in foreclosure with the foreclosures not 
being brought to sale, one could reasonably extrapolate that more than a 
million mortgages are in formal or informal forbearance of some kind. 

B.  Modification Agreements:  Temporary vs. Permanent 

Fourteen percent of November modifications reported a change in the 
next payment adjustment date.  Of those, 9% had modified rate adjustment 
dates in twelve months or less, 17% in twelve to twenty-four months, 43% 
in twenty-four to thirty-six months, 19% from thirty-six to sixty months, 
and the remaining 12% from five to ten years.  Thus, the majority of 
postponements for payment resets were for three years or less.  Because of 
the very limited reporting on this aspect, it is difficult to know how many 
other modifications were temporary or permanent.  The November 
collateral file also contained a field to flag temporary modifications, but it 
was blank for more than 75% of cases.33  For those reporting, there were 
about four times as many permanent modifications as temporary 
modifications.  State regulators report that about three times as many 
modifications were permanent as temporary, but data were missing on 40% 
of modifications.34  It is difficult to reach any conclusions about either the 
relative share of temporary versus permanent mortgage rewrites, or about 
any trend.  The December 2008 FDIC modification program, which if 
anything is more aggressive than the practices of most servicers, calls for 
interest rate concessions below current market levels to expire in five years 
at most, although it does encourage permanent conversion of adjustable 
rates to fixed.35 

C.  Adjustable-Rate to Fixed-Rate 

Most modified mortgages (71%) were adjustable-rate before being 
modified.36  Many of the modified ARMs were rapidly approaching their 
first adjustment date: fifty-seven percent of modified ARMs had their first 
interest adjustment date falling between October 2008 and June 2009, i.e. 
in the nine-month period beginning just before the reporting period.  
Clearly, looming rate resets were a significant factor in determining which 

                                                                                                                          
33 The December 2008 file “Temporary Modification” field was blank for 81% of cases. 
34 STATE FORECLOSURE PREVENTION WORKING GROUP, ANALYSIS OF SUBPRIME MORTGAGE 

SERVICING PERFORMANCE: DATA REPORT NO. 3 SEPTEMBER 2008, at 9 (2008), available at 
http://www.csbs.org/Content/NavigationMenu/Home/SFPWGReport3.pdf. 

35 FDIC LOAN MODIFICATION PROGRAM, supra note 25, at 3, 5, 9. 
36 Data on ARM-to-fixed conversion are more robust in the December 2008 collateral file, from 

which these summary statistics were calculated.  There were still missing data for 45% of the ARMs in 
the ARM-to-Fixed (Y/N) field.  
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mortgages were modified.  On the other hand, most modified mortgages 
were delinquent before modification, so the looming reset was not the sole 
cause of default.  Two explanations are possible.  It may be that servicers 
chose to focus their efforts both on loans with imminent reset dates and 
loans that are in default as a matter of setting priorities when faced with an 
unmanageable volume of modification requests.  Or it may be that 
borrowers with upcoming reset dates are perceived as more worthy of aid 
despite their having already defaulted. 

Only about one-third of the ARMs were converted to fixed rate 
mortgages, while 14% had reported adjustment rates postponed from one 
to five years.  It is possible that missing data account for some additional 
ARM modifications, but nevertheless, the data indicates that many 
adjustable-rate mortgages, perhaps as many as half, retain their adjustable 
rate nature, with a risk of future payment increases. 

D.  Nontraditional Mortgages:  Interest-Only and Negative Amortization 

Fourteen percent of modified loans had been interest-only initially.  Of 
the modified interest-only mortgages, about one-third were reported as 
having been converted to amortizing loans.  Loans with negative 
amortization, the so-called option-ARMs, predicted to comprise a 
significant number of foreclosures in the 2009 to 2011 period, are not 
being modified in any significant numbers, yet.  Negatively amortizing 
mortgages comprised 9% of all mortgages, 10% of delinquent loans and 
foreclosures, but only 3.6% of modifications in the November Columbia 
file.  Two servicers, Central Mortgage and EMC, accounted for three-
fourths of all the modified negative amortization loans.  These 
nontraditional loans were the subject of particular regulatory concern37 and 
were understood to carry a greater risk of default and foreclosure.38  About 
one-quarter of the modified option-ARMs had rate adjustment dates 
postponed, while the rest retained their original rate adjustment dates.  
One-third were coded as having been converted from amortizing to 
interest-only in the modification data, an odd designation, but perhaps 
meaning that those negative amortizing loans were converted to interest-
only.  That would represent a rather incremental reduction in the future 
payment shock, which will still occur at the end of the interest-only period.  
Despite the knowledge that these particularly dangerous mortgages 

                                                                                                                          
37 U.S. GOV’T ACCOUNTABILITY OFFICE, ALTERNATIVE MORTGAGE PRODUCTS: IMPACT ON 

DEFAULTS REMAINS UNCLEAR, BUT DISCLOSURE OF RISKS TO BORROWERS COULD BE IMPROVED, 
(Sept. 20, 2006); Interagency Guidance on Nontraditional Mortgage Product Risks, 71 Fed. Reg. 
58,609 (Oct. 4, 2006). 

38 See Michael Moss & Geraldine Fabrikant, Once Trusted Mortgage Pioneers, Now Pariahs, 
N.Y. TIMES, Dec. 25, 2008, at A1, available at LEXIS, News Library, NYT File (referring to option 
ARM loans as the “Typhoid Mary” of the mortgage industry). 
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threatened to prolong the foreclosure crisis, little was done in 2008 to 
restructure them on a sounder basis. 

E.  Other Modification Agreement Terms 

I obtained a small sample of 2008 mortgage modification documents 
from consumer attorneys and housing counselors.39  Their provisions were 
consistent with the empirical evidence; they illustrated the capitalizing of 
unpaid amounts, sometimes reducing interest rates to as low as 3%, but 
often leaving them at 6% to 7%.  Only one, a Litton modification, 
cancelled any debt (interest and expenses, not principal).  The remainder 
all involved capitalization of arrears and a resulting increase in total debt.  
When payment reductions were achieved, it was with a combination of 
term extensions (some to 40 years), rate reductions and balloon payments. 

The modification form agreements vary from servicer to servicer; no 
industry standard form has emerged.  One form included an atypical 
reverter clause, providing that if the borrower fails to make payments 
under the modified term for 90 days, the modified terms are canceled and 
the mortgage reverts to its original terms.  While there have been reports of 
servicers using modification agreements as a means to obtain releases of 
potential consumer claims, only one of the 2008 forms I reviewed included 
broad releases, in the form of an agreement by the borrower that there are 
no defenses, counterclaims or rights of set-off to the note.  Another 
modification from May 2008 did include a provision that the borrower 
would agree to cooperate in signing replacement loan documents including 
lost notes.  This clause presumably deals with the common problem with 
securitized mortgages, leading some courts to refuse to allow foreclosure 
based on lack of standing or failure to state a claim.40 

Another modification provided for the borrower to pay modification 
fees of $500, which was added to the borrower’s balance.  Several 
modifications included the addition of attorney fees and costs rolled into 
the balance.  This is troubling in light of Professor Kathleen Porter’s 
study.41  In a survey of mortgage servicer claims filed in bankruptcy, Porter 
found that more than 20% of the arrears amounts were servicer, attorney 
fees and foreclosure costs, and that the median amount claimed was 

                                                                                                                          
39 The modifications referred to in the following section are on file with the author. 
40 E.g., In re Foreclosure Cases, 521 F. Supp. 2d 650, 654 (S.D. Ohio 2007) (noting that a 

plaintiff’s failure to prove that he or she had standing when the foreclosure complaint was filed will 
result in a dismissal without prejudice until plaintiff is able to establish standing requirements at a 
future date). 

41 Katherine Porter, Misbehavior and Mistake in Bankruptcy Mortgage Claims, 87 TEX. L. REV. 
121 (2008). 
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$1857.42  Her research also found that servicers did not adequately itemize 
these amounts or provide supporting documentation, leading to the 
inference that some of these amounts may be excessive or unearned.43 

In short, the typical voluntary modifications of 2008 were not unlike 
the subprime loan originations they were meant to resolve: borrowers were 
kept in debt exceeding home values and exceeding their ability to amortize, 
with deferrals of interest, balloon payments, and temporary low interest 
rates.  Nontraditional mortgages were not consistently converted to safer, 
fixed-rate amortizing loans.  Meanwhile, many mortgages that were not 
restructured languish in limbo, neither modified nor foreclosed. 

V.  REPERFORMANCE AND REDEFAULT 

Another aspect of the failure of the voluntary mortgage modification 
process has been the high level of “redefaults” on modified mortgages, i.e. 
modifications that are followed by further payment delinquencies.44  The 
redefault problem has resulted in criticism of the very idea of modifying 
mortgage loans.45  On the other hand, there is considerable evidence that 
more aggressive modifications, especially those that reduce the principal 
debt, are much less subject to high rates of redefault.46 

I separately examined 3,517 mortgages modified in the January 2008 
Columbia Collateral file that still appeared in the November 2008 file.47  
Overall, 53% were current or due for the current month’s payment, and 
19% were more than 180 days delinquent.  On the other hand, only 17% 
were in bankruptcy or foreclosure, and 3% were in REO, so most modified 
mortgages remained active accounts ten months after modification. 

Redefaults were worse than the national average in California, Florida, 
Arizona and Nevada, where property values have declined significantly.  
Redefaults were lower than the national average for the hard-hit industrial 

                                                                                                                          
42 Katherine Porter, Presentation at the University of Iowa Subprime Housing Crisis Symposium: 

Falling Further: Default Costs in Home Foreclosures, at slide 6 (Oct. 11, 2008), available at 
http://ppc.uiowa.edu/SubprimePresentations/KatherinePorter.pdf. 

43 Porter, supra note 41, at 152–61. 
44 See Charles Duhigg, Fighting Foreclosures, F.D.I.C. Chief Draws Fire, N.Y. TIMES, Dec. 11, 

2008, at A1, available at LEXIS, News Library, NYT File (noting statement by Comptroller of the 
Currency that more than half of mortgages modified by national banks were delinquent again after six 
months). 

45 See Sheila Bair, Sheila Bair’s Mortgage Miracle, WALL ST. J, Dec. 3, 2008, at A16, available 
at LEXIS, News Library, WSJNL File (“Infuriated at the difficulty of modifying mortgages, the 
Beltway crowd doesn’t understand that such contracts weren’t designed to let people live in houses 
they can’t afford.”). 

46 MERRILL LYNCH, LOAN MODIFICATIONS:  WHAT INVESTORS NEED TO KNOW, (Nov. 21, 2008); 
CREDIT SUISSE, SUBPRIME LOAN MODIFICATIONS UPDATE 6 (Oct. 1, 2008); LEHMAN BROTHERS, THE 
LOAN MODIFICATION STORY SO FAR (Sep. 11, 2008).   

47 See supra note 17 and accompanying text (describing the Columbia Collateral file).  There 
were originally 3,639, with the difference representing prepayments and liquidated foreclosures. 
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states like Ohio and Michigan.48  This suggests that the extent of negative 
home equity may play a greater role than unemployment and economic 
distress. 

Redefaults also varied somewhat among different servicers.  
Countrywide’s modified loans performed worse than the average, with 
52% more than sixty days past due, while Litton had 45% of modified 
loans more than sixty days past due.  This is consistent with the hypothesis 
that more aggressive modifications are more likely to be successful, 
although these differences are not dramatic. 

Different types of modifications are expected to have different 
redefault rates.  This did not appear to be the case with the January 2008 
modifications, although data limitations may explain the results.  Only five 
of the 3,634 January modifications involved any substantial write-off of 
principal or interest, so there was no useful data on the performance of 
modifications with principal write-downs.  Comparing modifications that 
reduced payments with those that increased payments, there were 
surprisingly minimal differences in the delinquency status of modified 
loans.  About 48% of modified loans were sixty days or more past due, 
whether the modified payment had been lower, higher, or the same as 
before the modification.  Those modifications that capitalized more than 
$10,000 in past-due interest and fees had a sixty-day default rate of about 
50%, and 17% foreclosures, compared with 47% sixty-day defaults and 
14% foreclosures for modifications with minimal or no capitalization 
(negative prepayment less than $1,000).  

Loans originated in 2004 and 2005 had better reperformance rates 
(58% current or thirty-days past due) than loans originated in 2006 (45%) 
and 2007 (only 40% current or thirty-days past due).   Not surprisingly, 
FICO scores at origination were correlated with reperformance:  48% of 
borrowers with scores below 550 were delinquent versus 37% of borrowers 
with FICO scores above 700. 

Another factor that has been identified as predictive of redefault rates 
for modified loans is whether the loan was delinquent or current before 
being modified.  Most of the mortgages modified in November had been 
delinquent in October before being modified (see Table 4). 

 
Table 4 October Status of Mortgages Modified in November 2008 

 Days Past Due Percent 
Current 4,368 20.6 
30 days 2,492 11.8 
60 days 1,884 8.9 

                                                                                                                          
48 Sixty-day or more delinquent modified loans were 47% of all modified loans, compared with 

52% for Arizona, 57% in California, 54% in Florida and 57% in Nevada. 
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90 days 1,895 8.9 
120 days 4,118 19.4 

>180 days 6,427 30.3 

Total 21,184 100 
 
On the other hand, only one in five modified loans had been in 

foreclosure prior to modification (see Table 5). 
 

 
Table 5 October file status of November file mods  

 
Modified mortgages that were current (or not seriously delinquent) 

when modified were must less likely to default again than modified 
mortgages that were in serious default before being modified.49  Loans 
modified before default were more likely to involve conversion of an 
adjustable-rate mortgage to a fixed rate to prevent a sharp payment 
increase.50  These rate reset modifications represent the single category in 
which servicers engaged in preventive loan restructuring, largely as a result 
of the December 2007 HOPE NOW rate freeze initiative.51 

It is now apparent that mortgage modifications will succeed in 
achieving sustainable repayment and in reducing the aggregate debt 
overhang, but only if they include reductions of principal to align debt with 
property values, are permanent and fully amortizing, and are negotiated as 
early as possible in the delinquency, or even before a delinquency occurs.  
On the other hand, continuation of the existing model will simply defer 
additional accumulated mortgage debt into 2009 and beyond, further 
prolonging the foreclosure crisis. 

                                                                                                                          
49 CREDIT SUISSE, supra note 46, at 6; LEHMAN BROTHERS, supra note 46, at 2, 4. 
50 CREDIT SUISSE, supra note 46, at 6; LEHMAN BROTHERS, supra note 46, at 2, 4. 
51 See Edmund L. Andrews, Mortgage Aid, Within Limits, N.Y. TIMES, Dec. 7, 2007, at A1, 

available at LEXIS, News Library, NYT File (noting that the Greenlining Institute estimated that only 
12% of subprime borrowers would benefit from the rate freeze). 

 Frequency 
Valid 
Percent 

No action 15,904 75.1 
Bankruptcy 191 0.9 

Loss Mitigation 570 2.7 
Foreclosure 4,123 19.5 

REO 396 1.9 
Total 21,184 100 
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VI.  WHY ARE VOLUNTARY MORTGAGE MODIFICATIONS FAILING AND 
WHAT CAN BE DONE? 

Mortgage servicing agents have thus far failed to modify mortgages in 
ways that would clearly reduce investor losses for their principals.  The 
reasons for this failure are multiple and complex.  They include contractual 
limitations, economic incentives, reliance on outdated cash flow models, 
and industry culture.  Servicers face a variety of incentives and obstacles in 
their efforts to maximize return for investors and keep their costs down.  
Some have argued that servicers profit when more borrowers default and 
go into foreclosure.52  The reality is somewhat more complex than that. 

Mortgage servicer compensation (for securitized mortgages) is 
governed by pooling and servicing agreements (PSAs).  Servicers receive 
income from a fixed portion of monthly interest payments actually 
received, from late fees and other default charges, and from the interest on 
funds held for investors or escrow.53  On the other hand, servicers typically 
must advance interest to investors when the borrower does not make a 
payment.54  They also advance funds to third parties, like lawyers, during 
the foreclosure process.  The servicer recovers its advances only when the 
borrower eventually brings payments current or when a foreclosure sale is 
completed.  In either case the servicer is entitled to recover its advances 
before turning over the balance to investors.  Thus, if a foreclosure sale 
yields only 25% of the total amount due then the servicer still recovers 
100% of interest advances and other advances from the sale proceeds, 
                                                                                                                          

52 Posting of Katie Porter to Credit Slips, http://www.creditslips.org/creditslips/2008/05/piling-on-
fees.html (May 16, 2008, 5:56 EST). 

53 See, e.g., Pooling and Servicing Agreement, Series 2005-W5, among Argent Securities, 
Depositor, Ameriquest Mortgage Company, Master Servicer, and Deutsche Bank National Trust 
Company, Trustee, § 3.18, Dec. 1, 2005, available at http://www.sec.gov/Archives/edgar/data/ 
1346253/000088237706000099/d406287_ex4-1.htm (describing a typical pooling and servicing 
agreement for a subprime mortgage pool). 

The compensation provision is as follows:  
As compensation for the activities of the Master Servicer hereunder, the Master Servicer shall be 

entitled to the Servicing Fee with respect to each Mortgage Loan payable solely from payments of 
interest in respect of such Mortgage Loan, subject to Section 4.03(e).  In addition, the Master Servicer 
shall be entitled to recover unpaid Servicing Fees out of Insurance Proceeds, Subsequent Recoveries or 
Liquidation Proceeds to the extent permitted by Section 3.05(a) (ii), out of general funds in the 
Collection Account to the extent permitted by Section 3.05(a) and out of amounts derived from the 
operation and sale of an REO Property to the extent permitted by Section 3.13.  The right to receive the 
Servicing Fee may not be transferred in whole or in part except in connection with the transfer of all of 
the Master Servicer’s responsibilities and obligations under this Agreement. 

Additional servicing compensation in the form of assumption fees, late payment charges, 
insufficient funds fees, reconveyance fees and other similar fees and charges (other than Prepayment 
Charges) shall be retained by the Master Servicer only to the extent such amounts, fees or charges are 
received by the Master Servicer.  The Master Servicer shall also be entitled pursuant to Section 
3.05(a)(vi) to withdraw from the Collection Account, pursuant to Section 3.04(h) to withdraw from any 
Escrow Account and pursuant to Section 3.13(b) to withdraw from any REO Account, as additional 
servicing compensation, interest or other income earned on deposits therein, subject to Section 3.06. 

Id. at § 3.05. 
54 See id. at § 4.03 (describing advances). 
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assuming they are sufficient to cover the advances.  On the other hand, if a 
delinquent mortgage is modified, then the servicer will not recover the 
advances made to investors on that account until the borrower repays the 
servicer.  This is particularly problematic for the servicer when the 
advances are deferred in a balloon payment due in thirty years. 

A servicer faced with a delinquent mortgage thus is faced with an 
immediate and ongoing cash outflow of interest each month.  If the 
servicer forecloses, it will advance more money for legal fees but hope to 
recover its advances in the three to twelve months that it will take to 
foreclose and sell the property.  In that event, it will also recover some 
additional revenue from late fees once the sale is completed.  If the servicer 
modifies the mortgage, it will no longer be required to make new advances 
(if the borrower resumes and continues payments), but will have to wait a 
long time to recover prior advances, unless the homeowner makes a cash 
payment at the time of the modification.  This is why many servicers insist 
on at least recovering attorney fees advanced before modifying a mortgage.  
In an environment where financial institutions that service mortgages are 
concerned about cash flow, it is apparent why they might prefer to 
foreclose: to recover past advances rather than gamble on modifications.  
To put it another way, the investor losses may be very large, but the 
servicer will almost always benefit by completing a foreclosure sale. 

Some PSAs delegate broad discretion to servicers to modify mortgage 
terms, including reductions of interest rate or principal debt,55 while others 
provide no such discretion or authority at all.56  In the latter case, the 
rigidity of the servicer-investor contract prevents any flexibility in 
modifying the mortgage loan contract.  The PSA itself can usually be 
modified, but only with the consent of a supermajority of investors, a 
necessarily cumbersome process.  The widely publicized suit by investors 
against mortgage servicer Countrywide was based on a PSA that did not 
permit modifications, unless the servicer repurchased the mortgage loans 
before modifying them.57 

Even if a servicer is not restricted by the PSA and is willing to defer 
recovery of prior advances, it will not modify a mortgage unless it believes 
that the modification will produce a greater present value (or smaller loss), 
given the risks, than immediate foreclosure.  Servicers model the costs and 
benefits of modifications by comparing the net present value of projected 

                                                                                                                          
55 Id. at § 302. 
56 See, e.g., Sale and Servicing Agreement, Saxon Asset Securities Trust 2006-1, Saxon Asset 

Securities Trust 2006-1, Issuer, Saxon Asset Securities Company, Depositor, Saxon Funding 
Management, Inc., Master Servicer, Saxon Mortgage Services, Inc., Servicer, and Deutsche Bank Trust 
Company Americas, Indenture Trustee, Apr. 1, 2006, available at http://idea.sec.gov/Archives/ 
edgar/data/1361039/000116231806000629/exhibit991.htm. 

57 Vikas Bajaj, Fund Investors Sue Countrywide Over Loan Modifications, N.Y. TIMES, Dec. 2, 
2008, at B8, available at LEXIS, News Library, NYT File. 
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cash flow from a modified mortgage with the projected present value of a 
foreclosure sale recovery.58  These present value models rely on a large 
number of assumptions, often based on history of past performance.  One 
factor, for example, is the projected redefault rate.  If a servicer has a 
history of 50% or more redefaults, its present value model will predict 
lower cash flow from modified mortgages than if a lower redefault rate is 
assumed.  Likewise, servicers have to estimate loss severities on future 
foreclosures.59  If they use historical data, servicers are likely to 
underestimate loss severities and thus tip the scales in favor of foreclosure 
and against modification. 

Finally, some very practical realities are preventing both the number 
and depth of mortgage modifications needed.  Servicers are overwhelmed60 
and faced with a rapidly changing political and legal environment.  Past 
habits and groupthink probably play some role in the reluctance to engage 
in modifications differently than in the past.  New initiatives are announced 
by federal agencies monthly, and servicers understandably do not want to 
start writing down loans after a taxpayer-funded bailout program.61  These 
are just some of the factors that have led to the present impasse. 

To get out of the impasse, the mortgage industry needs a coordinated 
set of policies that will discourage wasteful foreclosures while offering 
clear guidance on how and when to make aggressive and permanent 
adjustments to failing mortgage loan contracts.  The lessons of 2007 and 
2008 can be put to good use if the empirical evidence is used to build 
better models of the costs and benefits of modifications and foreclosures.  
The federal government, as de facto owner of various failed or failing 
financial institutions and manager of the Fannie Mae/Freddie Mac 
portfolio of mortgages, is in the best position to establish clear objectives 
for the restructuring of America’s mortgage debt. Successful restructuring 
would include the reduction of debt to levels that correspond to stable 
home values and to the ability of homeowners to repay. 

A successful comprehensive set of policies should include the 
following.  First, the program must include some form of foreclosure 
moratorium or selective postponement for the maximum number of 
                                                                                                                          

58 AMERICAN SECURITIZATION FORUM, STATEMENT OF PRINCIPLES, RECOMMENDATIONS AND 
GUIDELINES FOR THE MODIFICATION OF SECURITIZED SUBPRIME RESIDENTIAL MORTGAGE LOANS 3–4 
(2007), available at http://www.americansecuritization.com/uploadedFiles/ASF%20Subprime %20 
Loan%20Modification%20Principles_060107.pdf. 

59 See FED. DEPOSIT INS. CORP., WORKOUT PROGRAM GUIDELINES NET PRESENT VALUE 
WORKSHEET (2008), available at http://www.fdic.gov/consumers/loans/loanmod/NPV.xls; MOODY’S 
INVESTOR SERVICES, THE IMPACT OF THE FDIC’S AND FHA’S MORTGAGE LOAN RESCUE PROGRAM 
ON U.S. RMBS LOSS EXPECTATIONS (2008) (giving examples of present value assumptions for 
comparing loan modifications and foreclosure losses).  

60 See supra note 32 (discussing the high volume of foreclosures and servicer response). 
61 See Charles Duhigg, Fighting Foreclosures, F.D.I.C. Chief Draws Fire, N.Y. TIMES, Dec. 10, 

2008, at A1, available at LEXIS, News Library, NYT File (discussing proposal to provide government 
insurance for modified mortgages). 
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salvageable mortgages.  While Fannie Mae and Freddie Mac announced a 
six-week holiday moratorium on November 20, 2008,62 a freeze on 
foreclosures needs to last long enough to allow the existing inventory of 
foreclosed homes to be sold in an orderly fashion without continually 
swelling the inventory.  A freeze also needs to allow a genuine and 
comprehensive mortgage restructuring to be implemented nationwide, a 
process that could certainly take twelve months or more.  A moratorium or 
delay would obviously need to exclude vacant properties and loans to 
borrowers whose income is clearly inadequate to repay any conceivable 
modified mortgage. 

In conjunction with the postponement of avoidable foreclosures, the 
federal banking agencies, including the FDIC and Treasury, must 
continually reevaluate and improve the FDIC’s current standardized 
approach to mortgage modifications, and deal with the principal debt 
reduction issue.  The standardized approach to modifying loans should be 
applied across the board to all federally-owned mortgages and be mandated 
for financial institutions receiving any of the various forms of federal aid.63  
Allowing bankruptcy courts to impose mortgage modifications, including 
principal reductions to align debt with home values, would be a useful 
step.64  On the other hand, the cost of bankruptcy, including legal fees, is 
high for debtors,65 and bankruptcy modifications should not be viewed as a 
substitute for systematic mortgage restructuring outside of bankruptcy. 

The FDIC and other federal agencies should also lead the way by 
offering any homeowner with negative equity a principal reduction to be 
replaced by a balloon payment that automatically declines by 20% per year 
and is reduced to zero after five years.  The existing program, consisting of 
offering principal deferrals only when needed to reduce payment burdens 
without any hope of permanent debt cancellation, fails to offer 
homeowners necessary incentives to continue repaying their debt. 

Less attractive solutions would include purchases by the Treasury 
Department of delinquent mortgages at par or some negotiated discount, 
followed by a restructuring and principal reduction similar to what was 
done by the Homeowners Loan Corporation in the 1930s.  This would shift 
the losses investors would otherwise bear to the taxpayer.  The government 
did not insure mortgage-backed securities, and investors’ risks were 

                                                                                                                          
62 Zachary A. Goldfarb, Fannie, Freddie Halt Foreclosures for Holidays, WASH. POST, Nov. 21, 

2008, at D1, available at LEXIS, News Library, WPOST File. 
63 Ralph Vartabedian, Federal Bank Bailout Isn’t Trickling Down, Panel Told, L.A. TIMES, Dec. 

17, 2008, at A13, available at LEXIS, News Library, LAT File. 
64 Adam J. Levitin, Resolving the Foreclosure Crisis: Modification of Mortgages in Bankruptcy, 

2009 WIS. L. REV. (forthcoming 2009), available at http://ssrn.com/abstract=1071931. 
65 Michelle J. White & Ning Zhu, Saving Your Home in Chapter 13 Bankruptcy 5, 24–25 (Nat’l 

Bureau of Econ. Research, Working Paper No. 14179, 2008), available at http://www.econ.ucsd.edu/ 
~miwhite/white-zhu-nber14179.pdf. 
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described in detail in the securitization documents.  There is no reason that 
investors should not accept the smaller losses of systemic restructuring, 
given that they otherwise face the larger (uninsured) losses of massive 
foreclosures. 

FDIC Chair Sheila Bair’s proposal to insure modified loans against 
further default under certain circumstances might offer servicers an 
incentive to modify mortgages more aggressively.66  On the other hand, 
this proposal amounts to a contingent taxpayer bailout and suffers from the 
drawback that servicers are likely to adversely select the riskiest 
modifications to include in the insurance program. 

A genuine solution to the foreclosure crisis must involve a range of 
initiatives, all aimed at bringing existing mortgage debt down to 
sustainable levels.  The only other option is to continue relying on 
voluntary industry efforts while waiting for a housing market recovery, 
essentially the Federal government’s response through the end of 2008.  
Although banks have written down billions in assets and restored some 
capital, borrowers are still crushed by the burden of mortgage debt.  Their 
continuing struggle is measured in the ever-growing inventory of homes 
acquired by mortgage servicers at foreclosure sales that remain unsold, the 
pending foreclosures that are not going to sale, and in the hundreds of 
thousands of families who are stumbling along in informal forbearance or 
in modification agreements that defer and increase their debt. 

                                                                                                                          
66 See Bair, supra note 45 (discussing modification of more than two million loans). 
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CHRISTOPHER A. RICHARDSON 

This past year, 2008, was a watershed year in terms of the devastation 
in the United States residential housing market.  Not since the Great 
Depression have home values fallen so far and so fast.  A look at current 
housing market statistics such as median home prices, market inventories 
of existing homes, delinquency rates, and foreclosure rates suggests that it 
will be quite some time before the housing market returns to a sense of 
normalcy, with much economic pain to be felt by homeowners in the 
process. 

With the benefit of hindsight, one can see the seeds of housing market 
destruction were sown years ago through the deterioration of mortgage 
underwriting standards which inflated homeownership demand beyond 
sustainable levels, and the lax regulation of financial firms which 
facilitated the expansion of ever more complex structured finance 
derivative products without adequate capital requirements and risk 
controls.  It is clear that the U.S. must now plug the gaps in its regulatory 
structure and take the steps necessary to provide greater transparency of 
financial transactions, while laying out a clear set of comprehensive rules 
of the game for financial firms going forward. 

 



 

ARTICLE CONTENTS 
 
I.  INTRODUCTION ................................................................................. 1135 
II.  FACTORS CONTRIBUTING TO CURRENT MARKET  

DISTRESS .......................................................................................... 1137 
III.  WHERE DO WE GO FROM HERE? ................................................. 1141 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



 

 

An Economic View of the Housing Crisis 

CHRISTOPHER A. RICHARDSON∗ 

I.  INTRODUCTION  

The bursting of the housing bubble in the United States left the 
residential housing market in a critical state in 2008, with no clear end in 
sight.  By all measures, house prices in 2008 fell rapidly.  According to 
data from the National Association of Realtors®, the median price of 
existing homes fell from a peak of nearly $222,000 in 2006 to slightly 
under $181,000 in November 2008.1  Similary, the Case-Shiller compsite 
index of house prices showed a precipituous year-over-year fall in prices of 
18.2% from November 2007 to November 2008.2  Areas of the United 
States that experienced larger increases in home prices, particularly in the 
western parts of the country, saw even larger declines from 2006 to 2008.3  
However, prices fell in all regions.4 

The stabilization of the housing market will depend fundamentally on 
achieving balance between the supply of and the demand for homes.  
Experts consider the housing market to be in equilibrium when the 
inventory of existing homes on the market equals about six months of 

                                                                                                                          
∗ At the time of The Subprime Crisis: Going Forward symposium held on November 14, 2008 at 

the University of Connecticut School of Law, Dr. Richardson was a Vice President at State Street 
Associates, a subsidiary of State Street Corporation.  Many thanks to symposium sponsors Connecticut 
Law Review and the Insurance Law Center, symposium brainchild Professor Patricia McCoy, 
Managing Editor of the Connecticut Law Review Krystna Cloutier, and the Connecticut Law Review 
staff.  Thanks also to the participants on my panel—Marsha Courchane, Lauren Willis, and Anthony 
Pennington-Cross—for sharing their insightful and timely research with symposium attendees and 
participants. 

1 NATIONAL ASSOCIATION OF REALTORS®, EXISTING-HOME SALES, http://www.realtor.org/wps 
wcm/connect/88c8a5004cce73f7b8c7fbb7f7111181/research__EHS012609.pdf.pdf?MOD=AJPERES
&CACHEID=88c8a5004cce73f7b8c7fbb7f7111181 [hereinafter NAR SALES DATA].  

2 See J.W. Elphinstone, S&P Index Sows Plunge in November Home Prices, YAHOO! FINANCE, 
Jan. 27, 2009, http://finance.yahoo.com/news/SampP-Home-values-post-182-apf-14164793.html 
(“Nationally, prices in Case-Shiller's 20-city index tumbled by the sharpest annual rate on record, 18.2 
percent, as the deepening housing slump and national recession spared no region.”). 

3 See NAR SALES DATA, supra note 1 (showing that the largest decline in sales prices occurred in 
the western region of the country, where prices dropped $71,900 between 2006 and 2008); see also 
Elphinstone, supra note 2 (stating that, according to Case-Shiller’s 20-city index, the cities with the 
largest annual decline in home prices between November 2007 and November 2008 were Phoenix, Las 
Vegas, and San Francisco). 

4 See NAR SALES DATA, supra note 1 (indicating that the sales price of exisiting homes declined 
in all four regions of the country between 2006 and 2008). 
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supply (i.e., the existing inventory can be sold off in six months).5 
Currently, there is a huge excess inventory of homes that are on the market 
or vacant—in November 2008, housing inventory totaled about 4.2 million 
units, representing 11.2 months of supply.6  The housing market has not 
seen inventory of six months since the latter half of 2006.7  Prior to then, in 
the boom year of 2005, the inventory of existing homes was 2.8 million 
units, which represented only 5.1 months of supply.8 

Current sales trends do not bode well for the market regaining balance 
any time soon.  In 2005, more than 7 million existing homes were sold.9 
That figure fell to just under 6.5 million in 2006 and to 5.7 million in 2007 
as the mortgage market began faltering.10  By mid-2007, existing home 
sales had fallen to an annualized rate of slightly over 5 million, where they 
remained until November 2008, with preliminary figures indicating a 
decline to a rate of 4.49 million units.11   

Meanwhile, since 2006 the number of homes on the market has 
continued to grow.  In 2007, the housing market softened further, with the 
stock of existing homes on the market rising to nearly 4 million units, 
representing almost 9 months of supply for the year.12  And in 2008 the 
onset of recession, the spike in foreclosures, and the unraveling of the 
credit markets decimated the demand for housing, with home inventory 
fluctuating between 4 million and 4.5 million units, representing 10–11 
months of supply.13  Given these trends, the moribund housing market will 
not return to a sense of normalcy for some time. 

In addition, there are significant headwinds pushing against the 
clearing of the housing market, in particular the precipitous rise in 
mortgage delinquencies and foreclosures.  Data from the Mortgage 
Bankers Association’s National Delinquency Survey show that 6.99% of 
all mortgages outstanding were delinquent at the end of the third quarter of 
2008, the highest rate ever recorded by the survey.14  However, delinquency 

                                                                                                                          
5 See, e.g., REALTOR Magazine Online, Absorption Rate Key to Successful Pricing,  http:/ 

/www.realtor.org/RMODaily.nsf/pages/News2007111404?OpenDocument (last visited, Feb. 9, 2009) 
(“Six months’ supply is considered a balanced market . . . .”).  

6 See NAR SALES DATA, supra note 1. 
7 See id. (showing that, in 2006, home inventory had risen to 3.45 million units, representing 6.5 

months of supply). 
8 See News Release, National Association of Realtors®, Existing-Home Sales Down in December 

but 2005 Sets a Record, Jan. 24, 2006, http://www.realtor.org/press_room/news_releases/2006/ 
01/decehs05. 

9 See id. (“There were 7,072,000 existing-home sales in all of 2005 . . . .”).  
10 See NAR SALES DATA, supra note 1. 
11 See NAR: Poor Economy Takes Toll on Home Sales, REALTOR MAG. ONLINE, Dec. 23, 2008, 

http://www.realtor.org/RMODaily.nsf/pages/News2008122301?OpenDocument.   
12 See NAR SALES DATA, supra note 1. 
13 See id. 
14 Delinquency is defined as loans at least one payment past due but excludes loans in foreclosure.  

See Press Release, Mortgage Bankers Association, Delinquencies Increase, Foreclosure Starts Flat in 
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statistics are vastly different between prime and subprime mortgages: in 
the third quarter of 2008 the delinquency rate was 4.34% for prime 
mortgages but was 20.03% for subprime mortgages.15  Even more 
troubling are the rates of serious delinquency—mortgages ninety or more 
days delinquent—as these mortgages are very likely to end up in 
foreclosure without a major intervention by the lender, servicer, or 
governmental entity.  At the end of the third quarter of 2008, a whopping 
19.56% of subprime mortgages outstanding were seriously delinquent, 
compared with 2.87% of prime mortgages.16  Moreover, both the rate and 
the level of serious delinquency is much higher for subprime mortgages: 
the subprime rate increased 1.71 percentage points from the year-ago 
quarter, while the prime rate rose a smaller, but still vexing, 0.52 
percentage points from a year ago.17 

In many cases, the end result of serious mortgage delinquency is 
foreclosure.  In the foreclosure process, the social burden of the weakened 
housing market manifests itself to the greatest extent.  A foreclosed home 
is a losing proposition for borrowers, lenders, servicers, investors, 
neighborhoods, and state and local governments—particularly in a 
recessionary economic environment where a glut of homes on the market 
already exists.  Unfortunately, the mortgage delinquency statistics 
discussed above point to a continued increase in the already record-setting 
number of foreclosed homes for the foreseeable future.  In the third quarter 
of 2008, nearly 3% of loans were in foreclosure, a percentage that was 1.28 
percentage points higher than one year ago.18  The rate of foreclosure starts 
in the third quarter of 2008 was 1.07%, virtually unchanged from the 
previous quarter, but 0.29 percentage points higher than one year ago.19 

Before one can think in a meaningful way about possible solutions to 
the current housing market crisis, it is important to consider the forces that 
contributed to the market’s current state.  The next section provides a brief 
discussion of the confluence of forces that brought the housing market to 
its current weakened state.   

II.  FACTORS CONTRIBUTING TO CURRENT MARKET DISTRESS 

As discussed in the Article by Marsha Courchane, one clear contributer 
to the problems in the mortgage and housing markets was weak mortgage 

                                                                                                                          
the Latest MBA National Delinquency Survey (Dec. 5, 2008), http://www.mbaa.org/NewsandMedia/ 
PressCenter/66626.htm. 

15 See id. (citing delinquency rates of 12.92% and 7.28% for FHA and VA loans, respectively).   
16 Id. 
17 Id.   
18 Id. 
19 Id.   
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underwriting standards.20  The Federal Reserve’s Senior Loan Officer 
Survey seems to suggest that underwriting standards began to deteriorate in 
late 2005.  However, underwriting standards probably began loosening in 
2004; stimulative monetary policy by the Federal Reserve pushed 
mortgage rates down to record lows and a steep yield curve provided banks 
and mortgage lenders with incentives to fund the origination of adjustable-
rate mortgages with low-cost short-term debt, with the expectation that the 
mortgages would be refinanced before the fixed-rate terms ended.  One key 
problem with mortgage underwriting standards over the past several years 
was that they were predicated on the assumption of continued increases in 
house prices.21  Mortgages with more accommodating underwriting 
terms—Alt-A and subprime loans in particular—were made under terms 
that made them unsuitable to be held by borrowers for long periods of 
time.  Perhaps the most widespread examples were the hybrid adjustable-
rate mortgage (ARMs) featuring a low “teaser” interest rate for the fixed-
rate time period, which increased substantially thereafter.  The rationale 
behind the popularity of ARMs was the expectation that such loans could 
be refinanced into new loans with more affordable monthly payments 
before the lower fixed-rate period of the loan term ended.  Borrowers 
would be able to refinance, so the reasoning went, as long as home values 
continued to increase.  Such reasoning was also behind the introduction of 
the option-adjustable mortgage (“option ARM”), a mortgage that allows 
the borrower to choose to make monthly payments that are less than the 
monthly interest charges, thus resulting in “negative amortization.” 

Mortgages with “exotic” underwriting features such as “teaser” rates 
on ARMs, negative amortization, interest-only (IO) amortization, reduced 
(or no) documentation of income and assets (so-called “low-doc” or “no-
doc” loans), and high loan-to-value ratios (LTVs) helped fuel the explosive 
growth in the demand for mortgages and homes during 2003–2006.  This 
increased demand led home builders to build more (and larger) homes, 
thereby increasing the supply of housing, which led to increased demand 
for more and larger mortgages; this continued in a virtuous cycle.  
Virtuous, that is, until the appetite for assets backed by non-prime (Alt-A 
and subprime) mortgages abruptly vanished in late 2006 and early 2007.  
Although the precise chain of causality is somewhat unclear (was the drop 
in secondary market demand for subprime mortgages caused by falling 
house prices, or did house prices start falling because subprime borrowers 
could not refinance as a result of a drop in secondary market demand?), it 

                                                                                                                          
20 See generally Marsha J. Courchane, Loan Originations/ Underwriting Standards: Recovering 

From the Subprime Crisis, 41 CONN. L. REV. (forthcoming 2009). 
21 See Gary Gorton, The Panic of 2007, 3–4, 19–34 (Yale Univ. Int’l Ctr. for Fin. Working Paper 

Series, Paper No. 08-24, 2008), available at http://papers.ssrn.com/sol3/papers.cfm?abstract_ 
id=1255362#.  
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is fairly clear that as the performance of mortgages continued to deteriorate 
(first subprime and Alt-A mortgages, then prime mortgages as well), the 
structured securities created or derived from those mortgages—mortgage- 
and asset-backed securities (MBS/ABS), and collateralized debt 
obligations (CDOs)—began to lose value and become more risky, and the 
demand and liquidity for these securities was decimated. 

Another factor contributing to the housing crisis was the failure of 
bank regulatory agencies—the Office of Thrift Supervision, the Office of 
the Comptroller of the Currency (OCC), the FDIC, and the Federal 
Reserve—to require and enforce a tightening of mortgage underwriting 
standards before house prices leveled off.22  In the regulatory and economic 
environment in place during 2003–2006, one with a vibrant economy 
driven in large part by cheap financing and few prohibitions on risky 
lending, financial firms sprinted well ahead of their regulators by 
engineering new financial products that allowed banks and investors to 
create, package, re-package and sell cash flows that we now know carried 
considerably more risk than standard products.  Many of these products, 
such as CDO tranches and credit derivatives, contained not only the normal 
risk directly associated with the characteristics of the assets underlying the 
products, but added on a layer of counterparty risk, where the actions of 
secondary parties to the transaction may impact the value of the underlying 
assets of a financial product in ways that are difficult or impossible to 
quantify.23  Unfortunately, the increase in systemic risk created by these 
products often is not observable at the time the products are structured, 
given the tendency for new financial products to be structured at times that 
are favorable to the structurers and investors.  Consequently, regulators 
may be reluctant to impose restrictions on new financial products until 
there is evidence that there is a problem.  Sometimes, as was the case with 
the current credit crisis, by then it is too late. 

Given the benefit of hindsight, it is likely that early implementation of 
restrictions and oversight of the use of mortgages with particularly risky 
combinations of “exotic” features would have ameliorated the riskiness of 
market transactions.  The Article on product innovations by Souphala 
Chomsisengphet, Timothy Murphy, and Anthony Pennington-Cross, 
provides empirical evidence on the mismatch between mortgage borrowers 
and the mortgages they received during the housing market bubble 

                                                                                                                          
22 Two related factors in the overheating of the housing market were the push by the Department 

of Housing and Urban Development (HUD) to promote homeownership at the expense of focus on the 
availability of affordable rental housing, and HUD's reluctance to regulate underwriting for 
independent mortgage lenders that did not fall directly under the regulatory purview of the bank 
regulatory agencies. 

23 For a comprehensive narrative of the role of CDOs and credit derivatives in the credit crisis, see 
Gorton, supra note 21, at 34–45. 
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period.24  For example, their analysis indicates that 2007 interest-only 
mortgages were used in the Pacific region about four times more often than 
the amount predicted by economic and financial conditions, and non-
amortizing loans in the Pacific region were used about 20 percentage 
points more often than predicted.25 

Such misallocations of mortgage products are indicative of the type of 
decision failures discussed in the Article by Lauren Willis—in particular, 
failures that lead to inefficient transactions and are difficult to correct 
given the institutional barriers currently existing in the mortgage market.26 

Despite the deficiencies in the regulation of mortgage products, lax 
underwriting by itself was not enough to ignite a global financial crisis.  
Systemic risk in the financial system was propagated by the winds of 
securitization—the packaging of mortgages and other debt instruments into 
MBSs, CDOs, and other structured products.  The securitization of 
mortgages provided a way for investors to invest in fixed-income products 
tied to mortgages and other types of loans, ostensibly without having to 
assess the credit risk of each individual borrower.  Moreover, the tranche 
structure of MBSs created layers of bonds featuring different coupon rates 
and levels of prepayment and default risk, depending on the tranche's 
rating and priority in the “waterfall” structure of the MBS.  These 
individual tranches could then be sold directly to investors or bundled with 
other tranches from different MBSs (or other types of structured products 
backed by various types of assets) in the form of CDOs. 

While a thorough discussion of CDOs is beyond the scope of this 
Article, a key complication with CDOs is that computing their values is 
made difficult by the disconnect between the cash flows of each underlying 
asset and the cash flows of the various tranches of the CDO.  In fact, many 
CDOs backed by subprime mortgages received the highest AAA rating 
from private ratings agencies.27  Due to the difficulty of modeling and 
accurately pricing CDO tranches, investors for the most part relied heavily 
on the ratings given to the securities by the ratings agencies.  This head-in-
the-sand investing approach worked for investors as long as cash flows on 
the securities were not impaired (i.e., low defaults and high prepayments).  
                                                                                                                          

24 See Souphala Chomsisengphet et al., Product Innovation & Mortgage Selection in the 
Subprime Era 5–6 (Oct. 2008), available at http://ssrn.com/abstract=128876.  

25 Id. at 11–12, 32. 
26 Lauren Willis, Will the Mortgage Market 'Correct'?, 41 CONN. L. REV. (forthcoming 2009).  

Willis lists as supply-side barriers to market correction: (i) characteristics of modern lending profit 
models, namely risk spreading, diversification and hedging, risk-based pricing, and pool-based 
profitability; (ii) limits on disciplining brokers and originators; (iii) limits on aligning servicer 
incentives; and (iv) no incentive to internalize social costs of the particular types of mortgages being 
provided.  Demand-side barriers to market correction include (i) a lack of responsiveness of borrowers 
to price signals; (ii) poorly calibrated borrower responses to risk; and (iii) unmoored risk preferences.  
Id. 

27 See Gorton, supra note 21, at 32–33 (providing a chart with ratings data from Moody’s, 
Standard and Poor’s, and Fitch, the major private ratings agencies). 
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Investors did not have to concern themselves very much with pricing and 
valuing opaque CDOs, as there was an active, liquid market for them 
which provided pricing data with which they could mark their portfolios to 
(mainly favorable) market prices.  Once the underlying assumptions about 
house price appreciation were breached, however, the ratings were shown 
to be unreliable. 

The role of CDOs and other structured products in the crisis should not 
be underestimated.  CDOs allow credit risk, market risk and liquidity risk 
to be packaged, sold, and hedged to investors willing to absorb those risks.  
However, it appears that the market was missing a backstop mechanism to 
ensure that investors that were willing to absorb credit, market, and 
liquidity risks from other parties were actually able to absorb them.  The 
collapse and subsequent bailout of AIG is a prime example of the perils of 
allowing the existence of what is essentially a specialized insurance 
market—in AIG’s case, the market for credit default swaps—without 
imposing controls—i.e., capital requirements—on the insurance writers to 
provide some assurance they will be able to honor their obligations to all 
counterparties.  Without such a backstop, systemic risk can grow virtually 
unchecked as counterparty risk rises.   

III.  WHERE DO WE GO FROM HERE? 

The collapse of liquidity that spread through the global financial 
system had its origin in the market failures evident in the residential 
mortgage market.  When all is said and done, trillions of dollars will have 
been spent by governments around the world in an effort to revive and 
restore credit markets.  Given the enormity of the economic problems we 
face both nationally and globally, where do we go from here? 

A viable blueprint for reforming the regulatory foundation of the US 
financial system was provided in a speech by then-Senator Barack Obama 
in March 2008—several months before both the meltdown in the debt 
markets in October 2008 and his election as President on November 4, 
2008: 

[T]here needs to be general reform of the requirements to 
which all regulated financial institutions are subjected.  
Capital requirements should be strengthened, particularly 
for complex financial instruments like some of the 
mortgage securities that led to our current crisis.  We 
must develop and rigorously manage liquidity risk.  We 
must investigate rating agencies and potential conflicts of 
interest with the people they are rating.  And 
transparency requirements must demand full disclosure 
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by financial institutions to shareholders and 
counterparties.28 

President Obama’s speech, heavily influenced by the ideas of former 
Federal Reserve Chairman Paul Volcker,29 masterfully touched upon the 
major issues and provided an economically sound blueprint for 
strengthening and revamping the regulatory system.  With regard to the 
excerpt above, two further actions should be considered.  First, given the 
pervasiveness of lax underwriting in the current crisis, one key element to 
re-establishing a properly functioning housing market will be to tighten 
mortgage underwriting standards.  To a large extent this has already 
happened.30  Further tightening could take the form of prohibiting certain 
types of mortgages with questionable consumer value—particularly 
mortgages that allow for negative amortization.  Second, improved 
disclosure and transparency requirements will be effective only to the 
extent that financial products are structured in a way that allows them to be 
accurately priced.  Transparency, therefore, must apply to the individual 
assets constituting structured securities.  If structured securities are to be 
viable investment vehicles in the future, they must be structured in ways 
that can be properly modeled and priced by the market.31  Ultimately, 
reviving the residential housing market will require rebuilding and 
strengthening our regulatory foundation in ways that allow the market to 
function properly, while ensuring that the mistakes of some do not 
undermine the well-being of all. 

 
 
 
 

                                                                                                                          
28 Senator Barack Obama, Speech at Cooper Union: Renewing the American Economy 6 (Mar. 

27, 2008), available at http://www.usatoday.com/news/mmemmottpdf/obama-econ-speech-3-27-
2008.pdf). 

29 See Edward Harrison, Paul Volcker: Obama’s Other Economic Advisor, CREDIT WRITEDOWNS, 
Oct. 21, 2008, http://www.creditwritedowns.com/2008/10/paul-volcker-obamas-other-economic.html 
(emphasizing the importance of former Chairman Volker’s addition to President Obama’s economic 
team).  

30 See Memorandum, Board of Governors of the Federal Reserve, The January 2009 Senior Loan 
Officer Opinion Survey on Bank Lending Practices (Feb. 2, 2009), available at http://www. 
federalreserve.gov/boarddocs/SnLoanSurvey/200902/default.htm (“In the January survey, the net 
fractions of respondents that reported having tightened their lending policies on all major loan 
categories over the previous three months stayed very elevated.”). 

31 Under this standard, so-called “CDO-squareds” (CDOs that contain other CDOs as underlying 
assets) and other manifestations of “derivatives of derivatives” would not be permitted.    
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The Federal Housing Administration (FHA) offers mortgages insured by the 
federal government to a segment of the residential mortgage market.  Its share of 
the market for residential mortgages declined substantially from 1997 through 
2007, most significantly among minority borrowers who accounted for a growing 
share of subprime loans during that period.  After that time, in part due to the 
collapse of the subprime market and in part due to tightened prime market 
underwriting standards, FHA mortgage loan originations have surged.   

During the same 11-year period, the general pattern of declining market 
share in the entire nation for FHA and increasing market share for conventional 
prime and subprime loans held in submarkets where FHA traditionally has played 
a major role.  The drop in FHA's market share was particularly large among 
Hispanic borrowers, and both African Americans and Hispanics had increased 
shares of subprime loans over this period.  FHA provided, historically, products 
for first time home buyers as well, often those with limited down payments 
available.  As subprime lending has ceased for the most part, and prime lending 
has tightened standards, the access to funds for homeownership may increasingly 
become difficult for vulnerable populations. 

As U.S. housing markets are grappling with unprecedented changes in 
liquidity and credit constraints, policy solutions are being offered on an 
increasingly frequent basis.  Some of those policy solutions focus on whether or 
not FHA lending with Ginnie Mae securitization could supplant the current roles 
served by Fannie Mae and Freddie Mac with their securitizations of conventional, 
conforming loans.  To better inform the policy debate, we document how markets 
have changed and what challenges remain for providing access to sustainable 
homeownership. 
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Industry Changes in the Market for Mortgage Loans† 

DR. MARSHA COURCHANE∗, RAJEEV DAROLIA∗∗ & DR. PETER ZORN∗∗∗ 

I.  INTRODUCTION 

The Federal Housing Administration (FHA) offers mortgages insured 
by the Federal government to a segment of the residential mortgage 
market.  Its share of the market for residential mortgages declined 
substantially from 1997 through 2007, most significantly among minority 
borrowers who accounted for a growing share of subprime loans during 
that period.  Specifically, FHA’s market share of loans fell from 14% in 
1997 to 5% in 2007, with almost the entire decline occurring since 2000.  
After that time, in part due to the collapse of the subprime market, FHA 
mortgage loan originations have surged, reaching a high of 33% of 
mortgage applications in October 2008.1 

During the same eleven year period, there was a general pattern of 
declining market share throughout the nation for FHA and increasing 
market share for conventional prime and subprime loans held in 
submarkets where FHA traditionally has played a major role.  For 
example, among minorities, FHA’s market share fell eighteen percentage 
points (from 21% to 3%), while the share of minority loans that were in the 
prime market increased from 57% to 76% for all minorities.  The drop in 
FHA’s market share was particularly large—thirty-four percentage 
points—among Hispanic borrowers, dropping from 37% to 3% of Hispanic 
loans.  Both African Americans and Hispanics had increased shares of 
subprime loans over this period.  The share of African American loans that 
were obtained from subprime lenders increased from 24% to 28%, while 
the subprime share of Hispanic loans increased from 9% to 22%.2 

This change from one type of mortgage loan to another has been 
dramatic, and the impacts from the change have been important, 

                                                                                                                          
† All views and opinions are those of the authors and do not reflect the view or opinions of any of 

Freddie Mac or its Board or Directors, FHFA, Charles River Associates or its Board of Directors. 
∗ Vice President, Financial Economics, Charles River Associates. 
∗∗ Senior Associate, Financial Economics, Charles River Associates. 
∗∗∗ Vice President, Housing Analysis and Research Freddie Mac.  
1 Press Release, Mortgage Bankers Association, MBA Study Shows Government-Insured Share 

of Mortgage Applications Continues to Increase (Nov. 25, 2008), http://www.mortgagebankers.org/ 
NewsandMedia/PressCenter/66400.htm. 

2 Shares calculated from Home Mortgage Disclosure Act (HMDA) data, various years.  We 
define the market to include FHA and conventional, single family, home purchase, and refinance loans 
below the conforming loan limit, excluding manufactured housing loans or lenders.  



 

1146 CONNECTICUT LAW REVIEW [Vol. 41:1143 

particularly to minority and low income borrowers.  In an effort to 
understand the continuing implications of this change in industry structure, 
we examine the changes in market shares contributed by the government 
(FHA) prime and subprime sectors of the residential mortgage market.  We 
restrict our analysis to the conforming market so that we can look at the 
market with loan amounts within the reach of FHA-eligible borrowers.  
This also allows us to compare secondary mortgage market effects where 
Fannie Mae and Freddie Mac, the government sponsored entities (GSEs) 
hold significant market shares. 

This Article provides a descriptive analysis of the changing 
government, prime and subprime market shares over the past decade.  
These eleven years have seen dramatic changes in underwriting standards 
for residential mortgages, dramatic changes in house prices, and substantial 
changes in the level and rate of change of delinquencies and foreclosures.  
We do not attempt to analyze the performance of mortgages obtained, but 
rather focus on the origination process including the differences in 
underwriting standards and the types of borrowers with government loans 
compared with those with conventional loans. 

Many of the public policy proposals put forth in the past two years 
originally focused on moving subprime borrowers with payment 
difficulties out of subprime loans and into FHA loans.  This has not yet 
been a particularly successful objective, perhaps because the policy 
objective presupposed that the borrowers with payment problems were 
FHA-eligible and would have had FHA loans, but for subprime.  To 
empirically verify (or not) this supposition, we question whether the 
decline in FHA came primarily from increased substitution of products 
from subprime lenders.  That is, did we see most of the borrowers who 
might have held or demanded FHA mortgages in previous years now 
taking out loans in the subprime market?  Alternatively, did those 
borrowers move to the prime market?  Or, did they move out of the 
mortgage market entirely?  One hypothesis we will examine is whether the 
decline came from two competing market forces.  That is, there may be 
multiple reasons for the decline in FHA share.  It is possible that the 
conventional, conforming market prime took from FHA the most qualified 
borrowers, while the subprime market took from FHA the least qualified 
borrowers.  Unfortunately, we cannot examine, using public data, detailed 
borrower specific characteristics that would best allow us to test this 
hypothesis, with the exception of location and income of borrower.  We 
can look at how shares change over time and whether the loans being 
originated are sold to the GSEs in the mortgage-backed securities (MBS) 
market or in the asset-backed securities (ABS) subprime market. 

A second hypothesis we address is whether or not minority borrowers, 
defined by race and ethnicity, were more likely to leave the FHA market 
for the prime or subprime market.  We look at two important 
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racial/ethnicity groups—African Americans and Hispanics.  Previous 
research indicates that credit profiles varied by race/ethnicity as did 
minority share in the subprime market.3  By restricting our analysis to 
conforming loans (excluding jumbo loans), and including only purchase 
money and refinance mortgages, we try to focus on a large and relatively 
important segment of the market, one that we believe offers the most 
competition to the FHA sector. 

As our third focus, we examine whether the decline in FHA market 
share was uniform across the country.  We select the top twenty primary 
metropolitan statistical areas (PMSAs) or metropolitan statistical areas 
(MSAs) in terms of existing FHA volume in 1997 and look at the trends 
over time in those particular markets.  As these MSAs had the highest FHA 
volumes at the beginning of our sample period, loan activity was large 
enough to be impacted by pressures from both the prime and subprime 
markets. 

There are important policy reasons for examining these changes over 
time.  As the subprime market has considerably declined from 2006–2007, 
borrowers will no longer be able to access the types of loans or obtain the 
loan terms that subprime lenders may have offered.  This may offer 
benefits to borrowers by moving them to more standard product offerings 
in FHA or prime markets, or impose costs on borrowers if it impacts 
significantly their ability to access credit.  Many of the recent and current 
policy proposals aimed at solving the subprime crisis appeared, at first, to 
accept and/or hope that the FHASecure or the Hope for Homeowners 
(H4H) programs would be a beneficial and viable alternative for 
borrowers.  However, the Department of Housing and Urban Development 
(HUD) terminated the FHASecure program at the end of 2008 due to 
financial considerations.  The H4H program, meant to help borrowers, was 
revamped in Fall 2008, but had, by January 2009, generated only 382 
applications and 15 loan approvals.4  The guidelines were revised again in 
January 2009, issued as Mortgagee Letter 2009–03, with the hope that the 
program will be more successful.  To date, these programs have not been 
particularly successful. 

This lack of success may reflect the fact that if the majority of the 
borrowers in need of loan modifications or refinances are coming from the 
subprime sector, they may well not qualify for FHA loans.  Although the 
prime market has not collapsed, given the economy-wide tightening of 
available credit, it has recently experienced more stringent underwriting 
standards which may encourage some borrowers to shift to FHA.  For 
those borrowers that were able to transition from the FHA market to the 
                                                                                                                          

3 Marsha Courchane et al., Consumer Credit Literacy: What Price Perception?, 60 J. ECON. & 
BUS. 125, 131–32, 134–36 (2008). 

4 See INSIDE FHA LENDING, Jan. 16, 2009, at 4.  
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prime market who now face payment difficulties, other issues may have 
led to their inability or unwillingness to make agreed upon mortgage 
payments.  The Comptroller of the Currency, John Dugan, recently noted 
that delinquencies are increasing on loans that have been modified.5  For 
example, these borrowers may simply be expressing a desire to be freed 
from a mortgage that exceeds the appraised value of their home.  It may 
not be in anyone’s best interest to move those mortgages from the private 
market to the government insured market.  Understanding the policy 
implications of mortgage rescue plans requires a good understanding of 
what really happened to FHA. 

This Article is organized as follows.  First we present a brief history of 
the FHA program focusing on its mission and objectives.  Next we look at 
some of the research pertaining to FHA market share and changes over 
time.  We then provide descriptive statistics for 1997–2007, first focusing 
on national level market changes.  Following that, we look at more specific 
impacts at the MSA level.  Finally, we look at some recent changes in 
underwriting standards that might allow us to predict further increases in 
FHA volumes. 

II.  AN HISTORICAL PERSPECTIVE 

The beginning of the current mortgage market structure comes from 
the important changes that occurred during the Great Depression and in the 
years directly following that era.  A concerted effort was made by the 
federal government to provide liquidity and stability to housing markets 
following a slowdown in housing construction and widespread housing 
foreclosures, and to provide to borrowers and depositors confidence that 
they would not lose all of their funds from a collapse of the financial 
system.6  Some of the housing market conditions during the Great 
Depression mirror those observed today. 

In 1932, the Federal Home Loan Bank System was established to 
provide liquidity to housing markets.  The Federal Deposit Insurance 
System (FDIC) was established in 1933 to insure the funds consumers 
were willing to deposit in financial institutions.  In 1936, the Federal 
Housing Administration (FHA) was created, underscoring the importance 
the federal government placed on the housing sector during that time.  In 
1938, the first of the GSEs, Fannie Mae, was created specifically to focus 
on providing additional liquidity to residential mortgages.  While the stated 
mission of Fannie Mae (and its competitor agency, Freddie Mac) has 

                                                                                                                          
5 John C. Dugan, Remarks Before the OTS 3rd Annual National Housing Forum (Dec. 8, 2008), 

available at http://www.occ.treas.gov/ftp/release/2008-142a.pdf. 
6 See Albert Monroe, How the Federal Housing Administration Affects Homeownership 3–8 

(Harvard University, Department of Economics, Working Paper, 2001), available at http://www.jchs. 
harvard.edu/publications/governmentprograms/monroe_w02-4.pdf. 
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expanded in the past two decades, liquidity and stability remain important 
GSE goals.  The Federal government became further involved in mortgage 
markets when, in 1944 following the end of World War II, the Veteran’s 
Administration (VA) loan program was created as part of the Veteran’s 
Bill of Rights.  Clearly, the Federal government was interested in taking a 
very proactive role in the establishment and success of housing markets.  
Many of the institutional structures in housing finance followed from the 
clear need for change given the economic conditions experienced during 
the Great Depression.7 That same desire to be proactive is observed in the 
plethora of housing bills being proposed today. 

The stated intent of the FHA was to regulate interest rates and 
standardize mortgage terms for government insured mortgages.  In the 
FHA program, the government works with approved lenders to make 
mortgage loans, with the government assuming the credit risk of those 
loans through the FHA insurance program.  This sharing of risk helped 
increase the flow of funds to mortgage markets and also stabilized markets 
by providing risk sharing with private lenders.  Historically, FHA has been 
an important contributor to helping first time borrowers finance their home 
purchases.8 

During the time the FHA program was inaugurated, most home 
mortgages were short-term (three to five years), with balloon refinancing 
requirements, and had relatively low, below 50% to 60%, loan-to-value 
(LTV) ratios.  By 1938, only four years after the beginning of the FHA, a 
house could be purchased for a down payment of only 10% of the purchase 
price.  The remaining 90% was financed by a twenty-five year, self-
amortizing, FHA-insured mortgage loan. When the FHA was created, only 
40% of households owned homes.  From that time, home ownership rates 
have steadily increased, reaching nearly 70% by 2006.9  FHA has insured 
over thirty-four million home mortgages and 47,205 multifamily project 
mortgages since 1934.  FHA currently has 4.8 million insured single 
family mortgages and 13,000 insured multifamily projects in its portfolio.10 
HUD was established in 1965 and it assumed operations and regulation of 
the FHA program, with the mandate that FHA remain entirely self-funded 

                                                                                                                          
7 See John M. Quigley, Federal Credit and Insurance Programs: Housing, 88 FED. RES. BANK 

ST. LOUIS REVIEW 281, 281–85, 287–88, 294–98 (2006) (describing how government programs were 
developed in response to the problems experienced during the Great Depression). 

8 Although the FHA has been credited with contributing to the end of the Great Depression, there 
were early mandates that stigmatized the FHA as a champion of housing for low-income households.  
See KENNETH T. JACKSON, CRABGRASS FRONTIER: THE SUBURBANIZATION OF THE UNITED STATES 
206–14 (1985) (discussing the adverse implications of the FHA’s mortgage loan ideology). 

9 See Kerry D. Vandell, FHA Restructuring Proposals: Alternatives and Implications, 6 HOUS. 
POL’Y DEB. 299, 308–10 (1995) (using empirical evidence to illustrate the progression of 
homeownership rates from 1933 to 1994). 

10 The Department of Housing and Urban Development, History of the FHA, 
http://www.hud.gov/offices/hsg/fhahistory.cfm (last visited Jan. 16, 2009). 
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from the proceeds of the mortgage insurance premiums paid by FHA 
borrowers.  Through the Housing Act of 1968, the Government National 
Mortgage Association (Ginnie Mae) was established to expand availability 
of mortgage funds for moderate income families using government 
guaranteed mortgage-backed securities (MBS).  Ginnie Mae effectively 
provided a secondary market for the sale of FHA mortgages.  It was also in 
1968 that Fannie Mae became a shareholder-owned GSE.  In an attempt to 
provide a more competitive structure in the secondary market for 
residential mortgages, in 1970 Freddie Mac was chartered as another GSE.  
In 1989, Freddie Mac was restructured into a publicly traded, shareholder-
owned corporation.  In 1992, a safety and soundness regulatory oversight 
structure was established for Fannie Mae and Freddie Mac through the 
Office of Federal Housing Enterprise Oversight (OFHEO).  OFHEO 
continued to be Fannie Mae and Freddie Mac’s primary safety and 
soundness regulator until July 30, 2008, when, as part of the Housing and 
Economic Recovery Act of 2008, the Federal Housing Finance Agency 
was established by combining OFHEO, the Federal Housing Finance 
Board and the GSE mission responsibilities from HUD.11 

Regardless of the mission requirements imposed on Fannie Mae and 
Freddie Mac to provide liquidity to mortgage markets and serve the needs 
of underserved, low income, and minority borrowers, FHA was, until 
2008, the direct avenue through which the federal government participated 
in mortgage lending.  FHA lending has been important to minority 
populations and within central cities.  Nearly half of FHA’s metropolitan 
area business is located in central cities, a percentage that is much higher 
than that of conventional loans.12 

Given its historical importance, why did FHA decline so dramatically 
in recent years?  Did deteriorating credit profiles of borrowers help explain 
why the growth in subprime was observed and why FHA declined?  Recent 
legal research has suggested some important regulatory and legislative 
changes that may have facilitated the growth in subprime.13 

Since 1980, when the implementation of the Depository Institutions 
Deregulation and Monetary Control Act (the DIDMCA) removed interest 
rate caps, lenders were allowed to charge rates that they felt reflected 
borrower risk profiles.  This allowed lenders to offer mortgage loans with 
higher interest rates, reflective of higher risk.  Loan products also became 
more flexible.14  The Alternative Mortgage Transaction Parity Act in 1982 
                                                                                                                          

11 Pub. L. No. 110-289, 122 Stat. 2654 (2008).  
12 E.g., Monroe, supra note 6, at 3 (“Almost one-half of FHA’s metropolitan area business is 

located in central cities (46%), while 38% of conforming conventional loans are within central cities.”). 
13 See Heather M. Tashman, The Subprime Lending Industry: An Industry in Crisis, 124 BANKING 

L.J. 407, 10–11 (2007) (discussing the “evolution of subprime lending”). 
14 See Paul R. Allen & Willian J. Wilhem, The Impact of the 1980 Depository Institutions 

Deregulation and Monetary Control Act on Market Value and Risk: Evidence from the Capital 
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permitted the use of variable interest rates and balloon payments.  Next, the 
relative importance of debt through mortgage instruments increased 
following the passage of the Tax Reform Act of 1986 (the TRA), which 
eliminated all income tax deductions for interest paid on consumer debt, 
except when the debt was incurred through a mortgage on a primary or 
second home.  This change facilitated cash out refinancing and shifted 
consumer demand toward the use of home equity loans and home 
improvement loans and away from the use of installment or revolving 
credit.15 

On the supply side, in 1994 there was an increase in mortgage rates 
that slowed primary mortgage market activity.  The subprime market 
offered lenders the opportunity to target underserved borrowers, and 
allowed lenders to maintain higher origination volumes.  The growth of 
MBS during this period provided the liquidity needed to sustain the growth 
of lending by non-depository institutions that did not have access to 
deposit funds for lending. 

Chomsisengphet and Pennington-Cross suggest that the subprime 
market has grown substantially over the past decade, but not smoothly.16  
They observed market expansion until 1998, followed by a decline in 
share, with increased growth again in 2003.   This expansion has been most 
prominent in the least risky segment of the subprime market (A-grade 
loans).  When compared to the prime market, the subprime market was 
also characterized by differences in the percentage of ARMs, differences in 
average FICO scores, and differences in LTV ratios.17  Courchane finds 
that 19% of subprime loans had LTV ratios greater than 90%, while only 
10% of prime loans had LTVs that high.18  Nearly 67% of subprime loans 
were ARM loans, but only 30% of prime were ARMs.  Twenty-nine 
percent of subprime borrowers, but only 3% of prime borrowers had FICO 
scores less than 600.  Further, 40% of subprime loans had prepayment 
penalties, but only 2% of prime loans had prepayment penalties.  
Pennington-Cross finds that “[t]he lower the grade or credit score, the 
larger the down payment required.”19  This requirement is important 
                                                                                                                          
Markets, 20 J. MONEY, CREDIT, & BANKING 364, 366–68 (1988) (discussing how the major provisions 
of the DIDMCA may alter various market operations of depository institutions). 

15 See, e.g., Souphala Chomsisengphet & Anthony Pennington-Cross, The Evolution of the 
Subprime Mortgage Market, 88 FED. RES. BANK ST. LOUIS REVIEW 31, 38 (2006) (explaining how the 
TRA prompted “cash-out refinancing” in the “late 1990s and early 2000s”). 

16  See id. at 41–43 (describing and providing data regarding the evolution and progression of the 
subprime mortgage market). 

17 See, e.g., Marsha J. Courchane, The Pricing of Home Mortgage Loans to Minority Borrowers: 
How Much of the APR Differential Can we Explain?, 29 J. REAL ESTATE RES. 399, 415 ex. 3 (2007) 
(demonstrating the differences in FICO scores, LTV ratios, and ARMs percentages among subprime 
and prime loans). 

18 See id. (illustrating the differences in loan-to-value ratios between subprime and prime loans). 
19 See Chomsisengphet & Pennington-Cross, supra note 15, at 36 (discussing how an applicant’s 

credit score affects the size of the down payment). 
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because loss levels are strongly linked to the amount of equity in the home 
and price appreciation patterns.  Clearly there are some key differences in 
the distributions of loan characteristics that might steer borrowers from the 
traditional prime market, or FHA market, to subprime. 

At the secondary market level, the subprime loan securitization rate 
has grown from less than 30% in 1995 to over 58% in 2003, comparable to 
that of prime loans in the mid 1990s.  Nichols, Pennington-Cross and 
Yezer found that credit constrained borrowers with substantial wealth are 
most likely to finance the purchase of a home by using a subprime 
mortgage.20 As a result, FHA became less important to marginal 
borrowers, and by 2006, FHA made up less than 3% of all the loans 
originated in the United States. 

The decline in FHA's market share was, like the rise of the subprime 
market share, associated with several factors and has been accompanied by 
higher ultimate costs for certain conventional borrowers and a worsening 
in indicators of credit risk among FHA borrowers.  FHA continued to have 
more product restrictions than did the conventional market and fewer 
process improvements—those factors also likely impacted its share.  FHA 
mortgage maximums were lower than mortgage loan amounts available in 
the subprime market.  In many high cost markets, an FHA loan affords the 
buyer a modest starter home at best.  The subprime market, and 
particularly the subprime jumbo market, did not operate with the similar 
ceiling restriction.  Another drawback for some borrowers was and remains 
FHA’s down payment requirement. Unlike many subprime mortgage 
programs, FHA requires a 3% equity contribution to the deal.  Subprime 
lenders routinely offered 100% LTV loans, comprised of, in many 
instances, an 80% first lien loan and a ‘piggyback’ second lien loan for the 
remaining 20%. 

In response to the subprime market share growth, FHA expanded 
product offerings and streamlined the application process and initial outlay 
requirements from the borrower.  Under certain circumstances, borrowers 
going through the FHA channel were able to obtain gift funds creating zero 
down payment options.  In some cases, the down payment assistance came 
through nonprofit agencies.  A recent paper by Austin Kelly found that 
FHA borrowers who received down payment assistance from seller-funded 
non-profits (or other sources) were more likely to default than the agency’s 
borrowers who received no down-payment assistance.21 

Low interest rates and rising house prices further increased demand for 

                                                                                                                          
20 See Joseph Nichols et al., Borrower Self-Selection, Underwriting Costs, and Subprime 

Mortgage Credit Supply, 30 J. REAL ESTATE FIN. & ECON. 197, 207–08 (2005) (explaining how 
increased transaction costs associated with FHA and prime mortgages induce subprime lending). 

21 See AUSTIN KELLY, ZERO DOWN PAYMENT MORTGAGE DEFAULT 2, 4–5 (2007), available at 
http://www.mpra.ub.uni-muenchen.de/5370/. 
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loan products offered by the conventional market (especially subprime 
lenders), by attracting borrowers seeking flexible payment and interest 
options that allowed them to qualify for mortgages despite higher housing 
costs.  As noted earlier, a large percentage of subprime borrowers opted for 
adjustable rate products, attractive for their “affordability” features, such as 
lower initial payments and interest rates.  A recent article provided that, in 
2005, more than 69% of subprime loans were adjustable rate loans.22 
Compared to FHA loans, many subprime loans faced higher ultimate costs, 
in part because their initial interest rates could increase three percentage 
points in as little as two or three years (for the 2/28 and 3/27 ARM loans) 
and about 70% featured prepayment penalties—a factor which deterred 
borrowers from refinancing into lower-cost products.23 

Additional factors associated with the decline in FHA’s market share 
stem from the use of innovative products in the conventional mortgage 
market.  More specifically, conventional lenders expanded their presence, 
competing directly in traditional FHA markets through the development of 
new products (no money down, no asset or income verification, debt-to-
income ratios in excess of 50%, negative amortization up to 125% of the 
home’s value, and interest only products) and the use of automated 
underwriting tools, leading the FHA to experience some adverse selection.  
Lenders offering conventional, conforming products identified and 
approved relatively lower-risk borrowers, leaving relatively higher-risk 
borrowers for the FHA. 

A final but important difference was the channel of origination.  The 
FHA did not rely on wholesale broker firms for as much of its loan 
production as did the conventional market.  The subprime lenders, and 
even many of the prime lenders, relied heavily on wholesale channel 
originations.  Additionally, the FHA has had, historically, more particular 
financial requirements for brokers writing FHA loans.24 

Clearly the prime, subprime and FHA market segments all compete for 
loan origination volume.  While FHA traditionally served first time home 
buyers, minority borrowers, those in central cities and those with lower 
loan amount requirements, the subprime market also served borrowers in 
those groups.  Previous research has noted the overlap of borrowers that 
can transition from prime to subprime and the reverse.25 
                                                                                                                          

22 Courchane, supra note 17, at 427 ex.10. 
23 See id. at 418 ex.4 (providing data regarding the number of subprime loans accompanied by 

prepayment penalties). 
24 According to the FHA’s mortgage broker license requirements, the only financial requirement 

is to provide an audited financial report less than twelve months old showing net worth calculations of 
at least $63,000 with a minimum of 20% liquid assets.  OFFICE OF HOUSING, U.S. DEP’T. OF HOUS. & 
URBAN DEV., FHA TITLE II MORTGAGEE APPROVAL HANDBOOK 2–3, 2–4, 2–5, 3–4 (2006), 
http://www.hud.gov/offices/adm/hudclips/handbooks/hsgh/4060.1/40601handbookHSGH.doc. 

25 See Marsha J. Courchane et al., Subprime Borrowers: Mortgage Transitions and Outcomes, 29 
J. REAL ESTATE FIN. & ECON. 365, 374 (2004) (“[T]here is movement between market segments.  
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Immergluck and Wiles report that more than half of subprime 
refinances originated in predominately African American census tracts, 
whereas only one tenth of prime refinances originated in predominately 
African American census tracts.26 Tradititionally, by providing mortgages 
to borrowers it limited down payments, FHA served a higher percentage of 
African Americans and Hispanic Americans, as well as younger, credit 
constrained borrowers.  In Exhibit 1, we provide the shares of FHA, 
conventional, conforming prime and conventional, conforming subprime 
loans originated by race and ethnicity, over the decade.27  In 1997, FHA’s 
market had high shares of loans originated to both African Americans and 
Hispanics, while the prime market had only 4% African American and 5% 
Hispanic loans.  The subprime market had a relatively large share of 
African American loans by 1997 (14%), but the same share of Hispanic 
borrowers as was served by the prime market (5%).  By 2007, while 
FHA’s share still indicated that 16% of its loans went to African 
Americans and 12% to Hispanics, the volumes were much lower as a share 
of the total mortgage market.   Prime shares increased in 2007 to include 
7% African American borrowers and 11% Hispanics (down from 8% 
African American and 12% Hispanic borrowers in 2006).  Minority shares 
in subprime increased to 19% African American and 21%   Hispanic in 
2006, but declined in 2007 to 18 and 14%, respectively.  As the minority 
shares of both FHA and subprime were much higher than prime shares of 
minority loans, it is likely part of the reason for the recent increase in the 
homeownership rate. 

 

                                                                                                                          
Nearly 40 percent of subprime borrowers transition from the subprime to the prime market when 
refinancing their mortgages.  In contrast, however, very few prime borrowers (13 percent) move to the 
subprime market when refinancing.”). 

26 Daniel Immergluck & Marti Wiles, Two Steps Back: The Dual Mortgage Market, Predatory 
Lending, and the Undoing of Community Development, WOODSTOCK INSTITUTE, at iii (Nov. 1999), 
available at http://www.woodstockinst.org. 

27 Loan originations are based on Home Mortgage Disclosure Act (HMDA) data. 
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Exhibit 1
Percentage of Loans Originated to African American & Hispanic 

Borrowers, 1997 - 2007
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Exhibit 2
Growth Rate in the Percentage of Loans Originated to African American & 

Hispanic Borrowers, 1997 - 2007
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FHA, like the private market, offers loans for home purchase, 
refinance, and also for construction and rehabilitation. The most popular 
program—known as Section 203(b)—offers fifteen and thirty-year fixed-
rate mortgages for single-family dwellings.  Since the focus is helping low- 
and moderate-income households, similar to those obtaining loans under 
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the GSE conforming loan limits, Congress limits the size of mortgages the 
FHA can insure.  For single-family homes, limits ranged from $271,050 to 
a maximum of $729,750 at the end of 2008, based on an area’s median 
home prices.28  Historically, FHA offered borrowers less strict 
underwriting standards and lower down payment requirements, allowing 
homeownership possibilities for those who might not qualify in the prime 
market.  FHA loans are insured using an upfront mortgage insurance 
premium (UFMIP), as well as a monthly mortgage insurance premium.  
The UFMIP is often financed into the loan.  The benefit of insuring with 
FHA rather than with a private mortgage insurer depends in part on the 
LTV ratio on the loan and partially on the rate structure of private 
mortgage insurance. 

III.  THE CHANGING STRUCTURE OF U.S. RESIDENTIAL MORTGAGE 
MARKETS—NATIONAL LEVEL 

Given the participants in the U.S. mortgage market, clear segments 
have developed in response to the various mandates and roles of those 
participants.  One division, that between government and conventional 
loans, represents a difference in the types of loans originated through 
programs at depositories or mortgage lenders.  The government offers two 
programs for mortgage lending—the VA loan program and the FHA 
program.  In 1997, at the beginning of the period of time during which we 
concentrate, VA originations totaled $26.87 billion and FHA originations 
(called endorsements) totaled $74.30 billion.29  These government-insured 
mortgage loans totaled $101.17 billion, and comprised 11.8% of the total 
originations of $859.12 billion in that year.  By 2007, at the end of our time 
period, VA originations were $25.15 billion and FHA endorsements were 
$64.74 billion.  FHA and VA combined had only a 3.6% share of the 
$2,430 billion market. 

The loans not in the VA or FHA mortgage loan programs (or other 
government loan programs) are known as conventional loans.  
Conventional loans include prime, subprime, and alternative 
documentation loans known as “Alt-A” loans.30  The terms “prime” and 
“subprime” typically refer to the creditworthiness of a borrower based on 
his or her credit history, and the term “Alt-A” refers to loans for which 
borrowers have chosen not to supply full documentation to verify 

                                                                                                                          
28 FHA Mortgage Limits, U.S. DEP’T OF HOUS. & URBAN DEV., http://www.hud.gov/offices/ 

hsg/sfh/lender/sfhmolin.cfm (last visited Jan. 23, 2009). 
29 Mortgage Origination Indicators 1, 3, in INSIDE MORTGAGE FINANCE PUBLICATIONS, 

MORTGAGE YEARBOOK FOR 2007.  All data in this paragraph are from same source. 
30 For our analysis, we use a panel of data obtained from Robert Avery of the Federal Reserve 

Board that relies on the HUD Subprime and Manufactured Home Lender List to define subprime and 
prime lenders.  We exclude all manufactured housing lenders from these data. 
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employment and income, among other things.31  For the purposes of this 
Article, we use the term “subprime” to refer to the mortgage originators, 
and not specifically to the creditworthiness of the borrower or to a specific 
loan product.  Loan size determines whether the loan is a conforming loan 
or a jumbo loan; conforming loan limits may change yearly.  In the U.S. 
market, conforming loan limits were held constant from 2006–2008, 
limiting GSE ability to purchase mortgage assets.  These limits have been 
temporarily increased in an effort to shore up liquidity in U.S. markets.  
Exhibit 3 illustrates the market shares by loan type in the U.S. from 1997 
to 2007.32  Although some interesting research will be possible by the end 
of 2008 as GSE market shares increase due to increases in the loan limits, 
we are truncating our period at the end of 2007, the most recent period for 
which public HMDA data is available. 

 

Exhibit 3
Loan Originations by Type, 1997 - 2007
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By regulation, the GSEs are limited to purchasing only loans at or 

below a particular conforming loan limit.  In 1997, the loan limit was 
                                                                                                                          

31 There is no single definition of the subprime market or subprime borrowers.  One characteristic 
of subprime borrowers is that they have relatively lower credit scores.  The limits used to define 
subprime change over time, but during this period, subprime borrowers would have had credit scores 
that were often less than 640–660 on a scale of 300–900.  Alt-A loans generally did not require full 
documentation of borrowers’ income, employment, or assets and might also reflect credit-driven 
standards.  

32 The data from these charts are from the Home Mortgage Disclosure Act data for 1997–2007 for 
purchase and refinance mortgages below the conforming loan limits. HMDA data are available at 
http://www.ffiec.gov. 
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$214,600 for single-family houses.  By 2007, the limit had been increased 
to $417,000 where it remained until early 2008.33  In general, Fannie Mae 
and Freddie Mac purchase conventional, conforming loans.   The loans that 
are larger than those eligible for purchase by Fannie Mae and Freddie Mac 
are called jumbo loans.  In 1997, the conventional, conforming share of the 
market was 76%, the jumbo share was 8% and the government share (FHA 
or VA) was at 16%.  By 2007, the conventional, conforming market share 
grew to over 86%, the conventional, jumbo market decreased slightly to 
7% and the government market fell dramatically to only 6%.34  Exhibit 4 
provides the shares of loans purchased by Freddie Mac, Fannie Mae, 
Ginnie Mae and other purchasers from 1997 to 2007.  Clearly, overall 
shares for Freddie Mac and Fannie Mae dramatically decreased from 
1997–2007, as did the share that Ginnie Mae held in the market.  This 
trend reversed somewhat in 2007, as the subprime market virtually 
disappeared and 169 lenders (primarily subprime non-depository lenders) 
ceased reporting in HMDA.35 

 

Exhibit 4
Loan Originations by Purchaser, 1997 - 2007
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Not all conventional, conforming loans are purchased by the GSEs.  
There are regulatory and market-determined restrictions on the types and 
the quality of loans that they purchase.  One restriction imposed on the 
                                                                                                                          

33 This 24% increase in the conforming loan limit in only three years reflects the rapid 
appreciation of house prices in the U.S. during this time.  Robert Avery et al., The 2007 HMDA, 94 
FED. RES. BULL. A107, A110 n.17 (Dec. 2008).  

34 Shares do not sum to one due to rounding. 
35 Avery et al., supra note 33, at A109. 
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GSEs requires that they must provide certain “credit enhancements,” in 
particular private mortgage insurance (PMI), for purchased loans that 
exceed 80% of the value of the residential property.   The purpose of PMI 
is to protect lenders against loss if the homeowner becomes delinquent on 
monthly principal and interest payments. PMI should not be confused with 
mortgage life insurance, which pays off a mortgage in the event of death or 
disability, or with homeowners insurance, which protects the homeowner 
from loss, theft, fire, or other disaster.  In other words, PMI insures lenders 
against loss, even though the premiums or upfront costs are paid by the 
borrowers.  In turn, PMI allows borrowers to take out mortgage loan 
amounts that exceed 80% of the value of the home.  Moreover, because 
such mortgages can qualify for sale in the secondary market, it may 
improve the loan terms and conditions available to borrowers. 

Government mortgage loan programs, such as FHA or VA, also 
require that mortgages be insured because the financing is typically raised 
privately.  The insurance associated with these programs is provided by 
Ginnie Mae.36  Ginnie Mae guarantees that investors who purchase the 
MBS pools will receive timely payment of principal and interest on the 
pools of mortgages that are backed by federally insured or guaranteed 
loans. 

FHA and VA shared the entire insured mortgage market until 1992.  At 
that time, PMI had 58.1% of the primary mortgage insurance activity, FHA 
was at 27.5% and VA had 14.4%.  The private mortgage insurance market 
grew, spurred by the credit enhancement requirements for high LTV loans 
at the GSEs, and by 2007, PMI companies had a 79.9% market share 
compared to a 14.5% FHA share and only a 5.6% VA share.37 

We provide in Exhibit 5 a time series illustrating how FHA shares 
have varied over time.38 

 

                                                                                                                          
36 About Ginnie Mae, http://www.ginniemae.gov/about/about.asp?Section=About (last visited 

May 23, 2008). 
37 Primary Mortgage Insurance Activity, in MORTGAGE YEARBOOK FOR 2007, at 39 (2008).  
38 Historical Data, U.S. HOUS. MKT. CONDITIONS, May 2008, at 77 tbl.16, available at 

http://www.huduser.org/periodicals/ushmc/spring08/USHMC_Q108.pdf. 
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Exhibit 5
FHA Lending, 1980-2007
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As with the non-government market, the shares of purchase money 

compared to refinance loans changes over time with the changes in other 
market conditions.  What is striking is the prolonged downturn in FHA 
activity from 2003 until 2007.  Earlier periods such as 1988 and 1995 also 
had dramatic declines, but the FHA share more quickly recovered.  In fact, 
the low level of endorsements observed in 2005 had not been seen since 
1985. 

On an annual basis, we can look more specifically at the types of loans 
offered in the prime, subprime and FHA markets.  Exhibit 6 provides that 
information for most of the sample period.39 

 

                                                                                                                          
39 All data are estimates based on Inside Mortgage Finance quarterly surveys of sixty top 

mortgage lenders.  Refinance amounts are based on origination volume allocated by loan purpose by 
surveyed lenders.  
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Exhibit 6
Mortgage Originations by Product
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It is also helpful, in formulating the current policy arguments, to 

observe which lenders have returned to origination of FHA loans, as the 
subprime market collapsed.  The market is not very concentrated; only 
three lenders (Wells Fargo, Countrywide, and National City) have more 
than 1% of the total shares in the FHA market, as illustrated in Exhibit 7.  
The information from Exhibit 6, through 2007, indicates contraction across 
all loan types illustrated with dramatic contractions in subprime loans.  
Although the total volume of all categories has decreased substantially 
between 2006 and 2007, the loss in subprime is far more pronounced than 
Alt-A and Jumbo.  Further, it appears from the data that subprime lenders 
have shifted into conventional rather than FHA, suggesting that low wealth 
borrowers (those that do not qualify for a conventional mortgage) are not 
being served in the new mortgage climate. 
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Exhibit 7
Top FHA Lenders in 2008
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IV.  MSA LEVEL CHANGES 

While it is easy to observe the declining shares of FHA, it is not clear 
that the impact is felt in all markets or by all types of borrowers.  In order 
to look at more local geographies, we provide in Exhibit 8 the shares of 
FHA in those top twenty MSAs chosen by FHA volume at the beginning 
of our sample period in 1997.  These markets stood to lose the most by 
FHA being impacted by competition from the prime and subprime sectors.  
The drop from the approximate peak of FHA originations in 2003 to 2004 
from 8% to a 5% share is large, relatively, but the drop in prime market 
originations, from a share of 81% to 74% is also striking—indicating that 
the market slowed.  In fact, total originations fell in these top FHA MSAs 
from 6 million to 3.7 million in this single year.  It is only subprime that 
increased volume from 2003 to 2004, and the share of subprime of the 
market increased during that time from 11% to 21%.  By 2007, that sector 
showed a declining share as the prime and FHA sectors regained some 
market share. 
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Exhibit 8
Top 20 PMSA/MSA Market Share - FHA, Prime & Subprime Originations, 

1997 - 2007
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To look at particular MSAs, we compare shares of loan products for 
particular MSAs, chosen based on the top twenty MSAs by FHA volume 
in 1997.  There were six MSAs/PMSAs with an FHA share greater than or 
equal to 25% in 1997 at the beginning of our sample period.  These 
included Baltimore, Los Angeles, Memphis, Riverside, Sacramento and 
San Juan.  By 2006, the only one of these MSAs with an FHA market 
share greater than or equal to 10% was San Juan.  Exhibit 9 provides year-
over-growth rate of the FHA market share in each of these markets.  The 
relative market share of FHA declines yearly in almost every market 
through 2005.  The market shares start increasing by 2007. 
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Exhibit 9
Growth Rate in FHA Market Share, 1997 - 2007
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An examination of the six largest FHA volume areas in 1997 illustrates 

how FHA-eligible borrowers changed in terms of market originations.  
Consideration of those six markets allows one to compare subprime and 
prime market shares over the eleven year period.  Exhibit 10 provides 
market shares for these areas from 1997–2007. 
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Exhibit 10 
Market Share by Selected MSA, 1997 - 2007 
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Loan Originations by Type, 1997 - 2007
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Memphis
Loan Originations by Type, 1997 - 2007
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Riverside
Loan Originations by Type, 1997 - 2007
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Sacramento
Loan Originations by Type, 1997 - 2007
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San Juan
Loan Originations by Type, 1997 - 2007
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The percentage change in subprime or prime market share is calculated 

as the percentage of subprime or prime market share in each year relative 
to its share in 1997.  For Baltimore, the subprime share increased by 61% 
in 2005 relative to 1997; however, by 2007, the subprime share declined 
52% from 1997 levels, while the prime share increased by 54% in 2007.   
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For Los Angeles, the subprime share increased dramatically, growing 
110% compared to the 15% growth in prime by 2005.  However, by 2007, 
the prime share increased by 53%, while subprime share fell 65%.  
Memphis found its subprime market share increasing by 134%, while 
prime changed only by 28% by 2005, with the subprime share decreasing 
54% and prime share growing 63% by 2007.  Riverside had quite dramatic 
growth in subprime, with the change from 10% to 29% of the market, 
reflecting a 191% growth spurt from 1997 to 2005.  Similar to other 
MSAs, the subprime share declined almost 45% in 2007.  The prime share 
in Riverside also grew, but only by 49% through 2005, increasing to 97% 
growth (relative to 1997) by 2007.  Sacramento’s subprime share increased 
from 9% to 23% through 2005, reflecting a 150% growth rate, while the 
prime market share increased from 65% to 76% in 2005, an 18% growth 
rate.  Given San Juan’s very large FHA share of the market in 1997, it is 
not surprising to observe a large change for the MSA’s share of prime 
loans.  Subprime grew from negligible to only 1%, with prime reflecting 
most of the movement away from FHA.  From 1997 to 2007, the San Juan 
prime share grew from 34% to 86% as the FHA share dropped from 66% 
to 12% of the market.  Table 1 presents the shares by loan type of purchase 
and refinance mortgages for the top FHA MSAs for the years 1997, 2005, 
and 2007.  The table indicates that the relative peak in subprime market 
share occurred in 2005.   
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Table 1 

Originations by Top 1997 MSA/PMSA, 1997, 2005, & 2007 

MSA/ 
PMSA 

1997 2005 2007 

FHA Prime Sub-
Prime FHA Prime Sub-

Prime FHA Prime Sub-
Prime 

Atlanta 18% 71% 11% 6% 74% 20% 9% 87% 4% 
Balti-
more 30% 57% 13% 3% 76% 21% 7% 87% 6% 
Chicago 16% 73% 11% 2% 72% 25% 4% 91% 5% 
Dallas 22% 74% 4% 8% 72% 20% 9% 86% 4% 
Denver 23% 67% 10% 6% 75% 20% 7% 90% 3% 
Detroit 12% 76% 12% 4% 66% 29% 7% 88% 5% 
Houston 17% 79% 4% 5% 71% 24% 6% 89% 5% 
Indiana-
polis 19% 65% 17% 10% 72% 19% 10% 86% 3% 
Las 
Vegas 24% 61% 15% 1% 78% 21% 3% 92% 5% 
LA  25% 62% 13% 0% 72% 28 0% 95% 5% 
Memphis 36% 53% 11% 7% 67% 26% 9% 86% 5% 
Minnea-
polis 17% 75% 8% 2% 82% 16% 3% 93% 3% 
Orange 
County/ 
Santa 
Ana 18% 73% 9% 0% 79% 21% 0% 97% 3% 
Philadel-
phia 15% 73% 12% 2% 84% 14% 4% 91% 5% 
Phoenix 20% 68% 11% 1% 80% 19% 3% 91% 5% 
Riverside 43% 47% 10% 1% 70% 29% 1% 93% 6% 
Sacra-
mento 26% 65% 9% 0% 76% 23% 1% 95% 4% 
St. Louis 15% 71% 14% 4% 79% 17% 7% 88% 5% 
San Juan 66% 34% 0% 6% 93% 1% 12% 86% 1% 
Washing-
ton DC 24% 68% 8% 1% 79% 20% 3% 93% 4% 
Top 20 21% 68% 11% 3% 75% 22% 5% 91% 5% 

Notes: 
1. 1997 MSA/PMSA definitions per OMB 1993 definitions. 2005 & 2007 MSA definitions per 

OMB post-2003 adjustments.   
2. Some numbers will not sum to 100% due to rounding. 

 
Overall, the FHA share fell from 21% to a low of almost 2.5% in 2006, 

with the share rising back to 5% in 2007.  There was an increase in the 
subprime share of the market in the MSAs that had the largest share of 
FHA lending, from 11% to a high of 22% between 1997 and 2005, but a 
decline to 5% market share in 2007. The change in the prime share grows 
relative to its 1997 level of 68% in every year since 1997, achieving a 
share of almost 91% in 2007.  To the extent that the decline in FHA 
resulted from borrowers’ switching from government loans to subprime 
loans due to ease of approval, less stringent underwriting, speed of 
application processing or other reasons, we should see similar credit 
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patterns among the FHA borrowers and subprime borrowers in similar 
geographies.  We have, at this time, only limited credit information for a 
few recent years, thus we can provide only limited analysis on this point. 

V.  CREDIT INFORMATION/IMPACTS 

One way to identify how the credit quality of the borrowers changes by 
program and tract is to look at tract median credit scores and the average 
numbers of loans by program in those tracts.40  Table 2 presents some of 
this information.  If one looks at the tracts where FHA had more than a 
50% share, but less than 75% share, in 2005, the average median credit 
score in those tracts was 548.  For the tracts where subprime had a similar 
share, the average median credit score was only 505.  In 2006, those 
numbers were quite different.  For the FHA share tracts, the median drops 
to 524, while for the high subprime tracts the median score increases 
slightly to 523.  The average number of loans is too low in tracts with FHA 
shares greater than 75% for any valid conclusions to be drawn.  In the 
tracts with very low (less than 25%) FHA or subprime shares, median 
credit scores are quite high—over 675 in both 2005 and 2006 for those 
tracts with FHA shares from 0% to 25% and over 690 in the tracts with 
subprime shares 25% or less. 

                                                                                                                          
40 All data is on file with the authors.  Credit score data is the TransRisk Account Management 

2.0 score and was provided by TransUnion. 
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Table 2 

Credit Scores by Census Tract - Market Share Quartiles 

Year 
FHA/Subprime Market Share 

0-25% >25-50% >50-75% >75-100% 
FHA Share 

Average Median Credit Score per Tract 
2005 678 583 548 . 
2006 679 597 524 . 

Average # of FHA Loans per Tract 
2005 6 30 17 2 
2006 5 20 10 3 

# of Tracts 
2005 64,042 223 12 20 
2006 63,969 199 9 22 

Conventional, Conforming Subprime Share 
Average Median Credit Score per Tract 

2005 706 596 505 554 
2006 695 562 523 570 

Average # of Subprime Loans per Tract 
2005 27 66 64 8 
2006 21 54 33 16 

# of Tracts 
2005 48,729 14,350 1,127 91 
2006 56,093 7,847 196 63 

Note: Data sample includes FHA and conventional, conforming prime and subprime 
single family, purchase and refinance loans. 

VI.  WHY BACK TO FHA? 

As the FHA lost market share, it began to loosen some of its 
underwriting practices.  In 2004, FHA began insuring hybrid adjustable-
rate mortgages including a five-year adjustable-rate FHA mortgage that 
carries a 2% annual rate-increase limit and 6% life-of-the-loan limits.  
FHA loans also allow first-time buyers to lock in a relatively low fixed rate 
for the initial five years of the mortgage.  In 2006, FHA began allowing 
certain lenders to approve FHA insurance without a prior review by the 
agency. It also smoothed the appraisal process by no longer requiring 
minor property repairs prior to closing.  However, these efforts did not do 
much to increase FHA’s market share.  The largest impact on FHA share 
seems to be the direct movement away from subprime and the impacts of 
the public policy efforts devoted to using FHA, such as the FHASecure 
program to help solve the subprime crisis and demand in the secondary 
mortgage market for reduced risk in mortgage backed securities 
instruments.  Although the FHA has two relatively new programs that have 
stretched its reach somewhat—FHASecure and a conforming jumbo 
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product—most of the program’s huge growth in 2008 has been in 
traditional FHA loans.41  It also clearly reflects the tightened underwriting 
standards in the prime markets and the increased difficulty in obtaining 
higher LTV loans (particularly those requiring mortgage insurance) in any 
markets but FHA. 

The FHASecure initiative was a temporary program designed to 
provide refinancing opportunities to homeowners and to increase liquidity 
in the mortgage market.42  This policy extended eligibility to borrowers 
who became delinquent under their current mortgage following the reset of 
the interest rate.43  Under the FHASecure plan, FHA allowed families with 
strong credit histories who had been making timely mortgage payments 
before their loans reset, but who post reset may be in default, to qualify for 
refinancing.44  Typical underwriting standards—such as loan-to-value 
ratio, credit history (including delinquencies), and debt-to-income ratio 
requirements—were imposed with the additional caveat that participation 
was restricted to those borrowers with non-FHA loans that had signed 
applications by the end of December 2008.45  The initiative permitted new 
subordinate financing that exceeded FHA geographic loan limits and 
applicable loan-to-value ratios to cover any shortfall from the existing first 
lien, closing costs, and arrearages.46  HUD terminated the FHASecure 
program at the end of 2008, recommending the Hope for Homeowners 
program to borrowers who are delinquent on their mortgages.47  This 
program, as noted earlier, has also been considerably revised. 

The Expanding Homeownership Act of 2007 (H.R. 1852) which 
passed the House of Representatives in September 2007, and the 2007 
FHA Modernization Act (SR. 2338), which passed the Senate in December 
2007, were drafted to provide FHA with additional flexibility to meet the 
current housing market challenges stemming from the collapse of subprime 

                                                                                                                          
41 See INSIDE MORTGAGE FINANCE, Oct. 24, 2008, at 6. 
42 See Letter from the U.S. Department of Housing and Urban Development to All Approved 

Mortgagees (May 7, 2008), at 1, available at http://www.hud.gov/offices/adm/hudclips/letters 
/mortgagee/2008ml.cfm (providing that FHASecure is a “temporary initiative” to allow some 
homeowners refinancing opportunities). 

43 See id. (explaining that homeowners who had their mortgage interest rate reset were eligible for 
the program). 

44 See id. (noting that homeowners who made timely mortgage payments prior to the rate reset 
were eligible for the program). 

45 See id. at 1–5 (stating that to be eligible, loan applications must be signed by December 31, 
2008, and that the program will be subject to underwriting requirements that consider payment history, 
loan-to-value ratios, and debt-to-income ratios). 

46 See id. at 5 (“If the new maximum FHA loan is not enough to pay off the existing first lien, 
closing costs and arrearages, the new or existing lender may execute a subordinate lien” and this lien 
“may exceed the applicable FHA loan-to-value ratio and geographical maximum mortgage amount.”). 

47 See Letter from the U.S. Department of Housing and Urban Development to All Approved 
Mortgagees (December 19, 2008), at 1, available at http://www.hud.gov/offices/adm/hudclips/letters/ 
mortgagee/2008ml.cfm (providing that FHASecure was to terminate on December 31, 2008). 
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lending and the general decline in mortgage originations.48 
What do the changes in FHA originations mean in terms of costs?  The 

Congressional Budget Office (CBO) has estimated that implementing the 
FHA Modernization Act of 2007 would result in a net cost of $22 million 
in 2008 and a net increase in offsetting collections (a credit against 
discretionary spending) of $1.6 billion over the 2008–2012 period, 
assuming that appropriation laws necessary to implement the FHA 
programs and the MBS program of the Government National Mortgage 
Association (GNMA) are implemented.49  CBO further estimated that 
implementing H.R. 5830, the FHA Housing Stabilization and 
Homeownership Retention Act of 2008, would cost $2.7 billion in 2008, 
with an additional $1.7 billion needed for the estimated subsidy cost of 
insuring mortgages with a value of about $85 billion in the proposed new 
FHA mortgage guarantee program that would be authorized under H.R. 
5830.50  This new program would allow certain at-risk borrowers to 
refinance their mortgages after the mortgage lender and/or servicer agrees 
to reduce the amount of the loan principal. 

VII.  POLICY IMPLICATIONS 

The public policy focus on substituting FHA for subprime/prime loans 
does not come without anticipated costs.  HUD’s 2008 projected budget for 
FHA included a $143 million shortfall. This was the first time in three 
decades HUD has made a request to Congress for a taxpayer subsidy.  
Even though FHA is statutorily required to be budget neutral, the 
Government Accountability Office (GAO) is projecting taxpayer funded 
subsidies of half a billion dollars over the next three years if no changes are 
made to the FHA program. 

While delinquency rates are lower in FHA than in subprime, they are 
much higher than in prime.  The proportion of borrowers moving into FHA 
from prime and subprime respectively will have an impact on the overall 
level of mortgage delinquencies in the U.S.  As of the first quarter of 2008, 
the delinquency rate in prime was 3.71%, while the delinquency rate was 

                                                                                                                          
48 See Peter W. Salsich, Jr., Toward a Policy of Heterogeneity: Overcoming a Long History of 

Socioeconomic Segregation in Housing, 42 WAKE FOREST L. REV. 459, 504 (2007) (noting that the 
Expanding Homeownership Act changed the FHA mortgage insurance program and required savings to 
be dedicated to the housing trust fund to use as grants to support affordable housing); see also S. REP. 
No. 110-227, at 1 (2007) (providing that the FHA Modernization Act of 2007 was intended to allow the 
FHA single-family insurance program to serve homebuyers more effectively). 

49 CONGRESSIONAL BUDGET OFFICE, COST ESTIMATE: FHA MODERNIZATION ACT OF 2007, at 1 
(2007). 

50 See CONGRESSIONAL BUDGET OFFICE, COST ESTIMATE: H.R. 5830 FHA HOUSING 
STABILIZATION AND HOMEOWNERSHIP RETENTION ACT OF 2008, at 1 (2008) (discussing costs 
associated with the implementation of the FHA Housing Stabilization and Homeownership Retention 
Act of 2008). 
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18.79% in subprime and 12.72% in FHA.51  To the extent that workout 
programs are better in FHA than in the conventional market, movement 
“back to FHA” may help the U.S. housing crisis.  On the other hand, if 
borrowers are in the prime market, the GSEs are already providing 
extensive loss mitigation efforts and moving borrowers to FHA may 
simply move the risks from the borrower, lender and investor to the 
taxpayers. 

The near elimination of the subprime market and the continued 
liquidity constraint in the secondary mortgage market could shift market 
share to FHA.  The size of this shift depends partly on the efforts of 
conventional mortgage providers, including the GSEs, to offer viable 
alternatives to subprime borrowers. Notwithstanding the actions of 
conventional providers, FHA could be a vehicle to provide lower-priced 
and more sustainable mortgage options for some at-risk borrowers holding 
higher-priced subprime loans. However, careful assessment and 
management of the risks associated with serving these borrowers would be 
necessary to avoid exacerbating problems in the financial performance of 
FHA’s insurance program.  For example, HUD terminated FHASecure due 
to concerns about the program’s damaging financial impact on the 
Mortgage Mutual Insurance fund.52 

Whether or not FHA continues to regain and hold market share will be 
a function of the cost of supporting the housing bills, the effectiveness of 
outreach to consumers, and the lack of viability of subprime lenders.  Since 
2007, dozens of subprime lenders have ceased operations, voluntarily or 
involuntarily, or sharply reduced their products offered.  One impact of 
higher delinquency and foreclosure rates was that many subprime lenders 
were forced to repurchase loans from ABS pools, and faced a 
consequential liquidity constraint.  By mid-2008, the ABS market was 
substantially reduced and subprime lenders found it nearly impossible to 
finance originations without going to FHA loans that could be pooled into 
Ginnie Mae securities.  Borrowers, many of whom would have been 
approved for a mortgage just a few months ago, face tightened 
underwriting and lending standards in both the prime and subprime 
markets. 

At the same time, FHA has seen a rapid increase in customers 
refinancing out of conventional loans into its insured mortgage programs. 
For the last two weeks of November 2008, total applications increased over 
70% as compared to the same period in 2007.53  Some of that increase is 
                                                                                                                          

51 MORTGAGE BANKER’S ASSOCIATION, NATIONAL DELINQUENCY SURVEY 2 (June 2008). 
52 See Letter from the U.S. Department of Housing and Urban Development to All Approved 

Mortgagees (December 19, 2008), at 1, available at http://www.hud.gov/offices/adm/hudclips/letters/ 
mortgagee/2008ml.cfm (discussing the rationale behind terminating FHASecure). 

53 U.S. DEP’T HOUS. & URBAN DEV., FHA OUTLOOK: SINGLE FAMILY OPERATIONS 2 (2008), 
available at http://www.hud.gov/offices/hsg/comp/rpts/ooe/ol2009.pdf. 
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due to the higher loan amounts allowable under the new FHA guidelines, 
but some represents borrowers hoping to move from subprime ARM loans 
to FHA loans.  The ability of borrowers to qualify for FHA mortgages is 
also not certain.  While some of the underwriting practices used by FHA 
are similar to those used in the conventional market, differences exist.  
FHA uses a type of automated underwriting, much like systems used by 
financial institutions and the GSEs.  The FHA scorecard uses information 
on the applicant’s full credit history, employment, and nontraditional credit 
patterns such as rent and utilities payments.  FHA directives compel 
lenders to examine borrowers’ payment histories on housing expenses 
(including utilities) over the most recent twelve month period, verify the 
most recent two years of employment history, and offer loans to those who 
have payment-to-income and debt-to income thresholds below 29% and 
41% respectively.54  It also allows for compensating factors to justify 
exceeding ratio guidelines or offset other negative factors, much like 
similar systems used in the conventional sector.   For example, FHA 
guidelines allow factors such as large down payments, potential for 
increased borrower earnings due to job training, or substantial non-taxable 
income to justify mortgage approval.  The changes in its underwriting and 
pricing practices will continue, throughout 2009, to influence the share of 
the residential mortgage market held by FHA. 

                                                                                                                          
54 See U.S. DEP’T OF HOUS. & URBAN DEV., MORTGAGE CREDIT ANALYSIS FOR MORTGAGE 

INSURANCE ON ONE- TO FOUR- HANDBOOK (4155.1 REV-5) 2–33 (2003), available at 
http://www.hud.gov/offices/adm/hudclips/handbooks/hsgh/4155.1/index.cfm (providing that the FHA 
directives suggest lenders do not offer loans to those with higher than a 29% payment-to-income 
threshold and higher than a 41% debt-to-income threshold).  
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Certainly, house prices increased unsustainably, but whether the deflating of the 
bubble is leading to a “correct” mortgage market is less clear.  Yet wise public 
policy depends on the answer to that question.  If the cause of the crisis is a 
cyclical swing that ultimately rights itself through market forces, then the 
appropriate policy response need only stabilize the market and help those knocked 
down in the pendulum’s arc.  However, if the market will not self-correct, longer 
term policy changes are necessary. 

This Article concludes that as a result of the crisis, lenders and investors are 
likely to identify and price the risk of foreclosure-related losses more accurately 
and in the process decrease foreclosure risk somewhat.  But because the supply 
side can bear more foreclosure risk than borrowing households or third-party 
renters and communities, supply-side corrections alone will not result in a 
correctly functioning market.   

Borrowing households will attempt to avoid overly-risky loans in the 
aftermath of the crisis, yet are unlikely to acquire either the ability to determine 
which loans are overly-risky or the habit of consistently refusing these loans.  Left 
to market devices, renters will never know which dwellings are security for overly-
risky mortgages.  The market will not force the transacting parties to internalize 
social costs of foreclosure, and therefore will produce overly-risky loans.  Without 
policies that reduce foreclosure risk, borrowers will continue to misjudge it, 
renters will remain unable to account for it, and neighborhoods will not 
consistently benefit from mortgage transactions that take place along their streets. 
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Will the Mortgage Market Correct? 
How Households and Communities Would Fare  

If Risk Were Priced Well 

LAUREN E. WILLIS ∗ 

Markets do tend to self-correct.  In response to the 
serious financial losses incurred by investors, the market 
for subprime mortgages has adjusted sharply.  Investors 
are demanding that originators employ tighter 
underwriting standards, and some large lenders are 
pulling back from the use of brokers.  The reassessment 
and resulting increase in the attention to loan quality 
should help prevent a recurrence of the recent subprime 
problems. 

— FEDERAL RESERVE BOARD CHAIRMAN BEN S. BERNANKE1 

I.  INTRODUCTION 

The dominant narrative of the subprime lending crisis is that recent 
mortgage market problems are the fallout of the bursting of a speculative 
housing bubble.  This story posits that high rates of foreclosures, lender 
bankruptcies, and failed investments, while unfortunate, are merely the 
product of a self-correcting market.2  Certainly, house prices increased 

                                                                                                                          
∗ Associate Professor, Loyola Law School, Los Angeles. Helpful comments and suggestions from 

Oren Bar-Gill, Marsha Courchane, Howell Jackson, Peter Zorn, and participants at talks given at 
Loyola Law School Los Angeles, the 2008 Junior Scholar Workshop on Banking & Consumer 
Financial Services Law at University of Connecticut School of Law, and the Emerging Issues in 
Subprime & Predatory Lending Research Conference at Seton Hall Law School, are gratefully 
acknowledged.  Much thanks also to Robert Hernandez for research assistance.  

1 Subprime Mortgage Lending and Mitigating Foreclosures: Hearing Before the H. Comm. on 
Fin. Servs., 110th Cong. (Sept. 20, 2007), available at http://www.federalreserve.gov/newsevents/ 
testimony/bernanke20070920a.htm (statement of Ben S. Bernanke, Chairman, Board of Governors of 
the Federal Reserve System). 

2 See, e.g., William Poole, When Will the Recession Be Over?: Stop the Bailouts, N.Y. TIMES, 
Mar. 1, 2009, at WK12 (“The self-correcting nature of markets will ultimately prevail.”); Edmund L. 
Andrews, White House Scales Back a Mortgage Relief Plan, N.Y. TIMES, Nov. 12, 2008, at B1 
(quoting Neel Kashkari, the assistant Treasury secretary overseeing the Troubled Asset Relief Fund 
bailout program: “We are experiencing a necessary correction and the sooner we work through it, the 
sooner housing can again contribute to our economic growth.”); Press Release, U.S. Dep’t of the 
Treasury, Statement by Secretary Henry M. Paulson, Jr. on Financial Markets Update (Oct. 8, 2008), 
available at http://www.ustreas.gov/press/releases/hp1189.htm (“We must continue to keep mortgage 
credit available and support the housing market, so that we can more quickly turn the corner on the 
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unsustainably, but whether current events are not only deflating the bubble 
but also leading to a “correct” mortgage market is less clear.  Yet wise 
public policy depends on the answer to that question.  If the cause of the 
crisis is the cyclical swing of modern capitalism that ultimately rights itself 
through market forces, then the optimal public policy response need only 
stabilize the market and, within the bounds of well-aligned incentives, help 
those knocked down in the pendulum’s arc.3  But if the market will not 
self-correct, then longer term policy changes are necessary. 

Whether the mortgage market will correct without new regulation can 
be examined from at least three vantage points: (1) the supply side—
investors and lenders that provide credit to borrowers; (2) the demand 
side—homeowner borrowers and their households; and (3) third parties—
renters and communities that can be helped or harmed by mortgage 
transactions.  The dominant narrative is concerned with corrective market 
forces on the supply side.  In contrast, this Article examines the question 
from the perspective of homeowner borrowers, renter households living in 
mortgaged property, and communities. 

What would a “correct” mortgage market look like for these 
households and communities?  This Article takes as a correct market one 
that, at a minimum, leaves homeowner and renter households and 
communities no worse off with the mortgages they, their landlords, and 
their members receive than those households and communities would have 
been without those mortgages.4  Among other things, loan transactions 
would not be “overly-risky”—an overly-risky loan being one that imposes 
costs of foreclosure (including externalities) that exceed the loan’s benefits 
to the household that buys it, the renter whose home is subject to it, or the 
surrounding community.5 
                                                                                                                          
housing correction.”); David Rosenberg & Scott Lanman, Fed's Geithner Says World Economy Is 
Coping With U.S. Slowdown, BLOOMBERG.COM, May 26, 2008, http://www.bloomberg.com/ 
apps/news?pid=20601087&sid=aMGtTPS1Q3Ig&refer=home# (quoting current Secretary of the 
Treasury Timothy Geithner: “The U.S. is going through a necessary but difficult adjustment process.”). 

3 Cf. William R. Emmons, The Mortgage Crisis: Let Markets Work, But Compensate the Truly 
Needy, REGIONAL ECONOMIST, July 2008, at 10, 13, available at http://www.stlouisfed.org/ 
publications/re/2008/c/pdf/mortgage.pdf (“From the perspective of maximizing long-run economic 
efficiency, it is better to allow housing and mortgage markets to sort themselves out as quickly as 
possible, rather than intervening to prevent house prices and homebuilding activity from finding their 
natural levels.  It is unlikely that any public policies could have prevented house prices from declining 
and many borrowers from defaulting during recent years . . . . Any delay in necessary adjustments 
would be temporary, at best, and could exacerbate the problems, at worst.”). 

4 Admittedly, this is an impoverished set of criteria for a “correct” market, one that ignores 
distributional concerns.  But a market functioning in this manner would likely improve aggregate social 
welfare as compared to one in which mortgage transactions are decreasing household and community 
welfare, ceteris paribus.  Broader social changes, such as improving the status of renters or increasing 
the supply side’s stake in communities, are beyond the scope of this Article. 

5 These are not the only ways in which mortgage transactions can be welfare-decreasing.  For 
example, if the loan carries a high interest rate or high fees, these explicit financial costs could 
outweigh the benefits of the loan to the household buying it.  I have discussed the problem of 
overpriced mortgage loans at length elsewhere.  See Lauren E. Willis, Decisionmaking and the Limits 
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Using this definition, the mortgage market in recent years has not been 
functioning correctly.  During 2007 and 2008 alone, this country 
experienced at least 1.5 million completed home mortgage foreclosures.6  
To put this in some perspective, 1.5 million households would cover the 
entire population—renter and homeowner—of Connecticut, plus about half 
of Rhode Island.7  In 2008, foreclosure starts and the proportion of loans in 
the foreclosure process were at the highest levels ever recorded by the 
Mortgage Bankers Association.8  Credit Suisse analysts are projecting 8.1 
million foreclosures over the next four years, meaning more than ten 
percent of U.S. homeowners (one in every six homeowners with a 
mortgage) will lose their homes to foreclosure.9  As of this writing in early 
2009, about 6,600 homes are going into foreclosure each day, or one every 
13 seconds.10  These foreclosures are inflicting tremendous social costs on 
the communities in which they are concentrated, on top of the costs they 
inflict on the families that lose their homes.  There is no evidence that 
borrower or renter households and their communities enjoyed historically-
large benefits from these mortgages that outweigh the costs of these 
historically-high foreclosure rates. 

Will the mortgage market learn from this experience and correct itself?  
Supply-side responses to underpricing of risk of investor and lender 

                                                                                                                          
of Disclosure: The Problem of Predatory Lending: Price, 65 MD. L. REV. 707, passim (2006).  
Moreover, taking too little foreclosure risk by under-borrowing can also be suboptimal for household 
and community welfare if it results in too little homeownership, a failure to meet homeowner needs that 
would be best met out of home equity, foregone home repair, or an inadequate supply of rental housing.  
Underborrowing is particularly likely in the direct aftermath of the current crisis due to heightened 
awareness of foreclosure risk.  But memories are short, and over the longer-term, the psychology of 
American consumers makes them more prone to overborrow than to underborrow.  Likewise, because 
social costs are not internalized to the transaction, too many risky loan transactions are more likely than 
too few.  For further discussion, see infra Part IV. 

6 According to data from HOPE NOW, in 2007 just over half a million foreclosures were 
completed, HOPE NOW, PRIME AND SUBPRIME RESIDENTIAL MORTGAGES: 2007 LOSS MITIGATION 
ACTIVITY BY HOPE NOW ALLIANCE SERVICERS 7 (2008), available at http://www.fsround.org/media/ 
pdfs/NationaldataFeb.pdf, and in 2008, about 917,000 foreclosures were completed, HOPE NOW, 
LOSS MITIGATION NATIONAL DATA JULY 07 TO DEC. 08, available at http://www.hopenow. 
com/upload/data/files/HOPE%20NOW%20Loss%20Mitigation%20National%20Data%20July%2007-
Dec%2008.pdf [hereinafter HOPE NOW, MORTGAGE LOSS MITIGATION STATISTICS].  HOPE NOW 
data understates completed foreclosure sales because it extrapolates from its members’ somewhat rosy 
reporting.  See Paul Jackson, OCC’s Dugan Takes Aim at HOPE NOW’s Workout Claims, 
HOUSINGWIRE.COM, June 11, 2008, http://www.housingwire.com/2008/06/11/occs-dugan-takes-aim-
at-hope-nows-workout-claims. 

7 U.S. Census Bureau, State & County Quick Facts, http://quickfacts.census.gov/qfd [hereinafter 
U.S. Census Bureau] (last visited Feb. 28, 2009) (including state-level data collected from the 2000 
Census). 

8 See Press Release, Delinquencies Continue to Climb in Latest MBA National Delinquency 
Survey, Mortgage Bankers Ass’n (Mar. 5, 2009), available at http://www.mortgagebankers.org/ 
NewsandMedia/PressCenter/68008.htm. 

9 See CREDIT SUISSE, FORECLOSURE UPDATE: OVER 8 MILLION FORECLOSURES EXPECTED 
(2008), available at http://www.chapa.org/pdf/ForeclosureUpdateCreditSuisse.pdf. 

10 Center for Responsible Lending, http://www.responsiblelending.org (last visited Feb. 28, 
2009). 
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financial losses will, once the crisis has passed, decrease foreclosure risk to 
some extent.  But fundamentally, the profit models driving modern lending 
are compatible with high foreclosure rates.  Lenders and investors can 
spread, diversify, and hedge investments to minimize total portfolio risk.  
So long as the loans are priced and/or collateralized sufficiently, even a 
portfolio containing high-risk loans will turn a profit.  In the aftermath of 
the crisis, low-risk loans will be the most attractive to lenders and 
investors.  But the supply of borrowers whose desired loans present a low 
risk of foreclosure is limited, and therefore, until the point at which better 
investment opportunities draw capital elsewhere, the profit motive will 
drive lenders to increase returns by selling riskier and riskier loans.11 

Households and communities, in contrast, generally cannot spread, 
diversify, or hedge foreclosure risk.  Most households live in a single home 
in a single geography and have few income sources, thus it is impossible 
for them to hedge against local economic downturns or their landlords’ or 
employers’ demise.  Borrowers have some insurance for natural disasters, 
disability, unemployment, and medical problems, but none of these 
policies reliably provide sufficient compensation to avoid mortgage 
default.  Communities and renters have no means to insure against 
foreclosure risk.  Further, households and communities have not only 
money at stake, but also nonfinancial interests such as autonomy, stability, 
safety, community networks, social capital, and self-worth.  A foreclosure 
hits a household hard, and concentrated foreclosures undermine whole 
communities.  Housing tenure is typically coupled with deep loss aversion 
for the homeowner or renter, and for good reason—the economic, social, 
and emotional losses caused by foreclosures are rarely symmetric with the 
benefits of risky mortgages.12 

Thus, on the whole, the supply side of mortgage transactions can better 
bear more foreclosure risk than can borrowers, renters, or communities.  
This means that lenders can profitably make loans that, due to high 
foreclosure risk, are welfare-decreasing for borrowing and renting 
households and the communities in which they live.  In most markets, it is 
both unremarkable and unproblematic that producers have the capacity to 
supply welfare-decreasing products to potential buyers.  For example, 
suppose that grocers are capable of preparing extremely spicy salsa and 
that they can adjust the price to account for their costs in buying the 
world’s spiciest ingredients.  Because consumers cannot ingest this much 
spice without becoming ill, it is irrelevant that sellers can supply it—the 
consumer demand curve will ensure that the salsa offered for sale is not so 

                                                                                                                          
11 For a full discussion of supply-side responses, see infra Part III. 
12 The gains attendant to risky mortgages—short-term homeownership or extracted equity—and 

the reasons they are typically smaller than the losses attendant to foreclosure are discussed further in 
Part II, infra. 
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extremely spicy. 
In the home mortgage market, however, the capacity of lenders to 

supply overly-risky mortgages is new and problematic.  Until the advent of 
risk-based pricing and modern risk spreading and hedging instruments, the 
supply of mortgage credit was rationed; the foreclosure risk the supply side 
could bear was lower than the risk that at least some borrowers would have 
found optimal.13  But in the modern mortgage market, lenders began to 
offer and many consumers and landlords bought overly-risky mortgages 
that have reduced the welfare of borrowing households, renters, and their 
communities.  Those who posit that the mortgage market will correct have 
not produced evidence that households will now begin fairly accounting 
for the probability and expected losses of foreclosure in their mortgage 
decisions.  Further, no one contends that market forces will eliminate the 
externalities imposed on renters and communities by foreclosures. 

Why do homeowner households fail to adequately account for 
foreclosure risk in their mortgage decisions?  One reason has been a lack 
of appreciation that the market, unbound from the low-risk world of credit 
rationing, was offering risky mortgages.14  The current crisis has likely 
disabused most consumers of this belief, and some correction will occur 
through this learning mechanism.  But knowing that risky loans are being 
sold will not be enough.   

Many homeowners do not comprehend the foreclosure risk posed to 
their household by any particular loan.  Further, the American consumer’s 
tendency is to underestimate both the probability and the expected losses 
of foreclosure.  Even if the government were to require disclosure of lender 
projections of the probability of foreclosure for any particular borrower’s 
loan, there is no evidence that consumers could or would use this 
information well in making mortgage decisions.  Individual consumer 
weighting of foreclosure risk in decisionmaking is so weak and unstable 
that it can be manipulated by brokers and loan officers, who, absent public 
policy changes that would alter their incentives, will continue to encourage 
consumers to underweight risk and borrow more.  Borrowers, whether 
consumers or landlords, have no incentive to consider the price paid by 

                                                                                                                          
13 See Michael Klausner, Market Failure and Community Investment: A Market-Oriented 

Alternative to the Community Reinvestment Act, 143 U. PA. L. REV. 1561, 1565–68 (1995); Joseph E. 
Stiglitz & Andrew Weiss, Credit Rationing in Markets with Imperfect Information, 71 AM. ECON. REV. 
393 passim (1981). 

14 See e.g., Truth in Lending, 73 Fed. Reg. 1672, 1687 (Jan. 9, 2008) (to be codified at 12 C.F.R. 
pt. 226) (explaining that borrowers continue to believe “that a lender would not provide credit to a 
consumer who did not have the capacity to repay”); cf. also Delores King, Testimony Before Senate 
Banking Committee (Feb. 2007), available at http://banking.senate.gov/public/_files/king.pdf 
(regarding a home mortgage refinance loan she received in 2005 that by 2007 had a monthly payment 
higher than her entire monthly income: “I surely did not know that a [b]ank would make a loan to 
someone without checking to see if the person could afford the loan.”). 
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renters and communities when home loans foreclose.15 
In sum, it is unlikely that the mortgage market will self-correct to an 

equilibrium state in which homeowners will consistently avoid buying 
overly-risky loans, renters will avoid housing units that are security for 
overly-risky mortgages, and neighborhoods will benefit from all the 
residential mortgage transactions that take place along their streets.  That 
is, even when the supply side predicts foreclosure-related losses well and 
prices loans accordingly so as to engage in profitable lending again, 
households and communities will not uniformly benefit from these loans. 

The remainder of this Article proceeds as follows.  Part II provides 
evidence that the mortgage market has been producing transactions that do 
not increase household and community welfare.  Part III describes the 
limits of the supply side’s market incentives to reduce foreclosure risk.  
Part IV explains why households do not adequately account for foreclosure 
risk in their borrowing decisions, and will not learn from the current crisis 
to stop buying overly-risky loans.  Part IV also addresses the externalities 
imposed on renters and communities by foreclosures, social costs that will 
not be corrected by market forces.  Part V concludes with the realization 
that while the genie of increased potential supply of risky mortgage credit 
cannot be put back in the bottle, the danger of high foreclosure rates does 
not need to be realized.  Although a high-risk home loan has been likened 
to a neutron bomb—“It’s going to kill all the people but leave the houses 
standing”16—knowing how to make a bomb does not mean we must use it.   

II.  DOES THE MORTGAGE MARKET NEED FORECLOSURE-RISK 
CORRECTION? 

A.  Net Losses for Homeowner Borrowers  

Are households better off with the mortgages they are buying than they 
would be without them?  Do home loan transactions reflect competition in 
the marketplace over benefits and costs, including expected costs to 
households of foreclosure, such that the mortgages originated enhance 
borrowing household welfare more than other choices available to that 
household would have done?  All decisions to engage in transactions are 
made ex ante to the transactions’ realized costs and benefits, and because 
the future is uncertain, not all parties will always get it right.  But mortgage 
transactions take place through market exchanges based on the premise 
that the parties will mostly get it right, and that this will lead to a better 

                                                                                                                          
15 The psychology of borrower decisionmaking about mortgage loans and risk of foreclosure is 

explained more fully in Part IV, infra. 
16 Mara Der Hovanesian, Nightmare Mortgages, BUSINESSWEEK, Sept. 11, 2006 (quoting George 

McCarthy, a housing economist at New York's Ford Foundation, speaking specifically about option 
adjustable rate mortgages (ARMs)). 
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result than any other method of home loan distribution.  If mortgage 
transactions are reducing welfare on a regular basis, it is absurd to say that 
this market is working correctly.17 

Many mortgage transactions in recent years have increased household 
welfare, and in ways apparently superior to other choices the households 
might have made.  But enough mortgages have reduced household welfare 
or have been inferior to other options not taken, to lead to the conclusion 
that the mortgage market has not been functioning correctly.  To see why 
this is so, it is useful to divide mortgages into two categories relevant to 
foreclosure: (1) those that enable homeownership;18 and (2) those that cash 
equity out of the home.19 

Households use mortgages first to buy homes.  Homeownership serves 
household consumption, financial, psychological, and social purposes.20  
Homeownership allows households to reap the benefits of improvements 
they make in the property (and bear the full costs of any damage they cause 
to the property).  This provides homeowners with an incentive to invest in 
the property in ways that can improve the consumption value of the 
property to themselves and the value of the property to future owners.21  
Owning a home has frequently increased household wealth due not only to 
generally rising property values,22 but also because historically, the cost of 

                                                                                                                          
17 Many economic models assess transactions ex ante, using the probabilistic estimate of costs and 

benefits available to the parties at the time of decisionmaking.  I measure costs and benefits ex post 
rather than ex ante, because it captures the full social welfare costs and benefits of a transaction better 
than an ex ante perspective.  Cf. Matthew D. Adler & Chris William Sanchirico, Inequality and 
Uncertainty: Theory and Legal Applications, 155 U. PA. L. REV. 279, 331–34, 350 (2006) (proving that 
a social welfare function that values equality militates in favor of public policies that will create better 
prospects for equality rather than equality of opportunity, and that this will sometimes mean that an ex 
ante Pareto superior scenario will not be welfare-maximizing); Barbara H. Fried, Ex Ante/Ex Post, 13 J. 
CONTEMP. LEGAL ISS. 123 (2003) (raising challenges to the ex ante perspective on philosophical 
grounds).  I would venture that, had a well-informed expected-costs-versus-expected-benefits 
calculation been performed ex ante, it would have demonstrated many mortgages to have been 
inefficient ex ante as well. 

18 I include in this category refinance mortgages that are used to sustain homeownership, when, 
for example, the purchase money loan had a teaser rate that expired and a refinance was necessary to 
keep the payments affordable. 

19 There are other mortgage transaction purposes which do not generally increase the risk of 
foreclosure.  Rate refinancings, for example, reduce the probability of foreclosure because payments 
decrease.  Existing homeowners who sell one house to move and buy another do not, by that alone, 
increase their probability of foreclosure. 

20 Some of these purposes are served by renting as well, as discussed infra.      
21 This may come at significant cost to others, both in the present and the future.  For example, 

suburban sprawl, fed by the American model of single-family home ownership, has destroyed 
ecological habitats and contributes disproportionately to global warming.  For critiques of public policy 
promoting homeownership, see A. Mechele Dickerson, The Myth of Homeownership and Why Home 
Ownership Is Not Always a Good Thing, 84 IND. L. J. 189 (2008), and Stephanie Stern, Residential 
Protectionism and the Legal Mythology of Home, MICH. L. REV. (forthcoming 2009). 

22 The wealth effect requires the value of the house to increase by more than the rate of inflation, 
and, in theory, more than the rate of return that would be earned by investment in other assets.  For 
low-income homeowners, the wealth effect is relatively weak, due in part to the direct relationship 
between the value of tax breaks for homeowners and income.  See Carolina Katz Reid, Achieving the 
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extracting equity and the amortizing nature of mortgages meant that home 
ownership was a forced savings mechanism.23  Households were likely to 
tap that savings in retirement or for capital expenditures (e.g., home 
improvements or education), which produce more value for most 
households than consumption spending.24   

In American culture, homeownership is portrayed as “the American 
Dream,” giving homeowners a privileged social status and a sense of 
accomplishment, self-worth, and security.  President Obama has expressed 
this sentiment: 

One in ten families who owns a home is now in some form of 
distress, the most ever recorded.  This is deeply troubling.  It 
not only shakes the foundation of our economy, but the 
foundation of the American Dream.  There is nothing more 
fundamental than having a home to call your own.  It’s not 
just a place to live or raise your children or return after a hard 
day’s work—it’s the cornerstone of a family’s financial 
security.25 

Results from a 2007 national poll suggest that ninety-seven percent of 
U.S. households are or would like to be homeowners.26  Homeownership is 
valued for the autonomy, stability, and community relationships it 
frequently provides.  Homeownership is associated with higher levels of 
health, happiness, education, and community involvement,27 although the 

                                                                                                                          
American Dream? A Longitudinal Analysis of the Homeownership Experiences of Low-Income 
Households 31–32 (Center for Social Development Working Paper No. 05-20, 2005), available at 
http://csd.wustl.edu/Publications/Documents/WP05-20.pdf.  Moreover, any increase in property values 
that benefits homeowners may also come at significant cost to non-homeowners, who are locked out of 
the market by high housing prices.   

23 See Sendhil Mullainathan & Richard H. Thaler, Behavioral Economics (MIT Dep’t of Econ., 
Working Paper No. 00-27, 2000), available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id= 
245828 (explaining that paying a mortgage is an example of a forced savings vehicle). 

24 This is not universally true, however.  See JOHN KARL SCHOLZ & ANANTH SESHADRI, THE 
ASSETS AND LIABILITIES HELD BY LOW-INCOME FAMILIES 27–28 (2008), http://www.ssc.wisc.edu 
/~scholz/Research/Assets_Poverty.pdf (analyzing low-income American households and concluding 
that reducing consumption to save is not always in their best interests). 

25 Remarks of President-elect Barack Obama, Radio Address on the Economy, Dec. 13, 2008, 
available at http://change.gov/newsroom/entry/secretary_of_housing_and_urban_development_ 
announced_in_weekly_address.   

26 Only nine percent of the renters polled said they did not want to be homeowners; the rest 
reported that they did not own a home because they could not afford one or because they had poor 
credit histories.  Elizabeth Razzi, Mortgage Ignorance Rampant, BANKRATE.COM, Mar. 26, 2007, 
available at http://moneymergeinfo.com/BankRate_MortgageIgnorance.pdf.  Because renters make up 
less than a third of the population (see U.S. DEP’T OF HOUS. & URBAN DEV., AMERICAN HOUSING 
SURVEY FOR THE UNITED STATES: 2007 at 1 (2008)), this poll suggests that ninety-seven percent of 
Americans are or would like to be homeowners. 

27 See, e.g., Robert D. Dietz & Donald R. Haurin, The Social and Private Micro-level 
Consequences of Homeownership, 54 J. URB. ECON. 401, 433–35 (2003); Donald R. Haurin et al., The 
Impact of Neighborhood Homeownership Rates: A Review of the Theoretical and Empirical Literature, 
13 J. HOUS. RES. 119 (2003), available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=303398.   
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empirical evidence is thin as to whether and to what extent it is 
homeownership qua non, rather than self-selection and the stability, 
autonomy, and community homeownership can provide, that produces 
these benefits.28 

The costs of foreclosure to homeowners are more certain, and large.  
Moving is expensive, regardless of the reason, and foreclosure-induced 
moving costs are not tax-deductible.29  If the borrower paid up-front points 
or fees on the mortgage, part of the value of these is lost.  Foreclosures 
involve large transaction costs, such as court fees and maintenance 
expenses,30 for which borrowers are partly responsible.  Foreclosed houses 
sell at a discount of between twenty and thirty percent.31  The result is that 
if the homeowner has any equity, it could be lost in the foreclosure 
process.   

There are secondary financial costs as well.  Foreclosures damage 

                                                                                                                          
28 See, e.g., Anne B. Shlay, Low-income Homeownership: American Dream or Delusion?, 43 

URB. STUD. 511, 511 (2006) (evaluating the evidence on the effects of low-income homeownership); 
Shannon Van Zandt, Racial/Ethnic Differences in Housing Outcomes for First-Time, Low-Income 
Home Buyers: Findings from a National Homeownership Education Program, 18 HOUS. POL’Y 
DEBATE 431, 432 (2007) (providing evidence that the benefits of homeownership may be “elusive for 
lower-income or disadvantaged households”). 

29 See I.R.S. Publication 521, Moving Expenses, available at http://www.irs.gov/pub/irs-
pdf/p521.pdf (explaining that only work-related moves are deductible); Liz Pulliam Weston, The 
Hidden Costs of Moving, MSNMONEY.COM, available at http://moneycentral.msn.com/content/ 
Banking/Homebuyingguide/P121550.asp?Printer (detailing homeowners’ typical moving costs). 

30 Ben S. Bernanke, Chairman of the Federal Reserve, Speech at the Federal Reserve System 
Conference on Housing and Mortgage Markets: Housing, Mortgage Markets, and Foreclosures (Dec. 4, 
2008) (transcript available at http://www.federalreserve.gov/newsevents/speech/bernanke20081204a. 
htm#fn8cite) (“Foreclosure dissipates much of the value of the property . . . . Besides the general 
decline in property values and foregone payments, fees related to foreclosure, such as court costs, 
maintenance expenses, and others, can amount to 10 to 15 percent of the loan balance . . . .”) (footnotes 
omitted).  

31 See John Y. Campbell et al., Forced Sales and House Prices 3 (Working Paper Mar. 2009), 
available at http://kuznets.fas.harvard.edu/~campbell/papers/ForcedSalesandHousePrices033009.pdf 
(using data on 20 years of foreclosures in Massachusetts, finding average home foreclosure-sale 
discount to be 28%); Anthony Pennington-Cross, The Value of Foreclosed Property 2 (Federal Reserve 
Bank of St. Louis Working Paper No. 2004022A, 2004), available at http://ssrn.com/abstract=952406 
(using data from good economic times, estimating discount for foreclosed properties to be between 
20% and 30%).  

Although these figures are based on the prices fetched on foreclosed properties by banks that 
came to own the homes after no one bid enough at the foreclosure auction to pay off the mortgage, the 
discount on prices fetched at a foreclosure auction where the house price exceeds the loan amount is 
probably similar.  Bidders at foreclosure auctions have little information about the home and, as when 
buying a used car, must risk finding themselves with a lemon.  As one advice column for potential 
buyers of foreclosed property explains: “Most often you won't have the opportunity to inspect a 
property prior to purchasing at the auction . . . . Plan for the worst possible scenario.  The property 
could potentially need tens of thousands of dollars worth of repair work.  You won't know until you get 
inside.”  Scott Duncan, Inform Yourself Before Bidding on Homes for Sale in Foreclosure, 
EZINEARTICLES.COM, Mar. 3 2008, available at http://ezinearticles.com/?Inform-Yourself-Before-
Bidding-on-Homes-for-Sale-in-Foreclosure&id=1023348.  This leads to a “lemons discount” in bid 
prices at foreclosure auctions.  See George A. Akerlof, The Market for “Lemons”: Quality Uncertainty 
and the Market Mechanism, 84 QUARTERLY J. ECON. 488, 488–90 (1970) (illustrating the “lemons” 
problem). 
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borrowers’ credit ratings, hindering their future credit prospects.32  After 
losing homeownership for any reason, a family is unlikely to regain 
homeownership status for at least a decade.33  Presumably, the family is 
even less likely to regain homeownership if the reason for termination of 
prior homeownership was foreclosure.   

Beyond financial costs, the loss of homeownership imposes 
psychological costs on homeowners.  The vast majority of homeowners 
will not walk away from an underwater mortgage (meaning that the 
mortgage principal balance exceeds the value of the house) even in non-
recourse states (where the bank can collect only the value of the house at 
foreclosure sale, and cannot pursue the borrower for a deficiency 
judgment), regardless of the financial costs.34  The New York Times 
recently reported on the responses of homeowners to losing their homes 
after a foreclosure: 

On Feb. 9, a man scrawled a message on the roof of his 
house in a suburb of Los Angeles: “I Want 2 Be Heard.”  
Then he barricaded himself inside when deputies showed up 
to evict him, surrendering after a few hours.  In October, a 
woman in San Diego chained herself to her front porch after 
the bank that held her mortgage refused to renegotiate the 
terms.  She remains in her home, but has received a second 
eviction notice.  

And last year in Boston, neighbors and activists locked 
arms outside eight buildings that had been foreclosed upon to 
prevent the authorities from forcing residents onto the 

                                                                                                                          
32 See Bernanke, supra note 30.  This could change somewhat as credit rating models evolve to 

reflect the effect of today’s foreclosures on creditworthiness.  See Ron Lieber, Thoughts on Walking 
Away from Your Home Loan, N.Y. TIMES, Mar. 13, 2009, at B1. 

33 DONALD R. HAURIN & STUART S. ROSENTHAL, U.S. DEP’T OF HOUSING & URBAN 
DEVELOPMENT, THE SUSTAINABILITY OF HOMEOWNERSHIP: FACTORS AFFECTING THE DURATION OF 
HOMEOWNERSHIP AND RENTAL SPELLS 50 (2004), available at http://www.huduser.org/Publications/ 
pdf/homeownsustainability.pdf (“In the spells of renting or living with parents after terminating 
homeownership, we again find that the average spell length is over ten years . . . .”).  

34 See Christopher L. Foote et al., Negative Equity and Foreclosure: Theory and Evidence 2 (Fed. 
Reserve Bank of Boston, Pub. Policy Discussion Paper No. 08-3, 2008), available at 
http://www.bos.frb.org/economic/ppdp/2008/ppdp0803.pdf (finding fewer than ten percent of 
homeowners with negative equity in Massachusetts in the 1990s lost their homes to foreclosure); see 
also Vikas Bajaj, Mortgage Holders Find It Hard to Walk Away From Their Homes, N.Y. TIMES, May 
10, 2008, at C1 (reporting that while millions of Americans are upside down on their mortgages, “there 
is little evidence that people who have the means to pay are walking away from their homes as values 
sink”).  Some deride “jingle mail”—homeowners who cannot afford their mortgages, send the house 
keys to the lender, and move out—as evidence of insouciance toward homeownership.  See John 
Leland, Facing Default, Some Abandon Homes to Banks, N.Y. TIMES, Feb. 29, 2008, at A1.  A more 
plausible explanation for jingle mail is that the emotional toll of foreclosure is so great that borrowers 
cannot bear to contact their lenders to arrange for a resolution that would take less of a long-term 
financial toll on the borrower’s credit score, such as a short sale or deed-in-lieu. 
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streets.35  
Clearly, people have more than the financial value of the home at stake. 

Nonfinancial injuries from foreclosure include loss of a household’s 
autonomy, social status, community networks, and sense of stability.  
Although it is difficult to measure the extent to which foreclosure—as 
opposed to job loss, illness, disability, divorce, and other triggers for 
foreclosure apart from mortgage loan terms—produces emotional costs, 
foreclosures are clearly associated with increased stress and depression.  
Experiencing foreclosure “undermines ‘a key part of well-being: perceived 
control over your life.’”36  Environmental psychologists note that “the 
home is the center of the psychological universe . . . [so] when people lose 
it, it’s like their planet blew up.”37  In American culture, a home is “a 
potent symbol of one’s place in the social universe, of ‘how you see 
yourself and how you want to be portrayed in the world,’” and so it is 
unsurprising that “[l]osing that symbol can produce depression and a great 
sense of anxiety . . . .”38   

The emotional strain of foreclosure leads to additional financial costs.  
For example, many borrowers leave behind valuable belongings when they 
vacate their homes, even when they have had months of notice.39  In a 
depressed state at having lost their home, they decide they have lost 
“everything” and abandon any effort to keep anything from the home. 

Homeowners often feel guilty about losing a home to foreclosure and 
about financial repercussions for their families.  One mother explains, “‘I 
made a commitment to make the payments and all of a sudden, no matter 
how hard I tried, no matter what we did, we couldn’t.  Then to look at your 
kids and say: ‘You know what? Mom and Dad failed.’ It’s 
overwhelming.’”40  Many borrowers who become delinquent on their 
mortgages feel too embarrassed to contact their lenders to try to work out 

                                                                                                                          
35 Fernanda Santos, A Bid to Link Arms Against Eviction, N.Y. TIMES, Feb. 18, 2009, at A21. 
36 Julie Scelfo, After the House Is Gone, N.Y. TIMES, Oct. 23, 2008, at D1 (quoting environmental 

psychologist Dr. Robert Gifford). 
37 Id.   
38 Id. (quoting clinical psychologist Dr. Rosalind Dorlen); see also Marc Fried, Grieving for a 

Lost Home: Psychological Costs of Relocation, in URBAN RENEWAL: THE RECORD AND THE 
CONTROVERSY 359, 360–61 (James Q. Wilson ed., 1966) (discussing a study that found the loss of 
home imposed severe psychological harm and posed mental health dangers to displaced families); 
CLARE COOPER MARCUS, HOUSE AS A MIRROR OF SELF: EXPLORING THE DEEPER MEANING OF HOME 
(1995) (describing, based on extensive longitudinal studies of a broad range of individuals, the strong 
emotional attachment to home).   

39 Foreclosure Alley (SoCal Connected, KCET  broadcast Sept. 23, 2008), available at 
http://kcet.org/socal/2008/09/foreclosure-alley.html. 

40 Scelfo, supra note 36, at D1; see also Lauren Cox, Facing Loss in Financial or Natural 
Disasters, ABC NEWS, Sept. 17, 2008, http://abcnews.go.com/Health/story?id=5817728&page=1 
(“With a financial failure, victims often feel they are to blame. They frequently are haunted by guilt for 
the repercussions that will befall their families.”). 
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some alternative payment plan.41  Numerous websites offer to help 
borrowers avoid the “stigma and public humiliation” of foreclosure.42  
Community support groups have formed to help homeowners survive the 
feelings of distress, embarrassment, shame, and hopelessness that can 
accompany foreclosure.43  

More homeowners receive notices of foreclosure than actually 
experience completed foreclosures.  Sometimes this is because the 
homeowner sells the home or the lender accepts a deed in lieu of 
foreclosure.  Other times it is because the borrower finds the money or 
works out a deal with the lender to keep the mortgage in place.  In 2008, 
for example, over two million homeowners received foreclosure notices, 
and about one million had lost their homes to foreclosure by year’s end.44  
Some remained in the foreclosure process, and some cured the default 
(although many of these cures were only temporary, so these families will 
lose their homes to foreclosure eventually).45   

But even the threat of foreclosure imposes psychological costs.  
Foreclosure-related suicides usually take place when the homeowners are 
about to lose their homes, not after they have already moved out.46  

                                                                                                                          
41 More than a third of those responding to one survey reported that the reason they did not 

contact their lenders was because they were embarrassed.  HOME OWNERSHIP PRESERVATION 
INITIATIVE, PARTNERSHIP LESSONS AND RESULTS 25 fig.7 (2006), http://www.nhschicago.org/ 
downloads/82HOPI3YearReport_Jul17-06.pdf [hereinafter HOME OWNERSHIP PRESERVATION 
INITIATIVE].  In a Freddie Mac study, about thirty percent of borrowers who missed a payment 
admitted they did not contact their lender.  See FREDDIE MAC, FORECLOSURE AVOIDANCE RESEARCH 
6–7 (2005), http://www.freddiemac.com/service/msp/pdf/foreclosure_avoidance_dec2005.pdf.  
Although few identified embarrassment as a causal factor, eleven percent of delinquent borrowers 
would not admit that they had any difficulty paying their mortgage, perhaps evidence of more extreme 
embarrassment.  Id. at 6.  

42 Property Solutions Group, http://www.thepropertysolutionsgroup.com/stn01_02_11.php.  See 
also Quality Real Estate Investments, LLC, http://qbuyhomes.com/foreclosure_hush (hyperlink 
“Foreclosure....HUSH!!!!) (last visited Mar. 9, 2009).  

43 E.g., DailyStrength, Mortgages and Foreclosures Support Group, http://www.dailystrength. 
org/c/Mortgages-and-Foreclosures/support-group (last visited Apr. 6, 2009); Moving Forward, Aug. 1, 
2008: Coping with Foreclosure, http://wearemovingforward.org/blog/august-1st-2008-coping-with-
foreclosure (last visited Mar. 3, 2009). 

44 HOPE NOW, MORTGAGE LOSS MITIGATION STATISTICS, supra note 6.  Not all data sources 
agree on the precise numbers here.  See, e.g., Press Release, RealtyTrac, Foreclosure Activity Increases 
81 Percent in 2008 (Jan. 15, 2009), available at http://www.realtytrac.com/ContentManagement/ 
pressrelease.aspx?ChannelID=9&ItemID=5681&accnt=64847 (reporting foreclosure notices sent to 2.3 
million homes in 2008). 

45 Of homeowners who received loan repayment plans or modifications from their lenders in the 
first quarter of 2008 to enable them to avoid foreclosure, over half had defaulted six months later, and 
default rates were steadily increasing every month.  Joint Release of the Office of the Comptroller of 
the Currency & the Office of Thrift Supervision, Agencies Release Joint Mortgage Metrics Report for 
the Third Quarter of 2008 (Dec. 22, 2008), available at http://www.occ.treas.gov/ftp/release/2008-
150.htm. 

46 In one study of urban suicides over a several year period, about ten percent were associated 
with economic issues, particularly impending loss of social markers of financial competence such as 
homeownership and employment.  These losses generally would not have impoverished the victims, 
suggesting that humiliation rather than anticipation of material deprivation was the causal factor.  
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Borrowers going through the foreclosure process report headaches, 
extreme fatigue, fear of losing control, stomach and/or back pain, 
embarrassment, nightmares and loss of appetite.47  Studies of debt more 
broadly find that debt decreases well-being by twice as much as the same 
amount of savings increases well-being.48  In a 2008 poll, Americans with 
high debt-stress had rates of severe depression and anxiety five to six times 
higher than those with low debt-stress, tripled rates of migraines, doubled 
rates of heart attacks, and almost doubled rates of back pain.49 

Children in households that are threatened with foreclosure or that lose 
their homes to foreclosure are not immune.  Even a non-foreclosure-
induced move can be traumatic to children, who commonly experience 
varying degrees of developmental and educational regression following a 
move to a new home.50  Teachers report difficulty handling an influx of 

                                                                                                                          
Steven Stack & Ira Wasserman, Economic Strain and Suicide Risk: A Qualitative Analysis, 37 SUICIDE 
& LIFE-THREATENING BEHAV., 103, 106–10 (2007).   

Anecdotal evidence supports the notion that it is the anticipation of home loss or eviction after a 
foreclosure that usually triggers suicides.  See, e.g., Karen Grigsby Bates, For Some, Housing Stress Is 
Unbearable, NAT’L PUB. RADIO, Oct. 27, 2008, available at http://www.npr.org/templates/story/ 
story.php?stpryId=96106618 (reporting homeowner suicide that took place after foreclosure and before 
eviction); Dan Childs, Foreclosure-Related Suicide: Sign of the Times?: Massachusetts Woman's 
Suicide Followed Foreclosure, ABC NEWS, July 25, 2008, available at http://abcnews.go.com/ 
Health/DepressionNews/story?id=5444573&page=1; Mary Ann Greier, Lawyer: Predatory Lenders 
Drove Woman to Suicide, SALEM NEWS, Feb. 13, 2009, available at http://www. 
salemnews.net/page/content.detail/id/510537.html; Ohio Woman, 90, Attempts Suicide After 
Foreclosure, REUTERS, Oct. 3, 2008, available at http://www.reuters.com/article/domesticNews/ 
idUSTRE4928IS20081003; Woman Kills Herself Before Foreclosure, USA TODAY, July 24, 2008, 
available at http://www.usatoday.com/news/nation/2008-07-23-foreclosure-suicide_N.htm; Jim 
Wasserman, Prime Time for Evictions: A Local Sheriff’s Deputy Finds Himself on the Front Lines of 
Foreclosure Crisis, SACRAMENTO BEE, July 7, 2008, available at http://www.sacbee.com/101/story/ 
1064184.html (reporting a Sheriff Deputy’s experiences of having former homeowners commit suicide 
as he approached their foreclosed-upon homes to evict them). 

47 HOME OWNERSHIP PRESERVATION INITIATIVE, supra note 41, at 25. 
48 Sarah Brown et al., Debt and Distress: Evaluating the Psychological Cost of Credit, 26 J. 

ECON. PSYCH. 642, 657 (2005) (in study of Britich households, finding that to offset the decrease in 
psychological well-being caused by a 10% increase in debt would require an 18% increase in savings, 
on average).  

49 See Jeannine Aversa, AP-AOL Poll: Debt Hurts Your Body, Too, USA TODAY, June 9, 2008, 
available at http://www.usatoday.com/money/topstories/2008-06-09-2944256361_x.htm (reporting 
Associated Press-AOL poll results); see also Robert L. Weisman, Personal Financial Stress, 
Depression, and Workplace Performance, in FINANCIAL STRESS AND WORKPLACE PERFORMANCE: 
DEVELOPING EMPLOYER-CREDIT UNION PARTNERSHIPS (E. Thomas Garman et al., eds. 2002); Angela 
C. Lyons & Tansel Yilmazer, Health and Financial Strain: Evidence from the Survey of Consumer 
Finances, 71 SOUTHERN ECON. J., 873, 873–75 (2005); Melissa B. Jacoby, Does Indebtedness 
Influence Health? A Preliminary Inquiry, 30 J.L. MED. & ETHICS 560, 561 (2002); Barbara O’Neill et 
al., Negative Health Effects of Financial Stress, 51 CONSUMER INTERESTS ANN. 260, 261 (2005).  
Similar results have been found in Britain, where difficulty making mortgage payments is associated 
with mental health problems, holding potential confounds such as physical health constant.  Sarah 
Nettleton & Roger Burrows, Mortgage Debt, Insecure Home Ownership and Health: An Exploratory 
Analysis, 20 SOC. OF HEALTH & ILLNESS 731, 743–44 (1998). 

50 E.g., Necati Engec, Relationship Between Mobility and Student Performance and Behavior, 99 
J. EDUC. RES. 167, 167–68 (2006); Eric A. Hanushek et al., Disruption Versus Tiebout Improvement: 
The Costs and Benefits of Switching Schools, 88 J. PUB. ECON. 1721, 1726, 1743–44 (2004); Shana 
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new students, and statistics bear out the negative effect on learning both for 
the newly-arrived and existing students in schools with high student 
turnover.51  Although all household relocations are in some sense 
involuntary for children, involuntary changes in housing appear to be more 
damaging to children than voluntary changes.  Children frequently sense 
parental distress and become anxious as a result.52  Children who 
understand that their parents or guardians are not in control of the move 
can react with anxiety of their own.53 

The benefits of homeownership are experienced over time, and 
therefore after a sufficient duration, the costs of foreclosure of the 
mortgage that made the homeownership possible are unlikely to outweigh 
those benefits.  Although some of the costs of foreclosure increase over 
time—for example, the loss of community networks is larger the longer 
those ties have developed, and the loss of stability is only significant when 
homeownership duration has been long enough to establish stability—these 
costs are experienced over a relatively short period of time.  A foreclosure 
after two decades of homeownership, for example, is probably not twice as 
costly, on average, as a foreclosure after a decade of homeownership, but 
two decades of homeownership probably provides close to twice the 
benefits as a decade of homeownership.54   

However, for those households that experience foreclosure after a 
relatively short homeownership tenure, the costs generally exceed the 
benefits, meaning the mortgage transaction did not increase household 
welfare.  Virtually every benefit associated with homeownership is sharply 
reduced if the ownership duration is short.  Property values rarely rise 
significantly in the short term, and the equity buildup that can make 
housing a forced savings mechanism requires time.  The benefit of the 
social status of being a homeowner briefly is likely to be outweighed by 
the psychic injury caused by the loss of that status to foreclosure.  Short-
term homeownership is largely devoid of the household stability, 
                                                                                                                          
Pribesh & Douglas B. Downey, Why are Residential and School Moves Associated with Poor School 
Performance?, 36 DEMOGRAPHY 521, 531 (1999). 

51 Todd Michael Franke & Chester Hartman, Student Mobility: How Some Children Get Left 
Behind, 72 J. NEGRO EDUC. 1, 1–2 (2003).   

52 See Stephanie Armour, Foreclosures’ Financial Strains Take Toll on Kids, USA TODAY, July 
9, 2008, at 1A. 

53 Karla Buerkle & Sandra L. Christenson, A Family View of Mobility Among Low-Income 
Children, CTR. FOR URB. & REGIONAL AFFS. REP., Apr. 1999, at 7, 9–10; see also Oren Bar-Gill & 
Elizabeth Warren, Making Credit Safer, 157 U. PENN. L. REV. 101, 159–60 (describing research on the 
negative effects on children of household financial distress). 

54 There are probably special cases where this is not true, such as when the displaced homeowner 
is, for physical or mental health reasons, particularly likely to be injured by a change in residence.  See 
James A. Thorson & Ruth Ellen Davis, Relocation of the Institutionalized Aged, 56 J. CLINICAL 
PSYCHOL. 131, 137 (2000) (explaining how change and the threat of change are particularly disrupting 
to people who are near the end of their natural lifespans).  For discussion of the particular tie between 
the elderly and their homes, see HOME AND IDENTITY IN LATE LIFE: INTERNATIONAL PERSPECTIVES 
(Graham D. Rowles & Habib Chaudhury eds., 2005).  
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homeowner autonomy, and community relationships associated with 
homeownership.  For short-term homeowners, any benefits are almost 
certainly outweighed by the stress and depression caused by foreclosure, 
the negative effects on children displaced by foreclosure, and the start-up 
costs of forging ties in a new community after foreclosure.  As a rule, it is 
worse to have become a short-term homeowner and lost, than to have 
never been a homeowner at all.    

Thus, increasing the homeownership rate is not always a good thing.  
A high homeownership rate at any one moment in time does not 
necessarily improve social welfare because the losses attendant to 
foreclosure are greater than the gains attendant to risky homeownership, 
meaning that having fewer but more stable homeowners is preferable to 
churning more families through homeownership.  A homeownership 
casino with many winners daily is desirable only if households can keep 
their winnings, not if they are forced to play again the next night.  

Consider two alternative scenarios.  The first is a “stable scenario” in 
which the annual homeownership rate is 64%.  Over the course of a few 
years, 65% of households were homeowners at one point, but 1% of them 
were foreclosed upon.  The second is a “churn scenario.”  In this scenario, 
there is an annual homeownership rate of 69% in which, over the same 
number of years, 75% of households were homeowners at one point, but 
6% were foreclosed upon.  In the first scenario, 63% of households never 
experience foreclosure, and 2% are homeowners briefly, but then 
experience foreclosure.  In the second scenario, the same 63% of 
households never experience foreclosure, but 12% are homeowners briefly 
and then experience foreclosure.  Because foreclosure reduces household 
welfare beyond any benefits the household gained from short-term home 
ownership, a world in which 12% of households experience foreclosure 
over the course of a few years is worse for aggregate household welfare 
than a world in which, ceteris paribus, 2% experience foreclosure.  The 
stable scenario produces higher household welfare than the churn scenario.  
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 Although the above scenarios are stylized depictions and the real-
world rates are not precisely known, the mortgage market appears to have 
moved us roughly from the former, relatively more stable homeownership 
scenario to the latter churning world, decreasing net household welfare in 
the process.  The homeownership rate in the United States moved from 
about 64% in 1994 to about 69% in 2004.55  Some of the gains in the mid-
1990s reflected an increase in stable homeownership.  But as an analyst 
with Standard & Poor’s speaking in 2007 explained, “[p]robably the gain 
in home ownership over the last four, five years, is almost entirely due to 
looser lending standards.”56  For many mortgage types originated under 
these looser standards, the projected probability that the loan will end in 
foreclosure is over fifty percent.57   

Subprime lending has been touted as increasing homeownership, but 
for the majority of borrowers who purchased homes with subprime loans, 
the homeownership was very short-lived.58  Property-level data that has 
been analyzed for 2003 to 2006 show a distinct churn effect for subprime 
home purchase loans even before the current foreclosure wave, particularly 
for minority homebuyers: “Rather than increasing the share of homes 
owned by members of the community, it appears that subprime lending 
allowed one set of minority homeowners to replace another.”59  Of 

                                                                                                                          
55 U.S. Census, Housing Vacancies and Homeownership, Annual Statistics: 2007, Table 20: 

Homeownership Rates by Race and Ethnicity of Householder: 1994 to 2007, available at 
http://www.census.gov/hhes/www/housing/hvs/annual07/ann07t20.html.  While these figures are cited 
as if they represented an increase in per capita homeownership levels, they in fact represent the 
proportion of households that include an individual who owns the home.  This means that an increase 
in household homeownership rates can be the result of a decline in the formation of new renter-
occupied households, perhaps because rental markets are unaffordable, leading more renters to share 
housing in a single household.  At least some of the gains in household homeownership levels in the 
1990s appear to have been driven by this phenomenon, particularly for African-Americans.  DOWELL 
MEYERS & ZHOU YU, HAS THE HOMEOWNERSHIP BEEN INFLATED?: THE EFFECT OF FALLING 
HOUSEHOLD FORMATION 1 (2008), http://www.usc.edu/schools/sppd/lusk/research/pdf/rb2008-
homeownership-myers-yu.pdf.   

56 Brian Louis, Rising Subprime Mortgage Defaults Add to Unsold Homes Inventory, 
BLOOMBERG.COM (Mar. 9, 2007), http://www.bloomberg.com/apps/news?pid=20601087&refer= 
home&sid=aC9LdDcv4.Wc (quoting James Fielding, a homebuilding credit analyst at Standard & 
Poor’s) (internal quotation marks omitted). 

57 A Second Mortgage Disaster On The Horizon?, CBS NEWS 60 MINUTES, Dec. 14, 2008, 
available at http://www.cbsnews.com/stories/2008/12/12/60minutes/main4666112.shtml (reporting 
analyst prediction that over half of option adjustable rate mortgages (option ARMs), will end in 
foreclosure); Fitch Revises U.S. Subprime RMBS Surveillance Criteria; Updates Loss Projections, 
BUSINESS WIRE, Nov. 19, 2008, available at http://findarticles.com/p/articles/mi_m0EIN/is_2008_ 
Nov_19/ai_n31013157 (reporting that analysts at Fitch predict over fifty percent of subprime 
mortgages originated in 2006 or 2007 will end in foreclosure). 

58 Moreover, as explained below, most subprime loans were sold to existing homeowners, and the 
number of these that led to foreclosure swamps the number of households that used subprime loans to 
become homeowners, meaning that subprime lending has caused a net loss of homeownership.  See 
infra note 63. 

59 Kristopher S. Gerardi & Paul S. Willen, Subprime Mortgages, Foreclosures, and Urban 
Neighborhoods 14 (Fed. Reserve Bank of Boston, Pub. Policy Discussion Paper No. 08-6, 2008), 
available at http://www.bos.frb.org/economic/ppdp/2008/ppdp0806.pdf. 
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subprime home purchase loans originated in 2006 in one broad data set, 
almost half had already defaulted by March 2008.60  One study of recent 
foreclosures in Massachusetts found that almost half of these involved 
households that had owned their home for less than three years.61   

This world of high foreclosure rates has produced widespread anxiety; 
in a mid-2008 national poll of homeowners, over forty percent with a 
mortgage said they were “somewhat”, “very”, or “extremely concerned” 
that they would lose their homes to foreclosure, a proportion that has 
surely increased since then.62   

Moreover, if short-term homeownership produces sufficiently high 
welfare losses for the households that experience it (that is, if the costs to a 
household churned through foreclosed short-term homeownership exceed 
the benefits to a household that experiences stable homeownership), even a 
scenario with relatively higher levels of stable homeownership might 
produce relatively less net household welfare.  Thus far, risk-based pricing 
has not led us to an increase in the stable homeownership rate alongside 
the increase in foreclosures, but it is worthwhile considering because it is a 
possible future state, once risk of loss to the supply side is priced better.63 

Take a world in which 66% of households do not experience 
foreclosure, and 5% are homeowners briefly but then experience 
foreclosure.  This could be worse for household welfare than the “stable 
scenario” described above with a 63% stable homeownership rate and 2% 
of homeowners experiencing foreclosure.  The aggregate increase in 
household welfare created by the 3% of the population that gains stable 
homeownership might well be exceeded by the aggregate decrease in 
household welfare created by the additional 3% of the population that 
experiences short-duration homeownership and foreclosure.  This is not to 
say that there is some natural optimal homeownership rate that public 
policy should aim at; as the world changes over time, different 
homeownership rates will be optimal.  However, maximizing the 
homeownership rate, and possibly even maximizing the stable 

                                                                                                                          
60 Lei Ding et al., Risky Borrowers or Risky Mortgages: Disaggregating Effects Using Propensity 

Score Models 8, 16 (Ctr. for Cmty. Capital Working Paper, 2008) (using data set covering over thirty 
percent of the subprime market).   

61 See Christopher L. Foote et al., Subprime Facts: What (We Think) We Know about the 
Subprime Crisis and What We Don’t 33–34 (Fed. Reserve Bank of Boston Public Policy Discussion 
Paper No. 08-2, 2008). 

62 HARRIS INTERACTIVE, AMERICAN BAR ASS’N TOPLINE RESULTS 2 (2008), available at 
http://www.abanet.org/media/docs/aba_topline_results_personal_finance.pdf. 

63 Most gains in homeownership in the 1990s and early 2000s were through the use of prime 
mortgage products, because subprime loans during those time periods were primarily home equity or 
cash-out refinance loans to existing homeowners.  Willis, supra note 5, at 722–23.  In 2005, within a 
year of subprime mortgages entering the home purchase market in large numbers, homeownership rates 
began sliding downwards.  See JOINT CTR. FOR HOUSING STUDIES OF HARVARD UNIVERSITY, STATE 
OF THE NATION’S HOUSING 17 (2008), http://www.jchs.harvard.edu/publications/markets/son2008/ 
son2008.pdf. 
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homeownership rate, may not be optimal for household welfare, depending 
on the costs involved.  

The second major purpose for mortgages relevant here is to extract 
equity from the home, whether through a home equity loan or a cash-out 
refinancing.  The majority of foreclosures in recent years have been 
generated by cash-out mortgages, not home purchase mortgages.  Between 
1998 and 2006, about 1.4 million households used higher-priced subprime 
loans to purchase their first homes, but collectively, all subprime 
mortgages originated in this period have already caused or are projected to 
lead to at least 3.3 million homes lost to foreclosure.64   

Cash-out mortgage proceeds are used to enhance household welfare—
e.g., financing education/training or home improvements, providing capital 
for start-up businesses, funding daily living during household financial 
emergencies or retirement, paying off other debts, or increasing ordinary 
consumption.  Some of these may increase welfare only temporarily, 
whereas others may increase it over a longer period.  Cash-out mortgages 
do not provide the benefit of new homeownership to households, but if 
they lead to foreclosure, they do result in the loss of homeownership.  
Moreover, because these may have been homeownerships of long duration, 
the costs of foreclosure—loss of stability, community ties, self-regard, 
social standing, etc.—are higher than the costs of foreclosure after short-
term homeownership.   

Although the benefits of cash-out mortgages vary dramatically 
depending on the uses to which the cash is put, some uses are particularly 
likely to generate benefits that are exceeded by foreclosure-related losses.  
Funding home improvements only to lose the house to foreclosure is 
plainly a bad financial bet, even ignoring the nonfinancial costs of 
foreclosure.  First, even if some of the investment is recouped at the 
foreclosure sale, the transaction costs of borrowing and managing the 
improvements are amortized over too short a period of consumption to be 
worth the investment.  Second, due to the discount in home prices at 
foreclosure sales and foreclosure-related transaction costs, the foreclosure 
price will not fully capture the ordinary market value of the home 
                                                                                                                          

64 See CTR. FOR RESPONSIBLE LENDING, SUBPRIME LENDING: A NET DRAIN ON HOMEOWNERSHIP 
2 (2007), available at http://www.responsiblelending.org/pdfs/Net-Drain-in-Home-Ownership.pdf; 
CTR. FOR RESPONSIBLE LENDING, UPDATED PROJECTIONS OF SUBPRIME FORECLOSURES IN THE 
UNITED STATES AND THEIR IMPACT ON HOME VALUES AND COMMUNITIES (2008), available at 
http://www.responsiblelending.org/pdfs/updated-foreclosure-and-spillover-brief-8-18.pdf; see also 
DONALD R. HAURIN & STUART S. ROSENTHAL, U.S. DEP’T OF HOUSING & URBAN DEVELOPMENT, 
THE GROWTH OF EARNINGS OF LOW-INCOME HOUSEHOLDS AND THE SENSITIVITY OF THEIR 
HOMEOWNERSHIP CHOICES TO ECONOMIC AND SOCIO-DEMOGRAPHIC SHOCKS 23 (2005), available at 
http://www.huduser.org/Publications/pdf/EarningsOfLow-IncomeHouseholds.pdf (“The presence of 
subprime lenders may facilitate low-income households securing a home loan, but our results suggest 
that a one percentage point higher initial interest rate increases the probability of termination of the 
spell by 16 percent annually.”); Alan M. White, The Case for Banning Subprime Mortgages, 77 U. CIN. 
L. REV. 617 (2008) (discussing losses caused by subprime lending). 
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improvement.   
Paying off unsecured debts such as credit card or medical bills with a 

cash-out mortgage that leads to foreclosure is similarly likely to generate a 
net financial loss, in addition to nonfinancial losses.  Even if the paid-off 
debt bore a higher stated interest rate, the effective rate on a cash-out 
foreclosed mortgage is likely to be much higher once origination fees, the 
foreclosure-sale discount, and foreclosure transaction costs are amortized 
over the period the cash-out mortgage is held.65  Further, the homeowner, 
by flipping the unsecured debt into a mortgage, has lost the option to 
discharge the debt in bankruptcy.66 

The direct welfare calculus for other uses of cash-out mortgage 
proceeds is more ambiguous.  However, regardless of the welfare gain 
created by a cash-out mortgage, a borrower who has home equity to extract 
also has another option—to sell the home on the open market and use the 
sale proceeds for whatever purpose the mortgage proceeds would have 
been put.  For most households that lose their home to a foreclosure on a 
cash-out mortgage, selling the house rather than buying the risky mortgage 
would have produced a lower welfare loss.  A market sale is likely to 
generate higher proceeds to the homeowner than a foreclosure sale and 
with fewer transaction costs, to preserve a stronger sense of homeowner 
autonomy than a foreclosure, and to have little impact on the borrower’s 
credit report.  One manual for psychologists advises that homeowners 
threatened with foreclosure should be counseled to regain some control 
over their lives by selling their homes.67  If the market—including both the 

                                                                                                                          
65 To take a stylized example, if a consumer borrows $50,000 on a credit card carrying an interest 

rate of 24% per annum then, over a year, the consumer would pay $12,000 in interest, assuming no 
payment of principal and no late fees.  At the end of the year, the consumer still owes $50,000, a debt 
that is potentially dischargeable in bankruptcy.   

Alternatively, the consumer might borrow $50,000 through a cash-out interest-only mortgage at 
10% interest ($5000 over one year), with $1000 in origination fees and financial costs of foreclosure 
amounting to, for example, a 20% foreclosure-sale discount on the home plus $2000 in foreclosure-
related expenses.  If the home is worth $200,000 to begin with, and the cash-out mortgage is held for 
one year and then forecloses, the use of that $50,000 loan for a year will have cost the homeowner 
$8,000 in interest, fees, and expenses and $40,000 in lost equity (again assuming no late fees), 
equivalent to an effective interest rate of 96%. This is not a realistic example because the borrower 
would keep borrowing against equity to attempt to stave off foreclosure but, if foreclosure were the 
ultimate result, the financial loss to the borrower who only staved off foreclosure temporarily would be 
even more severe than the loss to the borrower who gave up after the first $50,000 loan.    

66 Primary residence mortgage debt is neither dischargeable in bankruptcy nor, as of this writing, 
subject to cram-down.  11 U.S.C. § 1322(b)(2) (providing that a bankruptcy plan may “modify the 
rights of holders of secured claims, other than a claim secured only by a security interest in real 
property that is the debtor's principal residence.”); but see H.R. 1106 & S. 61 (pending legislation that 
would permit bankruptcy courts to modify the terms of mortgages on primary residences).  

67 Kenneth R. Yeager & Albert R. Roberts, Differentiating Among Stress, Acute Stress Disorder, 
Acute Crisis Episodes, Trauma, and PTSD, in CRISIS INTERVENTION HANDBOOK 90, 100–01, 107–09 
(Albert R. Roberts ed., 3d ed. 2005) (providing a case example of a patient facing home foreclosure and 
therapeutic resolution achieved in part through sale of the patient’s home). 
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mortgage market and the home sale market68—were functioning correctly, 
households would have chosen to sell their houses rather than experience 
foreclosure.   

Thus, the majority of homeowners who lose their homes to a 
foreclosed cash-out mortgage are likely worse off than they would have 
been without that mortgage.  

B.  Net Losses for Third Parties: Renters and Communities 

The plainest failure in the current mortgage market is the presence of 
externalities—social costs borne by nonparties to risky mortgage 
transactions.  Third-party effects arguably extend to the entire globe today, 
given that the melt-down in the financial system was triggered, though not 
exclusively caused, by mortgage foreclosures.  Yet even once the financial 
system stabilizes, foreclosures will continue to have negative effects on 
third parties.  Specifically, renters and communities will continue to bear 
foreclosure-induced costs never priced into the mortgage transaction, and 
for which they are not compensated by the parties to the mortgage.   

Renters do not select their landlords’ mortgages and typically do not 
benefit from the riskiness of those mortgages, but they lose their housing 
and lease contract rights when their landlords are foreclosed upon because 
foreclosures generally extinguish leaseholds.69  It is estimated that twenty 
percent of recent foreclosures in the United States are on rental properties, 
many of which are multi-family, meaning that a single overly-risky 
mortgage has led to the loss of housing for more than one household.70  

                                                                                                                          
68 In theory, realtors could be a market force to encourage homeowners to sell their homes rather 

than lose the homes at foreclosure.  But, in practice, realtor advertising would be unlikely to overcome 
borrowers’ overoptimistic beliefs that they will be able to afford their loans.  The possibility of 
incurring borrowers’ wrath at the suggestion that they are deadbeats who are in danger of foreclosure 
could explain why realtors rarely attempt to market themselves this way. 

69 If the tenant has a leasehold that predates the origination of the foreclosed mortgage, the 
leasehold survives the foreclosure, but this will be rare.  Most tenancies are created after the landlord 
purchases the housing using a mortgage, and many are at-will tenancies rather than leasehold tenancies.  
See 49 AM. JUR. 2D Landlord and Tenant § 232 (2008); NAT’L LOW-INCOME HOUSING COALITION, 
FORECLOSURE AND EVICTION PRACTICES BY STATE 1–9 (July 25, 2008), http://www.nlihc.org/doc/ 
State-Foreclosure-Chart.pdf (summarizing state laws).  Tenants do have constitutional and state 
statutory rights to notice prior to the loss of their housing.  For a thoughtful treatment of the plight of 
renters in the current housing crisis, see Nicole Ochi, The California Tenant Stability Act: A Solution 
for Renters Affected by the Foreclosure Crisis (Dec. 2008) (on file with author). 

The Emergency Economic Stabilization Act of 2008, commonly known as TARP, requires 
federal entities that hold troubled assets “where permissible, to permit bona fide tenants who are 
current on their rent to remain in their homes under the terms of the lease,” Emergency Economic 
Stabilization Act of 2008, Pub. L. No. 110-343, § 109(b), 122 Stat. 3765, 3774–75 (2008), but while  
Fannie Mae and Freddie Mac have voluntarily adopted temporary policies to allow renters to stay in 
foreclosed housing, private lenders have not.  See John Leland, The Rent Is All Paid Up, but Eviction 
Still Looms, N.Y. TIMES, May 1, 2009, at A9.  

70 See Danilo Pelletiere & Keith Wardrip, Renters and the Housing Credit Crisis, POVERTY AND 
RACE, July–Aug. 2008, at 3–6, available at http://www.prrac.org/newsletters/julaug2008.pdf.  Over 
sixty percent of renters live in multi-unit buildings.  See JOINT CTR. FOR HOUSING STUDIES OF 
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Landlords are more likely to both use riskier loans to buy their rental 
properties71 and to stop paying and forfeit the building to foreclosure when 
the mortgage is underwater.72  One Federal Reserve study found that 
mortgages on multi-family properties, which are largely occupied by 
renters, had triple the default rate of single-family homes; the probability 
of a multi-family building purchased with a subprime loan being 
foreclosed upon was sixty-six percent.73  Thus, just as riskier mortgages 
have led to increased churning of households from renter to homeowner 
and back again, they have also led to increased churn of households from 
rental unit to rental unit or to temporary living situations. 

Renter households that lose their homes to foreclosure experience 
many of the same costs described above for borrower households.  Some 
of the nonfinancial costs to renters are less extreme—renters are unlikely 
to experience feelings of humiliation and personal failure due to 
foreclosure-triggered evictions.  But loss of a rented home due to 
foreclosure produces much of the same loss of stability, autonomy, and 
community associated with the loss of homeownership, described in detail 
above.  For example, children in displaced renting families experience a 
similar reduction in school performance as those in foreclosed-upon 
homeowner families.74   

Financially, renters do not lose home equity, but they do incur moving 
expenses75 and frequently lose their security deposits.  Although the law 
requires foreclosed-upon landlords to refund tenant deposits, pursuing a 
landlord in court can be too costly to make this right meaningful.76  In 
                                                                                                                          
HARVARD UNIV., AMERICA’S RENTAL HOUSING: THE KEY TO A BALANCED NATIONAL POLICY 12 
fig.12 (2008) [hereinafter JOINT CTR.]. 

71 See JOINT CTR., supra note 70, at 14; Kelly Evans, Tenants Pay as Landlords Default, WALL 
ST. J., Nov. 23, 2007, at A2; John Leland, As Owners Feel Mortgage Pain, So Do Renters, N.Y. TIMES, 
Nov. 18, 2007, at 11. 

72 See Prentiss Cox, Foreclosure Reform Amid Mortgage Lending Turmoil: A Public Purpose 
Approach, 45 HOUS. L. REV. 683, 710–11 (2008) (investor properties are more likely to enter 
foreclosure); Kristopher Gerardi, et al., Subprime Outcomes: Risky Mortgages, Homeownership 
Experiences, and Foreclosures 20 (Fed. Reserve Bank of Boston, Working Paper No. 07-15, 2008), 
available at http://www.bos.frb.org/economic/wp/wp2007/wp0715.pdf (explaining that, without 
psychological commitment to the home, landlords are more likely to default when it is in the money to 
do so). 

73 See Foote et al., supra note 61, at 37–38. 
74 Cf. Erik Eckholm, To Avoid Student Turnover, Parents Get Help with the Rent, N.Y. TIMES, 

June 24, 2008, at A15 (reporting on program to prevent the disruption of student learning caused by 
turnover by helping families pay their rent to stay in their current apartments).  

75 As noted above, these moving expenses are not tax-deductible.  See supra note 29. 
76 See DANILO PELLETIERE, NAT’L LOW INCOME HOUSING COALITION, RENTERS IN 

FORECLOSURE: DEFINING THE PROBLEM, IDENTIFYING SOLUTIONS 7–8 (Jan. 2009), available at 
https://www2398.ssldomain.com/nlihc/doc/renters-in-foreclosure.pdf; DAVID ROTHSTEIN, POLICY 
MATTERS OHIO, COLLATERAL DAMAGE: RENTERS IN THE FORECLOSURE CRISIS 10 (June 2008), 
available at http://www.policymattersohio.org/pdf/CollateralDamage2008_0619.pdf (“[T]he vast 
majority of renters [whose landlords are foreclosed upon] lose their security deposit and current 
month’s rent.  There is not a requirement for a landlord to put the security deposit in an escrow account, 
meaning most tenants are not able to recover the deposit from a landlord in financial trouble.  
 



 

2009] WILL THE MORTGAGE MARKET CORRECT? 1201 

some states, renters have little notice that they will soon lose their home, 
leading to “increased costs for utility transfers, moving, storage, and 
appliance replacements. . . . [and] difficulty finding affordable housing, 
transportation challenges, and problems with school transfers.”77  They 
frequently must find temporary housing while looking for new permanent 
housing.  Temporary housing such as motels can be very expensive, and 
moving twice doubles moving expenses.  One analysis of foreclosures in 
the county encompassing Cleveland, Ohio, estimated that in 2007, the 
average household evicted due to foreclosure incurred over $2500 in 
costs.78  With nearly 4,000 foreclosure-triggered evictions, the financial 
cost to the renters in that single county was over ten million dollars that 
year.79  

For families without sufficient savings, the loss of the security deposit 
can create an insurmountable barrier to renting another home.  Although 
most homeowners and renters who must move due to foreclosures find 
new housing or live with family or friends, in April of 2008, over sixty 
percent of state and local homeless coalitions nationwide reported an 
increase in homelessness as a result of the foreclosure crisis.80  For 
example, in the Minneapolis area, at least ten percent of the families living 
in homeless shelters in 2008 appear to have become homeless due to 
foreclosures, and most of them had been renters.81  Homelessness can 
impose psychological trauma on these former renters.  Families often must 
divide into various shelters or other living quarters, and parents can lose 
custody of their children.82 

It is possible that renters evicted due to foreclosure did receive some 
benefit from the high-risk mortgages that led to their evictions.  To the 
extent that more rental housing stock was built than a market of lower-risk 
mortgages would have created, rents may have been lower, and renting 
families may have had more housing choices.  But the reduction of rent 
and increase in choices, if they occurred at all, hardly seem to counter the 
costs imposed on tenants by foreclosure.  Moreover, the possible benefits 
of a market that provides risky mortgage loans to landlords are spread 
across the renting population, but only those renters whose landlords 
                                                                                                                          
Additionally . . . the vast majority of tenants do not realize they can sue their former landlords in Small 
Claims Court, without an attorney.  [Interview data suggests that] nearly 80 percent of renters lose their 
entire security deposit and roughly 15 percent receive some of their deposit and rent back.”). 

77 ROTHSTEIN, supra note 76, at 10. 
78 Id. at 11. 
79 Id. 
80 Stephanie Armour, More Families Move In Together, USA TODAY, Feb. 3, 2009, at 7A; see 

also Homeless Agencies Are Filling Up (ABC News television broadcast Oct. 27, 2008), available at 
http://abclocal.go.com/kabc/story?section=news/local/los_angeles&id=6473387. 

81 Wendy Koch, Cities See ‘Alarming’ Homeless Numbers, USA TODAY, Oct. 21, 2008, at 1A 
(attributing this statistic to the county coordinator to end homelessness). 

82 Chester Hartman & David Robinson, Evictions: The Hidden Housing Problem, 14 HOUS. 
POL’Y DEBATE 461, 468–69 (2003). 
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received mortgages that end in foreclosure suffer directly from those 
transactions.  Distributional fairness concerns aside, welfare losses are 
generally higher when losses are concentrated rather than spread.83  In the 
aggregate, renters are worse off when their landlords have access to risky 
mortgages than when their landlords do not. 

Foreclosures on both renter-occupied and homeowner-occupied 
housing impose social costs on immediate neighbors and communities 
more broadly.  Neighbors of foreclosed homes did not obtain mortgage 
proceeds and were not compensated for the risk that things would end 
badly for them too, yet they suffer financial losses and a decline in quality 
of life when houses in their midst are foreclosed upon.  Foreclosed-upon 
houses are frequently vacant for a period of time or even abandoned, and 
often are poorly maintained.  Unmaintained properties become eyesores, 
dilapidated physical dangers, and havens for crime and fire (due to arson, 
vandalism, and unintended fires started by squatters).  One study found 
that each 1% increase in a neighborhood’s foreclosure rate increased crime 
by 2.3%, ceteris paribus.84  Police report that vacant properties harbor 
“gang activity, drug dealing, prostitution, arson, rape, and even murder.”85   

Deteriorating neighborhood conditions, along with an increased supply 
of properties offered at a foreclosure-sale discount, depress the house 
values of all who live in the area.86  The effect is not only cumulative—
each nearby foreclosure pushes the price of a home down further—but 
persistent, as the effect lingers even a year after the foreclosed property is 
resold by the bank or other foreclosure purchaser to a new homeowner.87  
At the same time that their property values are declining, home and auto 
insurance rates for the families who remain in the neighborhood may go up 
due to the increased risk of crime and fire. 

Less tangible externalities are also inflicted on communities 

                                                                                                                          
83 GUIDO CALABRESI, THE COST OF ACCIDENTS: A LEGAL AND ECONOMIC ANALYSIS 39 (1970). 
84 See, e.g., Dan Immergluck & Geoff Smith, The Impact of Single-Family Mortgage 

Foreclosures on Neighborhood Crime, 21 HOUSING STUD. 851, 862–63 (2006) (“A one percentage 
point (0.01) increase in foreclosure rate (which has a standard deviation of 0.028) is expected to 
increase the number of violent crimes in a tract by 2.33 per cent other things being equal.”).   

85 William C. Apgar et al., The Municipal Cost of Foreclosures: A Chicago Case Study 10 
(Homeownership Pres. Found., Housing Fin. Policy Research Paper No. 2005-1, 2005), available at 
http://hpfonline.org/content/pdf/Apgar_Duda_Study_Full_Version.pdf. 

86 Estimates of the size of this effect vary considerably.  See, e.g., Campbell et al., supra note 31, 
at 20 (finding that properties within .1 mile of a foreclosed home decline in value by 7.3% on average 
using one estimation technique, and finding that properties within .05 mile decline in value by 1% on 
average using a different estimation technique); Anne B. Shlay & Gordon Whitman, Research for 
Democracy: Linking Community Organizing and Research to Leverage Blight Policy, 5 CITY & 
COMMUNITY 153, 162 (2006) (finding that properties within 150 feet of a foreclosed home decline in 
value by over 10%); Zhenguo Lin et al., Spillover Effects of Foreclosure on Neighborhood Property 
Values, 38 J. REAL EST. FIN. & ECON (forthcoming 2009) (finding that foreclosure lowers the market 
value of houses within .5 mile by 2% to 10%, depending on the time since the foreclosure and the 
distance from the foreclosed property). 

87 See Campbell et al., supra note 31, at 21–22. 
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experiencing foreclosures.  Neighbors lose the community networks that 
they had with the homeowner and renter families displaced by foreclosure.  
In neighborhood schools, the learning environment is disrupted not only 
for the students who are moved from school to school, but also for the 
students left behind and in the schools that experience an influx of 
displaced children.88 

Financially, local governments must pay direct and indirect costs of 
foreclosures, placing increased tax burdens on entire localities.  Direct 
costs can include the costs of inspecting properties, issuing code violation 
notices, performing repairs and clean up (removing trash, mowing the 
lawn), and securing buildings.  Localities  must also determine which 
properties have been abandoned and then sell them, or, if they are unsafe, 
condemn and demolish the buildings and then sell the lots.89  Legal costs 
are significant because the locality must give the foreclosure-sale owner 
the opportunity to challenge code violation citations and cannot condemn 
or demolish buildings without court proceedings.  One study that examined 
direct costs incurred by the city of Chicago on foreclosed properties in 
2002 found that if the property is continuously maintained, the cost to the 
locality is only about $30 in clerk expenses, but this cost rises steeply once 
vacancy sets in, and can reach $20,000 for a single demolished foreclosed 
property (provided there are no fires, which can impose thousands of 
additional dollars in costs).90   

Indirect costs borne at the local and state levels include expanded 
social services such as homeless prevention activities, increased costs of 
educating children uprooted by foreclosure or disoriented by the loss or 
gain of classmates, and added police and fire protection.91  State and local 
governments also bear the cost of an increase in work for the courts and 
law enforcement in cases requiring judicial foreclosures or evictions.  
Lowered property values, reduced revenues from local businesses that now 
have fewer customers, and a reduction in local employed residents can 
reduce the property, sales, and income taxes collected by the locality—the 
very source of funds communities need to clean up and secure vacant 
housing and combat crime.92  Abandoned properties can also create 
substantial unpaid public utility costs, such as water, gas, and electric 
bills.93 

Empirically, foreclosures tend to cluster in communities.  Nationally, 
one in nine dwelling units in the U.S. were vacant as of early 2009, but in 
                                                                                                                          

88 See Franke & Hartman, supra note 51, at 1–2. 
89 See, e.g., Apgar et al., supra note 85, at 10–11. 
90 See id. at 23. 
91 See id. at 10–11. 
92 See Kathleeen C. Engel, Do Cities Have Standing?: Redressing the Externalities of Predatory 

Lending, 38 CONN. L. REV. 355, 358–60 (2006). 
93 Apgar et al., supra note 85, at 22. 
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one housing development in a hard-hit community in California, only four 
of the forty houses were occupied.94  In a single cul-de-sac in Atlanta in 
late 2007, 22 of the 85 homes had been foreclosed upon and were vacant.95  
A senior vice president at Fifth Third Bank of Cleveland explains 
foreclosures’ devastating effects in that city: “We have found 
neighborhoods with abandoned homes, 200 at a shot.”96   

Third-party injuries are most severe where foreclosures are 
concentrated.  When a neighborhood experiences multiple foreclosures, the 
net effect can be a drastic reduction in the values of all the neighboring 
homes.97  If property values are pushed down far enough, homeowners 
stripped of equity cushions to tide them through temporary cash flow 
disruptions may themselves succumb to foreclosure, and this can create a 
downward spiral.  Lenders may refuse to lend, or may lend only at high 
prices, in that neighborhood.  Once a locality has a reputation for vacant 
property and crime, families and businesses are reluctant to relocate 
there.98  Some communities may not recover for a very long time. 

A recent New York Times editorial captures these negative externalities 
well: 

Across the United States, neighborhoods are littered with 
an estimated 900,000 vacant homes, the result of 
foreclosures, bank repossessions and abandonment. . . .  

Such blight is contagious.  Empty houses pose fire and 
health hazards, attract crime and prolong the housing slump 
by depressing the value of nearby homes and adding to the 
nation’s already bloated unsold inventory.  No one is 
immune.  Even if your neighborhood looks fine—and you are 
financially secure—foreclosures in your metropolitan area 

                                                                                                                          
94 Haya El Nasser & Paul Overberg, No One Home: 1 in 9 Housing Units Vacant, USA TODAY, 

Feb. 13, 2009, available at http://www.usatoday.com/money/economy/housing/2009-02-12-
vacancy12_N.htm. 

95 J.W. Elphinstone, After Foreclosures, Crime Moves In, BOSTON.COM, Nov. 18, 2007, http:// 
www.boston.com/news/nation/articles/2007/11/18/after_foreclosures_crime_moves_in?mode=PF. 

96 Barrie McKenna, From Feast to Famine: Farewell, Easy Credit, GLOBE & MAIL (Toronto, 
Can.), Mar. 17, 2007, at B4; see also Erik Eckholm, Foreclosures Force Suburbs to Fight Blight, N.Y. 
TIMES, Mar. 23, 2007, at A1 (citing estimate that 10,000 of Cleveland’s 84,000 single-family houses 
are empty, largely due to overly risky home loans). 

97 See Dan Immergluck & Geoff Smith, The External Costs of Foreclosure: The Impact of Single-
Family Mortgage Foreclosures on Property Values, 17 HOUSING POL’Y DEBATE 57, 57 (2006) (“Our 
most conservative estimates indicate that each conventional foreclosure within an eighth of a mile of a 
single-family home results in a decline of 0.9 percent in value.”); Jenny Schuetz et al., Neighborhood 
Effects of Concentrated Mortgage Foreclosures, 17 J. HOUSING ECON. 306, 306–07 (2008); Apgar et 
al., supra note 85, at 10 (explaining that concentrations of foreclosures lead to lower house prices 
throughout the neighborhood). 

98 See id. at 12 (“To the extent that the growth of foreclosures and resulting vacancies undermine 
the attractiveness of particular neighborhoods, the municipality may gain a reputation as not being a 
good place to live and work . . . .”). 
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mean less property tax revenue and, as the downturn deepens, 
less state sales tax revenue.  

If the hardest-hit communities do not get help soon, the 
damage may be irreparable.  Most foreclosed houses would 
sell eventually, but not in time to halt the decline in the 
quality of life that is already under way, or the fracturing of 
the areas’ tax base.99 

Risky mortgages produced some positive externalities, but again these 
seem small in comparison to the negative externalities.  Some communities 
may have benefited from risky mortgages, in that some new communities 
were built largely for buyers who were using risky mortgages.100  But the 
state and local government expenditures to build infrastructure (roads, 
schools, etc.) from scratch were likely significant, and their benefits have 
been experienced for only a short part of their expected lifespans.  These 
communities are quickly becoming ghost towns and imposing severe costs 
on the residents that remain as well as on neighboring areas.101   

More generally, the run-up in house prices in the 2000s is attributable 
in part to increased risky lending, because riskier lending allows borrowers 
to buy houses that are more expensive and therefore creates a market for 
sellers to sell houses at higher prices.  For a time, inflated house values led 
to higher property tax revenue, the spending of equity that homeowners 
pulled out of their homes generated increased sales tax revenue, and the 
housing construction boom created incomes and thus more income tax 
revenue for state and local governments.  But there do not appear to have 
been any significant, lasting benefits produced for communities by this 
revenue.  The bust produces more in costs than the boom produces in 
benefits. 

At the present time, mortgage foreclosures and risky mortgages 
outstanding are contributing to the credit crunch, with reverberating 
negative effects on businesses, households, and communities 

                                                                                                                          
99 Editorial, No One Lives There Anymore, N.Y. TIMES, Aug. 31, 2008, at WK9. 
100 The areas that experienced the most growth during the boom tend to feel the most pain when it 

ends.  Nevada—home to the quintessential boom town, Las Vegas—recently had the highest 
foreclosure rate in the country.  Steve Green, Nevada’s Foreclosure Rate Tops Nation Once Again, LAS 
VEGAS SUN, Feb. 12, 2009 (citing RealtyTrac statistics), available at http://www.lasvegassun.com/ 
news/2009/fed/12/foreclosures.  

101 See, e.g., Damien Cave, Florida’s Crossroads of Foreclosure and Despair, N.Y. TIMES, Feb. 
8, 2009, at A1 (describing how a once-booming exurb in Florida is now experiencing increased crime, 
job losses, a drop in school enrollment, and one in four residents receiving food stamps); Duane W. 
Gang, Health Worries: Abandoned Properties Lead to West Nile Fears, PRESS ENTERPRISE, June 20, 
2008, at A01 (describing efforts to control populations of mosquitoes that are breeding in swimming 
pools of homes abandoned to foreclosure); Wheel of Fortune, ECONOMIST, Feb. 7, 2009 (noting that the 
high influx of working class people during the boom years is transforming Nevada from a low-tax, low-
services state into one that will have to support a population with a greater need for public services, but 
with fewer resources to do so).  
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nationwide.102  But even before the credit crisis, the national foreclosure 
rate had risen steadily during the 1990s and early 2000s, as risk-based 
lending increased.103  The social costs of these foreclosures on neighbors, 
communities, and the country at large are plain evidence that the mortgage 
market needs to be corrected.  It appears that we are all worse off with the 
risky mortgages produced by the market than we would be without them. 

III.  HOW MUCH FORECLOSURE RISK WILL THE SUPPLY SIDE CORRECT? 

A.  Modern Lending Profit Models 

 1.  The Emergence of Modern Mortgage Lending 

Between the end of the Great Depression and the early 1990s, home 
loans were largely standardized instruments, effectively restricted in price, 
terms, and foreclosure risk.  The vast majority were structured as a cookie-
cutter product—the thirty-year fixed-rate fully amortizing uniform monthly 
payment mortgage.  Three primary factors limited the expected foreclosure 
risk of loans that creditors were willing and able to make: (1) legal 
constraints on loan prices and terms, (2) reputational concerns due to the 
structure of the banking industry, and (3) technological and informational 
constraints on underwriting.   

First, state and federal laws had a large effect on loan terms, which 
ultimately limited foreclosure risk.  The price of home loans was directly 
controlled by state usury limits and price caps on loans insured by federal 
programs, which in turn limited the amount of anticipated risk of default 
that a creditor would agree to bear.104  Federal law and the laws of most 
states also prohibited loan structures and terms that increased foreclosure 
risk, such as adjustable rate mortgages (ARMs), interest-only (IO) loans, 
balloons, negative amortization, and prepayment penalties.105 

Second, lenders were deterred from originating loans presenting a high 
                                                                                                                          

102 See Bernanke, supra note 30 (“Declining house prices, delinquencies, and foreclosures, and 
strains in mortgage markets are now symptoms as well as causes of our general financial and economic 
difficulties.”); Peter S. Goodman, Slump Moves from Wall Street to Main Street, N.Y. TIMES, Mar. 21, 
2008, at A1. 

103 Richard Deitz & Ramon Garcia, Examining the Rising Foreclosure Rate, THE REGIONAL 
ECONOMY, Spring 2003, at 1, available at http://www.newyorkfed.org/research/regional_economy/ 
upstate/spring2003.pdf; Dennis Hevesi, Jump in Subprime Loans Spurs Fight over Abuses, N.Y. TIMES, 
Apr. 25, 2003, at B10 (“[I]n the last nine years, despite a decrease of 20 percent in foreclosures on 
prime-rate mortgages, the national foreclosure rate has risen by 68 percent . . . .”). 

104 See, e.g., Cathy Lesser Mansfield, The Road to Subprime “HEL” Was Paved with Good 
Congressional Intentions: Usury Deregulation and the Subprime Home Equity Market, 51 S.C. L. REV. 
473, 480–81 (2000); Kerry D. Vandell, FHA Restructuring Proposals: Alternatives and Implications, 6 
HOUSING POL’Y DEBATE 299, 303–05 (1995) (presenting statistics on FHA market penetration and 
constraints on lending terms). 

105 See, e.g., KATHLEEN E. KEEST & ELIZABETH RENUART, THE COST OF CREDIT: REGULATION, 
PREEMPTION, AND INDUSTRY ABUSES § 3.10.1 et seq. (3d ed. 2005) (describing now-preempted legal 
restrictions on loan terms). 
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risk of foreclosure due to reputational concerns.  Lenders operated locally, 
extending credit to members of their own communities, and depended on 
their reputations to attract all lines of banking business.106  If one bank was 
foreclosing on a lot of loans, negative publicity could cause the bank to 
lose business, including deposits.  At the time, before securitization of 
mortgages and other debt instruments, deposits were the lifeline of the 
bank.107  A bank that lost deposits would become insolvent and fold in 
short order. 

Finally, foreclosure risk was limited by technological and 
informational constraints on underwriting.  In the time before computers, 
collecting, storing, accessing, and processing information was too 
expensive and time-consuming to allow creditors to forecast the risk and 
cost of future events that affect loan performance.  Without the ability to 
sort borrowers well by risk and cost of default, creditors could not price 
loans to account for this risk, and therefore rationed credit to only the most 
apparently creditworthy borrowers and priced credit using average cost 
pricing.108  To keep low-risk borrowers and avoid costly borrowers, 
creditors provided a below-market-clearing supply of credit at a below-
market-clearing price. 

This credit rationing model had serious drawbacks.  Some higher risk 
borrowers who were unable to borrow under this system would have been 

                                                                                                                          
106 Community banks today continue to follow this business model.  As a Washington Monthly 

article explains: 
In community banks, both borrower and lender maintained a serious stake in the 

long-term outcomes of their transactions. For deposits, the banks kept relying on the 
same people to whom they made loans…. Social pressure also helped to stave off 
predatory lending. When savers, borrowers, and lenders all live in the same 
community, lenders don’t write loans that amount to financial crack. They know 
their business depends on their good reputation.  

Phillip Longman & T.A. Frank, Too Small to Fail, WASHINGTON MONTHLY (Nov./Dec. 2008), 
available at http://www.washingtonmonthly.com/features/2008/0811.longman.html; see also Frank 
Langfitt, Community Banks Insulated From Financial Crisis, All Things Considered (NPR radio 
broadcast Oct. 7, 2008), available at http://npr.org/templates/story/story.php?storyId= 
95484254 (describing community bankers’ explanation that they did not make risky home loans 
because they are accountable to their depositors and borrowers, who are members of the same 
communities as the bankers, are shareholders in the bank, and sit on the banks’ boards of directors). 

107 See EDWARD M. GRAMLICH, SUBRIME MORTGAGES: AMERICAS LATEST BOOM AND BUST 13–
14 (2007). 

108 Joseph E. Stiglitz & Andrew Weiss, Credit Rationing in Markets with Imperfect Information, 
71 AM. ECON. REV. 393, 393 (1981) (explaining credit rationing in loan markets); see also Michael 
Klausner, Market Failure and Community Investment: A Market-Oriented Alternative to the 
Community Reinvestment Act, 143 U. PA. L. REV. 1561, 1565–68 (1995).  The story is, of course, more 
complex.  Rationing alone did not determine whether a loan was made—relationships, reputation, race, 
etc. also had an effect.  At the loan origination stage, these factors generally did not tend to increase 
risk of foreclosure, but instead dampened loan supply.  For loans that were originated, relationships, 
reputation, and race might influence the degree of work-out assistance or forbearance a lender would 
offer a defaulting borrower, and would affect foreclosure likelihood at that juncture.  See, e.g., 
STEPHEN ROSS & JOHN YINGER, THE COLOR OF CREDIT: MORTGAGE DISCRIMINATION, RESEARCH 
METHODOLOGY, AND FAIR-LENDING ENFORCEMENT 10 (2002) (analyzing loan discrimination in 
mortgage markets). 



 

1208 CONNECTICUT LAW REVIEW [Vol. 41:1177 

better off with a higher priced loan than not having a loan at all, despite the 
higher risk of foreclosure reflected in and caused by that higher price.109  
On the other end of the spectrum, some exceptionally low risk borrowers 
were overpaying for credit because the rationing price did not accurately 
reflect their true level of risk.  But the system was not all bad for 
borrowers.  Borrowers knew that they would be approved for loans only if 
their risk of default was low, and could therefore conveniently rely on the 
supply side to protect them from any significant risk of foreclosure.110 

All this has changed.  First, most legal constraints on home loan prices 
and terms effectively disappeared in the 1980s.  Usury laws and 
restrictions on mortgage loan structures and terms were effectively pre-
empted by federal law, and where not preempted, states passed parity laws 
so that state-chartered lenders could make loans with the same structures 
and terms offered by nationally-chartered lenders.111 

Second, structural changes in the banking industry in the 1990s 
reduced creditor reputational concerns.  Consolidation in the banking 
industry led to the emergence of large national bank holding companies.  
These companies could prevent their names from being associated with 
foreclosures by limiting riskier lending to their subsidiaries112 and by 
selling the servicing rights to loans at apparent risk of foreclosure to 
servicers that specialized in collecting bad mortgage debt.113  Once loans 
became securitized, lenders no longer had to rely on deposits because they 
received funds from the capital markets, and so reputation became less 
important for large national and regional banks.   

At first, these changes made little difference in foreclosure risk 
because the reputational concern was replaced by underwriting constraints.  
Securitization in the 1980s and into the 1990s was performed primarily by 
                                                                                                                          

109 See, e.g., Peter Chinloy & Nancy MacDonald, Subprime Lenders and Mortgage Market 
Completion, 30 J. REAL ESTATE FIN. & ECON. 153, 163–64 (2005) (arguing that some borrowers cut 
out of the market by credit rationing could benefit from subprime mortgage loans). 

110 See supra note 14. 
111 See, e.g., Mansfield, supra note 105, at 484–95; James J. White, The Usury Trompe L’Oeil, 51 

S.C. L. REV. 445, 445 (2000). 
112 For example, Citicorp has a prime lender subsidiary, Citibank, and a subprime lender 

subsidiary, Citifinancial.  Bank of America’s holding company once owned The Money Store, a 
subprime lender.  The public is largely unaware of bank holding company structures and therefore 
Citibank’s reputation does not suffer when Citifinancial forecloses on loans.  See Edward M. Gramlich, 
Remarks at the Financial Services Roundtable Annual Housing Policy Meeting, Chicago, Ill.: 
Subprime Mortgage Lending: Benefits, Costs, and Challenges tbl.4 (May 21, 2004), available at 
http://federalreserve.gov/boarddocs/speeches/2004/20040521/default.htm (demonstrating that in 2002, 
subsidiaries and affiliates of banks accounted for 47% of subprime originations). 

113 Fairbanks Capital Corporation, for example, was a servicer that did not depend on its 
reputation in the community or with borrowers, because its business came through loans it serviced for 
other lenders that had originated the loans.  See Complaint at 3–7, United States v. Fairbanks Capital 
Corp., No. 03-12219 (D. Mass. Nov. 12, 2003), available at http://www.ftc.gov/os/2003/ 
11/0323014comp.pdf (describing how Fairbanks serviced loans originated by other lenders, and also 
arguing that the unethical business practices of the company evidenced a general disregard for the well 
being of customers).  Borrowers usually believe their loan is owned by their servicer. 
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the GSEs, Fannie Mae and Freddie Mac, which, with significant 
government oversight and a public mission, limited foreclosure risk 
through their underwriting rules.  Once private label securitization took off 
in the late 1990s and early 2000s, the private investors funding mortgages 
did not place the same constraints on underwriting.114  The availability of 
funds from the capital markets meant that mortgage lending could be 
performed by non-depository lenders—mortgage companies that had little 
regulatory oversight and could disband if their foreclosure rates actually 
did affect their reputation sufficiently to drive away borrower business.115 

However, the key to the supply side’s willingness to make loans 
presenting an increased risk of foreclosure was technological change that 
took place in the 1990s.  Powerful computers, fast data transmission and 
processing, and cheap computer memory revolutionized lending.  The 
technology gave creditors the ability to price loans according to predicted 
risks, to structure loans in countless different ways, and to compensate for 
a variety of underwriting conditions.116  These advances allowed creditors 
to model borrower behavior so as to more accurately forecast loan 
performance using increasingly affordable automated underwriting.117  
Computer capacity allows creditors to employ multivariate objective risk 
modeling, taking millions of data points mined from past borrowers, their 
loans, and their personal and collateral characteristics to generate a 
constantly updated predictive tool that is more accurate and more sensitive 
to the interactions among variables than manual, subjective underwriting 
could ever be.118  Technological advances also facilitated the development 
of various financial hedging and risk-spreading tools necessary to manage 
risks posed to creditors that are not easily priced.119  In recursive fashion, 
technological changes not only allowed risky loans to be profitable, but 

                                                                                                                          
114 In response to Congressional and shareholder pressure to be more profitable, to preserve 

market share, and in the belief that the subprime loans they were making were helping low-income and 
minority borrowers become long-term homeowners, the GSEs also loosened underwriting standards, 
providing capital for loans presenting a higher risk of foreclosure than in the past.  See David Reiss, 
The Federal Government’s Implied Guarantee of Fannie Mae and Freddie Mac’s Obligations: Uncle 
Sam Will Pick Up the Tab, 42 GA. L. REV. 1019, 1039 (2008).  

115 By 2000, the market share of originations by nondepository lenders (mortgage companies) was 
about sixty percent, roughly paralleling the share of originations funded through the secondary market.  
Kent W. Colton, Housing Finance in the United States: The Transformation of the U.S. Housing 
Finance System 34 fig.6, 36 fig.8 (Joint Ctr. for Hous. Studies of Harvard Univ., Working Paper 02-5, 
2002), available at http://www.jchs.harvard.edu/publications/finance/W02-5_Colton.pdf. 

116 Each small change in one variable can be met by a change in another variable; for example, a 
high DTI ratio that might have led to a per se rejection using the old underwriting method can now be 
“outweighed” by a strong credit history, a low LTV ratio, high origination fees, or a high interest rate.  
For further explanation, see Willis, supra note 5, at 113.  

117 John W. Straka, A Shift in the Mortgage Landscape: The 1990s Move to Automated Credit 
Evaluations, 11 J. HOUSING RES. 207, 210–18.   

118 Cf. id.  at 219–23 & figs. 2 & 3 (observing that home loan underwriting by objective criteria 
outperforms subjective underwriting judgments).  

119 These are described infra. 
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also enabled private-label securitization of these mortgages.120  In turn, 
private-label securitization increased the supply of mortgage funds 
available for risky lending.121   

2.  Risk-Based Pricing  

“Risk-based pricing” thus emerged, although the name is misleading: 
what is priced is not only risks but also known and fairly predictable costs 
attendant to originating and servicing the loan.  (It would be more precise 
to call it “expected costs pricing,”122 but “risk-based pricing” is the name 
that stuck.)  Risk-based pricing is pricing that reflects, at least in theory, all 
the various costs and risks that can affect return, and which therefore 
should be reflected in the total price (interest and fees) of the loan, given a 
price-competitive market on the demand side and a return-competitive 
market on the supply side.  What are these risks that modern lending seeks 
to price?  The most significant are credit risk, prepayment risk, and interest 
rate risk. 

Credit risk is not only the probability of borrower delinquency and 
default, but also the likely recovery or loss caused by the delinquency or 
default.  For delinquency, this recovery or loss is dependent on any late 
fees imposed and collected by the creditor and the cost to the creditor of 
the delay in receipt of funds.  When a borrower defaults, the creditor can 
engage in a workout with the borrower or foreclose on the loan.  Absent 
restraints posed by reputational concerns, regulation, workout capacity, or 
contracts with investors,123 the lender will choose between a workout and a 
                                                                                                                          

120 See Michael LaCour-Little, The Evolving Role of Technology in Mortgage Finance, 11 J. 
HOUSING RES. 173, 192–94 (2000) (explaining that in the mid-1990s, e.g., computer processor 
conversion from 386 to Pentium chips reduced the secondary market’s valuation time for each home 
mortgage by a factor of ten and the advent of the Internet reduced the time and expense of 
securitization transactions).  

121 Kelly D. Edmiston & Roger Zalneraitis, Rising Foreclosures in the United States: A Perfect 
Storm, FED. RES. BANK OF KAN. CITY ECON. REV., 4th Qtr. 2007, at 115, 123, available at 
http://www.kc.frb.org/PUBLICAT/ECONREV/PDF/4q07Edmiston.pdf. 

122 Prices are determined by the creditor to account for not only the anticipated cost to the creditor 
created by the borrower’s risk of default, but also the cost presented by risk of prepayment, interest rate 
risk, origination costs, expected servicing costs, and the risk and cost presented by the collateral and 
loan structure.  See Richard Beidl & Craig Focardi, Part One: The Coming of Risk Based Pricing, 
MORTGAGE BANKING, May 2000, at 46, 48 (referring to this method of pricing as “attribute-based 
pricing”) (internal quotation marks omitted).  For example, if a loan is structured as an ARM tied to an 
index that tracks the cost of funds, then the risk of interest rate changes is passed on to the borrower, in 
theory allowing the creditor to charge a lower price because the creditor no longer bears the interest 
rate risk.  To the extent that borrowers bearing interest rate risk default at a higher rate, however, the 
ultimate pricing effects are less clear. 

123 For example, recent decisions of some lenders to engage in workouts rather than foreclose on 
the loans they hold in portfolio have been forced by court settlements.  See California v. Countrywide 
Financial Corp., Case No. LC083076 (Cal. Superior Ct, Los Angeles, N.W. Dist.) (Stipulated Judgment 
and Injunction) (forcing loan modifications instead of foreclosures for qualifying mortgages), available 
at http://news.lp.findlaw.com/hdocs/docs/2008-financial-crisis/20081020-countrywide-stipulated-
judgment-and-injunction.pdf.  Others have been forced by political pressure to engage in workouts.  
See The White House Blog, Help for homeowners, http://www.whitehouse.gov/blog/09/02/18/Help-
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foreclosure depending on which will produce a lower anticipated loss or a 
higher expected return.  Losses or gains from a loan after a workout 
depend on all the same factors that affect any loan’s performance.  Losses 
or gains from a default depend on the equity in the home at the time of 
foreclosure, the direction of house prices at the time, the cost of the 
foreclosure process, and the cost of carrying the real estate through the 
foreclosure process until sold.   

Prepayment risk is the probability and cost or benefit to the lender of 
prepayment.124  A loss is triggered when the borrower prepays the loan at a 
time when interest rates are decreasing, thus cutting off the interest income 
stream from the loan and freeing principal at a time when reinvestment 
opportunities for the lender offer lower returns.  When the lender has 
limited funds, a prepayment can benefit the lender when the borrower 
prepays at a time when the lender can reinvest the funds in a vehicle with 
returns sufficiently higher to cover the transaction costs to the lender of 
switching investments.  When unlimited funding is available from 
investors, however, the lender does not benefit from the prepayment 
because the lender can invest in the alternative vehicle even absent 
prepayment.  Prepayment penalties are a method of pricing prepayment 
risk for lenders and investors.125 

Interest rate risk is the probability that interest rates will change, and 
any loss or gain depends on how far and in which direction they change 
(which in turn affects both prepayment risk and default risk, as most 
borrowers are more likely to prepay when interest rates drop and more 
likely to default when interest rates rise).  Mortgage creditors with limited 
funds will not be able to take advantage of new investment opportunities 
when interest rates rise because their capital will be tied up with lower-
interest rate mortgages.  Conversely, creditors benefit from dropping 
interest rates because their mortgage investments become more valuable 
relative to other investments available, unless the effect is swamped by 
borrower prepayments. 

Loan structure and terms also affect return.  Prepayment penalties can 
increase default probability, because they effectively reduce the equity 
                                                                                                                          
for-homeowners/ (Feb. 18, 2009, 09:36 EST).  These have been outnumbered by decisions, primarily 
with respect to securitized loans, to foreclose even when a workout would be more profitable, decisions 
made in part due to lack of servicer capacity to handle workouts and lack of servicer contractual 
authority to engage in workouts.  See Alan White, Deleveraging the American Homeowner: The 
Failure of 2008 Voluntary Mortgage Contract Modifications, 41 CONN. L. REV. (forthcoming 2009).   

124 Some data suggests that foreclosure risk is not as important in determining loan profitability as 
prepayment risk.  See James W. Kolari et al., The Effects of Securitization on Mortgage Market Yields: 
A Cointegration Analysis, 26 REAL EST. ECON. 677, 690 (1998) (“Further results suggest that 
prepayment risk also had a moderate positive effect on yield spreads, while default risk normally had 
only a weak effect.”). 

125 This is not to say that this pricing mechanism produces a correct market from the perspective 
of consumers, but it is a method of achieving correct pricing from the perspective of lenders and 
investors.  
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borrowers can extract to tide them over during emergencies, and can force 
borrowers to default rather than sell their home when the sale price will not 
cover the prepayment penalty.126  But prepayment penalties can also create 
income to the lender or investor.  Balloon payments have an even larger 
effect on default, because borrowers cannot always line up financing when 
the balloon comes due.127  Mortgage price endogenously creates default 
risk.128  A family or landlord that could afford payments on a low-priced 
mortgage is less likely to be able to afford the monthly payments on a 
higher-priced loan, and therefore is placed at higher risk of default.   

Not all risks can be priced, and none can be priced perfectly because 
the future is always to some extent uncertain.  Sellers, therefore, also take 
steps to reduce, diversify among, and hedge against future risks.  Whether 
a risk is priced, reduced, managed through diversification, or hedged will 
depend on the relative accuracy and cost of using each of these tools.  For 
example, interest rate risk, when not moved to the borrower’s side of the 
ledger through an adjustable rate, is difficult to price because future 
interest rates are unpredictable, but creditors engage in hedging to manage 
this risk.   

Some risks, however, cannot be accurately priced, significantly 
reduced, or well-managed.  For example, the risk that regulatory changes 
will alter the income generated by the loan resists efforts at pricing.  
Geographical diversification can lower that risk somewhat, where the 
relevant regulation varies by state, but most mortgage regulation is at the 
federal level, and states usually follow one another rather than legislate 
entirely independently.  Lobbying expenses are arguably a method of 
minimizing regulatory risk and are ultimately covered by mortgage prices, 
but lobbying has success that does not vary in a neatly predictable way 
with costs.  Pricing macroeconomic conditions such as liquidity risk or 
unemployment rates not captured in measurements of the credit risk of the 
                                                                                                                          

126 See John Hechinger, Home Bound: Nasty Surprise Haunts Some Folks’ Mortgage: A 
Prepayment Penalty—It Stalls Refinancings, Sales for Subprime Borrowers, and Critics Take Aim—
Irbys Have to Sell, but Can’t, WALL ST. J., Aug. 1, 2001, at A1 (reporting stories of borrowers unable 
to sell or refinance due to prepayment penalties, and therefore forced to default).  For studies finding 
prepayment penalties associated with high default rates, see Michelle A. Danis & Anthony Pennington-
Cross, The Delinquency of Subprime Mortgages, 60 J. ECON. & BUS. 67, 79 (2008); Ding et al., supra 
note 60, at 16; Roberto G. Quercia et al., The Impact of Predatory Loan Terms on Subprime 
Foreclosures: The Special Case of Prepayment Penalties and Balloon Payments, 18 HOUSING POL’Y 
DEBATE 311, 313, 317, 338 (2007).  But see Mayer et al., The Rise in Mortgage Defaults, 23 J. ECON. 
PERSPECTIVES 27, 37 (2009) (citing studies finding prepayment penalties do not increase default risk). 

127 See Quercia et al., supra note 126, at 313 (noting balloon payments can force more 
refinancining and additional fees and charges). 

128 See Kirstin Downey, Disparities Found in Sub-Prime Lending; Data Show African Americans, 
Hispanics Pay More to Borrow for Home, Refinance, WASH. POST, Apr. 11, 2005, at A02 (quoting 
Wharton School Professor Susan M. Wachter explaining that the higher prices of nonprime loans both 
“respond to risk and create risk”); Gerardi & Willen, supra note 59, at 17 (“[I]nterest rates in the 
subprime market are often significantly higher than rates in the prime market . . . [this] results in higher 
payments, which, in turn, increase[s] the likelihood of default.”). 
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borrower is not yet possible to do well, and lenders have developed few 
alternatives to deal with these risks, as is evident in the mortgage market 
today.  When a risk cannot be priced or otherwise managed, the limits of 
the risk-pricing model are reached. 

Borrower credit risk is perhaps the most predictable of risks to the 
lender, which may account for why risk-based pricing is most strongly 
associated with a move by lenders to lend to a less creditworthy market—
the subprime market.129  Risk-based pricing has allowed creditors to lend to 
borrowers who were previously rationed out of the market because lenders 
can now charge increasingly individualized, risk-based rates rather than a 
single uniform rate for each loan product.130  But the potential to predict 
borrower delinquency and default and engage in fine-grained risk-based 
pricing may not be realized when (a) the cost of gathering the information 
needed to set the price remains high or (b) the return on this cost remains 
low.  Credit reporting agencies may not have dossiers on consumers who 
have not been part of the traditional credit market, and so these consumers 
may continue to be rationed out of the market rather than qualifying for 
risk-priced loans.131  At the other end of the spectrum, the cost to the 
creditor of risk-based pricing in the prime market today appears to be 
rarely worth the added returns to be garnered thereby, and so within the 
prime market, lenders continue for the most part to engage in average cost 
pricing.132   

But the cost of collecting, storing, and analyzing more and more credit-
risk data is inexorably decreasing.133  The observable result, as theory 
                                                                                                                          

129 Although, as noted above, the removal of most legal constraints on home loan prices and terms 
and the reduction in reputational concerns of large lenders also facilitated the move to originating loans 
with a higher risk of default. 

130 A 2003 American Bankers Association report explains:   
[O]ver two decades ago, Joseph Stiglitz and Andrew Weiss demonstrated that it 

was rational for lenders to ration credit where they could not accurately identify the 
riskiest borrowers. . . .  With the development and refinement of credit scoring 
techniques, lenders are now able to classify borrowers by their risk characteristics 
and thus are able to price their loans accordingly.   

Willis, supra note 5, at 721 n.36; cf. Richard Berner, Financial Obligations—Misleading Metrics? (Jan. 
27, 2006), http://www.morganstanley.com/views/gef/archive/2006/20060127-Fri.html (“Lenders’ use 
of credit scoring and risk-based pricing made them more confident about managing and being rewarded 
for a riskier portfolio, and has effectively increased the supply of credit. . . . To be sure, those factors 
increase lenders’ risks, but they also have boosted lenders’ returns.”). 

131 See Klausner, supra note 13, at 1567–68 (theorizing that the costs of acquiring information 
about potential borrowers in low income areas may lead lenders to rationally forgo such lending 
opportunities).  Discrimination wrought by redlining and the subjective judgment of loan underwriters 
in the old world of mortgage credit can thus infect the new world, even as objective credit modeling 
creates the possibility of greater fairness in access to credit. 

132 Pricing varies by product structure, e.g., fixed rate or an indexed adjustable rate, 15- or 30-year 
term, and loan type, e.g., purchase money, refinance, or FHA, but for each combination of these the 
corresponding price is charged to all prime borrowers.   

133 It is estimated that computer processing power doubles every two years.  This idea is known as 
Moore’s Law, in honor of Intel Corp. co-founder Gordon E. Moore, who first made the observation in 
1965.  Moore stated “[t]he complexity for minimum component costs [had] increased at a rate of 
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would predict, has been a move toward risk-based pricing and away from 
credit rationing.  When subprime lending began in the 1990s, pricing 
between prime and subprime lending was discontinuous, but what is now 
called Alt-A lending began to fill the void.134  Definitions of subprime and 
Alt-A are not precise, uniform, or stable.135  As the Comptroller of the 
Currency noted last year, “certain loans in one lender’s subprime book may 
be another bank’s Alt-A.”136  Risk-based pricing, in its teleological form, 
will create continuous prices and therefore distinctions between prime, Alt-
A, and subprime loans will have decreasing relevance. 

For the supply side, the key is balancing costs, risk, and return.  As 
explained by a former chief economist at Freddie Mac, looking at 
mortgage lending from the supply side: “Note that it is the balance that 
matters.  Minimizing risk is not an obviously desirable goal.”137  Rather 
than making only low-risk, low-return mortgage loans, this lending profit 
model allows for making loans posing various probabilities of foreclosure.  
The trick is to structure and price loans so as to produce a return with an 
associated risk that the lender or an investor is willing to take.   

3.  Pool-Based Profitability 

Balancing costs, risk, and return is not easy, as lenders and investors 
today can attest.  All of the factors that affect return interact, making 
predictions tricky.  No risk can be perfectly priced down to the individual 
borrower.  But given that portfolio lenders lend over a portfolio and that 

                                                                                                                          
roughly a factor of two per year,” and he anticipated that rate to continue.  Gordon E. Moore, 
Cramming More Components Onto Integrated Circuits, ELECTRONICS, Apr. 19, 1965, available at 
http://download.intel.com/museum/Moores_Law/Articles-Press_Releases/Gordon_Moore_1965_ 
Article.pdf.  In 2003, Moore predicted that this rate would increase for at least another decade, and 
possibly longer.  Michael Kanellos, Moore’s Law to Roll On for Another Decade, CNET NEWS, Feb. 
10, 2003, http://news.cnet.com/2100-1001-984051.html. 

134 See Joseph Nichols et al., Borrower Self-Selection, Underwriting Costs, and Subprime 
Mortgage Credit Supply, 30 J. REAL EST. FIN. & ECON. 197, 215 (2005) (describing separating 
equilibrium); John Kiff & Paul Mills, Money for Nothing and Checks for Free:  Recent Developments 
in U.S. Subprime Mortgage Markets 3 (Int’l Monetary Fund, Working Paper WP/07/188, 2007) 
(describing Alt-A lending as filling the “gray area” between prime and subprime lending).  Alt-A 
lending was sometimes called A-minus or AA lending.    

135 Alt-A was at first used to refer to lending to borrowers with prime credit scores but some 
unusual element to their application that presented a modicum of increased credit risk and therefore 
increased the loan price.  Some sources refer to Alt-A loans as synonymous with “no-doc” or “low-
doc” loans—loans with reduced underwriting documentation requirements.  E.g., Chris Isidore, “Liar 
loans”: Mortgage Woes Beyond Subprime, CNNMONEY.COM, Mar. 19, 2007, 
http://money.cnn.com/2007/03/19/news/economy/next_subprime/index.htm?postversion=2007031917.  
Others use Alt-A to refer to a broader group of loans.  E.g., ZELMAN ET AL., CREDIT SUISSE, 
MORTGAGE LIQUIDITY DU JOUR: UNDERESTIMATED NO MORE 11, 16–17 (2007), http://billcara.com/ 
CS%20Mar%2012%202007%20Mortgage%20and%20Housing.pdf. 

136 John C. Dugan, Comptroller of the Currency, New Comprehensive OCC Report on Mortgage 
Performance, Remarks before the American Securitization Forum 4 (June 11, 2008), available at 
http://www.occ.treas.gov/ftp/release/2008-65a.pdf. 

137 Robert Van Order, On the Economics of Securitization: A Framework and Some Lessons from 
U.S. Experience 21, n.26 (Ross Sch. of Bus., Working Paper No. 1082, 2007). 
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investors invest in securities backed by a pool, the predictions do not have 
to be accurate for each loan.  Rather, loans must be structured and priced to 
cover costs over the portfolio or pool of loans.   

For example, if a portfolio consists of 100 identical loans, ninety-nine 
of which produce a net five percent return over one year and one of which 
goes into foreclosure and imposes a five percent loss, the net return on the 
portfolio for that year is 4.9%.138  As explained by an Executive Vice 
President at Standard & Poor’s (S&P):   

When an issuer comes to us with a pool of subprime loans to 
be used as collateral for an RMBS [residential mortgage 
backed securities] transaction, S&P is well aware, of course, 
that all of this collateral is not likely to perform from a 
default perspective like ‘AAA’ [low-risk] securities.  
Nonetheless, the pool of collateral loans will yield some 
amount of cash, even under the most stressful of economic 
circumstances.139   

Pooling not only reduces the precision with which individual loans 
must be priced to generate a profit, but also facilitates the diversification of 
some risks and the use of credit enhancement tools.  By gathering loans 
from various loan originators into a single securities pool, geographical 
diversification can spread the risk of local economic downturns, such as 
the closure of a plant that is a major employer in a locality.  Loans carrying 
a high risk of foreclosure (or other risks, such as prepayment) can be 
placed in a securities pool along with some form of credit enhancement 
(such as insurance or extra collateral), and so long as the cost to the 
creditor of the credit enhancement is lower than the cost of the realized 
losses due to foreclosures (or prepayments), the risky loans will be 

                                                                                                                          
138 Lack of price shopping by borrowers can also facilitate risky lending.  When low-risk 

borrowers agree to take high-priced mortgages and these mortgages are held in the portfolio of a lender 
that also makes high-risk loans, the high-risk loans can be underpriced to the high-risk borrowers and 
the portfolio will still turn a profit.  See Orson Aguilar & Len Canty, Wall Street Must Share Housing 
Pain, AM. BANKER, Dec. 7, 2007, at 17 (citing studies finding that over half of borrowers with high-
priced subprime loans may have been eligible for low-priced prime loans); see also Willis, supra note 
5, at 754–806 (explaining why borrowers in the nonprime market often do not shop for the lowest-
priced home mortgage). 

139 Vickie A. Tillman, Executive Vice President, Standard & Poor’s Credit Mkt. Servs., 
Testimony Before the Senate Banking, Housing & Urban Affairs Committee (Sep. 26, 2007) at 19, 
available at http://banking.senate.gov/public/_files/ACF75B8.pdf (emphasis in original document 
omitted).  This is not unlike credit card lending models that target borrowers who have recently 
declared bankruptcy; high-risk, high-fee credit card lending is lucrative when the fees and interest 
collected cover the losses the lender has on some uncollectible accounts.  For a description of how 
high-risk credit card companies target distressed and recently bankrupt consumers, see Ronald J. Mann, 
Bankruptcy Reform and the “Sweat Box” of Credit Card Debt, 2007 U. ILL. L. REV. 375, 379 (2007) 
(arguing that “because lenders have less incentive to limit the costs of financial distress than they did 
under prior law, the [Bankruptcy Abuse Prevention and Consumer Protection] Act will encourage them 
to rely increasingly on business models that depend on distressed borrowing”). 
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profitable to the creditors.   
S&P explains how the process works when it is functioning as it 

theoretically should, meaning absent inaccurate predictions about loan 
performance:  

[I]f our analysis of a particular collateral pool’s expected 
performance indicates that the pool would need 30% credit 
enhancement to support an ‘AAA’ rating, the issuer would 
have to have 30% additional collateral above and beyond the 
value of the securities issued in order for the securities issued 
by the pool to have enough credit enhancement for an ‘AAA’ 
rating.  To put it in more concrete terms, if the pool was 
comprised of, for example, $1.3 million in collateral, it could 
only issue $1 million in ‘AAA’ rated securities in this 
scenario.  This way, if the collateral performs poorly—and 
thirty percent in losses is very poor performance—there will 
still be sufficient collateral to cover losses incurred upon loan 
defaults. . . . Thus, it is not the case that through 
securitization, poor credit assets magically become solid 
investments.  Rather, it is because, in our example, a pool has 
$1.3 million in collateral to support $1 million in securities 
that it may receive an entirely appropriate ‘AAA’ rating on 
those securities.140 

Securitization generally increases the supply and lowers the cost of 
mortgage funds because it takes a stream of payments over a long time 
period carrying a variety of risks to be sliced and diced to investors that 
have a variety of investment time horizons and degrees of risk tolerance.141  
It also increases liquidity for creditors, because, at least when the market is 
functioning correctly, securities can be more easily bought and sold than 
individual loans.  This makes funding mortgages more attractive for 
investors, further increasing the supply of mortgage credit.  Securitization 
with credit enhancements increases the supply of mortgage credit even 
further, at least when the credit enhancements are calculated accurately, 
because many investors are limited by law to investing in AAA-rated 
securities.  

Securitization requires the use of third-party servicers, because tax 
rules prohibit the securitization trusts which hold the mortgages from 

                                                                                                                          
140 Tillman, supra note 139, at 20. 
141 For a detailed description of the mortgage securitization process, see Kurt Eggert, Held Up in 

Due Course: Predatory Lending, Securitization, and the Holder in Due Course Doctrine, 35 
CREIGHTON L. REV. 503, 535–45 (2002); Kathleen C. Engel & Patricia A. McCoy, Predatory Lending: 
What Does Wall Street Have to Do with It?, 15 HOUSING POL’Y DEBATE 715, 718 (2004), available at 
http://www.mi.vt.edu/data/files/hpd%2015(3)/hpd%2015(3)_article_engel.pdf; Christopher L. 
Peterson, Predatory Structured Finance, 28 CARDOZO L. REV. 2185, 2191–2213 (2007). 



 

2009] WILL THE MORTGAGE MARKET CORRECT? 1217 

actively managing those same mortgages.142  The use of third party 
servicers has both lowered the prices of mortgages and in some cases 
increased the incidence of foreclosure.  Due to economies of scale, large 
servicers can service loans at lower cost than small servicers.143  Third-
party servicers can have a significant effect on the probability that a loan 
will foreclose.144  They can, when adequately staffed and given incentives 
and the freedom to do so, help keep borrowers out of foreclosure through 
forbearance plans and work-outs.145   

But when securities derived from a single loan pool have varying 
maturities, priority, and income sources, investors in the pool will have 
different interests when it comes to loan servicing practices.  A short-term 
bondholder might prefer a foreclosure to a workout on a nonperforming 
loan, where the foreclosure produces a higher short-run return, at the 
expense of the long-term bondholders.  An investor in a derivative backed 
by interest would prefer that a workout reduce principal, whereas the 
holder of a principal-backed bond would prefer a workout that reduces 
interest and leaves the principal intact.  An investor in a higher-rated 
tranche could be indifferent between a workout and a foreclosure where 
neither will affect its return, but when the pool has suffered sufficient 
losses that lower tranches and credit enhancements have been depleted, 
that investor will suddenly have a preference.  Due to these conflicts of 
interest, servicers are bound by servicing contracts that constrict servicer 
flexibility in offering workouts to defaulting borrowers.  This increases the 
risk of foreclosure because sometimes a loan may generate a higher return 
from a workout than it would from a foreclosure, yet the servicer will 
foreclose anyhow.   

The effect in the market of risk-based pricing and pool-based 
profitability is that, unless better investment opportunities draw capital 
elsewhere, loans presenting a high risk of foreclosure will be funded.  For 
example, a group of investors that fund 1000 loans presenting a low risk of 

                                                                                                                          
142 26 U.S.C. § 860F(a)(2)(C) (2006); see also Kurt Eggert, Limiting Abuse and Opportunism by 

Mortgage Servicers, 15 HOUSING POL’Y DEBATE 753, 754 (2004), available at http://papers.ssrn.com/ 
sol3/papers.cfm?abstract_id=992095 (explaining why securitization leads to third-party servicer 
agreements). 

143 Marina Walsh, The 2007 Servicing Operations Study, MORTGAGE BANKING, Sept. 1, 2007, at 
fig. 4, available at http://www.accessmylibrary.com/coms2/summary_0286-33006770_ITM. 

144 MICHAEL A. STEGMAN ET AL., TECHNOLOGY IS MAKING PREVENTATIVE SERVICING EVEN 
SMARTER, BUT THE AFFORDABLE SECTOR LENDING IS LAGGING, CENTER FOR COMMUNITY 
CAPITALISM, THE FRANK HAWKINS KENAN INSTITUTE OF PRIVATE ENTERPRISE AT THE UNIVERSITY 
OF NORTH CAROLINA AT CHAPEL HILL 3 (2006), available at http://www.kenan-flagler.unc.edu/assets/ 
documents/ki_CCC_PreventiveServicing.pdf (concluding that borrower default probabilities vary 
significantly across servicers). 

145 Amy Crews Cutts & Richard K. Green, Innovative Servicing Technology: Smart Enough to 
Keep People in Their Houses? 1–2 (Freddie Mac, Working Paper No. 04-03, 2004) (finding “strong 
support that recent changes in mortgage servicing policies and tools for resolving problem loans have 
reduced costs and helped keep delinquent borrowers in their homes”). 
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foreclosure can increase returns by funding another 200 loans presenting 
an intermediate risk of foreclosure and another 50 loans presenting a high 
risk of foreclosure.  All that is required is for the 1250 borrowers 
collectively to pay high enough prices to cover any losses that remain after 
foreclosure sales, provided that sufficient proportions of the price the 
borrowers pay and/or the foreclosure sale proceeds are passed to the 
investors.   

Recent underpricing of risk to the supply side demonstrates that risk-
based pricing is as yet not very accurate, even at the level of a portfolio or 
pool.  But risk-based pricing models will improve, as more data is amassed 
and better technological tools for Bayesian updating of model assumptions 
evolves.  Competition for investor funds will force lenders to price pools of 
loans better.146 

B.  Supply-Side Limits on Foreclosure Risk 

 1.  Recent Failures of Modern Lending Profit Models 

Many investors in mortgage-backed securities and lenders holding bad 
loans or forced to repurchase bad loans are suffering today from 
foreclosure rates well beyond their predictions.  Further, this is happening 
in a climate in which foreclosures are costly due to high loan-to-value 
ratios, declining home values, low demand for foreclosed homes, and low 
interest rates on alternative investments.  Risk of losses to these parties on 
mortgages originated in the 2005 to 2007 time period clearly was 
underpriced.  Why?  A number of factors in the 2000s caused a serious 
divergence between modern lending profit models and real world lending 
activity, and the supply side lost control.  Misaligned incentives, lack of 
transparency, and overly-rosy model assumptions, none of which were 
effectively constrained by regulators or market forces, formed the core of 
the problem.147   
                                                                                                                          

146 To the extent that borrowers engage in competitive price shopping, they too will push lenders 
toward greater and greater accuracy in individual loan prices charged to borrowers.  The more 
individuated and accurate the pricing, the more competitive a lender can be.  Given competitive price-
shopping by borrowers, a lender that can distinguish a low expected cost Loan A from a medium 
expected cost Loan B from a high expected cost Loan C will outperform the lender that lumps them all 
together as forming a pool of medium expected cost.  The first lender can offer a lower price to the 
borrowers of Loan A, and take the Loan A market share.  The second lender will charge the borrowers 
of Loan C too little, both because the second lender will have no A Loans in its pool and because it will 
charge Loan B prices for high cost C Loans.  If the second lender increases its prices to account for its 
poor ability to differentiate loans by risk (expected costs), it will also cede the Loan B market share to 
the first lender, which can offer lower prices on the B Loans.  However, quite a number of barriers 
prevent borrowers from shopping for the best price—including, as explained below, the fact that many 
are confused about mortgage loan prices—and therefore it is unlikely that they will exert much pressure 
on lenders to price individual loans accurately.  For a full exposition of the reasons many borrowers do 
not price shop, see Willis, supra note 5, at 754–806. 

147 Macroeconomic factors also played a role, such as cheap credit, employment volatility, and 
household expense volatility (especially for health care), but these factors are generally outside both 
 



 

2009] WILL THE MORTGAGE MARKET CORRECT? 1219 

Misaligned incentives and resultant fraud were rampant.  Brokers, loan 
officers, and bank managers had incentives to make loans regardless of 
risk.  Brokers and loan officers were paid close to the time of origination 
based on loan volume and price, regardless of loan performance.  With 
incentives for high volume and high prices and no penalties for poor loan 
performance, and a limited supply of low-risk mortgages to be made, 
brokers and loan officers sold borrowers loans that were likely to become 
unaffordable, and therefore to end in foreclosure or prepayment.   

Lenders would write the standards for their loan programs based on 
instructions from the securities underwriters that structured the securities 
pools into which they planned to sell the loans.  Loan officers and brokers 
would then find the “soft spot” in the loan program—if the program 
required only a particular credit score and loan-to-value ratio, the product 
would be sold to borrowers with good scores and low LTVs but who could 
not obtain a loan from other lenders because they lacked income or had 
high debt-to-income ratios.148  When brokers and loan officers could not 
find borrowers that met program parameters, some fabricated underwriting 
documentation—with varying degrees of assistance from the borrowers—
to meet the requirements.149   

Bank managers at both traditional depository lenders and mortgage 
banks were well aware of these activities, and had incentives to allow them 
to flourish.  Mortgage bank managers sought to make and sell a high 
volume of loans quickly—each sale generating capital to continue 
lending—and had little reason to avoid risky loans.  Although forced to 
buy back some loans that did not perform,150 mortgage banks could absorb 
these losses for some time, given sufficient additional loan volume.  From 
the viewpoint of the investor, mortgage banks’ risky lending formed a sort 
of Ponzi scheme.  When liabilities for bad loan buybacks became high 
enough, the music stopped and these banks declared bankruptcy; but 
instead of disgorgement and prison sentences, the managers for the most 

                                                                                                                          
risk-pricing and credit-rationing models for determining whether and at what price to originate a 
mortgage.  Rather, for securities backed by risk-based priced loans, the rating agencies would use 
historical data about macroeconomic factors to predict loan pool performance under various conditions, 
awarding AAA ratings to those pools or tranches thereof, that would perform well even under 
depression conditions, and lower ratings for pools or tranches that would perform well under a variety 
of less stressful macroeconomic conditions. 

148 See Kurt Eggert, The Great Collapse: How Securitization Cause the Subprime Meltdown, 41 
CONN. L. REV. (forthcoming 2009). 

149 For example, brokers and lenders operated “art departments” to white out borrower incomes 
on applications and W-2s and replace them with higher numbers and to forge borrower signatures.  
Chris Arnold, Former Ameriquest Workers Tell of Deception (NPR radio broadcast May 14, 2007), 
available at http://www.npr.org/templates/story/story.php?storyId=10165859.   

150 Contractual agreements with lenders sometimes required lenders to buy back any loans that 
defaulted within the first six months (so-called early payment defaults) or when investors discovered 
that loan information provided to them was inaccurate. 
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part have been able to keep their loot, protected by the corporate form.151   
For loans held in portfolio, depository bank managers sought loan 

volume that would generate apparent profits on bank balance sheets and 
thus annual bonuses for the managers.  Where the annual rewards were 
large enough and where other bank managers were taking the same risks, 
bank managers had little reason to worry about whether the loans would 
continue to perform well in future years.  Some traditional lenders have 
also gone through the depository institution version of bankruptcy—FDIC 
takeover or forced sale to a larger institution—and while some bank 
managers have lost their jobs, they have not been required to pay back their 
bonuses from past years.  Managers at those institutions rescued by 
taxpayer funds have not had to pay for the losses they have caused.  
Securities underwriters152 were well aware of the activities of bank 
managers, loan officers, and brokers, yet had incentives to ignore risk and 
encourage others to do the same.  Like brokers, they were paid up front, 
and therefore had no incentive to worry about future performance.  
Underwriters had every incentive to gather as much loan volume and sell 
as much securities volume as possible.  Because only a limited supply of 
mortgages that pose a low risk of foreclosure could be found, they actively 
sought risky loans to place in securities pools.  They downplayed the 
riskiness of the loans, however, so as to obtain high bond ratings and 
attract investors.      

Third parties intended to put a check on fraud and over-valuation of 
houses and of securities—appraisers and rating agencies—were corrupted.  
Appraisers and rating agencies had incentives to inflate house values and 
bond ratings.  Appraisers knew they needed to report house values that 
brokers needed to get loans originated and that a lower appraisal would 
cause the broker to shop for another appraiser.  Even if just a few 
appraisers were susceptible to that pressure, all houses became overvalued 
because appraisers look to comparable recent sale prices to assess property 
values.  Ratings agencies knew that if they did not award the AAA ratings 
that the underwriter bringing them the rating business wanted, the 
underwriters would move their business to other ratings agencies.153   
                                                                                                                          

151 See, e.g., Final Report of Michael J. Missal, Bankruptcy Court Examiner at 531–32, In re New 
Century TRS Holdings Inc., No. 07-10416 (Bankr. D. Del., Feb. 29, 2008), available at 
http://www.klgates.com/FCWSite/Final_Report_New_Century.pdf (describing how officers of New 
Century were unjustly enriched by receiving bonuses they did not earn, and outlining possible courses 
of action to recover those bonuses).  

152 I use “underwriter” to refer collectively to the entities that set up investment trust vehicles to 
hold pools of mortgages and to issue securities, structure the securities and obtain ratings for them, and 
arrange for the trust to buy mortgages and sell the securities to investors.   

153 SECURITIES & EXCHANGE COMM’N, SUMMARY REPORT OF ISSUES IDENTIFIED IN THE 
COMMISSION STAFF’S EXAMINATIONS OF SELECT CREDIT RATING AGENCIES 26 (2008), available at 
http://www.sec.gov/news/studies/2008/craexamination070808.pdf (describing email among employees 
of ratings agencies as stating that, for example, “aspects of the firm’s ratings methodology would have 
to be revisited to recapture market share from [a] competing rating agency” and quoting another email 
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Perhaps the plainest example of the perverted incentives at every level 
were “no-doc” and “low-doc” loans.  Loans with little or no loan 
documentation routinely stated inflated values for income and assets, and 
understated expenses and liabilities.154  Brokers and loan officers knew it 
and shuttled borrowers who would not fit into other loan programs into 
these loans.  Bank managers and securities underwriters knew it, as well, 
with the latter instructing the former to eliminate documentation, where the 
true information was worse than the implicit assumptions that underwriting 
models would make in predicting loan performance.155  Ratings agencies 
knew it, and rated securities backed by mortgages about which the 
agencies had limited information.   

These loans were priced a bit higher to compensate for the added risk 
inherent in having borrowers, in effect, doing their own loan 
underwriting.156  But portfolio lenders and investors ultimately learned that 
these premiums were not high enough to cover the added risk of losses 
posed by these loans.  Risk-based pricing is predicated on sufficient 
information to price costs and risks well.  Without information, credit must 
be rationed.157  Arguably, these loans do not represent the failure of risk-
based pricing, but the absence of it.  Only a set of actors looking to 
generate loan volume without concern for loan performance would make 
these loans.   

Once a loan was originated, servicers that received late fees and 
foreclosure fees as compensation had an incentive to run up late fees and 
put borrowers into foreclosure, both of which increase the probability of a 
completed foreclosure.  The caveat here is that sufficient equity must 
                                                                                                                          
as stating “[w]e are meeting with your group this week to discuss adjusting criteria for rating [mortgage 
backed securities ratings] this week because of the ongoing threat of losing deals.”). 

154 See ZELMAN ET AL., supra note 135, at 4 (about half of subprime mortgages originated in 2005 
and 2006 were based on reduced documentation of borrower income and assets); id. at 5 (citing 
evidence that for 60% of loans made on the basis of stated income, the income stated in the application 
was inflated by more than 50%). 

155 Statement of Alan White, Connecticut Law Review Symposium (Nov. 14, 2008).   
156 Where a borrower provides no documentation, the borrower is doing his or her own 

underwriting—deciding whether he or she can afford the loan, rather than giving documentation of 
income, assets, and liabilities that would allow the lender to do the underwriting.   

These reduced documentation programs were ostensibly designed for borrowers who could not 
document income and assets yet were likely to repay their mortgages, such as immigrants without the 
right to earn income in the U.S., self-employed tax-evaders, or those who sought to hide their assets 
(for example, from spouses or non-mortgage creditors).  They were also used to sell loans to borrowers 
who wanted to avoid the “financial strip search” of full documentation underwriting, due to fear and 
embarrassment about poor credit history.  See Willis, supra note 5, at 775 (noting that to spare 
borrowers the “financial strip search,” lenders offer loans requiring little or no documentation of the 
borrower’s financial condition, but which rely on high prices and equity in the home to cover the risk of 
default).  If these loans had been made to only these sorts of borrowers, a small price increase might 
have covered the increased risk.  However, their use then expanded even to borrowers who were 
willing and able to provide documentation, but who the supply side could move more quickly into a 
mortgage without spending the time to do documented underwriting.  

157 See supra Part III.A.1–2 (explaining credit rationing lending models and risk-based pricing 
lending models). 
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remain in the home for the servicer to recover these fees if the loan does 
foreclose.  During the time period when home prices were rising, servicers 
increased their own compensation by, for example, failing to timely credit 
borrower payments and under-escrowing for taxes and insurance so that 
borrowers would face sudden large payment demands that they could not 
meet.158  Borrowers who could manage to eventually meet the payment 
demands would also pay late fees and possibly foreclosure fees directly to 
the servicer; those who could not manage paid these fees indirectly through 
home equity taken by the servicer at foreclosure sale.  Without regulator 
action or borrower lawsuits, the market alone provided insufficient 
incentive for servicers to minimize foreclosure risk.    

Thus, while risk to the ultimate portfolio lenders and investors who 
own the loans which are now defaulting at tremendous rates was 
underpriced, not all players on the supply side lost money on these loans.  
Moreover, the prices paid by some borrowers were not necessarily lower 
than a market with better information about default risk, prepayment risk, 
and interest rate risk would have produced.  Loans can be properly 
priced—or even overpriced—for borrowers159 at the same time that they 
are underpriced for portfolio lenders or they form the asset pool backing 
securities overpriced for investors.160  Brokers, loan officers, appraisers, 
bank managers, mortgage and depository banks, underwriters, rating 
agencies, and servicers siphon off money paid by borrowers (as cash or 
through home equity collected at foreclosure) before what remains of those 
funds reach portfolio lenders or investors.  A broker might sell a borrower 
an overpriced loan, take a whopping yield spread premium, and pass on a 
loan underpriced relative to the risk it poses to the lender.  A mortgage 
bank might sell overpriced loans to borrowers, take substantial origination 
fees, and then sell them into a pool which will generate overpriced 
securities sold to investors.  A servicer might collect inflated foreclosure 
fees, leaving few or no proceeds for the investor or portfolio lender after a 
foreclosure sale.  

Lack of transparency facilitated the self-serving actions of supply-side 
players that led to losses for many investors.  Information was lost at each 
step of the process.  Borrowers did not report everything about their lives 
that could affect loan performance to the broker or loan officer who sold 

                                                                                                                          
158 See, e.g., Complaint at 5–7, United States v. Fairbanks Cap. Corp., No. 03-12219SDPW, 2004 

WL 3322609 (D. Mass. May 12, 2004); Schaffer v. Litton Loan Servicing, LP, No. CV 05-07673  
MMM (Ctx) (C.D. Cal. 2007) (order granting class certification) (describing various improprieties and 
potentially fraudulent activities of the defendant loan servicer, including charging inappropriate late 
fees), available at http://www.lieffcabraser.com/pdf/20070730-litton-order.pdf. 

159 A price-competitive market would have made these loans available to borrowers at the same or 
lower fees and interest rates.   

160 There were investments available on the market presenting the same risk of loss and variance 
that would have generated greater expected returns. 
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them the mortgage, and sometimes misreported.  Brokers and loan officers 
did not report all information they had about factors that could affect loan 
performance to the banks on behalf of which they sold the mortgage, and 
sometimes misreported.  The same was true for appraisers, banks, 
underwriters, and so on up the line.  Investors and ratings agencies 
typically received aggregate pool statistics and loan underwriting 
guidelines, but neither loan-level data nor aggregate data on exceptions 
made to the underwriting guidelines made it up the chain.  Investors and 
ratings agencies did not audit loans and without loan-level data, they could 
not have done so even if they had wanted to.   

On the other hand, investors and ratings agencies did not demand 
greater transparency or the power to audit individual loans.  Each player 
gave only limited information to the next, but each player was only asked 
for limited information.  With incentives at every stage between the 
borrower and the investor or portfolio lender to generate loan and 
securities volume quickly, no one wanted to spend the time and money 
needed to amass, give, receive, or use more detailed information.  
Moreover, for reasons of both privacy and time, borrowers preferred to 
provide as little information as possible.  

Why did investors buy securities backed by loans produced by a series 
of conflicted agents?  Why did they accept limited information and fail to 
audit the process?  Those investment managers who were investing other 
people’s money (pension funds, local governments) were protected from 
liability so long as they bought AAA-rated securities, and so had no 
incentive to look beyond the ratings.  The less information they had 
beyond those ratings, the better insulated they would be from liability 
should an independent analysis of that information later indicate that the 
investment was a poor one.   

Those investors investing their own money faced a collective action 
problem; no one investor had sufficient incentive to monitor brokers, 
lenders, underwriters, appraisers, or rating agencies, although all would 
have benefited from doing so.  Some investors also trusted the system that 
produced the ratings, or, facing the daunting prospect of independently 
monitoring the quality of the securities, convinced themselves to trust the 
ratings agencies.  Further, investors tend to treat past returns as indicators 
of future performance, no matter how many times we are all told not to do 
so, and while the bubble was building, the securities were generating 
profits for investors.161   

Finally, some investors were knowingly speculating.  Federal Reserve 
Bank researchers have determined that it was possible to use information 
available at the end of 2005 to see that the riskiness of mortgage loans 
                                                                                                                          

161 Donald C. Langevoort, Selling Hope, Selling Risk: Some Lessons for Law from Behavioral 
Economics About Stockbrokers and Sophisticated Customers, 84 CAL. L. REV. 627 (1996). 
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originated in the prior five years had been increasing each year, and that 
while loan price had increased somewhat, it was not increasing as fast or as 
far as loan risk required.162  Yet so long as house prices continued to rise, 
losses would not be realized.  Investors may have planned to exit before 
house prices stopped rising, but many failed to time their exit correctly.   

Overly-rosy mortgage loan and securities performance model 
assumptions and blind trust in the results generated by the models also 
contributed to the failure of risk-based pricing models to predict loan and 
securities performance well.  These were caused in part by misaligned 
interests and lack of transparency, but would likely have been a problem 
even in a world of faithful agents and complete information.  All of these 
models depend on past data to predict future performance, but while the 
models can be continuously updated, the mortgage loan price is set at the 
time it is originated.  

Moreover, risk-based pricing of a single mortgage against a 
background of a world moving toward greater use of risk-based pricing is 
different than risk-based pricing against a background of credit-rationed 
mortgages.  For example, risk-based pricing drives up property values 
because it allows borrowers to take larger loans (at a higher price) than the 
borrowers could have received in a system of credit rationing.  With more 
mortgage credit available for borrowers to spend, sellers can charge higher 
house prices and still find willing buyers.  The inflationary effect of risk-
based pricing on house prices is not unlimited, and should stop once prices 
re-equilibrate to the supply of credit available in a risk-based pricing 
system rather than a credit rationing system.  But the computer models 
look only at the existing data, so rising home prices became an assumption 
used in the computer models.  This assumption worked well for a while, 
and borrowers unable to afford their mortgages were able to successfully 
sell or refinance, so the data further confirmed the assumption.  But the 
models did not predict when the boom would stop. 

The models also did not predict the bust—the credit constriction, the 
fall in house prices, the unemployment caused by sudden excess capacity 
in the building and lending sectors and the drop in state tax revenues—or 
the increase in foreclosure rates caused by the bust.  Credit rationing 
models do not predict busts either—witness the Great Depression—so this 
failing is not unique to risk-based pricing models.  Even so, that the risk-
based pricing models underpriced the probability and extent of supply-side 
losses attendant to the foreclosures happening today points to a limit to the 
capabilities of risk-based pricing. 

Despite the fact that experts merely made educated guesses as to what 
assumptions to feed computer models, trust in those models was very high, 
                                                                                                                          

162 Yuliya Demyanyk & Otto Van Hemert, Understanding the Subprime Mortgage Crisis 32–33 
(Working Paper, 2008), available at http://ssrn.com/abstract=1020396. 
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with lenders, underwriters, and rating agencies taking advantage of 
opportunities to tweak the models even further.  But even the most 
objective of modelers could never foresee the future perfectly.  Risk-based 
lending models do not promise to get every prediction right, even over a 
portfolio or a pool.  On the other hand, the supply side now has more 
information about when the models fail and can adjust expectations 
accordingly. 

2.  The Correction  

The losses borne by investors and portfolio lenders will, once the 
current crisis has passed, result in changes in their operations that will 
correct the market from their perspective.163  Three types of changes are 
most obvious.  First, compensation structures of various actors will be 
altered so as to keep individual incentives more closely aligned with the 
interests of those on the supply side who provide capital and bear the risk 
of losses.164  Second, the transparency of origination, underwriting, 
securitization, and servicing will increase (through, for example, the 
exchange of loan-level data) and these processes will be audited more 
carefully, where the benefits of doing so outweigh the costs.  Third, 
underwriting quality will improve, both because better information will be 
used (due to increased transparency and auditing and more conservative 
macroeconomic predictions) and because the technology that enables 
transparency, auditing, and modern underwriting will evolve.  These 
changes will bring the practice of risk-based pricing into closer alignment 
with the theory of risk-based pricing. 

These changes will not eliminate all loans at high risk of foreclosure, 
but will price them more accurately and eliminate structures or terms that 
cannot be priced well.165  Low-doc, no-doc, and stated-income loans would 
largely disappear even absent recent changes in regulations by the Federal 
Reserve Board effectively prohibiting these loans, because without 
information about borrower income, expenses, liabilities, and assets, the 

                                                                                                                          
163 Collective action problems on the supply side could require legislative fixes, and so the supply 

side of the market alone is unlikely to correct itself unaided by the state.  But whether through changes 
in legislation or in operations, the supply side is likely to substantially correct from its viewpoint, 
meaning that in the future, investors will generally benefit from their investments in mortgage 
securities and lenders will generally profit from their loan portfolios. 

164 Some of this will not be possible for the market to perform alone.  For example, because 
depositors provide the capital for some loans, and because the U.S. Treasury bears the risk of most 
losses of that capital through federal deposit insurance, legal changes will be required to keep 
depository institution incentives better aligned with that of the Treasury.  See, e.g., Andrey Pavlov & 
Susan M. Wachter, The Inevitability of Market-Wide Underpricing of Mortgage Default Risk, 34 REAL 
ESTATE ECON. 479, 494 (2006) (arguing that deposit insurance combined with the current system of 
rewarding bank managers for short-term gains regardless of long-term risks and losses inevitably leads 
to the underpricing of depository institution lending risk).  

165 Securities structures that cannot be priced well will also be eliminated, but changes such as this 
on the supply side, which do not affect loan foreclosures, are beyond the scope of this Article. 
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market cannot price these loans well.166  The regulations will help the 
market make risky loans by providing the market with information needed 
to price the risk better.167   

These changes to correct the market from the supply side’s viewpoint 
will increase the cost of lending broadly—administering new 
compensation structures will carry a cost, information exchange and 
auditing is costly, and developing better underwriting will take time and 
money.  On the other hand, better underwriting will also facilitate greater 
individuation of loan pricing, which should lower the net cost of funds for 
loans where the cost of such individualized pricing is low enough.168  
Increased accuracy in the supply side’s accounting and pricing for its risk 
of financial losses also will result in fewer loan pools receiving 
investment-grade ratings.  Given that many institutional investors are 
restricted by law from making non-investment-grade investments, this will 
lower the supply of capital to fund riskier lending, and increase the price of 
these loans.  In sum, the supply of risky loans will decrease and the price 
of these loans will increase.    

But will the new supply curve equilibrate to produce mortgages 
presenting the correct level of foreclosure risk for households and 
communities, such that they are better off with the loans?  While the 
supply side of the market will place limits on the riskiness of home 
mortgages even without changes in legal regulation, it would be a strange 
coincidence if these limits were at the correct level of foreclosure risk for 
households and communities.169  There are at least two reasons why this is 
so. 

First, because the supply side has only money at stake, each mortgage 
has the same value to any lender or investor that owns the loan.  Not so for 
the demand side.  To see why this matters, take three loans carrying the 
same expected return for the lender, originated to three different borrowers.  
                                                                                                                          

166 See 73 FED. REG. 44522, 44603 (to be codified at 12 C.F.R. §§ 226.34(a)(4) & 226.35(b)(1)), 
available at http://edocket.access.gpo.gov/2008/pdf/E8-16500.pdf (requiring creditor to verify 
borrower income, assets, and financial obligations using documentation of these prior to originating 
home mortgages above particular price thresholds).  But even before these regulations will become 
effective, brokers and originators that were dependent on a high volume of “borrower-underwritten” 
originations were put out of business by the market.  See, e.g., Julie Creswell & Vikas Bajaj, Home 
Lender Is Seeking Bankruptcy, N.Y. TIMES, Apr. 3, 2007, at C1 (claiming that New Century failed due 
to a spike in loan defaults and a loss of confidence among patrons on Wall Street).  

167 The legal changes will also help smoke out lenders that violate existing law by originating 
loans with the intent that the terms of the loan contract will not be met and the borrower will default, so 
this backstop will be strengthened, but will still require borrowers to pursue the cases, even though they 
have just lost their homes to foreclosure and have other things to worry about. 

168 See, e.g., Michael Collins et al., Exploring the Welfare Effects of Risk-Based Pricing in the 
Subprime Mortgage Market 4–7 (Joint Ctr. for Hous. Studies of Harvard Univ., Working Paper BABC 
04-8, 2004), available at http://www.jchs.harvard.edu/publications/finance/babc/babc_04-8.pdf 
(describing the benefits of more finely grained risk-based pricing over crude credit rationing).   

169 This is not to say that credit rationing produced loans presenting the correct level of 
foreclosure risk for households and communities; there is no reason to think that it did. 
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In a market that is correctly pricing risk for the supply side, the lender will 
make all three loans.  But the risk posed to borrowers or their renters or 
communities by these loans could be very different.  If one borrower is a 
landlord-investor, the cost of foreclosure for the landlord will be direct 
financial costs and effects on future credit availability, and the effects on 
the tenants living in the home will be the financial, emotional, and other 
nonfinancial costs discussed above.  If another borrower is a single person, 
the cost of foreclosure will be financial and credit availability effects along 
with personal nonfinancial costs of foreclosure described above.  If the 
third borrower is a family with children, the cost will be financial, credit 
availability, and personal nonfinancial costs, but these nonfinancial costs 
will be much larger because they will affect more people.  Community 
impacts of each of these foreclosures will vary depending on the volume of 
foreclosures in that community and the resources of the community to 
maintain vacant property and limit social costs such as increased crime. 

For the supply side, all three loans produce the same expected return, 
and, if priced correctly, are part of a pool of loans that will produce net 
positive returns.  For the landlord-investor, the mortgage may be welfare-
increasing, when all costs and benefits are considered, but for that 
landlord’s renters, the mortgage might not be welfare-increasing.  For the 
single person, the mortgage might be welfare-enhancing, but for the family 
the mortgage might not be.  For all of these mortgages, a foreclosure would 
impose social costs on the community.  But the supply side has no reason 
not to offer these mortgages to the landlord, the single person, and the 
family, given that they produce the same expected return for the lender.    

Second, given that the supply side has tools that decrease its risk of 
losses without decreasing the risk of foreclosure, and given that the use of 
these tools will often be more cost-effective than reducing the risk of 
foreclosure, the supply-side limits are likely to be at a much higher 
probability of foreclosure than would be correct from the viewpoint of 
households and communities. 

What are these supply-side limits on foreclosure risk?  They will vary 
over time depending on: (a) the state of various technologies necessary to 
reduce, manage, hedge, and price risk well; (b) supply-side beliefs about 
borrower equity and future cash flow; and (c) the availability of other 
investment opportunities offering higher returns, lower risk, or both.   

Depending on the cost of reducing foreclosure risk and losses likely to 
be imposed on the supply side by a foreclosure, the supply side may find it 
cheaper to accept foreclosure losses than to reduce foreclosure risk.  
Neither perfect transparency in origination, underwriting, securitization, 
and servicing, nor perfect auditing of these are cost-effective.  Some loans 
will continue to be made based on fraudulent information that increases 
their risk of foreclosure.  Some loans will continue to be made that present 
a high amount of risk but in a way the lender does not expect, and is 
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therefore not accounted for in the lender’s underwriting.  Some loans with 
a higher risk of foreclosure than accounted for in investor models will slip 
undetected into loan pools.  Some servicing practices that increase risk of 
foreclosure will continue to take place, despite investor or lender attempts 
to detect and deter them.  The quantity of these risky loans will depend on 
the marginal cost of increasing transparency and auditing versus the 
marginal benefit to the supply side of doing so, and the former will be 
dictated by the state of technology at the time. 

Where it is more cost-effective to reduce supply-side losses by pricing 
loans higher rather than by increasing transparency and auditing that 
decrease foreclosure risk, the supply side will increase loan price instead.  
But there are ultimately some limits on how high a loan price can be 
charged.  Lenders (with sufficient monitoring to ensure that they are acting 
in the best interests of investors) will only extend mortgages where they 
expect to receive returns from a combination of loan price and equity at 
foreclosure.  Because recent experience shows that prior underwriting 
models did not get the combination of loan price and home equity right, 
lenders will require increased equity in the property, higher origination 
fees (when rolled into the loan these require additional equity; when paid 
up front they require borrower cash), and/or higher interest payments.  

Borrowers have limited equity, limited up-front cash, and limited 
ability to meet monthly payment demands.  If a loan is likely to foreclose 
quickly due to a high borrower debt-to-income ratio, for example, the 
lender will demand either increased equity or more up-front cash, which 
means that borrowers without that equity or cash will not be sold the loan.  
Because there is a limited supply of borrowers who possess a sufficient 
stock of equity, up-front cash, and/or ability to meet future monthly 
payments, this will set the supply side’s limit on the amount of foreclosure 
risk it will take.  Or rather, supply-side beliefs about borrowers’ equity and 
future cash flow—beliefs that will be updated by recent experience and 
more conservatively predicted in lender models—will set the outer limits 
on the level of foreclosure risk that lenders will be willing to make. 

Some evidence that this risk level is quite high can be found in recent 
experience.  Lenders and investors were making lots of money even on 
loan pools with very high foreclosure rates before the 2007–2009 
foreclosure surge.  As early as 2001, some securitized subprime loan pools 
had foreclosure rates as high as almost twenty-eight percent.170  But 
investment in mortgage-backed securities went up every year between 
                                                                                                                          

170 Predatory Lending Practices: Hearing Before the H. Banking and Financial Servs. Comm., 
106th Cong. 385 (2000) (statement of Cathy Lesser Mansfield, Associate Professor of Law, Drake 
Univ.).  The loans in the particular pool examined were originated in 1998 and examined in 2000, 
meaning that in about two years these loans were already failing at these rates.  See id. (indicating that 
the total default and foreclosure rate on the pool was 27.93%).  The loans were originated by WMC 
Mortgage, at the time, a major wholesale lender.  Id.   
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2001 and 2006.  Investors in the mortgage-backed securities market were 
aware that subprime loans with high LTVs were becoming riskier every 
year from 2001 to 2006, and they successfully demanded that lenders 
increase the interest rates on these loans to account for some of the 
increased risk they would be taking on by investing in pools backed by 
these loans.171  Although the risk on loans in the later pools was 
underpriced, lenders and investors were drawn to these investments 
precisely because they had been so profitable in the late 1990s and early 
2000s, despite high foreclosure rates on loans in the pools.  

Finally, the amount of money investors are willing to put in the 
mortgage market will affect foreclosure risk.  If other investments credibly 
promise higher returns with lower risk, capital will flow to those 
investments, and few mortgage loans will be made at any level of risk.  
Investors looking for low-risk, AAA-rated investments will fund low-risk 
loans if these are equally or more lucrative than other low-risk AAA-rated 
investments.  Investors looking for higher risk and higher return will fund 
mortgages posing a high risk of foreclosure only if the risk of losses to the 
investor is no higher than the risk of losses posed by investments offering 
comparable returns.  The capital bounds on risky mortgage credit will vary 
as other investment opportunities come and go. 

In sum, although we can expect changes in the market to reduce lender 
and investor losses, and to reduce foreclosure risk somewhat, the supply 
side is likely, at least in some economic environments, to continue to offer 
loans that are overly-risky from the perspective of households and 
communities.  Assuming that capital is made available, lenders will again 
be willing and able to make loans that are overly-risky from the point of 
view of households and communities.  Unless borrowers refuse these 
mortgages, a market that prices risk well for the supply side will continue 
to leave homeowner and renter households and communities worse off 
with the mortgages they, their landlords, and their members receive than 
those households and communities would have been without those 
mortgages. 

IV.  DEMAND-SIDE BARRIERS TO MARKET CORRECTION 

A.  Homeowner Borrowers  

Economic theory does not suppose that markets correct solely from the 
supply side.  The demand side must identify the quality, features, and 
prices of products available in the market and purchase those products, and 
only those products, that satisfy consumers’ needs and wants within those 

                                                                                                                          
171 See Demyanyk & Van Hemert, supra note 162, at 29, 38–39 (asserting that “lenders were to 

some extent aware of high LTV ratios being increasingly associated with risky borrowers”). 
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consumers’ budget constraints.  Consumers never perform their demand 
function perfectly because transaction and information costs always 
impede efforts to locate the best product at the best price.  But beyond 
these imperfections and absent market failures, consumer market 
transactions are premised on the core assumption that consumers 
understand products and their own needs and wants well enough to 
generally avoid transactions that make them worse off.   

Yet there are many reasons to think that when it comes to home 
mortgages, borrower households can determine neither the risk of 
foreclosure presented by the transaction nor their own risk preferences.  
Recent news reports heighten the salience of foreclosure risk, but knowing 
about this risk in the abstract does little to help households when they are 
deciding whether and which mortgage to take.  

What prevents borrowers from accounting in their loan decisions for 
the probability of foreclosure posed by a mortgage loan and the particular 
costs a foreclosure would impose on their households?  First, many 
borrowers ignore foreclosure risk in their borrowing decisions.  Second, for 
those borrowers who attempt to account for foreclosure risk, widespread 
decisionmaking biases cause many to underweight this risk.  Third, the 
underlying calculations that would need to be performed to arrive at an 
accurate determination of whether the benefits of a loan outweigh the costs 
(including the probabilistically-weighted cost of foreclosure) are 
intractable for even the most sophisticated, diligent, and unbiased of 
decisionmakers. 

Not all borrowers will underweight foreclosure risk, and not all who 
underweight it will suffer any ill consequences.  Some borrowers will 
overweight foreclosure risk and will decline a mortgage even when the 
benefits would have outweighed the costs.  But that borrowing households 
might on average arrive at the correct weighting of foreclosure risk does 
not lead to a correct market.  Unlike the supply side, households do not 
receive the average of a pool of households’ returns on their mortgage 
decisions. 

Many borrowers will not experience foreclosure or the threat of 
foreclosure, and therefore their failure to consider it or to weight it 
adequately will not cause harm.  This is true even for borrowers for whom 
the probability of foreclosure, ex ante to the transaction, was high, if 
foreclosure did not come to pass.  But for many of those who experience 
foreclosure or the threat of foreclosure after a short duration of 
homeownership or as a consequence of extracting equity from the home, 
the mortgage transaction has left them worse off than they would have 
been without it.172   
                                                                                                                          

172 Examining the question from a purely ex ante perspective—deeming a mortgage transaction 
efficient if a well-informed borrower would have taken it—is a logical construct, but cannot be what 
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1.  Failing to Account for Foreclosure Risk  

Although foreclosure risk might appear to be one of the more 
important considerations in mortgage decisions, many borrowers do not 
even attempt to take foreclosure risk into account, for at least five reasons.  
First, people ignore what they do not know, even when they know they do 
not know it, and borrowers do not know how much foreclosure risk they 
face.  Second, the high price of risky mortgages does not signal to 
borrowers that the loan carries a high risk of foreclosure.  Third, people 
routinely ignore low-probability high-cost risks, and foreclosure is such a 
risk.  Fourth, the American tendency towards overoptimism and 
overconfidence leads some borrowers to deny any susceptibility to 
foreclosure.  Finally, consumers typically consider only a short list of costs 
and benefits in making decisions, particularly high-stakes, stressful 
decisions, and foreclosure risk is one cost that is unlikely to be on many 
borrowers’ short lists. 

  a.  Ignoring the Unknown  

Borrowers do not know their own mortgage’s probability of 
foreclosure.  To determine foreclosure probability, borrowers would need 
to know the amount, variance, and elasticity of their households’ regular 
and irregular income and expenses (including mortgage expenses), as well 
as their households’ emergency resources.  Few people can predict any of 
these for any particular family, including their own, very accurately.173  
Borrowers would then need to take this data and transform it into a 
probability estimate, a skill even risk-based computer pricing models 
struggle to do.   

When faced with a lack of the knowledge that is needed to make 
independent, rational decisions, people have a number of options, from 
searching for more information to relying on experts to employing the 
precautionary principle.  Information search is costly and the returns are 
unknown ex ante, providing a reason not to engage in it.  Finding an 
expert, particularly one who does not have a conflict of interest,174 is also 
costly, and again the returns are uncertain.  Employing the precautionary 
                                                                                                                          
society means by a correctly functioning market.  What information a “well-informed” borrower has is 
indeterminate ex ante, given that whether the benefits of obtaining more information and the skills to 
understand it and then using that information in the pre-decision period outweigh the costs of doing so 
will never be known ex ante.  If information that is sought and used is so poor that millions of loan 
transactions decrease welfare ex post, the market is not functioning correctly.  See also supra note 17.   

173 As discussed above, the supply side also cannot predict affordability and foreclosure or 
prepayment probability for any single mortgage transaction well, but has the potential to predict these 
risks for a pool or portfolio of loans much better.  See supra Part III.A.3. 

174 Although brokers and loan officers are frequently turned to as experts, they have conflicting 
financial interests to originate loans of the largest size and at the highest rate as quickly as possible, and 
therefore may provide biased estimates of foreclosure risk.  See Willis, supra note 5, at 798–806 
(discussing the conflict of interest between loan sellers and borrowers). 
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principle, assuming a worst-case scenario when faced with uncertainty and 
catastrophic consequences, would imply never taking a mortgage, and 
therefore provides no guidance to households seeking to determine which 
mortgage to take and when to take it.   

Without sufficient understanding of an aspect of a decision, an easier 
path is to simply ignore that aspect.  People frequently take this path, with 
the result that their decisions are affected neither by the missing 
information nor by the fact that the information is missing.175  The more 
difficulty consumers have evaluating any particular factor in making a 
decision, the more likely they will ignore that factor.176  The probability of 
foreclosure is just such a feature of a consumer’s loan decision—difficult 
to evaluate, and therefore ignored.  Some consumers making mortgage 
decisions are unaware of their own ignorance of foreclosure risk and others 
are aware of their ignorance.  In either case, ignoring the missing 
information is a common response. 

  b.  Failure of High Price to Signal Foreclosure Risk 

Nor does the high price of a risky mortgage177 consistently nudge 
borrowers to consider foreclosure risk, at least not directly, because loan 
price does not signal loan risk to many borrowers.  The problem is two-
fold.  First, many borrowers understand the financial prices of mortgages 
only dimly, and therefore when offered a loan do not know whether it is 
relatively high-priced.178  Loan prices are expressed in fees, interest rates, 
and annual percentage rate (APR).  Less than ten percent of recent home 
mortgage purchasers in one survey understood the concept of APR.179  
Many consumers treat percentage figures as integers, and therefore fail to 
appreciate the significant price differential between, for example, 8% and 
                                                                                                                          

175 The failure to seek information or compensate in decisionmaking for a lack of information is 
called “omission neglect.”  E.g., Frank R. Kardes et al., Debiasing Omission Neglect, 59 J. BUS. RES. 
786, 786 (2006).  Consumers frequently rely on the information they can easily ascertain in forming 
their assessment of a product and may neglect the fact that key information is missing.  See id.  
Omission neglect is less likely when the consumer knows the product type well and the decision 
context provides reference points that highlight the missing information, but mortgage transactions are 
infrequent enough and the stacks of paper imposing enough that omission neglect is likely.  

176 The tendency to ignore factors in a decision that are difficult to assess is called the 
“evaluability bias.”  Christopher K. Hsee, The Evaluability Hypothesis: An Explanation for Preference 
Reversals Between Joint and Separate Evaluations of Alternatives, 67 ORGANIZATIONAL BEHAV. & 
HUM. DECISION PROCESSES 247, 255–56 (1996).  People consider aspects of the decision that are easier 
to evaluate, analytically or emotionally, and ignore or only weakly weigh less-evaluable—even if more 
important—aspects. 

177 For a loan that is particularly likely to be unaffordable, and thus presents a high risk of 
prepayment or foreclosure, lenders usually must charge a high price to compensate for the costs of 
originating, securitizing, and potentially foreclosing on the loan.  As explained above, for the market to 
work correctly on the supply side, risk must be priced well.   

178 I have explained this at length elsewhere and only summarize a few points here.  See Willis, 
supra note 5, at 751–806. 

179 Jinhook Lee & Jeanne M. Hogarth, The Price of Money: Consumer Understandings of APR 
and Contract Interest Rates, 18 J. PUB. POL’Y & MARKETING 66, 70 (1999). 
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10%, because both 8 and 10 as integers seem small.180  Fees on mortgages 
individually can be small, and borrowers often fail to sum them to perceive 
the whole fee price tag.181  Finally, even borrowers who understand the 
price of their own loan must then compare it to the prices being given to 
others to know that their loan price is relatively high.  Given that interest 
rates change daily, this comparison is difficult to perform.182  Other 
common reactions to the mortgage decision process described further 
below can also cause borrowers to fail to appreciate that the lender has put 
a high price tag on the mortgage.183 

Second, borrowers who do understand that their loans are relatively 
expensive do not interpret price as a signal of risk.  A persistent consumer 
belief is that price signals quality, or “you get what you pay for.”184  
Consumers are particularly likely to rely on high price as a signal of 
quality when they have not yet had personal experience with the product.185  
Unless its terms are identical to the terms of a mortgage a consumer has 
had in the past, any particular mortgage is one with which a consumer does 
not yet have experience.  A price for a mortgage, however, bears an inverse 
relationship to its risk of foreclosure, and thus in some sense its quality.  
This is true not only because the higher foreclosure risk calls for the supply 
side to charge higher prices to cover higher expected costs, but also 
because, as explained above, high prices endogenously create risk.186   

This was not always true.  Before risk-based pricing, loans were priced 
according to average expected costs and did not vary by borrower.  In the 
credit rationing model, the origination decision rather than the price 
reflected the underwriter’s judgment about, among other things, risk of 
foreclosure.  Some consumers today appear to understand the mortgage 

                                                                                                                          
180 STANISLAS DEHAENE, THE NUMBER SENSE: HOW THE MIND CREATES MATHEMATICS 88 

(1997); Enrico Rubaltelli et al., Numerical Information Format and Investment Decisions: Implications 
for the Disposition Effect and the Status Quo Bias, 6 J. BEHAV. FIN. 19, 21 tbl.1, 23 (2005). 

181 See, e.g., Jack Guttentag, What are Mortgage “Junk Fees”?, Jan. 16, 2007, available at 
http://www.mtgprofessor.com/a%20-%20settlement%20costs/what_are_junk_fees1.htm (“Lenders are 
not required to itemize their charges . . . Most of the . . . industry itemize because they believe that they 
can extract more in total from the borrower that way . . . . Lenders who itemize reduce their 
vulnerability to comparison shopping.  Itemization shifts the consumer’s attention away from total fees, 
which is the only number that matters in shopping alternative lenders, and induces borrowers to focus 
their attention on the validity of individual charges.”). 

182 Susan E. Woodward, Consumer Confusion in the Mortgage Market 8 (Sand Hill Econometrics, 
July 2003), available at http://www.sandhillecon.com/pdf/consumer_confusion.pdf (explaining that 
mortgage brokers are forbidden by contract from showing borrowers lender loan pricing sheets). 

183 See infra Part IV.A.2.a.  
184 Eitan Gerstner, Do Higher Prices Signal Higher Quality?, 22 J. MKTG. RES. 209, 209 (1985) 

(citing studies finding that “consumers indeed believe that high prices are indicators of better quality, a 
belief that ‘you get what you pay for’”); Jukti K. Kalita et al., Do High Prices Signal High Quality? A 
Theoretical Model and Empirical Results, 13 J. PRODUCT & BRAND MGMT. 279, 279 (2004). 

185 See Kyle Bagwell & Michael H. Riordan, High and Declining Prices Signal Product Quality, 
81 AM. ECON. REV. 224, 224 (1991). 

186 See supra note 156.    
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market to continue to work this way.187  Other consumers know that a past 
poor credit history will lead a lender to charge them a higher price, 
particularly if their broker or loan officer offers this as the reason the loan 
offer they are receiving is more expensive than prices they have seen 
advertised.188  But the seller explains this to them in terms of risk to the 
lender, not risk to the borrower.  What is brought to mind is past unpaid or 
overdue bills and an angry creditor, not future foreclosure—a lack of 
creditworthiness, not a lack of worthy credit.  Thus, many borrowers do 
not see a high loan price as a signal that the supply side has determined 
that this loan will put their family at a high risk of foreclosure.   

This is not to say that consumers seek high-priced mortgages to obtain 
a better mortgage.  Those that do know prices vary among lenders often 
use mortgage brokers precisely because they believe a broker will find 
them the best loan price.189  But the relationship between price and quality 
for a mortgage is not intuitive.  Borrowers look for a loan with a monthly 
payment they can afford, but they ask themselves “can I afford it?” not 
“will it harm me?”  The inquiry is about an absence of benefits from the 
loan, not the presence of foreclosure-related costs from the loan. 

Indirectly, price can have a limiting effect on risk.  If renting is 
sufficiently less expensive than buying and the price differential is 
transparent, households will choose to rent.  Likewise, if home equity 
borrowing is sufficiently expensive and transparently so, borrowers will 
choose not to borrow and will forego the purpose to which they would 
have put the loan proceeds.  Further, if borrowers are offered mortgages 
with transparently high prices, they may shop for and find lower prices, 
and lower prices decrease foreclosure risk.190  But these are indirect ways 
in which a high price would reduce foreclosure risk.  Borrowers offered 
relatively high-priced mortgages are unlikely to take the price as a signal of 
foreclosure risk and so if the supply side offers borrowers overly-risky 
mortgages, the relative price alone will not warn borrowers not to take 
them. 

  c.  Bimodal Responses to Risk  

Even when homeowner borrowers perceive the risk of foreclosure 
posed by mortgages when deciding whether to borrow, common responses 
to probabilistic information can impair their ability to incorporate that 
                                                                                                                          

187 See supra note 14. 
188 See MACRO INT’L INC., CONSUMER TESTING OF MORTGAGE BROKER DISCLOSURES 26 

(submitted to the Bd. of Governors of the Federal Reserve Sys., July 10, 2008) (finding that many 
recent home loan borrowers surveyed “assumed that the interest rates that brokers provided were set by 
the lender based on their creditworthiness alone”). 

189 Id. at 7, 24 (reporting survey results indicating that recent borrowers believed the job of the 
broker was to find them the lowest-priced loan). 

190 However, many borrowers do not engage in rigorous shopping for the best price.  See Willis, 
supra note 5, at 749–54, 762–71. 
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information into their mortgage decisions.   
The weight people place on costs and benefits in their decisions does 

not vary proportionately with changes in the probabilities of those costs 
and benefits.  We tend to conceptualize numerical probabilities in modal 
fashion, as only a few focal points on an oversimplified probability scale 
rather than on a continuous probability scale.  One cognitive scientist 
explains: 

Evidently, for many of us a probability of 6% and a 
probability of 1% are the same.  We are . . . “probability-
blind near the extremes.”  Intuitively, we seem to understand 
only four degrees of probability for an event: very likely, 
somewhat likely (more likely to happen than not), somewhat 
unlikely (more likely not to happen), and very unlikely.  
Inside those four compartments all is gray.  No difference 
makes any difference.  A 6% probability appears to us 
already sufficiently “very unlikely” that the significantly 
inferior probability of 1% is “just the same.”191 

To the extent people assess risk in modal fashion, it would be accurate for 
most to put the risk of foreclosure posed by a mortgage at “very 
unlikely.”192  

People tend to respond to such low-probability risk in a polarized 
fashion, overreacting in the manner of a phobia or underreacting by 
ignoring the risk altogether.  Which pole seems to be governed by the ease 
with which the event is brought to mind and the vividness of the mental 
representation of the event.  When the visualization of the event is 
dramatic, people tend to overestimate small probabilities, but at other times 
they totally discount or ignore small probabilities.193  Treating low 
probability risks as nonexistent is frequently adaptive: “Life is easier to 
manage, and far less stressful, if such risks are simply put out of mind.”194  

Between the end of the Great Depression and 2007, foreclosures were 
sufficiently infrequent that, for most Americans, they were not easily or 
                                                                                                                          

191 Massimo Piatelli-Palmarini, Probability Blindness: Neither Rational nor Capricious, 
BOSTONIA, Mar.–Apr. 1991, at 28, reprinted in ANNUAL EDITIONS: PSYCHOLOGY 1992–1993, at 114, 
119 (K.G. Duffy ed., 1992).  

192 Borrowers experiencing discounting or overoptimism might place the probability in the “very 
unlikely” category even if the probability were rather more likely.  The predicted probability of 
foreclosure for some subprime loan pools today is 50%.  See supra text accompanying note 57. 

193 See, e.g., Daniel Kahneman & Amos Tversky, Prospect Theory: An Analysis of Decision 
Under Risk, in CHOICES, VALUES, AND FRAMES 17, 37 (Daniel Kahneman & Amos Tversky eds., 
2000) (“Because people are limited in their ability to comprehend and evaluate extreme probabilities, 
highly unlikely events are either ignored or overweighted . . . .”); Gary H. McClelland et al., Insurance 
for Low-Probability Hazards: A Bimodal Response to Unlikely Events, 7 J. RISK & UNCERTAINTY 95 
passim (1993). 

194 Donald C. Langevoort, Selling Hope, Selling Risk: Some Lessons for Law from Behavioral 
Economics about Stockbrokers and Sophisticated Customers, 84 CAL. L. REV. 627, 640 (1996). 
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vividly brought to mind.  Although news stories report on mortgage default 
rates, the paperwork of the foreclosure process does not lend itself to 
dramatic photographs or video footage.  A sheriff placing the former 
homeowner’s belongings on the street would catch attention, but few 
borrowers stay in the home long enough for this to happen.195  Because 
society views poor credit outcomes as the product of bad character, 
families who have lost their homes to foreclosure generally avoid 
advertising that fact.196  In the 1997 Survey of Consumer Finances, only 
eighty-five percent of home equity loan borrowers, when asked to state the 
worst thing a lender could do if they missed several payments, included 
foreclosure in their answer; fifteen percent of respondents apparently put 
foreclosure too far out of mind to think of it.197  Congress recognized that 
some borrowers were ignoring foreclosure risk in passing the Home 
Ownership and Equity Protection Act of 1994, a law that required 
borrowers of high-cost loans to be warned that they could lose their homes 
if they failed to make their mortgage payments.198  The efficacy of this 
disclosure appears to have been nil, as borrowers continued to ignore 
foreclosure risk. 

Recent events have surely changed this response for borrowers 
affected by news footage of camps of former foreclosed-upon 
homeowners, walks in neighborhoods of burned out vacant foreclosed-
upon homes, and personal experiences or the experiences of friends and 
relatives with foreclosure.199  However, the foreclosure rate will decline as 
the current crisis passes and will equilibrate at a somewhat lower level than 
experienced of late due to the supply-side correction described above.  As 
media fatigue sets in and the news moves to new stories, the mental 
                                                                                                                          

195 Phillip Morris, The Grim Reaper of Foreclosure, CLEVELAND PLAIN DEALER, Jan. 18, 2008 
(“A physical eviction numbers among the most emotionally traumatic experiences a homeowner can 
endure. Many do not want the neighbors to watch or to know the real reason for a move . . . Some 
people flee from their financial collapse in the middle of the night . . . .”). 

196 Cf. ROBERT J. SHILLER, THE NEW FINANCIAL ORDER: RISK IN THE 21ST CENTURY 38–40 
(2003) (explaining why economic risks are generally hidden by those who have experienced them and 
poorly visible to those who have not). 

197 Glenn B. Canner et al., Recent Developments in Home Equity Lending, in 84 FED. RES. BULL. 
241, 245 (1998). 

198 15 U.S.C. §§ 1601, 1639 (2000).   
199 A “tent city” populated by people displaced by the housing crisis sprang up in the Inland 

Empire area of Southern California in 2007.  For details and pictures, see Dana Ford, Tent City In 
Suburbs Is Cost of Home Crisis, REUTERS.COM, Dec. 21, 2007, http://www.reuters.com/article/ 
newsOne/idUSN1850682120071221?sp=true (last visited Apr. 7, 2009). A drive through a Detroit 
neighborhood shows how damaging foreclosure-inspired blight is to a neighborhood.  YouTube Video: 
Detroit (Brightmore) 2009, http://www.youtube.com/watch?v=QQCHJUOvbzU&feature= 
related (last visited Apr. 7, 2009). For survey data indicating how widespread the foreclosure problem 
is, see AOL REAL ESTATE, FORECLOSURES: 2008 REAL ESTATE SURVEY (2008) 
http://realestate.aol.com/2008-housing-market-survey/survey-foreclosures (hyperlink to “See results” 
and navigate to page 3 of the survey) (last visited Apr. 7, 2009) (showing that out of 6,678 adults 
participating in the survey, 29% know someone who has experienced or is currently experiencing a 
foreclosure). 
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availability of foreclosure will decline, and more consumers will again 
ignore it.  

  d.  Overoptimism, Overconfidence, and Denial 

Foreclosure is an unpleasant event to contemplate, and a common 
manner of dealing with life’s unpleasant facts is to deny them.  Americans 
are particularly good at this because they are, on average, overoptimistic 
about their own prospects and over-confident about their ability to avoid 
misfortune.200  Even when they know the actuarial probabilities of negative 
life events, they frequently believe their own odds are better.201  As Guido 
Calabresi has noted in the realm of accidents causing personal injury, but 
equally applicable to financial errors causing foreclosure, people cannot 
rationally estimate their own chances of suffering catastrophe, and no 
amount of information can convince someone that catastrophe will happen 
to her.202  

Financial risks are no exception to the tendencies toward 
overoptimism, overconfidence, and denial.  On average, at least in western 
societies, consumers are overly optimistic with regard to projecting their 
ability to avoid and handle debt.203  Overconfidence about ability to 
manage debt may be attributable to overconfidence about financial skills.  
In a 2005 survey, sixty-five percent of respondents believed they were 
“very” or “highly” knowledgeable about personal finance but performed 
abysmally on objective questions about personal finance.204  Overoptimism 
would predictably lead people to ignore the risk of foreclosure, and 
overconfidence could allow them to assume they have control over this 
eventuality.  A striking example can be found in one borrower’s testimony: 

People in the neighborhood warned me that [the lender] 
was a “crook.”  When I asked them what was meant by that, 
they explained that he had a reputation for lending to 
borrowers he knew would quickly default, allowing him to 
take the property and keep the downpayment and thus make a 
large profit.  I did not believe this would be a problem for 
me, because I knew I could afford the monthly payments and 

                                                                                                                          
200 See, e.g., Shelley E. Taylor & Jonathon D. Brown, Illusion and Well-Being: A Social 

Psychological Perspective on Mental Health, 103 PSYCHOL. BULL. 193 passim (1988); Neil D. 
Weinstein, Unrealistic Optimism About Future Life Events, 39 J. PERSONALITY & SOC. PSYCHOL. 806, 
814 (1980).   

201 Paul Slovic et al., Facts Versus Fears: Understanding Perceived Risk, in JUDGMENT UNDER 
UNCERTAINTY: HEURISTICS AND BIASES 463, 468–70 (Daniel Kahneman et al. eds., 1982). 

202 CALABRESI, supra note 83, at 56.  
203 Hamish G. W. Seaward & Simon Kemp, Optimism Bias and Student Debt, 29 NEW ZEALAND 

J. PSYCHOL. 17, 17–19 (2000). 
204 Press Release, Consumer Action, National MoneyWi$e Survey Shows Americans Are Not 

Financially Fit (Sept. 6, 2005), available at http://www.consumer-action.org/press/articles/national_ 
moneywie_survey_shows_americans_are_not_financially_fit. 
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would not default, and therefore I thought that [the lender] 
would not be able to foreclose on me.205    

Overoptimism about factors affecting loan affordability such as future 
employment and income, while not uniform throughout the population or 
over time, is widespread.  Although one longitudinal study found a 
significant degree of realism, on average, in forecasts of job loss, about 
one-third of workers in the study who lost their jobs previously reported a 
zero expected probability of job loss.206  In examining household 
expectations about income compared to realized income over time, another 
study found that households on average are not always overoptimistic, but 
rather tend to underestimate income increases during expansions and 
overestimate income increases during recessions.207  However, the central 
tendency displayed was to overestimate future income increases, and this 
tendency was greater for people with lower levels of income.208   

Moreover, expectations about income have a one-way ratcheting affect 
on behavior.  Workers who reported a high expectation of job loss 
appeared to be in simultaneous denial of that expectation—they did not 
reduce their household food consumption when they knew their job-loss 
probability was high, but waited until they had lost their jobs to do so.209  
On the other hand, people spend more and save less when they believe 
income will rise, even though on average, their income does not rise as 
much as they expected.210  Ignoring foreclosure risk during the mortgage 
decision flows naturally from overoptimism and overconfidence about 
future income.   

This is not to say that consumers are always overoptimistic or immune 
to information about risk.  People who believe that they have little control 
over their lives, and instead believe that forces beyond their control have 
greater power over their lives, tend to take less foreclosure risk in their 
home loan decisions.  They buy lower-priced homes, take on less mortgage 
loan debt relative to house value, are less likely to take out home equity 
mortgages, and use mortgages of shorter duration.211  Further, recent 
                                                                                                                          

205 Declaration of Patrick Hylton, at ¶ 9, Federal Trade Commission v. Capital City Mortgage.  
Mr. Hylton was foreclosed upon when the balloon payment due at the end of his loan term came due.   

206 Melvin Stephens, Jr., Job Loss Expectations, Realizations, and Household Consumption 
Behavior, 86 REV. ECON. & STAT. 253, 264 (2004). 

207 Nicholas S. Souleles, Expectations, Heterogeneous Forecast Errors, and Consumption: Micro 
Evidence from the Michigan Consumer Sentiment Surveys, 36 J. MONEY, CREDIT, & BANKING 39, 54 
(2004). 

208 Id. at 59, 62.  As for expenses, household inflation expectations during the past twenty years 
followed a different pattern: overall people expected more inflation than was realized, but low-income 
households were more likely to underestimate inflation.  Id. 

209 Stephens, supra note 206, at 264. 
210 Souleles, supra  note 207, at 64. 
211 Mingji Wang et al., Locus of Control and Home Mortgage Loan Behaviour, 43 INT’L J. 

PSYCHOL. 125, 125–26 (2008).  It is possible that causation does not run, or does not run exclusively, 
from external locus of control to less mortgage debt, but rather that people with a strong external locus 
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increases in unemployment will dampen optimism about income.  But as 
noted above, among American consumers overoptimism and 
overconfidence are dominant and persistently so over long periods of 
time.212  

On the other hand, consumer overoptimism about house price 
appreciation, which contributed to the current crisis,213 is likely to be 
dampened by the experience of falling house prices today.  In surveys 
taken in the late 1990s and the 2000s, when asked for their projections 
regarding house price changes in the next year, consumers projected 
decreases when prices had recently declined, but when asked for ten-year 
projections, consumers consistently predicted increases.214  As risk-based 
pricing, along with inflated appraisals, led to higher house prices in the 
mid-2000s, some borrowers knew the mortgages they were considering 
would become unaffordable but assumed that they would be able to sell or 
refinance to forestall foreclosure.215  Going forward, it is likely that 
consumer optimism about house prices will be significantly dampened by 
experience.  Unlike employment and income, over which most people feel 
they have some control, people do not control house prices, and so 
overconfidence should not affect house price estimates.  Misplaced 
optimism about house prices, at least while memory of the current 
downturn lasts, will be less likely to induce homeowner borrowers to agree 
to unaffordable loans, and to this extent the market will correct on the 
demand side. 

  e.  Failure of Foreclosure Risk to Make the Short List 

People consider remarkably few factors when making a decision.  In 
shopping for products, consumers examine between two and five 
attributes.216  Ironically, when the decision is perceived as having high-

                                                                                                                          
of control are less confident and therefore have lower earnings, and lower earnings lead lenders to offer 
them less mortgage credit. 

212 See, e.g., Vanessa Gail Perry, Is Ignorance Bliss? Consumer Accuracy in Judgments about 
Credit Ratings, 42 J. CONSUMER AFF. 189, 196–98 (2008) (noting that about thirty-two percent of 
consumers were overconfident and only about five percent were underconfident about their credit 
ratings). 

213 Robert J. Shiller, Understanding Recent Trends in House Prices and Homeownership, 89, 95–
96 (Sept. 2007), available at http://seattlebubble.com/blog/wp-content/uploads/2007/10/2007-08-
robert-shiller-understanding-recent-trends-in-house-prices-and-home-ownership.pdf. 

214 Id. at 99. 
215 This phenomenon—borrowers and lenders agreeing to engage in loan transactions that would 

predictably become unaffordable because all believed house prices would rise high enough to refinance 
before unaffordability set in—itself pushed prices higher, because borrowers were willing to take and 
lenders were willing to make larger loans despite future unaffordability. 

216 See David M. Grether et al., The Irrelevance of Information Overload: An Analysis of Search 
and Disclosure, 59 S. CAL. L. REV. 277, 302–03 (1986) (listing studies showing that, in addition to 
price, consumers consider anywhere from a single attribute to three attributes in making purchase 
decisions); id. at 300 (“[T]he number of salient or determinant product attributes . . . does not exceed 
five, and often is less.”). 
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stakes, stress drains mental attention and people consider even fewer 
factors.217  One study of recent mortgage loan shoppers found that giving 
shoppers more information about the subcomponents of the loan price led 
to worse decisions; consumers were significantly more likely to chose a 
more expensive but otherwise identical loan over a cheaper loan when 
price subcomponents and total price were revealed for the cheaper loan but 
only the total price was listed for the more expensive loan.218 

If, in making decisions about home mortgages, consumers account for 
only a few relevant factors, which factors will they include?  Whether the 
mortgage application will be granted?  The down payment amount or cost 
of private mortgage insurance (PMI)? Whether the loan can be closed in 
time to buy the house, pay the college tuition, or allow the home repair 
contractors to get started?  Whether the loan proceeds will be sufficient?  
The amount of the first monthly payment?  The monthly payments two 
years in the future?  The duration of the loan?  The interest rate or the 
APR?  The amount of closing costs?  Whether the borrower will have the 
option to make a lower payment in some months?  How quickly the 
borrower will build equity?  Whether the loan can be refinanced without 
penalty?  The probability and costs of foreclosure?  With so many aspects 
to consider, no borrower will consider them all.  In light of the 
unpleasantness of thinking about foreclosure and the difficulty of 
determining its probability, many consumers will not use their limited time 
and focus to take it into account. 

2.  Underweighting Foreclosure Risk 

Recognizing foreclosure risk is a necessary but not sufficient condition 
for making good mortgage decisions,  Borrowers must also weight that risk 
adequately when making home loan decisions.  At least four phenomena 
drive borrowers toward underweighting that risk.  First, many borrowers 
do not perceive the full future costs of their mortgages, and therefore 
consider only the risk that they will not be able to make their initial 
monthly payments.  Second, even when borrowers do perceive increased 
future mortgage costs, they often discount those costs in their evaluations 
of affordability, particularly if the costs are uncertain.  A third issue is a 
tendency to underestimate joint probabilities of future events that would 
reduce the resources with which borrowing households could make future 

                                                                                                                          
217 Barbara E. Kahn & Jonathan Baron, An Exploratory Study of Choice Rules Favored for High-

Stakes Decisions, 4 J. CONSUMER PSYCHOL. 305, 325–26 (1995); Giora Keinan, Decision Under 
Stress: Scanning of Alternatives Under Controllable and Uncontrollable Threats, 52 J. PERSONALITY 
& SOC. PSYCHOL. 639, 642 (1987). 

218 JAMES M. LACKO & JANIS K. PAPPALARDO, BUREAU OF ECON., FED. TRADE COMM’N, THE 
EFFECT OF MORTGAGE BROKER COMPENSATION DISCLOSURES ON CONSUMERS AND COMPETITION: A 
CONTROLLED EXPERIMENT 24–25, 49 (2004), available at http://ftc.gov/be/workshops/mortgage/ 
articles/lackopappalardo2004.pdf. 
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payments.  Finally, a common response to risk is to confuse probabilities 
with outcomes and to allow the desire for a particular positive outcome to 
increase estimates of the probability the outcome will occur as desired.  
Borrowers hope to afford their mortgages and to continue to live in their 
homes, and this desire may distort their perception of foreclosure risk.   

  a.  Invisibility of Future Mortgage Costs 

Quite a number of borrowers do not know all the future payments that 
will or could come due on their loans.  This is in part a result of financial 
illiteracy, but the effects are not random over- and under- estimations of 
mortgage costs.  Rather, borrowers appear to adopt the default assumption 
that the mortgages they buy are traditional, fixed-rate, level-payment, 
fully-amortizing mortgages with no prepayment penalties.  If their loans 
have more complex features but they do not understand how these features 
operate, they ignore the ways in which their loans vary from the default.   

Take monthly payments.  Most consumers know roughly the amount 
of their current monthly payments, but that information is sufficient only 
for those with fixed payments.219  Understanding the monthly payment for 
an adjustable rate loan requires first knowing that the payment can change 
and second by how much.  Many borrowers with adjustable rate mortgages 
do not get past the first step.  In a 2007 national poll of homeowners with 
mortgages, over a third said they did not know what type of mortgage they 
had.220  In the 2007 poll, nearly 60% said they had a fixed rate, which is 
close to the proportion that lender data show to have been fixed at that 
                                                                                                                          

219 Not all of these borrowers necessarily knew what this amount would be when they were 
making their loan decisions, or if they did know, it was only because their broker or loan officer told 
them orally.  In interviews by the Federal Trade Commission with recent home loan borrowers 
followed by testing of their comprehension of federally-required home mortgage disclosures, all 
borrowers knew the approximate amount of their own current monthly payment but a fifth were unable 
to use the disclosures to identify even the initial monthly payment on a hypothetical loan.  See JAMES 
M. LACKO & JANIS K. PAPPALARDO, IMPROVING CONSUMER MORTGAGE DISCLOSURES: AN 
EMPIRICAL ASSESSMENT OF CURRENT AND PROTOTYPE DISCLOSURE FORMS ES-6—ES-7 (2007), 
available at http://www.ftc.gov/os/2007/06/P025505MortgageDisclosureReport.pdf.  Although prime 
mortgage loan borrowers know more about their loan payments than subprime borrowers, this may be 
largely an artifact of the simpler loan structure of most prime loans.  Id. at ES-6 (finding poor mortgage 
comprehension among prime and subprime borrowers). 

220 Razzi, supra note 26.  In an earlier poll, only about two percent of borrowers admitted not 
knowing their mortgage type.  BRIAN BUCKS & KAREN PENCE, DO HOMEOWNERS KNOW THEIR HOUSE 
VALUES AND MORTGAGE TERMS? 16–18, 33, available at http://federalreserve.gov/pubs/feds/2006/ 
00603/200603pap.pdf (discussing results of 2001 Survey of Consumer Finance).  This could be 
because so few had anything other than a traditional fixed-rate mortgage (about 10% said their 
mortgages were ARMs, about the same proportion reported by lenders), because they were looking at 
their loan paperwork when answering the question, or because they felt less comfortable answering the 
question honestly in light of the nature of the interview (the recent survey was a Gallup poll whereas 
the earlier survey was taken by the Federal Reserve Board).  When the Federal Trade Commission 
interviewed borrowers in 2007, most knew whether their loan payments were fixed or adjustable, but 
most had reviewed their loan documents before coming to the interview (they were asked to bring these 
documents), and some only learned that their payments could adjust when preparing for the interview.  
LACKO & PAPPALARDO, supra note 218, at 28. 
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time.  But only 6% said they had an adjustable rate loan, whereas financial 
industry data show that 25% of home loans outstanding at that time were 
ARMs.221  Although it is not possible to rule out that many borrowers of all 
types of loans were confused, the most plausible explanation is that three-
quarters of adjustable-rate borrowers do not know that their payments can 
adjust.  Anecdotal evidence supports this conjecture; ARM borrower after 
ARM borrower has expressed surprise that their monthly payment could 
change when they thought they had purchased a fixed-rate loan.222  

Knowing a loan is an ARM is only the first step in determining 
affordability of future payments.  Many borrowers who know they have 
ARMs do not claim to know, even roughly, the amount by which their 
home loan interest rate can change or the lifetime cap on the rate.223  In a 
Federal Reserve Board survey, over forty percent of households who said 
they knew they had an ARM admitted they did not know their mortgage’s 
lifetime interest rate cap, and about thirty-five percent admitted they did 
not know the periodic rate cap that applies at each rate change.224  ARM 
borrowers who believe they do know their periodic and lifetime caps on 
payment increases routinely underestimate these figures.225  Nearly sixty 
percent of borrowers who know they have ARMs believe their rate cannot 
increase by more than five percent over the life of the loan, but lender data 
say that only six percent of loans have lifetime rate increase caps this 
low.226  Virtually no one believes that their ARM rate can increase by more 
than twelve percent over the life of the loan, but lenders report that a 
quarter of ARMs can increase by this much.227 

Although it is theoretically possible that these borrowers knew these 
figures and took them into account in determining affordability at loan 

                                                                                                                          
221 Michael Fratantoni et al., The Residential Mortgage Market and Its Economic Context in 2007, 

Mortgage Bankers Ass’n Monograph Series 3, 28 (Jan. 2007), available at http://mbaf.org/pdf/2007/ 
Residential%20Mortgage%20Market%20Report%202007.pdf. 

222 See, e.g., LACKO & PAPPALARDO, supra note 218, at 28 (describing some borrowers who only 
learned that their payments could adjust after loan consummation as they prepared for their interviews); 
Jennifer Bjorhus, Foreclosure Threat Reaches the Burbs, ST. PAUL PIONEER PRESS, Dec. 3, 2006, at 
1A (quoting a borrower who had not realized her loan payments included only interest for the first two 
years and would then reset to a fully amortizing figure: “‘As an accountant, I feel kind of stupid . . . . If 
you kind of place all your trust in somebody, and you think they're doing everything they can to help 
you and are looking out for your best interest, you're not sitting there picking it apart.’”); Kirstin 
Downey, Mortgage-Trapped; Homeowners with New Exotic Loans Aren't Always Aware of the Risk 
Involved, WASH. POST, Jan. 14, 2007, at F01 (describing homebuyer confusion between fixed-rate 
mortgages and adjustable-rate mortgages). 

223 See BUCKS & PENCE, supra note 220, at 18–19 (describing data which indicates borrowers are 
unaware of true interest rate changes and lifetime caps). 

224 See id. at 19. 
225 See id. at 18–19 (providing data which shows some borrowers underestimate both interest rate 

changes and ceilings). 
226 See id. (“Fifty-seven percent of SCF respondents believe that the most their interest rate can 

increase over the life of the loan is less than five percentage points.”). 
227 See id. (finding that only two percent of borrowers who said they had ARMs said that the rate 

could increase by more than twelve percent). 
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origination, it is unlikely that this is true for very many.  When the Federal 
Trade Commission interviewed recent home loan borrowers about their 
loans, the borrowers came to the interview with their loan documents, yet 
“even respondents who understood that they had adjustable rates did not 
understand the potential increases they could incur. . . . [Because they] 
generally did not know the maximum possible interest rates that were 
allowed by their loans.”228  The most plausible conclusion is that borrowers 
did not know how much their payments could change and did not take the 
possible magnitude of a rate change into account when selecting their 
mortgage. 

Those borrowers who do know how much their interest rate can 
increase do not always know how much such an increase would affect their 
monthly payments.  People have very poor understandings of 
percentages,229 and so cannot translate an interest rate change to a dollar 
amount.  Again, borrower mistakes here are not randomly distributed, but 
are skewed toward underestimating the effect of interest rate changes.  In a 
2004 national survey, when asked how an increase in a home loan interest 
rate from six percent to eight percent would affect annual loan payments, 
survey respondents underestimated the effect by an average of thirty 
percent.230  Those who underestimated the price change the most—and 
therefore would underestimate the probability of unaffordability the 
most—were also the most likely to say that they preferred ARMs to fixed 
rate mortgages.231  

Balloon payments and prepayment penalties, two loan features 
associated with high foreclosure rates,232 are similarly mysterious to many 
of the borrowers whose loans have them.  Balloons may increase risk of 
default and foreclosure because borrowers cannot always find the cash or 
refinancing needed to pay off the balloons when they come due.  When a 
borrower has a prepayment penalty, this effectively reduces the equity the 
                                                                                                                          

228 LACKO & PAPPALARDO, supra note 218, at 28. 
229 See Lauren E. Willis, Against Financial-Literacy Education, 94 IOWA L. REV. 197, 219–25 

(2008) (explaining comprehension and calculation difficulties people have with percentages, 
calculations, and other arithmetic concepts). 

230 Press Release, Consumer Fed’n of Am., Lower-Income and Minority Consumers Most Likely 
to Prefer and Underestimate Risks of Adjustable Mortgages (July 26, 2004), available at 
http://www.consumerfed.org/pdfs/072604_ARM_Survey_Release.pdf.  Less-educated, African-
American, and Latino consumers on average underestimated the increase by even more, and more 
frequently responded that they did not know what the effect would be.  Id. 

231 Id. 
232 It is possible that these data reflect selection effects, and that borrowers who are more likely to 

end up in foreclosure due to reasons unrelated to mortgage terms (e.g., reduced employment, sickness, 
injury, or divorce) are also more likely to obtain mortgages with balloons, adjustable rates, and 
prepayment penalties or other terms they often do not understand.  Disaggregating the effects 
empirically is difficult, but the one study that has attempted to do so finds that keeping borrower 
characteristics constant, a borrower who obtains a loan with an adjustable rate or a prepayment penalty 
is more likely to default than a borrower who obtains a fixed-rate fully-amortizing mortgage without a 
prepayment penalty.  Ding et al., supra note 60, at 16. 
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borrower has available to extract through a refinancing to tide the borrower 
over during emergencies, and can force a borrower to default rather than 
sell the home.  In a study of a large database of securitized refinance loans, 
a balloon increased the likelihood of default by fifty percent and 
prepayment penalties were associated with a twenty percent increase in the 
likelihood of foreclosure, ceteris paribus.233  Despite the added foreclosure 
risk, borrowers often do not understand that they have a balloon or what a 
“balloon” might possibly be.234  Similarly, prepayment penalties are often a 
surprise to borrowers.235   

The interpretation of this evidence most consistent with the data is that 
borrowers also did not know or account for these loan terms and their 
effect on affordability and foreclosure at the time of the loan decision.  The 
Federal Trade Commission interviews of recent borrowers with their loan 
documents at their sides found: 

Many borrowers . . . did not understand important costs 
and terms of their own recently obtained mortgages.  Many 
had loans that were significantly more costly than they 
believed, or contained significant restrictions, such as 

                                                                                                                          
233 Quercia et al., supra note 126, at 311; see also Danis & Pennington-Cross, supra note 126, at 

79 (reaching the same conclusion); Ding et al., supra note 60, at 16 (finding prepayment penalties 
associated with higher default rates).  But see Mayer et al, supra note 126 (citing studies finding that 
prepayment penalties do not increase foreclosure risk). 

234 See, e.g., LACKO & PAPPALARDO, supra note 219, at ES-7 (reporting that a third of recent 
mortgage borrowers given an easy-to-read version of federally-required loan disclosures did not 
recognize that the loan included a large balloon payment); id. at 27 (reporting that recent mortgage 
borrowers interviewed sometimes did not know they had a balloon until they reviewed their loan 
documents to prepare for the interview and some did not know they had a balloon until informed of this 
by the interviewer). 

235 See LACKO & PAPPALARDO, supra note 218, at 28–29 (recounting interviews with recent 
borrowers who were unaware that their mortgages carried a prepayment penalty, a few of whom 
affirmatively believed they did not have a prepayment penalty or refused to believe that they had a 
prepayment penalty even when it was pointed out by the interviewer); id. at 36 (reporting that most 
recent borrowers interviewed knew that a prepayment penalty was a fee payable if the loan was paid off 
early, but thought that it only applied to cash loan payoffs, not refinancings); Jack Guttentag, Your 
Mortgage: Prepayment Penalty a Surprise, L.A. TIMES, Oct. 14, 2001, at K5 (reporting that many 
borrowers do not know they have a prepayment penalty until they attempt to refinance, either because 
they do not read or understand their loan disclosures, or because when they took out the loan “the 
[prepayment] penalty did not register in [their] mind[s].”); John Hechinger, Home Bound: Nasty 
Surprise Haunts Some Folks’ Mortgage: A Prepayment Penalty, WALL ST. J., Aug. 1, 2001, at A1 
(reporting stories of borrowers who were surprised to find their mortgages carried prepayment 
penalties). 

The Federal Reserve Board recently found that the benefit to some mortgage borrowers of a price 
reduction associated with prepayment penalties was outweighed by the injury to many subprime 
mortgage borrowers who paid prepayment penalties.  Therefore, the Board has banned prepayment 
penalties on subprime home loans when the monthly loan payment can change within the first four 
years of the loan term and has limited the duration of prepayment penalties to the first two years of any 
other subprime loan.  Truth in Lending, 73 Fed. Reg. 44,522, 44,551 (July 30, 2008) (to be codified at 
12 CFR pt. 226.32(d)(7)).  Cf. Michael LaCour-Little & Cynthia Holmes, Prepayment Penalties in 
Residential Mortgage Contracts: A Cost-Benefit Analysis, 19 HOUSING POL’Y DEBATE 631, 667 (2008) 
(finding that expected costs of prepayment penalties to borrowers were three to ten times greater than 
expected benefits). 
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prepayment penalties, of which they were unaware.  Many of 
these borrowers did not learn of these costs and terms until at 
or after the loan settlement, and some appeared to learn for 
the first time during the interview. . . . Both prime and 
subprime borrowers . . . experienced significant 
misunderstandings about the terms of their recently obtained 
loans.236 

The degree of borrower ignorance about the monthly payments, 
balloon payments, and prepayment penalties their loans will or could 
require them to pay stems in part from a decision not to even try to 
understand their own mortgage terms,237 but also reflects limited financial 
literacy.  Substantial proportions of consumers do not understand mortgage 
terminology, cannot extract information from text and charts, cannot 
perform arithmetic calculations, and/or do not comprehend percentages or 
probabilities.238  In the Federal Trade Commission survey of recent 
mortgage borrowers, when given federally-required loan disclosures, in a 
quiet setting with no distractions, no pressure to obtain a loan, and only a 
few pieces of paper to examine rather than an imposing stack of 
paperwork: 

About a fifth of the respondents . . . could not correctly 
identify the APR of the loan, the amount of cash due at 
closing, or the monthly payment (including whether it 
included escrow for taxes and insurance). . . . 

About a third could not identify the interest rate or which 
of two loans was less expensive, and a third did not recognize 
that the loan included a large balloon payment or that the 
loan amount included money borrowed to pay for settlement 
charges. . . . 

Two-thirds did not recognize that they would be charged 
a prepayment penalty if in two years they refinanced with 
another lender (and a third did not even recognize that they 

                                                                                                                          
236 LACKO & PAPPALARDO, supra note 219, at ES-6. 
237 See, e.g., id. at 26 (“A number of respondents relied primarily on the reputation of the lenders, 

their trust in the loan originators, or the recommendation of friends or financial advisors, rather than 
reading and understanding their loan disclosures to learn the costs and terms of their loans themselves, 
and to ensure that the features of the loan fit their needs and circumstances.  In some cases, this strategy 
seemed to work well, particularly when a respondent returned to their original mortgage company for a 
refinance.  In other cases, undue reliance on personal relationships left the respondents with undesirable 
or inappropriate loan terms that they might not have otherwise chosen.”) (footnote omitted). 

238 I have examined consumer financial literacy problems at length elsewhere.  See generally 
Willis, supra note 229.  
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“may” be charged such a penalty).239 
This testing involved only loan terms that are common today.  But the 

market will continue to evolve and develop new products with new terms 
tomorrow.  For example, in 2007 the mortgage lender Ditech began selling 
a product that integrates a home mortgage with a home-equity line and a 
credit card account, making household equity almost entirely liquid and 
allowing consumers to take additional advantage of the deductibility of 
home-mortgage interest.240  Although the shutdown of the credit markets 
has impeded development of new products, once the mortgage corrects 
from the supply side, new mortgage products will again appear.  Those 
products will contain new terms that will affect the riskiness of the loans.  
It seems likely that many consumers will not understand these new terms, 
will ignore their effects on affordability and foreclosure, and will take the 
mortgages anyhow. 

Mortgage payments alone do not determine foreclosure risk, but 
without knowing what loan payments they will or could be required to 
make, many borrowers cannot determine the probability that the payments 
will be unaffordable, and cannot determine the risk of foreclosure posed by 
the loan.  If they do not know the risk of foreclosure, borrowers cannot 
compare the costs the loan could impose on their families to the benefits 
they could reasonably expect from the loan.  For borrowers with flexible 
budgets and a sufficient savings cushion, or those offered only low-risk 
loans, ignoring complex loan terms may have little effect on foreclosure 
risk.  But among borrowers with thin budget margins who do not know 
their loan terms well enough to determine loan affordability, if offered a 
loan bearing expected costs that outweigh expected benefits to their 
household, they will not necessarily decline it.  Borrowers who discover 
unaffordable monthly payments during the loan term might be able to 
refinance, but will not necessarily avoid unaffordable payments on the new 
loan if they do not understand its terms when they agree to it. 

  b.  Discounting of Future Mortgage Costs  

Even if households had and understood complete information about the 
amount, variance (if any), and timing of all future monthly, balloon, and 
potential prepayment penalty payments, they would not necessarily use 
that information well in their decisionmaking.  In particular, many 
mortgages appear structured to push costs into the future, making the loans 
more attractive to borrowers who experience the common decisionmaking 

                                                                                                                          
239 LACKO & PAPPALARDO, supra note 219, at ES-6–ES-8.  The disclosures were an informative 

version of the required federal disclosures. 
240 Press Release, ditech, ditech Real Life Plan Empowers Customers with Package of Home 

Finance Solutions (May 21, 2007), available at http://www.ditech.com/about/releases.html (follow 
“ditech Real Life Plan Empowers Customers With Package of Home Finance Solution” link). 
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bias of discounting future costs. 
Time and uncertainty decrease the weight people put on future events 

in their decisionmaking.241  Costs that are farther out in the future or more 
uncertain therefore influence decisions less strongly than those that are 
immediate and certain.242  Not all future or uncertain consequences of 
decisions are equally affected by this phenomenon; aspects construed at a 
high or abstract level are little affected, but lower-level concrete details are 
weighted more strongly when made more immediate and certain.243  For 
example, regardless of time or uncertainty, households are likely to place 
the same value on homeownership—an abstract feature of a home loan— 
but they are unlikely to attend as carefully to a change in the amount of a 
monthly loan payment if that change is in the future.  This is true even 
when the future cost can be predicted with some accuracy,244 but 
uncertainty, such as with an ARM tied to an index, increases the 
discounting effect.      

A host of home mortgages currently outstanding are structured so that 
a disproportionate share of the loan price is paid or the principal repaid in 
future periods rather than in the early months or years of the loan.  These 
“deferred payment” products include: 

Balloon loans: mortgages that require borrowers to make pre-
set large payments, typically of principal, at pre-set dates in 
the future; 
Mortgages with prepayment penalties: a payment (the size of 
which can vary greatly) to the lender that must be made if the 
borrower pays off the loan early, whether in cash through 

                                                                                                                          
241 Some neural evidence suggests that as to time discounting, the brain treats the future self as a 

different person.  See Jon S. Wegener et al., Neural Correlates of Pure Time Preference 5 (finding that 
the same part of the brain active when attributing intentions to others is the part of the brain active 
when thinking about one’s own future actions, suggesting that “humans treat delayed future selves just 
as they would treat other humans”).  Philosophers have long suggested a dual self theory in which the 
mind functions as if one’s present and future selves were different.  See, e.g., JON ELSTER, ULYSSES 
AND THE SIRENS 41–42 (1984) (discussing the hierarchy of self). 

242 See Shane Frederick et al., Time Discounting and Time Preference: A Critical Review, 40 J. 
ECON. LITERATURE 351, 360 (2002) (noting research which has found that “when subjects are asked to 
compare a smaller-sooner reward to a larger-later reward . . . the implicit discount rate over longer time 
horizons is lower than the implicit discount rate over shorter time horizons”); see also Amos Tversky & 
Daniel Kahneman, Rational Choice and the Framing of Decisions, in CHOICES, VALUES, AND FRAMES 
209, 210–21 (Daniel Kahneman & Amos Tversky eds., 2000) (describing studies and theories of 
decision making under risk). 

243 See Yaacov Trope et al., Construal Levels and Psychological Distance: Effects on 
Representation, Prediction, Evaluation, and Behavior, 17 J. CONSUMER PSYCHOL. 83, 84 (2007) 
(finding that numerous studies have supported the idea that “distant future events are represented in a 
more abstract, structured, high-level manner than near future events”). 

244 See Nira Liberman & Yaacov Trope, The Role of Feasibility and Desirability Considerations 
in Near and Distant Future Decisions: A Test of Temporal Construal Theory, 75 J. PERSONALITY & 
SOC. PSYCHOL. 5, 8–9 (1998) (showing a study that found high-level descriptions were more common 
among subjects in the distant future condition for simple activities with predictable results). 
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selling the home or through refinancing; 
Hybrid ARMs: loans that require borrowers to make small 
monthly payments based on low, teaser interest rates in early 
periods followed by higher monthly payments based on a 
fully-indexed rate in the future; 
Interest-only ARMs: loans that require monthly payments 
which reflect only interest but then adjust to require higher 
payments that include both interest and principal amortized 
over the remaining loan term; and 
Option-ARMs: mortgages that allow borrowers to pay less 
than the interest due in early periods and capitalize the unpaid 
interest (i.e., negative amortization), until a set date or the 
loan balance reaches a trigger principal level at which point 
fully amortizing payments based on the new, larger principal 
balance are required (i.e., the loan payment schedule is 
recast). 

Loans with prepayment penalties or adjustable rates are also “uncertain 
payment” products, in that future payments cannot be known at 
origination.  Traditional, hybrid, and interest-only ARMs have payments 
that fluctuate with index rates, and the future performance of the LIBOR, 
the COFI, or whatever index the loan contract uses is unknown.  Option-
ARMs have future payments that are even more uncertain, because the 
amounts not paid by borrowers in early periods—how much principal is 
deferred and how much interest is deferred and capitalized—will affect the 
payments that become due when the payment schedule is recast.  
Prepayment penalties are usually uncertain because borrowers often do not 
know if they will prepay their loans.  Moreover, these penalties usually are 
structured to decline over time, so the amount of the payment is uncertain 
unless borrowers know not only whether, but when, they will prepay.  The 
federally-required loan disclosures emphasize the uncertainty; a lender 
must disclose whether a loan “may” carry a prepayment penalty.245    

These deferred- and uncertain- payment loan structures—and others 
that the supply side will develop and offer in the future246—can result in 
payment shock, meaning a payment in the future that is substantially larger 
than payments due in early periods.  For an option ARM on which the 
borrower has been making minimum payments the monthly payment can 
more than double.247  If the borrower can not afford to pay off the balloon 
                                                                                                                          

245 15 U.S.C. § 1639 (2000); 12 C.F.R. § 226.18(k)(1) (2008).  A sample Truth in Lending Act 
disclosure may be found at 12 C.F.R. § 226 App. H. 

246 See supra text accompanying note 169.   
247 GOVERNMENT ACCOUNTABILITY OFFICE, ALTERNATIVE MORTGAGE PRODUCTS: IMPACT ON 

DEFAULTS REMAINS UNCLEAR, BUT DISCLOSURE OF RISKS TO BORROWERS COULD BE IMPROVED 13–15 
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or to make the higher monthly payments, the borrower must refinance the 
mortgage, sell the property, or default on the loan.  Refinancings may not 
be possible due to changed borrower or market conditions, limiting the 
borrower to sale or default.  If the mortgage carries a prepayment penalty 
and the loan-to-value ratio is high, the borrower may not have sufficient 
equity to cover both the loan payoff and the prepayment penalty, cutting 
off both the refinancing and sale options, forcing the borrower to default.  
According to a variety of studies, deferred- and uncertain-payment 
structures all increase foreclosure probability, as compared with the 
traditional fully-amortizing level-payment loan.248  As the Federal Reserve 
Board has explained, “subprime loans with built-in payment shock . . . can 
cause consumers more injury than benefit.”249   

All of these loan structures can be beneficial for homeowner borrowers 
in a narrow range of circumstances.250  These circumstances include 
borrowers whose monthly income will increase or monthly expenses will 
decrease at a known date in the future, borrowers with varying monthly 
income but who will make higher payments in months when their income 
is higher, or borrowers who have alternative investment opportunities to 
which they could more profitably devote the money that would otherwise 
make the mortgage payment in some months.251  However, all of these 
products can be sold to a broader group of borrowers.  In recent years, they 
were sold as “affordability products” to borrowers who could afford the 
mortgage in the short-term due to small early monthly payments, but who 
could not always afford the larger, future payments that could come due.252   

Why would the supply side offer mortgages that could become 
unaffordable in future periods?  Deferred-cost mortgages are popular with 

                                                                                                                          
(2006), available at http://www.gao.gov/new.items/d061021.pdf [hereinafter GAO-06-1021] 
(describing option ARM with minimum monthly payments that began at $1,287 but adjusted up 128% 
to $2,931 after negative amortization increased the loan balance and the low monthly payment “option” 
ended). 

248 See, e.g., Mayer et al., supra note 126, at 36–37 (hybrid and option ARMs are associated with 
increased delinquencies, and in future refinancing environments may lead to increased foreclosures); 
Quercia et al., supra note 126, at 338 (showing that balloons and prepayment penalties increase default 
risk); Demyanyk & Van Hemert, supra note 162, at 19 tbl.3 (finding ARMs, hybrid ARMs, and loans 
with prepayment penalties had higher foreclosure rates than fixed-rate mortgages, ceteris paribus); 
Ding et al., supra note 60, at 16 (explaining that prepayment penalties and adjustable rates increase 
default risk with subprime mortgages).   

249 Truth in Lending, 73 Fed. Reg. 1,672, 1,688 (Jan. 9, 2008) (to be codified at 12 C.F.R. pt. 
226).  The Board was referring specifically to subprime mortgages, but I would broaden the point. 

250 For speculator borrowers (some of whom did live in the houses on whose prices they were 
speculating) in a market of appreciating home prices, all deferred-cost products are useful, because they 
allow the speculator to commit less money each month and yet cash-out the same appreciation in home 
value when the house is sold.  See Ben S. Bernanke, Chairman, Federal Reserve Board, Address at the 
Women in Housing and Finance and Exchequer Club Joint Luncheon, Washington, D.C. (Jan. 10, 
2008), available at http://www.federalreserve.gov/newsevents/speech/bernanke20080110a.htm 
(explaining that optimism about rising house prices creates a demand for deferred-cost mortgages). 

251 GAO-06-1021, supra note 247, at 12. 
252 Id. 
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lenders because they can be used to convince borrowers experiencing 
discounting to agree to a higher price.253  To the borrower influenced by 
time discounting, a higher-priced deferred-cost mortgage can appear less 
expensive than the lower-priced traditional fully amortizing mortgage with 
level monthly payments throughout the loan term.  To a borrower 
discounting over uncertainty, a mortgage that has a range of potential 
future payments but a low initial monthly payment will appear more 
attractive than a traditional mortgage with a known level monthly payment 
that is a bit higher, even when there is a high probability that the realized 
future payments on the first loan will be higher than the level payment.  
Because the increases in future monthly payments are uncertain, the 
borrower does not take them fully into account. 

Moreover, by deferring costs and introducing uncertainty about those 
costs, the supply side could convince borrowers to buy riskier mortgages 
than those borrowers would agree to if the payments were level and 
definite.  A first monthly payment that is known to the borrower and is 
unaffordable will deter most borrowers from taking the loan.  When the 
unaffordable payments are uncertain and in the future, the borrowers under 
the influence of discounting will not necessarily reject the loan.  So long as 
the supply side prices these mortgages well for the risk that the borrower 
will default or prepay when larger payments become due, the mortgages 
are profitable to the supply side.254 

The danger for borrowers is that when deciding whether to take the 
mortgages, they fail to determine whether the loan will be affordable when 
future certain or potential large payments come due.  Economic modeling 
demonstrates that under the influence of time discounting, consumers will 
routinely choose mortgages with structures that have lower initial 
payments and higher payments in the future.255  The effect is not only to 
decrease price competition for mortgages, but to reduce borrower 
                                                                                                                          

253For an exposition of why a rational response of the supply side of the market is to supply 
deferred-cost loans to borrowers whose decisions are influenced by time discounting, see Oren Bar-
Gill, The Law, Economics and Psychology of Subprime Mortgage Contracts 38 (NYU Law & Econ. 
Res. Paper Series, Working Paper No. 08-59, 2008), available at http://papers.ssrn.com/sol3/ 
papers.cfm?abstract_id=1304744.  The popularity of teasers was not limited to borrowers; lenders took 
advantage of loan structure to underwrite mortgages at the teaser rate without considering whether 
borrowers could afford their future monthly payments, securities underwriters convinced ratings 
agencies to rate the securities backed by pools of these mortgages highly, and investors bought them 
despite disclosures that the loans backing the securities had been underwritten at the teaser rate.  See, 
e.g., Aames Mortgage Trust 2001-4, Prospectus Supplement (Form 425 B5), at S-11 (Nov. 30, 2001), 
available at http://www.sec.gov/Archives/edgar/data/913951/000095013601502081/0000950136-01-
502081.txt (securities prospectus supplement explaining that the loans in the pool had been 
underwritten at the introductory teaser rate). 

254 This is not a trivial calculus, and the supply side recently has performed it poorly, but as 
explained above, the supply side will get better at it. 

255 See Paul Heidhues & Botond Kőszegi, Exploiting Naivete About Self-Control in the Credit 
Market (Aug. 17, 2008) (unpublished working paper, available at http://econ.as.nyu.edu/docs/IO/ 
8824/credit.pdf) (“[R]equiring credit contracts to have a simple linear structure[] can raise welfare.”). 
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consideration of the higher future payments as they make the decision 
about whether to take the loan.  Without examining whether the future 
monthly payments are affordable, borrowers will fail to recognize the risk 
of foreclosure presented by unaffordable future payments, and will not take 
the probability and cost of foreclosure into account in decisionmaking.  
When the supply side offers deferred-cost, uncertain-payment, overly-risky 
mortgages for sale, borrowers influenced by discounting will not 
consistently reject these mortgages. 

  c.  The Planning Fallacy 

Even if borrowers knew what their future loan payments would be and 
did not discount those payments in their affordability determinations, they 
might underweight foreclosure risk due to a failure to consider income 
flow changes that could render loan payments unaffordable.  People often 
fail to appreciate joint probabilities, particularly in planning for the 
future.256  Daniel Kahneman and Amos Tversky describe the planning 
fallacy: 

The planning fallacy is a consequence of the tendency to 
neglect distributional data and to adopt what may be termed 
an internal approach to prediction, in which one focuses on 
the constituents of the specific problem rather than on the 
distribution of outcomes in similar cases.  The internal 
approach to the evaluation of plans is likely to produce 
underestimation.  A building can only be completed on time, 
for example, if there are no delays in the delivery of 
materials, no strikes, no unusual weather conditions, and so 
on.  Although each of these disturbances is unlikely, the 
probability that at least one of them will occur may be 
substantial.  This combinatorial consideration, however, is 
not adequately represented in people’s intuitions.257 

In the context of a home loan, this would imply a failure to appreciate 
that although the probability of losing one’s job, becoming seriously ill or 
disabled, acquiring unforeseen financial responsibilities, or incurring 
unforeseen substantial costs (including increased mortgage costs if the 
payments are adjustable), are each relatively low, the probability that at 
least one of these might happen is considerably higher. 

How then do people come to probability estimations for outcomes—
                                                                                                                          

256 This is sometimes called “subadditivity,” meaning that the decisionmaker does not add all the 
probabilities together.  Amos Tversky & D. J. Koehler, Support Theory: A Nonextensional 
Representation of Subjective Probability, 101 PSYCHOL. REV. 547, 549–50 (1994). 

257 Daniel Kahneman & Amos Tversky, Intuitive Prediction: Biases and Corrective Procedures, 
in JUDGMENT UNDER UNCERTAINTY: HEURISTICS AND BIASES, supra note 201, at 415 (citing M. Bar-
Hillel, On the Subjective Probability of Compound Events, 9 ORG. BEHAV. & HUM. PERF. 396 (1973)). 
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such as mortgage payment affordability—determined by factors having a 
variety of probabilities?  Some evidence indicates that people average 
probabilities rather than adding them.258  Other evidence indicates a similar 
result obtained through a different mechanism; people take an estimate of 
the probability of the most salient factor that will influence the outcome 
and treat that as the probability of the outcome, largely ignoring other 
factors.  That is, people take the probability of one factor as representative 
of the probability of all factors summed.259  They may then adjust this 
estimate when additional factors influencing the outcome are brought to 
mind, but they typically will fail to adjust the original estimate far enough 
to account for the full sum of probabilities.260 

Mortgage affordability is affected by future income, assets, expenses, 
and liabilities.  If borrowers assess whether their income will decrease by 
averaging the probabilities that they will become disabled, be laid off, or 
be fired for cause, rather than their joint probabilities, they underestimate 
the likelihood that their income will go down.  If borrowers take their 
estimates of the probability of only the most salient cause of an increase in 
expenses as representing the probability that their expenses will increase, 
they will underestimate the probability that their expenses will increase in 
fact.  For example, if borrowers consider the possibility that they will need 
to buy a new car because their current car runs poorly, but fail to consider 
that they may need to buy a new roof, pay for dental braces, or pay more 
for heating oil, they will underestimate expenses.  Even if they adjust their 
new-car-price estimate of future expenses somewhat to account for other 
potential expenses, they usually will not adjust it far enough because their 
initial estimate stays anchored in their minds. 

If people underestimate decreases in income or increases in expenses, 
they may underestimate the probability that their mortgage will be 
unaffordable and could end in foreclosure.  If the supply side offers them 
overly-risky mortgages, borrowers might agree to them under the 
misimpression that the probability of foreclosure is lower than it truly is. 

  d.  Confusing Outcomes with Probabilities 

Most borrowers probably use a holistic evaluation of foreclosure 
probability instead of disaggregating the potential causes of unaffordable 
loan payments and assessing probabilities of each.  Holistic evaluations are 
likely to underestimate foreclosure risk just as disaggregated evaluations 
may do, but for different reasons.   

                                                                                                                          
258 JONATHAN BARON, THINKING AND DECIDING 146, 372 (2008) (citing studies).   
259 Amos Tversky & Daniel Kahneman, Judgment Under Uncertainty: Heuristics and Biases, 185 

SCI. 1124, 1125 (1974). 
260 Id. at 1128–30 (describing the tendency to insufficiently adjust for new information that 

changes an initial probability, cost, or benefit estimate and dubbing it “anchoring”). 



 

2009] WILL THE MORTGAGE MARKET CORRECT? 1253 

Under the influence of what has been dubbed the affect heuristic,  
people tend to confuse their emotional response to the choice presented 
with a cognitive appraisal of underlying costs, benefits and risks.261  Thus, 
for example, people tend to confuse benefit and risk.  If they affectively 
perceive a choice positively, as overall beneficial, they will not merely 
weigh that benefit against the risk and costs posed by the choice but will 
actually downplay the risk and costs in their own mind.262  This wishful 
thinking phenomenon is strongest when the decisionmaker is personally 
taking the risk; when engaging in a risky activity, we are more likely to 
conflate what we think will happen with what we want to happen than 
when we are appraising the decisions of others.263  

Households making a mortgage decision in the context of purchasing a 
home are likely to have thoughts of homeownership foremost in their 
minds.  With our culture placing a high value on homeownership,264 the 
positive outcome anticipated from the mortgage decision is likely to lead to 
an assessment that the risk of foreclosure is minimal, if foreclosure is 
contemplated at all,265  In the context of mortgages used for equity 
extraction, the excitement of a new home is not present, but by the time the 
borrower has begun contemplating the mortgage transaction, the outcome– 
the purpose to which the loan proceeds will be put—is already squarely in 
mind.  That is, borrowers do not consider an abstract risk of foreclosure in 
the context of an abstract withdrawal of equity, but rather in the context of 
a particular use to which that equity will be put.  The positive valence of 
that particular use, whether it be a home improvement, a college education, 
or the paying off of credit card or medical debt, is likely to decrease the 
borrower’s assessment of the likelihood or cost of foreclosure. 

3.  The Intractability of Mortgage Cost-Benefit Calculations  

Lurking beneath poor understandings of the foreclosure risk a loan 
poses, limited use of foreclosure risk information when known, and 
tendencies to ignore the risk of foreclosure entirely, is a deeper problem.  
What households must do if they are to select loan transactions that will 
                                                                                                                          

261 Melissa Finucane et al., The Affect Heuristic in Judgments of Risk and Benefits, 13 J. BEHAV. 
DECISIONMAKING 1 (2000); Loewenstein et al., Risk as Feelings, 127 PSYCHOL. BULL. 267 (2001); 
Paul Slovic, Rational Actors and Rational Fools: The Influence of Affect on Judgment and Decision-
Making, 6 ROGER WMS. L. REV. 163, 167–71 (Fall 2000); R.B. Zajonc, Feeling and Thinking: 
Preferences Need No Inferences, 35 AM. PSYCHOLOGIST 151 (Feb. 1980). 

262 Finucane et al, supra note 261, at 14.  The converse is also true—if the choice is perceived to 
have few benefits, people tend to overestimate the risks and costs posed by the choice.   

263 Diego Fernandez-Duque & Timothy Wifall, Actor/Observer Asymmetry in Risky Decision 
Making, 2 JUDGMENT & DECISION MAKING 1, 6–7 (2007). 

264 See supra Part II.A. 
265 Cf. William N. Eskridge, Jr., One Hundred Years of Ineptitude: The Need for Mortgage Rules 

Consonant with the Economic and Psychological Dynamics of the Home Sale and Loan Transaction, 
70 VA. L. REV. 1083 (1984) (explaining that the borrower’s focus on the home purchase leaves little 
critical thinking for the mortgage decision). 
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benefit them in the long run is an analysis of how the terms of the 
mortgage will play out over all future financial states of the household, 
weighted by the probabilities of each future financial state.  What are the 
expected costs and benefits of this mortgage to my household over the life 
of the mortgage?   

This is a remarkably difficult question to answer.  Predicting the future 
has been elusive for firms on the supply side with tremendous amounts of 
information and great technological capacity to analyze that information, 
and the supply side has only dollars and cents to consider.  Although 
correction on the supply side of the market will force improvements in 
lender and investor forecasts, there is no reason to think that borrowers will 
develop reasonably accurate techniques for assessing the financial and 
nonfinancial costs that would be inflicted on their households by a 
foreclosure or for determining the cojoint probabilities of all the events that 
might trigger foreclosure. 

What can borrowers do?  Borrowers might turn to independent experts 
for mortgage advice, but it is not clear that experts do a terribly good job in 
assessing financial risk either.266  Moreover, borrowers have difficulty 
identifying whether an “independent expert” is truly independent or expert, 
and the sellers of mortgages have every reason to convince borrowers that 
the sellers are the experts and none of the borrowers’ funds need be spent 
on third-party experts.  If current experience is any guide, borrowers are as 
likely to be defrauded by those who claim to want to help borrowers with 
their mortgage decisions as they are to be aided by these so-called 
experts.267   

In theory, borrowers might employ rules of thumb—for example, the 
rule espoused in the days of credit-rationing that mortgage costs should be 
no more than a third of monthly income268—to avoid too much risk.  In 
reality, it is unlikely that borrowers ever imposed this rule on themselves, 
because in the credit rationing era lenders did it for them by rejecting loan 
applications when borrower income was not high enough to meet the rule.  
Moreover, modern mortgage products are so complex—and household 
future income and other expenses so uncertain—that many borrowers 
cannot determine whether their future loan payments will consistently meet 

                                                                                                                          
266 E.g., Yoav Ganzah, Judging Risk and Return of Financial Assets, 83 ORG. BEHAV. & HUMAN 

DECISION PROCESSES 353, 367 (2000). 
267 Press Release, Federal and State Agencies Crack Down on Mortgage Modification and 

Foreclosure Rescue Scams, Apr. 6, 2009, available at http://www.ftc.gov/opa/2009/04/hud.shtm  
(detailing high incidence of foreclosure rescue fraud). 

268 More precisely, the caps on debt-to-income ratios under the rules imposed by lenders in the 
days of credit-rationing were 25–28% front-end and 33–36% back-end, meaning that the monthly 
payment (including taxes and insurance) should be no more than 25–28% of gross monthly income and 
no more than 33–36% of monthly income net of other fixed monthly expenses.  See, e.g., David 
Listokin et al., The Potential and Limitations of Mortgage Innovation in Fostering Homeownership in 
the United States, 12 HOUSING POL’Y DEBATE 465, 490 tbl.6, 496 tbl.7 (2001).   
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this rules of thumb.  Further, borrowers know that the appropriate degree 
of risk varies with the benefits of the loan and the costs of foreclosure to 
that particular household.  Even if they know their loan violates the rule of 
thumb, they know the rule is not truly a rule, but a standard, one that varies 
in application with each household’s circumstances.  They therefore are 
not wed to the rule.269  Recent experience will make homeowner borrowers 
more mindful of both the probability and the costs of foreclosure, but it 
will not lead them to use rules of thumb to avoid overly-risky home loans. 

B.  Third Parties: Renters and Communities 

As third parties to mortgage transactions, renters and communities 
have no market-based means to reduce overly-risky mortgage 
transactions.270  Injuries to them from foreclosures present the classic 
market failures of externalities and social costs.  For renters and 
communities, there is no argument that the market will self-correct.   

V.  CONCLUSION:  THE RISK-BASED PRICING GENIE 

It should not be surprising that the sale of risky products would lead to 
transactions that reduce consumer and community welfare.  We have 
product safety laws for just this reason.271  For example, we do not allow 
manufacturers to offer cars that fall below a certain level of 
crashworthiness and then let consumers weigh the price of the car against 
the results of the crashworthiness tests.  We have product safety laws both 
because we know consumers do not make decisions about risks of future 

                                                                                                                          
269 In contrast, “do not smoke” is an unbending rule, one that is easy to apply even though it is not 

always easy to follow.  In truth, it too is a standard, a rule that in some medical circumstances should be 
abandoned, but those circumstances are rare enough that public health advocates have sold it as a rule 
and the tobacco industry can not credibly advertise the exceptions to the rule.  A housing-debt-to-
income ratio rule has more exceptions, and the exceptions can easily be sold to the consumer in the 
face-to-face setting of the mortgage sale context.  

270 In theory, renters could price-in the risk that the owner will go into foreclosure in making a 
renting decision, but in practice, this will not occur.  All of the reasons homeowners fail to fully 
consider the probability and costs of foreclosure in making mortgage decisions apply to renters making 
renting decisions, and more.  For a renter to price-in foreclosure risk, the renter would need to ferret out 
the landlord’s finances and to monitor those finances continuously, an effort too costly for any one 
renter to engage in it.  Collectively, renters might benefit from such monitoring, but the market will not 
facilitate such collective action.  Further, renters would need a collective enforcement mechanism to 
require their landlords to make their mortgage payments, again something that market forces alone will 
not create.         

271 Cf. Elizabeth Warren, Unsafe at Any Rate, DEMOCRACY, Summer 2007, at 8, 16–17 
(proposing a Financial Product Safety Commission that could study, test, and implement alternative 
forms of regulation).  John Pottow has also proposed the use of products liability lawsuits to constrain 
risky lending.  John A.E. Pottow, Private Liability for Reckless Consumer Lending, 2007 U. ILL. L. 
REV. 405, 429.  But we use products liability law as a backstop rather than as the sole means of 
regulating risky products in part because we think that consumer and even community litigation 
produces too little deterrence to the sale of overly-risky products and too many transactions that 
decrease consumer and community welfare. 
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harm well, and because when the harms come to pass, there are frequently 
social costs.  We already know that the market for risky products will not 
self-correct from the perspective of consumers and third-parties.    

Although credit rationing may have once over-constrained risk by 
blocking some transactions that would have increased social welfare, risk-
based pricing in an environment of complex loan products purchased by 
inexpert consumers is neigh destined to go too far in the other direction.  
What should we do? 

Can we stuff the genie back in the bottle by banning risk-based pricing, 
requiring lenders to return to credit rationing and average-cost pricing?  Or 
by limiting risk-based pricing to programs run by government entities or 
nonprofits, which, freed of profit demands from investors, can take 
extraordinary steps to keep families out of foreclosure?  Should we write-
off risk-based pricing as foolish hubris, a demonstrable failure from the 
point of view of industry, and thus either irrelevant (because the market 
will not return to it) or a fig leaf for sucker-pricing (which should be 
banned)?   

Are we so powerless against the magic of market forces, we should 
abandon any attempt to shape them?   

Knowledge—even not very good knowledge—cannot be destroyed.  
While risk-based pricing thus far has operated in part as a charade, the 
correcting of the market from the supply side’s perspective will force firms 
to get better at it.  But even perfect risk-based pricing will not correct the 
market from the perspective of households and communities, and in a 
civilized society we can not leave decisions to a market riddled with 
failures.  We have the power—and the responsibility—to push it toward 
outcomes more conducive to increased social welfare. 
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KURT EGGERT 

This Article argues that one of the primary causes of the subprime 
meltdown and the resulting economic collapse was the structure of 
securitization as applied to subprime and other non-prime residential 
loans, along with the resecuritization of the resulting mortgage-backed 
securities.  Securitization weakened underwriting by discouraging 
originators from gathering “soft information” about the likelihood of 
borrower default and instead caused loan originators and other market 
participants to focus almost exclusively on such “hard information” as 
FICO scores and loan to value ratios.  At each stage of the loan and 
securitization process, securitization encouraged market participants to 
push risk to the very edge of what the applicable market standards would 
tolerate, to make the largest, riskiest loans that could be sold on Wall 
Street, to bundle them using the fewest credit enhancements rating 
agencies would permit, and then to repeat the securitization process with 
many of the lower-rated mortgage-backed securities that resulted. Loan 
originators could profit by bargaining down the due diligence of other 
market participants and so reduce their own underwriting standards.  
Securitization also created a business model for subprime lenders whereby 
they could “profitably fail.”  Thinly capitalized subprime lenders could 
generate large numbers of loans likely to default, along with substantial 
profits for the executives who directed them, and then simply exit the 
market when they predictably lost their access to the securitization 
pipeline.   

 
 
 



 

ARTICLE CONTENTS 
 
I.  INTRODUCTION ................................................................................. 1259 
II.  THE COLLAPSE ................................................................................. 1260 
III.  SECURITIZATION AND THE SUBPRIME MARKET ................... 1264 
IV.  “HARD” AND “SOFT” MORTGAGE UNDERWRITING ............... 1268 
V.  THE DECLINE OF SUBPRIME UNDERWRITING ......................... 1276 
VI.  ARGUMENTS THAT SECURITIZATION DID NOT UNDERMINE  

SUBPRIME UNDERWRITING ......................................................... 1281 
VII.  HOW UNDERWRITING WAS DEGRADED ................................. 1284 

A.  NO OR LOW DOCUMENTATION LOANS .............................................. 1285 
B.  INFLATED HOUSING APPRAISALS ...................................................... 1287 
C.  OCCUPANCY AND PROPERTY OWNERSHIP MISREPRESENTATION ...... 1288 
D.  FICO SCORE PROBLEMS ................................................................... 1289 
E.  UNDERWRITING FOR TEASER RATE ................................................... 1291 
F.  “RISK LAYERING” .............................................................................. 1291 

VIII.  SECURITIZATION’S EFFECTS ON ORIGINATORS .................. 1292 
IX.  SECURITIZATION’S EFFECT ON RATING AGENCIES AND  

INVESTMENT BANKS ..................................................................... 1297 
X.  HOW INVESTORS FAILED .............................................................. 1303 
XI.  PROFITABLE FAILURES ................................................................. 1307 
XII.  CONCLUSION .................................................................................. 1311 
 
 
 
 
 
 
 
 
 



 

 

The Great Collapse:   
How Securitization Caused the Subprime Meltdown 

KURT EGGERT∗ 

I.  INTRODUCTION 

The economies of the United States and many of the world’s countries 
have been shaken by perhaps the greatest financial crisis since the Great 
Depression.  This crisis was triggered by the subprime meltdown that 
started in late 2006, when early subprime loan defaults increased 
dramatically and then subprime lenders began going out of business rather 
than buying back problem loans.  It spread as hedge funds went under, 
investors stopped purchasing securities backed by subprime loans, and 
financial institutions stopped trusting each other, leading to a massive 
credit crunch.  

The subprime meltdown, in turn, was caused in large part by the 
financial mechanism that had caused it to surge since the late 1990s, 
securitization.  Through securitization, subprime lenders could make loans 
and sell them on Wall Street, where investment houses marketed securities 
backed by pools of subprime loans.  In this way, subprime lenders could 
quickly unload much of the risk of the subprime loans as well as recoup the 
money lent and relend it to new subprime borrowers.   

Investors in securities backed by subprime securities should have 
known that these loans were risky and that the subprime market was rife 
with abusive lending practices.  Reports of predatory lending were 
widespread and even large subprime lenders had been forced to pay large 
fines for their lending practices.  However, investors were lulled into a 
false sense of security by the understanding that, however much subprime 
lenders might be overcharging or otherwise taking advantage of borrowers, 
the investors were largely protected from liability for this abusive behavior 
and were even the beneficiaries of it through the higher rates charged to 
borrowers.  Ironically, the investors that poured money into the subprime 
market seemed not to realize that securitization allowed the subprime 
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members of the Connecticut Law Review for their symposium on the subprime crisis, at which an early 
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originators to take advantage of borrower and investor alike. 
Securitization received a significant stress test, and not only failed 

miserably, but also helped drag down much of the world’s economy with 
its failure.  The current recession is, to a surprising extent, caused by the 
effects of securitization itself.  While other factors also played a role in the 
meltdown, subprime securitization may represent one of the greatest 
structurally-caused financial implosions of the modern world.  In essence, 
subprime securitization acted like a virus that infected the entire American 
financial industry and affected much of the world.  And just as an outbreak 
of a disease created in a laboratory would warn against careless genetic 
engineering, the subprime crisis and the recent financial crash should warn 
against the dangers of careless financial engineering.  While securitization 
can be useful in some areas, market participants should be aware and wary 
of its flaws. 

II.  THE COLLAPSE 

Defaults and foreclosures have surged in the United States, especially 
among subprime loans.  More than twenty percent of all subprime loans 
are seriously delinquent, as are one in ten securitized near-prime loans.1 A 
record rate of eleven percent of all loans are currently at least one payment 
past due.2 Credit Suisse predicts that an astounding 8.1 million homes in 
the United States will likely be foreclosed on in the next four years.3  With 
the decrease in available credit, housing prices have plummeted and 
homeowners lost an estimated $3.3 trillion in equity in 2008.4  The 
Standard & Poors/Case-Shiller National Index has fallen more than twenty 
percent from its high, amid predictions that it may fall another fifteen 
percent.5  With this drop in housing value, an estimated fifteen to twenty 

                                                                                                                          
1 Ben S. Bernanke, Chairman, Bd. of Governors of the Fed. Res. Sys., Housing, Mortgage 

Markets, and Foreclosures, Speech at the Federal Reserve System Conference on Housing and 
Mortgage Markets (Dec. 4, 2008), http://www.federalreserve.gov/newsevents/speech/bernanke2008 
1204a.htm. 

2 Mortgage Bankers Association, Delinquencies Continue to Climb in Latest MBA National 
Delinquency Survey, Mar. 5, 2009, available at http://www.mortgagebankers.org/NewsandMedia/ 
PressCenter/68008.htm. 

3 CREDIT SUISSE, FORECLOSURE UPDATE: OVER 8 MILLION FORECLOSURES EXPECTED (2008), 
http://www.nhc.org/Credit%20Suisse%20Update%2004%20Dec%2008.doc (last visited Feb. 16, 
2008); Press Release, SmartBrief.com, Data: Mortgage ‘Foreclosure Prevention’ Fixes Failing to Work, 
U.S. Home Foreclosure Toll Now Expected to Rise Even Higher to Eight Million (Dec. 18, 2008), 
http://www.smartbrief.com/news/aaaa/industryPR-detail.jsp?id=F25D6EC9-C81F-4194-8EA8-
C9A7228C10EB. 

4 Mortgage Lending Reform: A Comprehensive Review of the American Mortgage System: 
Hearings Before the Subcomm. on Financial Institutions and Consumer Credit of the H. Comm. on 
Financial Services, 111th Cong. 2 (2009) [hereinafter Hearings Mortgage Lending Reform] (testimony 
of David Berenbaum, Executive Vice President of the National Community Reinvestment Coalition).  

5 Kelvin Tay, On the Lookout for the Onset of Economic Recovery, BUS. TIMES SING., Jan. 21, 
2009, available at LEXIS, News Library, BUSTMS File; Randall S. Kroszner, Governor, Bd. of 
Governors of the Fed. Res. Sys., Improving the Infrastructure for Non-Agency Mortgage-Backed 
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percent of homeowners with mortgages owe more on their houses than the 
houses are worth.6  The decline in housing prices appears still to be 
continuing, if not accelerating as of early 2009.  In January, 2009, the 
Standard & Poors/Case-Shiller index of 20 metropolitan areas had fallen 
19% from the year before, a new record drop for that index, edging out the 
previous record from the month before.7  Home prices in the hardest hit 
metropolitan markets have declined by almost fifty percent.8  Housing 
prices have fallen so greatly that some noteholders are walking away from 
houses after foreclosing, preferring to avoid the costs of holding and 
attempting to sell the homes.9  

Increasing subprime mortgage defaults and plummeting housing prices 
have caused enormous losses for many financial institutions and shaken the 
confidence of many investors in the credit markets generally.10  Investors 
watched AAA-rated subprime securities be downgraded over and over, 
some ultimately ending up with junk ratings.11  With investors refusing to 
purchase securities backed by subprime loans, and purchasers of subprime 
loans demanding that the loan originators buy them back, subprime lenders 
have by and large exited the market.  Nearly 150 mortgage lenders of all 
types that employed over fifty people (and hundreds more smaller firms) 
failed or went out of business in 2007 alone.12  The subprime industry 
collapsed, falling from an estimated 33.6% of mortgage production in 2006 
to 2.8% by the fourth quarter of 2008.13  

Subprime and related mortgage risk dragged down one large financial 
institution after another, with Lehman Brothers and Washington Mutual 
bankrupt, insurer AIG bailed out, and Fannie Mae and Freddie Mac taken 

                                                                                                                          
Securities, Speech at the Federal Reserve System Conference on Housing and Mortgage Markets (Dec. 
4, 2008), http://www.federalreserve.gov/newsevents/speech/kroszner20081204a.htm. 

6 Bernanke, supra note 1.  Mortgages of this kind are often referred to as being “under water.”  Id. 
7 David Streitfeld, Home Prices in Jan. Fell by a Record Amount, N.Y. TIMES, Apr. 1, 2009, at 

B3, available at LEXIS, News Library, NYT File. 
8 Id. 
9 Susan Saulny, In Foreclosure Crisis, a Rise in Banks Walking Away, N.Y. TIMES, Mar. 30, 

2009, at A2, available at LEXIS, News Library, NYT File. 
10 Turmoil in US Credit Markets: Recent Actions Regarding Government Sponsored Entities, 

Investment Banks and Other Financial Institutions: Hearing Before the S. Comm. on Banking, 
Housing, and Urban Affairs, 110th Cong. (2008), available at http://banking.senate.gov/public/_ 
files/BERNANKEStatement092308_SenateBankingCommittee.pdf (statement of Ben S. Bernanke, 
Chairman, Bd. of Governors of the Fed. Res. Sys.); Ben S. Bernanke, Chairman, Bd. of Governors of 
the Fed. Res. Sys., The Crisis and the Policy Response, Speech at the Stamp Lecture, London School of 
Economics (Jan. 13, 2009), http://www.federalreserve.gov/newsevents/speech/bernanke20090113a. 
htm. 

11 Gretchen Morgenson, Debt Watchdogs: Tamed or Caught Napping?, N.Y. TIMES, Dec. 7, 
2008, at A1, available at LEXIS, News Library, NYT File. 

12 Press Release, MortgageDaily.com, Nearly 150 Mortgage Operations Collapse in 2007 (Jan. 
22, 2008), http://www.mortgagedaily.com/PressRelease012208.asp. 

13 Hearings Mortgage Lending Reform, supra note 4, at 2 (testimony of Julia Gordon, Center for 
Responsible Lending) (citing Inside B&C Lending) (Feb. 27, 2009), http://www.imfpubs.com/ 
imfpubs_ibcl/about.html).  
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over by the government.14  Private-label securitization, done without the 
participation of government-sponsored entities (GSEs) like Fannie Mae 
and Freddie Mac, has virtually been shut down.15  Lending between 
financial institutions such as banks for terms longer than a few days by and 
large ceased in September and October of 2008.16  In October 2008, there 
was a real possibility of an international financial collapse.17  Surviving 
banks and other financial institutions received an offer of $250 billion in 
bailouts in late 2008 and have pleaded for more.18   

Inevitably, as in most post mortems, fingers will be pointed in many 
directions, from the “originate-to-distribute” model of subprime 
origination, whereby lenders quickly offload much of the risk of default, to 
the greed that seems to have run rampant on Wall Street, to the lack of 
regulation over subprime lenders.  Some have blamed Fannie Mae and 
Freddie Mac for excessive involvement in the subprime market, others for 
not participating in and influencing subprime enough.  This Article, 
however, focuses on one causative aspect: how a prime element of the 
subprime meltdown is the flawed structure of securitization itself and how, 
because of the securitization of subprime and other non-prime mortgages, 
as well as the resecuritization of some of the resulting subprime-backed 
securities, many of the villains of the story were acting based on incentives 
generated by that structure.   While there were multiple causes of the 
subprime boom and collapse, securitization itself was a significant cause of 
both.   

Specifically, this Article argues that securitization turned a significant 
portion of subprime and near-prime lending over to a new business model 
for lending.  The securitization model of subprime lending consists of 
companies designed to ramp up quickly during boom years, make as much 
money as possible for the owners or top executives of the company, then as 

                                                                                                                          
14 Souphala Chomsisengphet et al., Product Innovation & Mortgage Selection in the Subprime Era 

(Oct. 23, 2008) (unpublished working paper), available at http://ssrn.com/abstract=1288726. 
15 Ben S. Bernanke, Chairman, Bd. of Governors of the Fed. Res. Sys., The Future of Mortgage 

Finance in the United States, Speech at the UC Berkeley/UCLA Symposium: The Mortgage Meltdown, 
the Economy, and Public Policy (Oct. 31, 2008), http://www.federalreserve.gov/newsevents/speech/ 
bernanke20081031a.htm. 

16 Financial and Economic Challenges Facing Small Businesses: Hearing Before the H. Comm. 
on Small Business, 110th Cong. 39 (2008), available at http://clerk.house.gov/library/reference-
files/110_sma_066.pdf [hereinafter Small Business Hearing] (statement of Randall S. Kroszner, 
Governor, Bd. of Governors of the Fed. Res. Sys.). 

17 Priorities for the Next Administration: Use of TARP Funds Under EESA: Hearing Before the 
H. Comm. on Fin. Servs., 111th Cong. (2009), available at http://www.house.gov/apps/list/hearing/ 
financialsvcs_dem/kohn011309.pdf (statement of Donald L. Kohn, Vice Chairman, Bd. of Governors 
of the Fed. Res. Sys.). 

18 Oversight of Implementation of the Emergency Economic Stabilization Act of 2008 and of 
Government Lending and Insurance Facilities; Impact on Economy and Credit Availability: Hearing 
Before the H. Comm. on Fin. Servs., 110th Cong. (2008), available at http://financialservices. 
house.gov/hearing110/bernanke111808.pdf (statement of Ben S. Bernanke, Chairman, Bd. of 
Governors of the Fed. Res. Sys.). 
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necessary, go out of business, leaving billions of dollars of bad loans in 
their wake.  These lenders established the culture and business methods of 
the subprime market.  A central element of the subprime lending model in 
the age of securitization is that many subprime lenders were designed so 
that they could profitably fail, at least profitably for the individuals who 
operated the subprime lending institutions. 

Worse yet, securitization gave not only an incentive but also a means 
for subprime lenders to bargain down the standards of much of the 
financial industry of the United States.  Securitization took what had been 
a single financial institution—a lender that made and underwrote its own 
loans and held them until they matured—and “atomized” it into its 
constituent parts.19  As Michael Jacobides, noted, “The mortgage banking 
industry is one of the most fascinating examples of vertical disintegration 
and reconfiguration in modern business history.”20  By splitting the work 
of lenders among numerous entities, it allowed the subprime originator to 
bargain with the other entities in the securitization chain to downgrade the 
other entities’ efforts to maintain loan quality.  Furthermore, because so 
many actors in the securitization process were paid based on quantity 
rather than quality of loans, they were often willing participants in 
handling lower and lower quality loans.  This corruption of the entire 
securitization process allowed originators and their Wall Street enablers to 
drive down loan quality, securitize the resulting risky loans, and sell the 
mortgage-backed securities to investors. 

These difficulties can spring up in the securitization of many types of 
assets, and the current economic crisis did not spring solely from subprime 
loans.  As Federal Reserve Board Chairman Bernanke noted, “the boom in 
subprime mortgage lending was only a part of a much broader credit boom 
characterized by an underpricing of risk, excessive leverage, and the 
creation of complex and opaque financial instruments that proved fragile 
under stress.”21  This Article, however, focuses on the securitization of 
subprime loans, where securitization’s fragility and instability have been 
most apparent and its effects most damaging.  Securitization is no doubt 
useful and workable in many contexts.  However, its weaknesses have to 
be understood, and the securitization of subprime loans is the best Petri 
dish in which to study the structural flaws of securitization. 

The destabilizing effect of securitization appears both at the beginning 
of its process and at its end, in both the origination of the asset to be 
securitized and at the resolution of problems that occur during the life of 
the securitized asset.  Securitization not only weakens loan underwriting, 

                                                                                                                          
19 Michael G. Jacobides, Mortgage Banking Unbundling: Structure, Automation and Profit, 

MORTGAGE BANKING, Jan. 1, 2001, at 28.  
20 Id. 
21 Bernanke, supra note 10. 
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but, as has been discussed elsewhere, it also makes it more difficult for the 
poorly underwritten loans that do go into default to be worked out, and for 
borrowers to avoid foreclosure by obtaining a loan modification.22 

Securitization also amplifies the effects of the defaults that it causes.  
The effect of subprime defaults was magnified by the effect of 
downgrading investment-grade securities.  If more loans than expected in a 
lender’s portfolio of loans go into default, the lender might easily deal with 
the resulting loss.  However, a similar unexpected increase in defaults in a 
pool of securitized loans can have a cascading effect.  A sufficiently large 
number of unexpected defaults would cause the entire basket of securities 
to be downgraded, including the highest rated, investment grade securities.  
If investment grade securities are downgraded to below investment grade, 
this downgrade can cause losses to some institutions that own them far in 
excess of the credit loss. Some financial institutions or insurance 
companies have the requirement of holding investment grade securities 
“hard coded” into them through regulation or agreements.  If they hold too 
many downgraded securities, they could be considered “troubled,” and 
might have to raise significant additional capital, and may have their 
liquidity and counterparty status affected.23 

III.  SECURITIZATION AND THE SUBPRIME MARKET 

Securitizing subprime and other non-prime loans damaged the process 
of underwriting those loans by fundamentally changing the way lenders 
viewed underwriting.  Instead of viewing underwriting as a tool to protect 
lenders against losses, lenders that securitized their loans viewed it as a 
hurdle to clear in order to sell the loan.  Instead of being welcomed as the 
lender’s protector, the underwriting department was too often considered 
the “Department of Production Reduction.”24    

At the heart of the subprime crisis is the increasing number of 
subprime and other non-prime loans that went and are going into default, 
often before the first payment.  Had these loans been held by their 
originators, the effect of a large and unexpected increase in defaults would 
have been limited.  The subprime originators would face severe financial 
hardship.  Many, if not most, would go out of business, and this result 
                                                                                                                          

22 See Kurt Eggert, Comment on Michael A. Stegman et al.’s Preventive Servicing Is Good for 
Business and Affordable Homeownership Policy: What Prevents Loan Modifications?, 18 HOUSING 
POL’Y DEBATE 279, 285–86 (2007) [hereinafter Eggert, Comment] (noting “several barriers to effective 
preventive servicing and its attendant loan modifications”); see also Kurt Eggert, Held Up in Due 
Course: Predatory Lending, Securitization, and the Holder in Due Course Doctrine, 35 CREIGHTON L. 
REV. 503 (2002), available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=904661 [herinafter 
Eggert, Held Up in Due Course]. 

23 Hearings Before the H. Comm. on Financial Services, 111th Cong. (2009), available at 
http://www.house.gov/apps/list/hearing/financialsvcs_dem/berg032509.pdf (testimony of  Richard S. 
Berg, CEO of Performance Trust Capital Partners, LLC). 

24 Kevin Coop, Has Change Arrived?, MORTGAGE BANKING, Mar. 1, 2009, at 93. 
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would purge the market of many subprime loan originators that made 
excessively risky loans.  Thus, the pain and damage of the subprime 
meltdown would largely have been contained to the subprime market. 

However, through the wonders of securitization, the interests in the 
defaulting loans had been sliced and diced, tranched and sold, then often 
resecuritized, retranched and resold, perhaps several times over.  The risk 
of default was no longer concentrated in the lenders responsible for the 
loans, but instead was distributed in a complex and opaque way throughout 
the financial industry and among a multitude of investors, some completely 
unaware that their investments ultimately depended on the stability of the 
subprime market. 

Rather than causing a world-wide financial crisis, securitization was 
supposed to make mortgage lending more profitable by providing lenders 
with broader sources of funding than the deposits obtained by banks, and 
by allowing them to offload their exposure to risks such as interest rate 
changes, prepayment, defaults and foreclosures, thus reducing the cost to 
lend.25  For years, many commentators had praised the efficacy of 
securitization and its benefits for the mortgage industry.26   

Securitization allowed investors from throughout the world to invest in 
real estate in the United States through the purchase of securities backed by 
American residential mortgages.  At least partially as a result of the funds 
pouring into the American mortgage market, prices for American homes 
boomed, with average home prices increasing from about $150,000 in 
1997 to more than $250,000 in 2005.27  The profits of the financial services 
industry also ballooned before the recent crash, with the financial sector 
portion of the Standard & Poor’s 500 at twenty-one percent of the total, an 
increase of five and a half percentage points in a decade.28  With the 
leverage that securitization provided, the productivity of the financial 
institutions compared to the capital they held seemed to increase, though 
sizable risks were held off-balance-sheet, through securitization and 
derivatives, for example.29 

                                                                                                                          
25 Bernanke, supra note 10. 
26 See e.g., Steven L. Schwarcz, The Alchemy of Asset Securitization, 1 STAN. J.L. BUS. & FIN. 

133, 133 (1994) (explaining “why securitization enables many companies to raise funds at a lower cost 
than through traditional financing”); Steven L. Schwarcz, The Parts Are Greater Than the Whole: How 
Securitization of Divisible Interests Can Revolutionize Structured Finance and Open The Capital 
Markets to Middle-Market Companies, 1993 COLUM. BUS. L. REV. 139, 140 (“Structured finance offers 
a company important advantages over other approaches to raising capital.”); Steven L. Schwarcz, 
Structured Finance: The New Way to Securitize Assets, 11 CARDOZO L. REV. 607, 607–08 (1990) 
(discussing the advantages of structured finance within the context of corporate finance).   

27 L. Randall Wray, Lessons from the Subprime Meltdown 27–28 (Levy Econ. Inst. Of Bard Coll., 
Working Paper No. 522, 2007), available at http://ssrn.com/abstract=1070833. 

28 Kevin Warsh, Governor, Bd. of Governors of the Fed. Res. Sys., The Promise and Peril of the 
New Financial Architecture, Speech at the Money Marketeers of New York University (Nov. 6, 2008), 
http://www.federalreserve.gov/newsevents/speech/warsh20081106a.htm.  

29 Donald L. Kohn, Vice Chairman, Bd. of Governors of the Fed. Res. Sys., Productivity and 
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Exactly how securitization is accomplished has been extensively 
described elsewhere, and therefore the following is merely a thumbnail 
sketch.30  In the process of mortgage securitization, a pool of mortgages is 
assembled (“pooled”) and transferred to an entity designed solely to hold 
those loans (the “Special-Purpose Vehicle” or SPV).  Securities are then 
issued which are backed by those mortgages, and the securities are sold to 
investors, who will be repaid from the payments made by borrowers or the 
proceeds of foreclosure sales.  A servicer collects the mortgage payments 
and may foreclose if necessary.  Typically, an investment house is 
involved in the pooling of subprime mortgages and resulting sale of 
securities, and a rating agency rates the resulting securities.  To provide 
different investors with securities featuring different sets of risk and 
rewards, interest in the payment flow from the mortgages is divided up into 
different strips of payments, called tranches, so that some securities receive 
an earlier and more secure income stream in exchange for a lower return.  
The securitization is set up so that the majority of the resulting securities 
would be rated AAA by the rating agencies, indicating that they should be 
highly secure.  Other securities would receive less secure payment streams 
with the chance of higher returns, and were normally given lower credit 
ratings as a result.  In a typical securitization of residential mortgage-
backed securities (RMBS), about eighty percent of the resulting securities 
would be rated AAA, considered “investor grade,” another ten percent AA, 
five percent A, and five percent BBB+ or lower.31 

The securitization of subprime loans began in the late 1980s, when 
subprime lenders concentrated in Orange County, California, discovered 
that they could offload their subprime loans to Wall Street investors by 
selling securities based on pools of those subprime loans.32  These lenders 
had been “hard money” lenders, requiring low loan-to-value (LTV) ratios 
and relying on the ability to foreclose on substantial equity in the house 
should the borrower default.33  When Wall Street discovered hard money 
                                                                                                                          
Innovation in Financial Services, Speech at the Official Celebration of the 10th Anniversary of the 
Banque Centrale du Luxembourg (Nov. 12, 2008), http://www.federalreserve.gov/newsevents/speech 
/kohn20081112a.htm. 

30 For explanations of that process, see Eggert, Held Up in Due Course, supra note 22, at 535–45; 
Kathleen C. Engel & Patricia A. McCoy, Turning a Blind Eye: Wall Street Finance of Predatory 
Lending, 75 FORDHAM L. REV. 2039, 2045–48 (2007) (discussing the evolution of private label 
securitization); Christopher L. Peterson, Predatory Structured Finance, 28 CARDOZO L. REV. 2185, 
2199–2213 (2007) (providing an overview of the structured finance process from origination to 
securitization). 

31 John Kiff & Paul Mills, Money for Nothing and Checks for Free: Recent Developments in U.S. 
Subprime Mortgage Markets, in Int’l Monetary Fund, United States: Selected Issues, at 37, 39, IMF 
Country Report No. 07/265, July 11, 2007, available at http://imf.org/external/pubs/ft/scr/ 
2007/cr07265.pdf. 

32 John Gittelsohn, How Subprime Started in Orange County, Calif., ORANGE COUNTY REG. 
(Cal.), Dec. 30, 2007, available at LEXIS, News Library, MCTBUS File. 

33 Comment, Everybody Goes Lending, Lending USA, MORTGAGE STRATEGY, June 16, 2008, at 
32, available at LEXIS, News Library, MORSGY File. 
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lenders, these lenders went mainstream.  A reporter explained, “‘Hard 
money’ gave way to ‘B&C’ which gave way to more advertising-friendly 
monikers like ‘home equity,’ ‘sub-prime’ or ‘non-prime.’”34  In the early 
1990s, there were few subprime mortgage originations, but with 
securitization, subprime boomed, and subprime origination topped $625 
billion dollars by 2005.35  That same year, the peak year for issuance of 
subprime RMBS, $508 billion of such securities were sold on Wall 
Street.36  

Once Wall Street discovered how to securitize subprime loans, and 
investors discovered that AAA-rated securities backed by subprime loans 
provided a greater return than some other investments rated as equally 
secure, the complex financial engineering kicked into high gear.  If risky 
subprime loans could be converted into securities, many of them rated 
AAA, then other risky assets could receive the same treatment, including 
the junior tranches of subprime RMBS.  The lower-rated tranches of 
subprime RMBS were pooled and transferred to a new SPV, often along 
with other assets, and collateralized debt obligation (CDO) securities 
backed by these assets held by the SPV were created.37  In that way, new 
AAA-rated securities could be created from the lower rated and previously 
hard to sell tranches of subprime loan pools.38  Even though they were 
created from BBB, or worse, RMBS, as much as 80% of the resulting CDO 
securities would be rated AAA.39  CDO issuance boomed, increasing from  
$300 billion to almost $2 trillion between 1997 and 2006.40   

Enterprising Wall Street denizens even created CDO-squared or cubed, 
where the CDO securities were pooled and tranched, whereby new AAA-
rated securities could be created from the riskier CDO tranches.41  Often, 
the lower ranked tranches of securities from CDOs were those 
resecuritized in new CDOs.42  Many of the resulting securities were highly 
rated despite their great risk.  According to a 2007 report, “Some 80% of 
these structures likewise boast triple-A ratings, even though some industry 
insiders say the value of the instruments would be wiped out, from the 

                                                                                                                          
34 Id. 
35 Chomsisenghet et al., supra note 14. 
36 Gittelsohn, supra note 32. 
37 Joseph R. Mason & Joshua Rosner, Where Did the Risk Go?  How Misapplied Bond Ratings 

Cause Mortgage Backed Securities and Collateralized Debt Obligation Market Disruptions 70 (May 3, 
2007) (unpublished working paper), available at http://ssrn.com/abstract=1027475. 

38 See Yongheng Deng et al., CDO Market Implosion And The Pricing Of Subprime Mortgage-
Backed Securities 3 (Working Paper No. Mar. 2009), available at http://ssrn.com/abstract=1356630. 

39 See, e.g., Jonathan R. Laing, Aftershock of US Sub-Prime Debacle will be Felt on a Global 
Scale, THE BUSINESS (UK), July 14, 2007, available at LEXIS, News Library, SUNBUS File. 

40 Yongheng Deng et al., supra note 38, at 3.  
41 See Paul Mizen, The Credit Crunch of 2007–2008: A Discussion of the Background, Market 

Reactions, and Policy Responses, 90 FED. RES. BANK ST. LOUIS REV. 531, 537–38 (2008), available at 
http://research.stlouisfed.org/publications/review/08/09/Mizen.pdf. 

42 Kiff & Mills, supra note 31, at 39. 
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triple-A tranches down, if the underlying collateral suffered cumulative 
losses of around 5%.”43  Through its mysterious alchemy, securitization 
could create highly rated securities backed by the riskiest twenty percent of 
tranches of securities built from the riskiest twenty percent of tranches of 
securities based on already default-prone subprime loans.  Securitization 
seemed to be able to spin endless amounts of Wall Street gold, in the form 
of AAA-rated securities, out of even the most suspect and speculative 
straw. 

The resulting securities were so far removed from the initial subprime 
mortgages on which they depended that it was almost impossible for 
investors to track CDO securities to the subprime mortgages that created 
their value.  Instead, they depended by and large on the ratings provided at 
the time of securitization.  However, as we shall see, even the rating 
agencies were overwhelmed by the complexity of the securities they were 
rating; in many cases they rated securities without an adequate past history 
to predict future behavior or sufficient analysis of the likelihood of loss. 

The entire house of cards—the subprime RMB securities, the CDOs 
based on RMB securities, and the CDOs-squared and cubed—depended on 
the payments made by borrowers and the likelihood that the borrowers 
would continue to make their payments.  However, while all of these 
complex assets depended on repayment by borrowers, securitization 
undermined the likelihood of that repayment.  As will be discussed in the 
next section, securitization made repayment by borrowers less likely by 
degrading the quality of underwriting that subprime originators used in 
determining which borrowers to lend to and at what terms and by 
encouraging the use of more risky loan models.  Securitization not only 
undermined underwriting standards, it also for a time successfully 
concealed the declining underwriting standards from many investors, as 
many investors did not have the information they needed to discover the 
decline in underwriting.44  Securitization gave loan originators an incentive 
to make loans that were too likely to default as well as the tools to conceal 
poor loan quality from the ultimate purchasers of those loans: the investors 
in mortgage-backed securities or in other financial instruments ultimately 
backed by mortgage-backed securities.  In this way, subprime lenders 
could take advantage of borrowers and investors alike. 

IV.  “Hard” and “Soft” Mortgage Underwriting 

To see how securitization degraded underwriting, it is important to 
understand the process and purpose of loan underwriting.  Underwriting is 

                                                                                                                          
43 Laing, supra note 39. 
44 See Small Business Hearing, supra note 16, at 2 (claiming that the lack of information caused 

by a deterioration in underwriting was a “significant hindrance” to investors). 
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the systematic analysis of risk associated with a particular loan and the 
determination before the loan is made whether the likely reward associated 
with the loan is worth that risk.45  Underwriting is based on the observable 
characteristics of the borrower, the loan, the security, and outside 
influences on the borrower, loan, and security at the time of the origination 
of the loan, and then comparing those characteristics to historical patterns 
of default.46  The purpose of underwriting is to reject loans that are too 
risky given the market interest rate, and therefore it is a primary form of 
credit rationing.47  Underwriting is crucial to lending because, while 
defaults are historically fairly rare, they are extremely costly to the holders 
of the loan, making the mortgage-default function “extremely 
asymmetric.”48  

A loan has different elements of risk, including whether: the loan will 
be prepaid, with principal returned but no further interest payments; a loan 
will default and the income stream from the loan will be interrupted or 
cease; the holder of the loan will have to foreclose on the security and so 
incur the costs associated with foreclosure; the value of the security will 
not be sufficient to protect the holder of the loan’s interest should the 
borrower default; and/or litigation will ensue, either in claims against the 
borrower or the borrower’s claims against the lender.49  There are risks that 
reside with the individual borrower and the specific property, such as the 
likelihood that the individual borrower will lose his or her job or the value 
of the property will decline.  There are also systemic risks: inflation will 
increase and interest rates go up, making a loan at a fixed rate less 
valuable; the overall economy will decline, making it more likely that the 
borrower will be unable to repay or that the overall value of property will 
decline, reducing the value of the property securing the loan.  A third type 
of risk is associated with the loan itself; a loan may be too large given the 
borrower’s ability to repay, have a high interest rate, or it may have other 
characteristics that increase the likelihood of default independently of the 
                                                                                                                          

45 Geetesh Bhardwaj & Rajdeep Sengupta, Where’s the Smoking Gun?  A Study of Underwriting 
Standards for US Subprime Mortgages 7 (Fed. Res. Bank of St. Louis Working Paper Series, Working 
Paper No. 2008-036A, 2008), available at http://ssrn.com/abstract=1286106. 

46 Id. (noting that “[m]ortgage underwriting refers to the process used by a mortgagee (lender) to 
assess the credit risk of the mortgagor (borrower)” and “involves summarizing the ex ante risk of 
default from a profile of borrower attributes with the purpose of approving or denying the borrower’s 
loan application,” and therefore “is based on the borrower’s observable characteristics at the time of 
origination”) (emphasis omitted). 

47 See Tyler T. Yang et al., An Analysis of the Ex Ante Probabilities of Mortgage Prepayment and 
Default, 26 REAL EST. ECON. 651, 652 (1998) (stating that mortgage underwriting “rations mortgage 
quantity by rejecting those loans that are deemed too risky at the market interest rate”). 

48 Susan Wharton Gates et al., Automated Underwriting in Mortgage Lending: Good News for the 
Underserved?, 13 HOUSING POLICY DEBATE 369, 384 (2002). 

49 See Engel & McCoy, supra note 30, at 2050–54 (discussing the risks of default, prepayment, 
and litigation); Michael H. Schill, An Economic Analysis of Mortgagor Protection Laws, 77 VA. L. 
REV. 489, 492–94 (1991) (discussing the costs of foreclosure litigation and the potential that the resale 
of the property will be inadequate to cover the debt owed). 
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borrower or property characteristics or the systemic risks.50   
While the empirical research on the cause of homeowner default is 

sometimes conflicting, the prime determinants of default appear to be 
borrowers’ income and assets, and the loan-to-value ratio (LTV) of the 
loan to the house securing it.51  The LTV is “the ratio of the unpaid 
principal balance of the loan to the lesser of the appraised value or sales 
price of the property.”52  The LTV incorporates the homeowner’s equity in 
the house, a crucial element because borrowers with positive equity can 
often sell their homes or refinance their loans if they run into payment 
trouble.53   

Borrower income is used in two separate ratios employed by lenders to 
determine borrowers’ ability to repay debt.  One ratio is the borrower’s 
“total-debt-to-income” ratio, or “total debt ratio,” with debt including all 
fixed installment debt, such as student or car loans, along with payments 
on the proposed mortgage loan.54  Another ratio is “housing-expenses-to-
gross-income,” with American households averaging between fifteen and 
forty percent of their income spent on housing.55   

Credit scores also play a large role in predicting default, as do external 
market conditions in causing default.56  Credit scores are the attempt to 
reduce a borrower’s credit history to a single number, weighting such 
elements as a borrower’s payment history and whether a borrower has 
defaulted on other loans.57  Fair, Isaac & Company has a virtual monopoly 
on the sales of credit scoring, supplying credit scoring models to the three 
major credit bureaus; hence credit scores are called “FICO” scores, even 
though there are three separate agencies that can supply conflicting scores 
based on their individual models.58  FICO scores are based on information 

                                                                                                                          
50 INST. OF FIN. EDUC., RESIDENTIAL MORTGAGE LENDING, excerpted in GERALD KORNGOLD & 

PAUL GOLDSTEIN, REAL ESTATE TRANSACTIONS 389–90 (4th ed. 2002). 
51 See Michelle A. Danis & Anthony Pennington-Cross, The Delinquency of Subprime Mortgages 

8–9 (Fed. Res. Bank of St. Louis Working Paper Series, Working Paper No. 2005-022A, 2005), 
available at http://ssrn.com/abstract=761804 (citing two studies which report the importance of income 
and LTV as empirical indicators of delinquency). 

52 GEORGE LEFCOE, REAL ESTATE TRANSACTIONS 217 (5th ed. 2005).  
53 See Richard L. Cooperstein et al., Modeling Mortgage Terminations in Turbulent Times, 19 

AREUEA J. 473, 473 (1991) (“When the market value of a home is sufficient to provide a net capital 
gain, the owner has three options: to hold, sell, or refinance.”). 

54 LEFCOE, supra note 52, at 215. 
55 Id.  Another less precise ratio is the “Gross Annual Income Multiplier” (GAIM), which 

assumes that a borrower can typically afford a loan balance two to three times their annual income, 
depending on other factors such as interest rates.  Id.   

56 See Danis & Pennington-Cross, supra note 51, at 9 (finding credit scores, economic conditions 
in the labor and housing markets, and, with respect to nonprofit lenders, the internal incentive structure 
of the nonprofit agency to all be significant factors). 

57 LEFCOE, supra note 52, at 216. 
58 See Charu A. Chandrasekhar, Can New Americans Achieve the American Dream?  Promoting 

Homeownership in Immigrant Communities, 39 HARV. C.R.-C.L. L. Rev. 169, 179 n.50 (2004) 
(referring to credit scoring as a “well-institutionalized process”) (citing DEANNE LOONIN & CHI CHI 
WU, NAT’L CONSUMER LAW CTR., CREDIT DISCRIMINATION 1 (3d ed. 2002)); see also LEFCOE, supra 
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provided by the credit reporting agencies.59  Credit scores do not exactly 
correlate with income, in that high-income borrowers may have low credit 
scores, and vice versa, depending on their payment histories.60  FICO 
scores range from 300 to 900, with most scores between 600 and 800.61  
One indication of a subprime loan is that the borrower has a FICO score 
below 660, according to bank regulators, or 620, among lenders.62  

Another important determinant of default is the occurrence of “trigger 
events,” life events that increase the difficulty of making mortgage 
payments, such as unemployment or divorce.  However, it is difficult to 
predict at loan origination whether such events will occur or how the 
borrowers will react.63  Ignoring greater market conditions for the moment, 
underwriting to a great extent depends on a three-legged stool, with credit 
scores as one leg, LTV as another, and borrower income and assets 
compared to debt load as the third.64  These three legs have been described 
as the “‘three C’s’: capacity, credit reputation, and collateral,” with 
capacity being the “borrower’s income, debts, and cash reserves,” credit 
reputation—represented by the credit score—the borrower’s history of 
repayment as well as account information such as balance and age of 
account, and collateral including both the property and the amount of the 
borrower down payment.65 

Another central aspect of underwriting is documenting the above 
criteria, including “the extent to which the mortgagor’s income and assets 
have been verified by third party sources such as employers, tax returns, 
and bank account statements.”66  Without adequate documentation, all of 
the criteria on which a loan is underwritten are called into question.  Where 
loans are not fully documented, the level of risk for the loans to some 
extent is determined by which party requested the lack of documentation.   
                                                                                                                          
note 52, at 216 (noting that mortgage companies “all ponder pretty much the same information”). 

59 Deanne Loonin & Elizabeth Renuart, The Life And Debt Cycle: The Growing Debt Burdens of 
Older Consumers and Related Policy Recommendations, 44 HARV. J. ON LEGIS. 167, 177 n.74 (2007). 

60 See LEFCOE, supra note 52, at 216 (“Borrowers with higher incomes don’t necessarily have the 
best credit scores.”). 

61 Amy Buttell Crane, Don’t Let Mortgage Insurance Surprise You At Closing Table, SEATTLE 
POST-INTELLIGENCER, Oct. 21, 2006, at E2, available at LEXIS, News Library, SEAPIN File. 

62 EUGENE A. LUDWIG ET AL., THE COMMUNITY REINVESTMENT ACT: PAST SUCCESSES AND 
FUTURE OPPORTUNITIES, in REVISITING THE CRA: PERSPECTIVES ON THE FUTURE OF THE COMMUNITY 
REINVESTMENT ACT FRANCISCO 84, 93 (A Joint Publication of the Fed. Reserve Banks of Boston and 
San Francisco, Feb. 2009), available at http://www.frbsf.org/publications/community/cra/index.html. 

63 See CHRISTOPHER E. HERBERT, THE ROLE OF TRIGGER EVENTS IN ENDING HOMEOWNERSHIP 
SPELLS: A LITERATURE REVIEW AND SUGGESTIONS FOR FURTHER RESEARCH 6 (2004), available at 
http://www.abtassociates.com/reports/trigger_final_report.pdf (“[T]he financial impact of specific 
trigger events are likely to vary a great deal across borrowers.”). 

64 While higher LTV ratios increase the risk of default, they appear to decrease the risk of 
prepayment, as borrowers have greater difficulty refinancing the loans.  Therefore, higher LTV ratios 
do have some beneficial effect for lenders.  Danis & Pennington-Cross, supra note 51, at 17. 

65 LEFCOE, supra note 52, at 215. 
66 Andrew Haughwout, Richard Peach, and Joseph Tracy, Juvenile Delinquent Mortgages: Bad 

Credit or Bad Economy?, Federal Reserve Bank of New York Staff Reports, no. 341, 1, Aug. 2008. 
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Where borrowers request low or no documentation loans, those loans are 
more likely to default than instances where the lender determines that full 
documentation is not required. 

Subprime loans are typically more prone to default than prime, 
resulting in the generally higher interest rates and fees that subprime 
borrowers pay.67  Even before the subprime crisis, non-prime loans were 
estimated to be six times as likely to go into default as prime loans.68  
However, attempting to compensate for risk by charging higher prices for 
subprime loans only adds to the risk, as the higher interest rate and/or fee 
makes the subprime loan more likely to default.69  Subprime loans are an 
odd product in that the seller’s attempt to compensate for risk of default 
increases the very risk at issue. 

Some subprime loans are more risky than others.  Some are likely to 
default simply because the amount of mortgage payments are more than 
the borrower can afford.  For others, however, the likelihood of default is 
increased by the way the loan is structured.  Examples of loans that by 
their very nature are more risky than traditional 30-year fixed loans are: 
hybrid adjustable-rate mortgages, often called 2/28s or 3/27s because they 
are fixed for two or three years and are then adjustable for the remainder of 
the thirty year term.  These loans are designed to force borrowers to 
refinance after two or three years, essentially allowing the lender to call the 
loan at that point by forcing a refinancing unless the borrower is willing 
and able to make a significantly higher monthly payment.70  Also more 
prone to default are payment option adjustable-rate mortgages, where the 
borrower can, for a time, choose to make monthly payments less than 
needed to pay principal and interest, allowing for “negative amortization” 
where the loan principal increases rather than decreases.71   

Adjustable rate loans transfer from lenders to borrowers the risk that 
interest rates will increase, as compared to fixed rate loans where lenders 
retain that risk.  However, adjustable rate loans transfer that risk in a 
manner that may be difficult for borrowers to understand or predict.  This 
risk transfer increases the sensitivity of and danger to borrowers regarding 

                                                                                                                          
67 Gary Gorton, The Panic of 2007, Prepared for the Federal Reserve Bank of Kansas City, 

Jackson Hole Conference, Aug., 2008, 6 (2008) available at http://www.kc.frb.org/publicat/sympos/ 
2008/Gorton.08.04.08.pdf.  

68 Souphala Chomsisengphet & Anthony Pennington-Cross, The Evolution of the Subprime 
Mortgage Market, 88 FED. RES. BANK OF ST. LOUIS REV. 31, 32 (2006), available at 
research.stlouisfed.org/publications/review/06/01/ChomPennCross.pdf. 

69 See Wray, supra note 27, at 9 (finding these so-called “affordability products” not to be 
affordable due to subsequent need for refinancing and payment penalties).  Wray’s article expounds on 
the writings of the noted financial system commentator Hyman Minsky.  Id. at 2. 

70 Gorton, supra note 67, at 13. 
71 Subprime Mortgage Crisis and America’s Veterans: Hearing Before the Subcomm. on Econ. 

Opportunity of the H. Comm. on Veterans’ Affairs, 110th Cong. 47 (2008) (statement of Ellen Harnick, 
Sr. Policy Counsel, Ctr. for Responsible Lending). 
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economic and financial conditions that can increase interest rates.72  Since 
these loans are often structured with an introductory lower “teaser rate,” 
borrowers can experience “reset shock” when their mortgage payments 
increase substantially.73  The existence of this reset shock may come as a 
surprise to borrowers who were not adequately informed of it by their 
lenders or brokers.74  The timing of the payment increases for payment 
option loans is often a surprise, as the loan may readjust when the loan 
balance reaches a set cap rather than waiting a set number of years.75  It is 
possible to overstate the effect of the reset shock, however, because the 
initial teaser rates charged to borrowers often were not very low to begin 
with, so the new rates might not be that much higher.76  Hybrid adjustable 
rate mortgages were quite popular with securitizers and made up almost 
three-quarters of securitized subprime loans by 2004.77 

Underwriting can be characterized as two general types, though both 
types may and should be used and there may be overlap between the types.  
On the one hand, a lender may rely on “soft” mortgage underwriting, that 
is subjective, personalized underwriting that depends on direct, often 
difficult to quantify “soft” information about the borrower, the property, 
the local economy, etc.  This may include knowledge about the likelihood 
that a borrower will lose a job or gain another, and whether a neighborhood 
is going up or down in value.78  “Soft” information may also include 
listening to the borrower’s explanation for past credit difficulties in an 
attempt to discover whether such problems will reoccur.79  Soft mortgage 
underwriting involves not only the use of soft information, but also “soft 
analysis,” human, somewhat subjective analysis of the risk as opposed to 
an automated, strictly objective analysis. 

A lender may also use “hard” mortgage underwriting, now normally 
automated, which relies on objective information that can be determined 
and confirmed with little direct knowledge of the borrower.  “Hard” 
                                                                                                                          

72 See Chomsisengphet et al., supra note 14, at 12 (“[T]he increasing use of exotic and new 
mortgage products helped to set the stage by increasing the sensitivity of a cohort of loans and 
borrowers to contemporaneous economic and financial conditions.”). 

73 Kiff & Mills, supra note 31, at 42, 44. 
74 Gil Sandler, Aggressive Mortgage Lending and the Housing Market: The Economic Impact of 

Minor Miscalculations, 24 REAL ESTATE FIN. 3 (2007). 
75 See id. at 42–43 (describing how loans may convert upon hitting a set cap and suggesting that 

“[f]raud appears to have played a key role in accelerating the deterioration”). 
76 See Christopher L. Foote et al., Subprime Facts: What (We Think) We Know About the 

Subprime Crisis and What We Don’t 2 (Fed. Res. Bd. Pub. Pol’y Discussion Papers, Paper No. 08-2), 
available at http://www.bos.frb.org/economic/ppdp/2008/ppdp0802.pdf (“Subprime teaser rates were 
not exceptionally low . . . The interest-rate resets, although not trivial, were not explosive.”). 

77 Wray, supra note 27, at 31.   
78 Uday Rajan et al., The Failure of Models That Predict Failure: Distance, Incentives and 

Defaults 3 (Chi. Graduate Sch. Bus., Research Paper No. 08-19, 2008), available at 
http://ssrn.com/abstract=1296982. 

79 Because this involves listening to the borrower’s story, loans made on this basis have been 
called “story loans.”  LEFCOE, supra note 52, at 217. 
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information includes data or analyses provided by third parties.  This 
objective information may include FICO scores and loan to value ratios 
based on third party or automated appraisals.80  This hard information can 
be fed into automated underwriting systems that use solely objective 
criteria to make underwriting decisions, and such underwriting is “hard” 
both in terms of the information used and also the method of analysis by an 
automated system. 

Each type of underwriting has its own strengths and weaknesses.  
Subjective, personal underwriting may protect a lender from borrower or 
broker fraud that involves the misstatement of the borrower’s income or 
the property’s value, as the lender could have enough independent 
information or direct observation regarding income or property value to 
spot significant misstatements.  On the other hand, more purely subjective 
underwriting more easily allows lenders or their agents to engage in and 
conceal such underhanded activities as red-lining against minority 
borrowers, refusing to lend to borrowers for reasons other than the 
likelihood of repayment or loss, and lending based on friendship or 
favors.81  Subjective underwriting therefore requires monitoring of lenders’ 
underwriters to insure consistency and lack of favoritism.  Subjective, 
personal underwriting is normally more labor and time intensive, as it may 
depend on human analysis of the borrower’s income and expenses and the 
likelihood of change, as well as other risk factors.  Similarly, decisions 
about whether to grant a loan may take more time if they depend on 
subjective observations and analysis of the borrower and property.82  

Automated, objective underwriting has a contrasting set of strengths 
and weaknesses.  By relying on objective criteria and removing subjective 
decision making, automated underwriting may well be more accurate, by 
itself, than manual underwriting would be by itself, at least according to 
one study.83  When underwriting decisions are made based on objective 
information that can often be easily and quickly obtained, such as the 
borrower’s FICO score or LTV ratio, loan decisions can be made more 
quickly and inexpensively.  Instead of taking weeks, loan approval can be 
made in seconds, giving lenders who can grant quick approval to loans a 
competitive edge over slower lenders.84  A survey conducted by Fannie 
Mae in 2001 found that automated underwriting saved lenders on average 

                                                                                                                          
80 Charles D. Anderson et al., Deconstructing the Subprime Debacle Using New Indices of 

Underwriting Quality and Economic Conditions: A First Look 3 (July 15, 2008) (unpublished working 
paper), available at http://ssrn.com/abstract=1160073. 

81 Gates et al., supra note 48, at 373. 
82 Rajan et al., supra note 78, at 3. 
83 Id. 
84 Lynnley Browning, The Subprime Loan Machine; Automated Underwriting Software Helped 

Fuel A Mortgage Boom, N.Y. TIMES, Mar. 23, 2007, at C1, available at LEXIS, News Library, NYT 
File.   
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$916 to close a loan.85  Automated underwriting substantially increased the 
potential volume of loans subprime lenders could make, both by reducing 
the time and cost of making loans, but also by helping lenders identify 
subprime credit-worthy borrowers they might have otherwise missed.86  
Objective underwriting is also a weapon in the war against red-lining.  A 
lender who decides whether to make loans strictly based on FICO scores 
and LTV ratios is less likely to deny loans based on gender or ethnicity.87  
On the other hand, minority borrowers typically have lower FICO scores 
than their white counterparts, with the frequency of low scores, those 
below 620, more than double among blacks than among whites.88  

“Soft” mortgage underwriting is much better at reacting to new 
mortgage conditions or products, as the underwriters can apply common-
sense to the changing conditions.  By comparison, “hard” mortgage 
underwriting depends much more on statistical analyses based on historical 
default rates.  Where market conditions or products change rapidly and 
substantially, automated underwriting programs may continue to apply 
their now antiquated statistical analysis and so approve many loans that 
they should not.89  With the recent dramatic changes in the types of loans 
offered, the borrowers they were offered to, and when and why 
documentation was required, automated underwriting became unmoored 
from its database of historic default rates, as it was being asked to analyze 
risk for loans, borrowers, and documentation levels that had never been put 
together before on a wide-spread basis. 

A weakness of hard mortgage underwriting, given its reliance on 
purportedly objective criteria, is the resulting possibility that brokers or 
lenders can learn the criteria and so discover how to manipulate the system 
to justify the greatest volume of loans.  One way for brokers or sales agents 
to maximize their commission, often based on loan amount, is to push 
borrowers to obtain the largest loan possible.  This upselling of amount is 
combined with upselling of interest rates, as yield spread premiums 
encourage brokers to entice borrowers into paying higher interest rates.90  
In this way, automated underwriting increases the fragility of the financial 
system by encouraging the creation of loans at the margin of those 

                                                                                                                          
85 Id. 
86 Id.  
87 Gates et al., supra note 48, at 374. 
88 LEFCOE, supra note 52, at 217. 
89 Rajan et al., supra note 78, at 28 (stating: “However, when incentive effects lead to a change in 

the underlying regime, the coefficients from a statistical model estimated on past data have no validity 
going forward . . . Importantly, collecting historical data over a longer time period is likely to 
exacerbate the problem by aggregating data from different regimes.”). 

90 Hearings Before the H. Subcomm. on Financial Institutions and Consumer Credit of the H. 
Comm. on Financial Services, 111th Cong. 3 (2009), available at http://www.house.gov/apps/list/ 
hearing/financialsvcs_dem/gordon_testimony_3-11-09_final.pdf (testimony of Julia Gordon, Center for 
Responsible Lending). 
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tolerated by the automated system rather than a broad range of loans.91  To 
make matters worse, “the loan performance data used to develop predictive 
factors were collected at a time when there was not as much upselling. 
Therefore, data were collected about average distributions, not at the 
margin.”92  In other words, automated underwriting systems are based on a 
past distribution of loans, but securitization has encouraged a more risky 
distribution of loans. 

Because mortgage brokers’ income depends in large part on how many 
loans they can close, and because they are repeat and interested players in 
the loan approval process, they have the incentive and ability to discover 
even more nefarious ways to game the system, including manipulation of 
the hard data input into the underwriting process.  The consequence of the 
manipulation is that borrowers who should not be eligible and may be 
unlikely to repay their loans still have their loans approved.  The evidence 
indicates that loans involving third party originators, such as brokers, 
default at a higher rate than loans made directly by lenders.93  Lenders that 
gather significant soft information often should be able to detect this 
manipulation, but as we shall see, because many subprime underwriters 
either did not engage in soft mortgage underwriting or, worse yet, 
participated in the manipulation of the hard criteria, the quality of 
underwriting in the subprime market declined significantly between 2000 
and 2007.  

V.  THE DECLINE OF SUBPRIME UNDERWRITING 

Many knowledgeable observers have concluded that the process of 
underwriting subprime loans became compromised during the run-up to 
the 2007 subprime meltdown, and that loans that were more and more 
likely to default were made and securitized.  Despite the weakening 
underwriting and increased likelihood of default, the top tiers of securities 
from those loans typically were still rated AAA.  Federal Reserve Board 
Chairman Ben Bernanke noted in 2008 that the underwriting standards had 
become increasingly compromised in recent years, with subprime loan 
origination only the “most notorious example.”94  As noted in 2008 by the 
first report of the State Foreclosure Prevention Working Group:  

Weak or non-existent underwriting coupled with high 
                                                                                                                          

91 Bill Lehman, The Future of Automated Underwriting, MORTGAGE BANKING, Mar. 1, 2008, at 
37, 40. 

92 Id. 
93 William P. Alexander et al., Some Loans Are More Equal than Others: Third-Party 

Originations and Defaults in the Subprime Mortgage Industry, 30 REAL ESTATE ECON. 667, 668 
(2002). 

94 Ben S. Bernanke, Chairman, Fed. Res. Bd., Risk Management in Financial Institutions, Speech 
at the Federal Reserve Bank of Chicago’s Annual Conference on Bank Structure and Competition 
(May 15, 2008), http://www.federalreserve.gov/newsevents/speech/bernanke20080515a.htm. 



 

2009] HOW SECURITIZATION CAUSED THE SUBPRIME MELTDOWN 1277 

levels of origination fraud combined to produce loans that 
had no reasonable prospect of being repaid.  Rather, these 
loans were originated based on the assumption that housing 
appreciation would continue indefinitely and that when 
borrowers ran into trouble, they would refinance or sell.95 

That underwriting had degraded in the years before the 2007 subprime 
crisis has become a truism, repeated by multiple governmental studies and 
other commentators.96  Market participants have acknowledged the decline 
of underwriting, with one rating agency CEO claiming that his agency did 
not “appreciate the extent of shoddy mortgage origination practices and 
fraud in the 2005–2007 period.”97  Even critics of the idea that the drop in 
underwriting standards caused the subprime collapse have acknowledged 
that “[t]he dominant explanation for the meltdown in the US subprime 
mortgage market is that lending standards dramatically weakened after 
2004.”98 

In a 2002 article, this author argued that securitization compromises 
underwriting for several reasons.99  First, because originators immediately 
sell their loans, they shed much of the risk of default for those loans, 
transferring it to investors.  This shedding of default risk drastically 
decreases the value of underwriting to loan originators, except to the extent 
it helps them sell their loans.  Next, securitization reduces individualized 
underwriting (soft mortgage underwriting) and instead depends on 
automated underwriting and objectively verifiable criteria (hard mortgage 
underwriting).100  With these changes, we lost what had been a strength of 
banks’ underwriting systems—their information gathering systems and 
their long-term relationships with borrowers—and a result has been 
                                                                                                                          

95 STATE FORECLOSURE PREVENTION WORKING GROUP, ANALYSIS OF SUBPRIME MORTGAGE 
SERVICING PERFORMANCE 5 (2008), available at http://www.csbs.org/Content/NavigationMenu/Home/ 
StateForeclosurePreventionWorkGroupDataReport.pdf. 

96 “Underwriting standards for U.S. adjustable-rate subprime mortgages weakened dramatically 
between late 2004 and early 2007.”  THE PRESIDENT’S WORKING GROUP ON FINANCIAL MARKETS, 
POLICY STATEMENT ON FINANCIAL MARKET DEVELOPMENTS 9 (2008), available at http://online.wsj. 
com/documents/pwgpolicystatement20080313.pdf.   

Misaligned incentives were most conspicuous in the poor underwriting and in 
some cases fraudulent practices that proliferated in the U.S. subprime mortgage 
sector, especially from late 2004.  Many of the subprime loans underwritten during 
this time had multiple weaknesses: less creditworthy borrowers, high cumulative 
loan-to-value ratios, and limited or no verification of the borrower’s income.  

FINANCIAL STABILITY FORUM, REPORT OF THE FINANCIAL STABILITY FORUM ON ENHANCING 
MARKET AND INSTITUTIONAL RESILIENCE 7 (2008), available at http://www.fsforum.org/publications/ 
r_0804.pdf. 

97 Credit Rating Agencies and the Financial Crisis: Hearing Before the H. Comm. On Oversight 
and Gov’t Reform, 110th Cong. (2008), available at http://oversight.house.gov/documents/ 
20081022124926.pdf [hereinafter Financial Crisis Hearing] (statement of Stephen W. Joynt, President 
and Chief Executive Officer, Fitch, Inc.). 

98 Bhardwaj & Sengupta, supra note 45, at 1.   
99 Eggert, Held up in Due Course, supra note 22, at 550–51. 
100 Id. at 550. 
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increasing defaults and foreclosures.   
The same 2002 article also argued that securitization turned subprime 

lending over to thinly capitalized lenders that relied on the financial 
markets for their capital, and so could engage in a “boom, bust, and 
bankruptcy” cycle, in which they grew dramatically, made more and more 
loans, often with high default risk, and then disappeared or declared 
bankruptcy, leaving few assets for their borrower victims or other creditors 
to attach.101  In Part XI, it is argued that this boom and bust design is at the 
heart of the subprime crisis, as there are few constraints on lenders not to 
make bad loans where the lenders are paid by loan volume and know that 
they soon may be out of business, regardless of their lending standards. 

Since the beginning of the subprime crisis, there have been several 
studies that attempt to determine the existence and extent of this decline in 
underwriting standards.  To date, these studies appear to verify the above 
thesis: securitization increases the risk of default by undermining careful 
underwriting, which employs both hard and soft mortgage underwriting.  
Loan originators that securitize their loans have little incentive to gather 
and analyze the soft information not valued by the secondary market and 
so depend more and more exclusively on “hard,” objective, automated 
mortgage underwriting.   

Using a loan level analysis of the subprime market from 2001 through 
2006, several researchers have discovered that, in general, underwriting of 
subprime loans changed during those years, with lenders appearing to 
improve the objectively perceived quality of loans in some respects while 
allowing other objective aspects of the loans to deteriorate.  However, 
researchers who move beyond the mere objective statistics and review the 
overall change in underwriting conclude that subprime underwriting 
deteriorated substantially during the current decade and until the subprime 
collapse.   

It should be noted, however, that research based on the original loan 
data produced at the time of origination is challenging because of the 
amount of misrepresentation and subterfuge that occurred in the subprime 
market.  A true analysis of loan to value ratios, for example, would require 
a historical reappraisal of the property securing the loans, rather than 
reliance on what may have been flawed appraisals provided by lenders at 
the time the loan was originated.  Another challenge is finding the 
combined loan-to-value ratio (CLTV) of all loans on the subject property 
rather than just the loan-to-value ratio of a particular loan, as borrowers 
increasingly relied on “piggy-backed” seconds and other second lien loans 
to replace private mortgage insurance (PMI) and reduce the amount of 
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their down-payment.102  Researchers relying on the original loan tapes for 
loan to value ratios and FICO scores may be at risk of making the same 
mistakes that investors did in believing in the stability and accuracy of 
these numbers to indicate credit quality. 

Demyanyk and Van Hemert concluded that some hard indicia of 
underwriting improved between 2001 and 2006.  For example, FICO 
scores increased from 601 in 2001 to 621 in 2005, before dropping 
slightly.103  However, objective underwriting standards also decreased in 
several ways.  The average first lien subprime loan size in the database 
increased dramatically, from $126,000 in 2001 to $220,000 in 2007, 
indicating that the average subprime borrower was taking on a significantly 
increasing amount of debt.  The combined loan-to-value ratio also 
increased, from 79.4% in 2001 to 85.9 percent in 2006, with the growing 
popularity of second and third liens, and the percentage of the more stable 
fixed rate subprime loans decreased from 33.2% in 2001 to 19.9% in 2006, 
before increasing again in 2007.104 

Demyanyk and Van Hemert concluded that “during the dramatic 
growth of the subprime (securitized) mortgage market, the quality of the 
market deteriorated dramatically” and that the loan quality declined, even 
when adjusted for changes in “borrower characteristics (such as the credit 
score, a level of indebtedness, an ability to provide documentation), loan 
characteristics (such as a product type, an amortization term, a loan 
amount, an mortgage interest rate), and macroeconomic conditions (such 
as house price appreciation, level of neighborhood income and change in 
unemployment).”105  In other words, the quality of mortgages seemed to 
deteriorate beyond what the hard, objective data would indicate. 

Anderson, Capozza, and Van Order also studied the underwriting 
standards for the subprime market and concluded that there was a two-part 
degradation of underwriting.  In the first stage, during the 1990s, hard 
mortgage underwriting standards declined, possibly because investors 
became more comfortable with the securitization of subprime loans and so 
became more willing to accept loans with lower FICO scores and higher 
loan to value ratios.106  However, a second weakening of underwriting 
standards occurred after 2004, with less soft mortgage underwriting that 
was not as apparent to the secondary market, as FICO scores and loan to 
value ratios remained relatively stable.  Anderson et al. conclude that the 
weakened underwriting standards likely caused one half of the recent surge 
                                                                                                                          

102 Major Coleman IV et al., Subprime Lending and the Housing Bubble: Tail Wags Dog? 10 
(unpublished working paper, 2008), available at http://ssrn.com/abstract=1262365.   

103 Yuliya Demyanyk & Otto Van Hemert, Understanding the Subprime Mortgage Crisis 7–8 
(unpublished working paper, 2008), available at http://ssrn.com/abstract=1020396. 

104 Id. 
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106 Anderson et al., supra note 80, at 32.   
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of foreclosures, with weakened economic conditions causing the rest.107 
Coleman, LaCour-Little, and Vandell found that if combined loan-to-

value ratios are used, even the loan to property value aspect of hard 
mortgage underwriting declined substantially during the run-up to the 
subprime crash, as combined loan-to-value ratios rose considerably from 
1998 to 2006 among the loans studied.108 

Several studies have linked weakening underwriting directly to 
securitization itself.  The Mian and Sufi study of the consequences of the 
mortgage credit expansion found a direct connection between the 
expansion of securitization driven credit and increased default rates.  
Looking at zip codes that had low access to credit before subprime 
securitization, the study found that “[i]n terms of magnitudes, a one 
standard deviation increase in ‘supply-driven’ mortgage debt from 2001 to 
2005 leads to a one-half standard deviation increase in mortgage default 
rates from 2005 to 2007.”109  Another study, by Keys, Mukherjee, Seru, 
and Vig found that of two loan portfolios with similar credit quality, a 
portfolio more likely to be securitized experiences a twenty percent higher 
default rate than one less likely to be securitized, a difference the authors 
attribute to the originators’ greater incentive to screen loans they are more 
likely to hold rather than sell.110 

Dell’Ariccia, Igan, and Laeven also found a weakening of 
underwriting standards and that, controlling for economic conditions, the 
denial rate for borrowers dropped and the loan amount rate increased.111  
The study also found that denial rates were lower in areas where more 
loans were sold within a year of origination, indicating higher levels of 
securitization.  Further, it found that securitization also could be tied to 
higher credit and to income ratios, indicating more risky loans.112  The 
authors state, “This evidence partially supports the view that 
disintermediation through securitization provides lenders with incentives to 
extend riskier loans.”113  The authors also found that underwriting 
standards declined where more credit was offered, where housing prices 
appreciated more rapidly, and where large lenders entered the market.114 

Rajan, Seru, and Vig maintain that an increase in securitization leads to 
                                                                                                                          

107 Id.  
108 See Coleman IV. et al., supra note 102, at 10 (noting CLTV increases from 77% to 88% 

between 1998 and 2006).  
109 Atif Mian & Amir Sufi, The Consequences of Mortgage Credit Expansion: Evidence from the 

2007 Mortgage Default Crisis 4 (Nat’l Bureau of Econ. Research, Working Paper No. 13936, 2008).   
110 Benjamin J. Keys et al., Did Securitization Lead to Lax Screening?  Evidence from Subprime 
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Subprime Mortgage Market 3 (Int’l Monetary Fund, IMF Working Paper No. WP/08/106, 2008), 
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a decrease in soft mortgage underwriting, as the soft information is not 
transferable to investors in an inexpensive and trustworthy way.  The 
authors noted that as securitization increases, the rates of subprime loans 
for borrowers with similar hard credit criteria converge, indicating that 
lenders focus more exclusively on hard information.115  Worse yet, 
statistical models designed in periods with lower levels of securitization 
break down once securitization increases and soft mortgage underwriting 
declines, leading to excessive defaults. 

VI.  ARGUMENTS THAT SECURITIZATION DID NOT UNDERMINE  
SUBPRIME UNDERWRITING 

The primary study purporting to find that subprime underwriting did 
not decline following 2001 is that of Bhardwaj and Sengupta.  Focusing on 
hard mortgage criteria, Bhardwaj and Sengupta argue that the “smoking 
gun” of declining underwriting standards is missing.  Instead, they find that 
while some aspects of underwriting, such as income documentation, 
declined, other aspects, such as FICO scores, increased between 2000 to 
2007.116  This study, however, relies on a database that does not include 
second liens,117 and so the LTV ratios it refers to are increasingly 
inaccurate as the number of second liens increased from 2003 to 2006.118  
One review of a large pool of loans found that the incidence of second 
liens increased from 3.2% in 2001 to 29.4% in 2006 for subprime loans 
and from 2.2% to 43.9% for Alt-A mortgages.119  Subprime loans with 
simultaneous seconds default at an increased rate, and so are crucial for 
any study of mortgage underwriting standards.120   

Bhardwaj and Sengupta conclude that their results, “suggest that 
although the proportion of low-doc loans was increasing over time, lenders 
sought to compensate the lack of documentation by seeking borrowers of 
higher quality, as determined by their FICO scores.”121  This begs the 
question, though, whether documentation of income and assets can be 
replaced by higher FICO scores in good underwriting.  To make that 
argument successfully would require historical data showing that such 
trade-offs worked in the past.  However, widespread underwriting of 
subprime loans without income or asset documentation was unprecedented, 
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and therefore such historical data is missing. Recent events strongly 
suggest, however, that replacing documentation of income and assets with 
increased FICO scores represents a dramatic weakening in subprime 
underwriting.  Furthermore, this analysis assumes that earlier no or low 
documentation loans were similar to later such loans.  Whether the lack of 
documentation is lender or borrower directed is significant in determining 
the effect on default rates of the lack of documentation, as will be 
discussed.   

The study also shows a decline in underwriting standards, when LTV 
(here, not even the full LTV but only the first lien LTV) ratios are 
compared to the amount of documentation for loans.  Bhardwaj and 
Sengupta’s study notes that while low documentation loans have on 
average higher LTV ratios, this spread narrows after 2000, so that 
“underwriting attempts at tempering low-documentation loans with lower 
LTVs on average was getting weaker over the years.”122  

Gorton also argues that the subprime crash should not be blamed on 
degraded underwriting.  He argues that participants in securitization up and 
down the food chain all had “skin in the game” and suffered significant 
losses during what he calls the “Panic of 2007.”123  While rating agencies 
and investment houses had significant say regarding the hard mortgage 
underwriting done by loan originators, as they determined which loans 
could be sold for securitization, they had much less influence over what 
soft mortgage underwriting, if any, was done, since they did not monitor 
the soft information.  Therefore, any examination of soft mortgage 
underwriting must focus on the incentives of originators. 

Gorton also argues that originators had incentives to engage in good 
underwriting, despite the rapid sale of their loans, stating that they had the 
requirement to repurchase loans that defaulted very quickly.124  According 
to Gorton, lenders would want to underwrite to avoid rapid defaults.  
However, early payment defaults (EPDs) did increase dramatically before 
the subprime collapse, indicating the very degradation of underwriting that 
Gorton thought the risk of EPDs would prevent.  One review of early 
payment defaults noted,  

If we look at securitized loans, we can see that by the 
fourth month after issuance (typically six months after 
origination)—which is generally a good proxy period for 
measurement of EPDs—the level of seriously delinquent 
loans in the 2006 vintage subprime securitizations is at 4 
percent (see Figure 1). This is nearly double that for the year 
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earlier (2 percent) and markedly higher than the 2003 and 
2004 vintages (at 1.5 percent)125   

Another study found that, of the loans examined, “10 percent of nonprime 
loans originated in 2007 experienced an early default, as compared to 2.7 
percent of similar loans originated in 2003.”126  Clearly, their repurchase 
obligations were not preventing originators from engaging in the lax 
underwriting that would cause early defaults. 

Also, loan originators could avoid most of the market discipline of 
EPDs.  Where originators sell to third party aggregators who then 
securitize the loans and where originators sell directly to a securitization 
trust, the deal documents typically do not include a covenant to repurchase 
EPDs.127  Some originators also narrowed the window during which they 
had to repurchase defaulting loans, from 60 or 90 days to as little as 30 
days.128  

Even where originators were bound by repurchase covenants for early 
defaults, they could often avoid much of the effect of those covenants.  
Originators could count on having to repurchase only a fraction of their 
loans that went into default, because of delay in default time and the 
possibility that servicers might foreclose rather than demand repurchase.129  
Even in the world of Fannie Mae and Freddie Mac, repurchases were 
expensive and so “terms are governed by extensively detailed 
requirements.  Consequently, forced repurchase is relatively rare, and some 
of the GSEs’ purchases that do not meet their underwriting standards 
remain in their portfolios.”130  Even when originators do take back 
defaulting loans, they could often replace the bad loans with other perhaps 
flawed loans they originated, further reducing their costs.131  Worse yet, if 
forced to repurchase loans, subprime lenders could simply go out of 
business after a few years of great profit.132   

Gorton’s theory is that, rather than flawed underwriting, the subprime 
panic was caused by declining housing prices.  However, the housing price 
bubble seems to have been created to a significant extent by securitization 
and the influx of capital into the American mortgage market, along with 
lax underwriting and other factors, such as the Federal Reserve Board 
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reducing its federal funds interest rate.133  Without securitization and its 
accompanying faulty underwriting, it is doubtful that the housing bubble 
would have expanded to the extent it did.  Therefore, even if Gorton’s 
thesis is correct, securitization and weak underwriting were still at the heart 
of the collapse. 

VII.  HOW UNDERWRITING WAS DEGRADED 

It appears clear that underwriting was degraded in the years prior to the 
subprime meltdown.  There was little regulation in place to mandate good 
underwriting.  Federal regulators focused for the most part on the 
profitability of their regulated institutions.  Instead of mandating 
underwriting standards, “federal regulators focused almost entirely on 
lender safety and soundness concerns.  This focus was further narrowed by 
the federal regulators` limited metrics for assessing safety and soundness, 
which centered only on the viability of lending institutions.”134  State 
regulators were hampered by their weak powers to oversee mortgage 
lenders, the dearth of state-mandated underwriting regulations and federal 
underwriting standards as well as preemption asserted by federal agencies, 
forcing them to rely on state consumer protection laws.  One state attorney 
general complained, “It was no easy matter to prove that questionable 
products and practices were illegal when there were no written federal 
rules or regulations specifically prohibiting them.”135   

With little regulation on the state or federal level to prevent it, this 
degradation of mortgage underwriting occurred through many different 
methods.  In some instances, borrowers acted alone in misrepresenting 
their financial condition.  In others, borrowers collaborated with mortgage 
brokers and lenders to create the illusion of a higher credit value.  Some 
borrowers were unwitting dupes for the actions of brokers and lenders who 
were trying to justify loans to borrowers that the borrowers would likely 
not be able to afford.  Lenders and brokers could take advantage of 
borrowers by making them appear more credit worthy than they actually 
were and so put them into loans they could not repay.  When it came to 
lowering underwriting standards, borrowers, brokers and lenders had 
several means at their disposal. 
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A.  No or Low Documentation Loans 

A primary method of degrading underwriting was the use of no or low 
documentation loans.  Such loans were originally designed for wealthy 
borrowers who might not want to disclose their income but were 
considered safe borrowers.  Fannie Mae and Freddie Mac had not required 
full documentation for borrowers they considered exceptionally secure.136  
The use of these loans spread dramatically once they entered the subprime 
market.137  Instead of being aimed at wealthy, or very low-risk individuals, 
these loans became aggressively marketed to wage earners who should 
have received a W-2 form and could have documented at least some 
income.138  While many low documentation loans were originally done 
because the lender decided that the borrower was an exceptionally low-risk 
borrower, as time went on, low documentation loans were requested by 
borrowers.  “Borrower-directed” low documentation loans are inherently 
more risky than “lender-directed” low documentation loans, since the 
borrower may be requesting the lower level of documentation in order to 
hide fraud or misrepresentation.139   

Granting no documentation loans to W-2 wage earners is a 
questionable practice, as such borrowers should be able to document at 
least a portion of their income, and there appear to be only rare legitimate 
reasons why a lender would not want to be able to do so.  At a minimum, 
lenders should have been required to conduct inquiries of borrower assets 
and income, or at least document the need or reasons for a no or low 
document loan.  Even these minimal attempts were not taken in many 
cases, and lenders often made stated income loans when they were not 
reasonable or reasonably necessary.140 

Documentation of borrowers’ assets and income has long been 
considered part of prudent underwriting.  In the past, low documentation 
loans included at least some documentation of the borrowers’ income, such 
as pay stubs.  However, many of the low documentation programs did not 
require any proof of income.141  Many subprime automated underwriting 
systems analyzed low documentation loans based on the old, safer rules 
governing their use rather than the new, much more default-inducing rules.  
A lender-directed, high income borrower loan is much less prone to default 
than a borrower-directed loan where the borrower could have produced 
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two years of W-2s but chose not to.  One of the savviest commenters on 
the subprime crash noted that underwriting systems based on the old rules  

might allow some doc relief after the initial analysis is done, 
but they always start with the ‘assumption’ that any number 
you type in for income or assets is verifiable if not initially 
verified.  That’s a huge, important difference. . . A 
‘borrower-directed’ low doc loan simply messes up the whole 
underlying assumption of verifiability. And, of course, a 
borrower-directed low or no doc loan is, as we’ve seen, 
probably (although not necessarily, of course) already 
‘gaming’ the system: inflating the income or assets so that the 
DTI or reserve calculations come up with better results than 
they would have using verifiable numbers.142   

In 2006, one rating agency estimated that more than fifty percent of the 
subprime sector consisted of loans with less than full documentation.143  A 
review of a large pool of loans found that “from 2001 to 2006, the share of 
fully documented subprime mortgages fell from 77.8 percent to 61.7 
percent, while the share of fully documented alt-a mortgages fell from 36.8 
percent to 18.9 percent.”144  

These stated income loans were ripe for abuse, both by borrowers 
trying to obtain loans greater than their incomes would justify, and also for 
mortgage brokers and lenders who were inducing borrowers to obtain loans 
with payments larger than they could afford.145  Low documentation loans 
allowed lenders to hide faulty underwriting.146  Many loans were made to 
borrowers with no documented ability to repay them.  These no document 
loans were known as NINJA loans, for borrowers who had no income, no 
job, and no assets.147   

One reason for the expanded popularity of no documentation loans was 
the greater payment to loan originators for such loans.  Instead of being 
paid $2,000 to $4,000 for a traditional fixed-rate mortgage, a broker might 
make as much as $15,000 for a no documentation loan of $300,000.148  For 
this reason, borrowers who could have documented their loans were often 
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induced into taking more expensive no documentation loans, which cost up 
to an extra one percent in interest.  Many borrowers did not realize that 
they were paying extra for a privilege they might not have wanted, which 
could be used to justify giving them a loan they could not afford.149 

B.  Inflated Housing Appraisals 

Because of securitization, appraisers have been pressured by lenders 
and mortgage brokers to inflate the value of homes to be secured by loans.  
Lenders who hold their own loans would rarely want appraisers to 
overestimate the value of a house, since the equity in the home protects the 
lender if the borrower fails to repay the loan.  However, with securitization 
an appraisal changes from a benefit allowing a lender to protect itself to a 
hurdle that the lender has to overcome in order to sell another mortgage to 
the secondary market.  Lenders gain an incentive to game appraisals on 
loans they make, so that they can post attractive loan-to-value ratios on 
loans they wish to sell.  They might also try to cut expenses by forgoing a 
full appraisal and merely use automated valuation models or  broker price 
opinions instead.150  Similarly, mortgage brokers eager to close loans have 
great reason to obtain inflated appraisals to justify high loan amounts, 
which can lead to a higher commission, and the lenders they work with 
have little incentive to check the validity of those appraisals. 

To mitigate this conflict of interest, appraisers should not be directly 
hired or controlled by the loan officers or underwriters looking to get a 
loan closed.  However, despite guidelines regarding appraiser 
independence, many banks have allowed their loan officers or underwriters 
to “manage the entire appraisal process from order to review,” which some 
appraisers view as a prime cause for “the intense pressure on 
appraisers.”151  

On a widespread basis, appraisers have been notified of the amount of 
the appraisal they were expected to meet in order to justify the loan 
amount, and appraisers that failed to meet this appraisal amount could 
expect to lose business.152 Appraisers who refused to doctor their reports 
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have been threatened to be put on a “blacklist” of appraisers excluded from 
work.153  In 2001, a worldwide association of appraisers, the Appraisal 
Institute, informed Congress that its members were facing increasing 
pressures to inflate property appraisals, and a director at that institute stated 
that the pressure became even more intense during the early and mid-
2000s.154  One 2006 survey indicated that ninety percent of appraisers 
reported that they had been pressured to inflate the value of real estate, up 
from fifty-five percent in the previous 2003 survey.155  In a review of a 
small sample of 2006 loans where there was an early default, despite the 
fact that many had strong credit characteristics, a rating agency discovered 
that more than half had appraisal problems, such as inaccurate appraisals, 
conflicting information, or items “outside of typically accepted 
parameters.”156 

There is too little regulation of appraisers.  The Appraisal 
Subcommittee, an independent federal agency designed to ensure that 
states enforce rules governing appraisers, has no enforcement powers other 
than one it will not use, “non-recognition,” meaning that all appraisers in 
that state would be banned from any transactions involving a federal 
agency.  The Appraisal Subcommittee reported in 2006 that 60 percent of 
the state agencies regulating appraisals did not uphold their enforcement 
responsibilities.157  As a result, many state investigations against 
appraisers, some involving fraud, lie dormant for years.158  

C.  Occupancy and Property Ownership Misrepresentation 

Lenders should naturally be interested in whether borrowers live or 
will live in the property secured by a loan, as subprime default rates are 
higher where the owner does not occupy the house.159  Borrowers not 
living in the property have less incentive to maintain loan payments if the 
value of the property drops below the amount of the loan, especially if they 
are attempting to “flip” the property for a profit.160  A significant 
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component of the rise in recent defaults has been the number of borrowers 
who were speculating on housing value increases, hoping to flip properties 
for a profit.  Borrowers’ credit can look better if they hide the fact that they 
own several other properties and so have a debt load larger than their 
income can maintain.161  Therefore, misrepresenting that they will live in 
the house subject to the mortgage will make the loan seem more secure 
than it is.  A rating agency review of a small sample of 2006 loans with 
early payment default found that 66% of the loans had some form of 
“occupancy fraud.”162  

D.  FICO Score Problems 

With the advent of securitization, credit scores assumed increasing and 
even dominant importance, as they and loan-to-value ratios are the most 
salient objective pieces of information that can be verified and relied on by 
the secondary market.  Economists attempting to discern whether 
underwriting standards fell also rely on FICO scores to examine 
underwriting standards.  However, FICO scores have not been a stable 
indication of the likelihood of subprime mortgage default, and high FICO 
scores in particular have become less reliable.  The delinquency rate of 
subprime borrowers with high FICO scores increased more than those with 
low FICO scores between 2005 and 2007.  The serious delinquency rate of 
borrowers with FICO scores between 500 and 600 doubled from 2005 to 
2007, but almost quadrupled for subprime borrowers with FICO scores 
above 700.  In fact, the rate of serious delinquency for the best-FICO group 
in 2007 was almost as high as the worst FICO group in 2005.163  There is 
additional anecdotal evidence and industry sentiment that credit scores 
were not a stable indicator of borrower credit-worthiness from one 
borrower to the next, or from one year to the next.164   

One problem with credit scores is that whether borrowers with a 
particular credit score are likely to default depends to a large extent on 
factors other than the credit score.  For example, a study conducted by Fair 
Isaac along with a bond rating agency found that borrowers with high 
credit scores who put no money down are as likely to default as borrowers 
who score lower but make a forty percent down payment.  Even portfolios 
with identical FICO scores can vary dramatically in their default rates, 
depending on the strength of underwriting conducted by the originators.165 
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Credit scores also are designed to predict behavior for a two-year 
period and are not as effective for predicting behavior for longer periods, a 
significant problem for home loans.166  Investors and rating agencies that 
designed default models in an era of low securitization are likely to find 
that their models under-predict for defaults once securitization increases, 
and this effect appears to be much stronger for borrowers with low credit 
scores and low documentation of loans.167  There has been a decline in the 
predictive powers of credit ratings for important aspects of 
creditworthiness.  For example, one rating agency found that loans that 
defaulted early in 2003 had on average a thirty point lower FICO score 
than those that did not.  By 2006, this spread had decreased to ten points.  
The same study found that loans with early payment defaults in 2006 had 
FICO scores on average thirty points higher than similar loans from 
2003.168 

Some have asserted that FICO scores became inflated during the 
subprime boom.169  Also, there has been significant effort by some 
consumers to game the credit scoring system in order to obtain inflated 
credit scores.  For example, internet based companies have claimed the 
ability to increase a borrower’s credit score artificially, through several 
methods.  A common claim has been that, for a fee, companies would list 
borrowers as an “authorized user” for existing credit cards of third parties 
with high credit scores.  Companies claim that they can increase 
borrowers’ credit scores by 50 to 250 points or more with this method.170  
One rating agency, in reviewing loans for borrowers with FICO scores of 
686, found that sixteen percent of the borrowers had employed the 
“authorized user” tool.171  In analyzing a sample of loans with early 
payment default, a rating agency found that the “loan files of borrowers 
with very high FICO scores showed little evidence of a sound credit 
history but rather the borrowers appeared as ‘authorized’ users of someone 
else’s credit.”172  Other schemes abound.  One company claims that it can 
increase credit scores by adding new borrowers’ names to dormant, paid-
off loans in a third party’s name, so that the new borrowers are given credit 
for the paid off loan.173  Another tactic is for a “credit doctor” to issue a 
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credit account to potential borrowers, with a high credit limit but low credit 
balance, but at the same time prevent the potential borrower from using the 
credit.  In that way, credit agencies perceive that borrowers have a low 
balance to credit limit ratio.174 

Lenders also weakened the effect of FICO scores by failing to conduct 
due diligence in the face of information that should have led them to 
question those scores.  For example, there often was no investigation of 
derogatories that appeared on credit reports, or even of fraud alerts.  
Lenders did not follow up where there was evidence that a borrower was 
using or had used an alias or the wrong social security number.175 

E.  Underwriting for Teaser Rate 

A significant failure in underwriting was lenders’ willingness to 
underwrite loans for the teaser rate in 2/28s or 3/27s or payment option 
loans, even though the borrower would quickly finish the teaser portion of 
the loan and have to pay the full amount.176  Failing to underwrite for the 
full amount set up borrowers for payment reset shock, as they would not 
have enough income to make their payments.177  Furthermore, 
underwriting for the teaser rate enabled lenders to trick borrowers into 
taking out loans that they could not afford, as the lender or broker would 
attempt to convince the borrower that the teaser rate was the full, fixed rate 
for the loan.  Many borrowers have been surprised when the fixed portion 
of their hybrid ARM ended, as they were led to believe that they had 
secured a fixed rate loan. 

Failing to underwrite for the fully amortized rate allowed lenders to 
deceive both ends of the mortgage chain, to the lenders’ advantage.  They 
could convince borrowers to take out loans that the borrowers ultimately 
could not afford, by convincing borrowers that the initial teaser rate was 
the only rate about which the borrowers had to worry.  And the lenders 
could deceive investors by failing to adequately inform them that the loans 
had been underwritten only to the teaser amount, concealing from investors 
the increased likelihood of default that the hybrid ARMs held. 

F.  “Risk Layering” 

Originators added to their underwriting problems by engaging in “risk 
layering,” where they would allow a single loan to have multiple risky 
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attributes.178  A single loan might have low documentation and a 
simultaneous second lien, be made to a first-time home buyer with a low 
FICO score, and allow for negative amortization.  Risk layering increased 
between 2001 and 2006: “In particular, loans with incomplete 
documentation and high leverage had an especially notable rise, increasing 
from essentially zero in 2001 to almost 20 percent of subprime originations 
by the end of 2006.”179  Each of these risks by itself may be somewhat 
difficult to quantify.  However, the layering of such multiple risks makes 
the analysis of risk that much more difficult.  There has been little history 
of default outcomes for this layering of risk, and at best underwriters could 
only guess at the effect of such multiple risk elements.  As an analyst from 
a rating agency noted, “This ‘perfect storm’ of risk layering in 
underwriting subprime mortgages is unprecedented.”180 

VIII.  SECURITIZATION’S EFFECTS ON ORIGINATORS 

Many have pointed to the “originate to distribute” model of lending as 
a primary cause of the subprime meltdown.181  Under this critique, 
originators that are able to pass off the risk of default to investors by 
securitizing loans cease to screen effectively for that risk, since they no 
longer bear it.  Lenders would be unwilling to spend money for screening 
that does not benefit them unless forced to do so by the purchasers of 
loans.  Because the secondary market can only verify hard information, 
lenders give up soft mortgage underwriting and focus almost exclusively 
on the hard numbers, such as FICO scores and LTV ratios, that can be 
verified by the secondary market. 

Lenders were often supposed to retain some residual risk by owning 
the most junior classes of securities (often unrated) created by securitizing 
their loans.  In this way it was thought lenders would have an interest in 
loan quality since their interests would be wiped out first by loan defaults.  
However, once lenders found that hedge funds and securitizers of CDOs 
were willing to buy these junior tranches, they could escape even this 
residual risk and dramatically increase the moral hazard that investors 
faced.182 

Securitization also affects subprime lenders in other significant ways.  
The source of funding that securitization provides—money from investors 
in capital markets—is much less stable than other sources of funds used for 
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lending.  Financial institutions that lend out money received from 
depositors have a fairly stable supply of money, so long as the depositors 
stay with the bank and there is no run on the bank—a hazard normally 
prevented by deposit insurance—and so long as the Fed keeps its interest 
rates below any mandated ceilings on deposit rates.183  Depository 
institutions may have trouble retaining deposits when interest rates peak, as 
investors may remove their funds to place them in higher interest assets 
unless the depository institution raises its rates.  This can be problematic 
for banks that have lent their deposits out for long-term fixed rate loans.  
However, banks have controlled this problem to some extent by switching 
to adjustable rate mortgages for their borrowers, so that their loan rates 
increase along with their deposit rates as interest rates generally rise.184  
Relying on deposits for their liquidity has also prevented banks from 
growing rapidly and, along with the Fed monetary policy, has traditionally 
acted as a damper on runaway speculative real estate booms.185 

Non-depository subprime lenders traditionally had greater difficulty in 
obtaining funds than banks, and therefore had stability of a different kind, 
in that while they often had little money to lend, they almost never had 
access to enormous sums.  Before securitization, subprime lenders often 
had more potential borrowers than they had funds to lend, and had to work 
to find buyers for their loans.  One subprime lender, for example, sold its 
loans individually to doctors and dentists as investments.186  

With securitization, however, subprime lenders found that they could 
attach themselves to a great spigot of funds, one that seemed almost 
endless during boom times, but one that they knew could be switched off at 
any time.  As subprime lenders found out during the late 1990s, external 
market shocks could cut off their access to capital markets and prevent 
them from securitizing their loans, cutting off their source of funding.187   

A substantial portion of subprime lenders originated in the same area, 
in or around Orange County, California, and many subprime executives 
had worked together at earlier subprime lenders stretching back into the 
1990s.188  From this experience, the principals who managed subprime 
lenders learned two primary lessons, one cautionary, the other the opposite 
of cautionary.  The cautionary lesson subprime lenders learned is how 
quickly the spigot of subprime lending could be turned off, even for 
reasons having nothing to do with the lender itself.  In 1998, the Russian 
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debt crisis, along with the related collapse of the private hedge fund, Long-
Term Capital Management (LTCM), caused investors to engage in a rush 
to safety, abandoning securities issued by subprime lenders for the haven 
of U.S. Treasury securities.189  While subprime lenders had also suffered 
unexpectedly high prepayment rates, and lenders had been playing 
accounting games by accounting for gains they had not yet realized, the 
investors seem to have been acting to a significant extent for reasons 
external to the subprime market.190  With less investment interest in 
subprime-backed securities, subprime lenders’ cost of funds increased, and 
they received less money for loans already in the pipeline, dealing them a 
double blow.191  Lenders had also tried to hedge against falling interest 
rates through Treasury bills, but with the flight to quality, the value of 
Treasury bills increased.192  Wall Street firms rethought their loans to the 
subprime lenders.193  The stock values of subprime lenders plummeted, 
with some dropping to zero.194  The market was littered with fallen 
subprime lenders that had depended on securitization, including many of 
the biggest names in subprime.195   

Managers of subprime lenders learned how easily and quickly their 
access to funds could be cut and their businesses could go under if they 
depended on securitization, even if they attempted to make good loans.  
The subprime loan business is not just subject to normal business cycles 
when built on securitization.  Securitization exaggerates subprime business 
cycles and turns what might be relatively minor downturns into busts.  
Subprime lenders that “suffer even modest losses . . . may trip financial 
triggers in their warehouse borrowing documents (or other financial 
contracts) that, if not waived, might cause other contracts to cross-default, 
leading to the potential of being unable to continue in business.”196  

The second lesson subprime originators learned came from the 
example set by First Alliance (FAMCO), a subprime mortgage giant 
headquartered in Orange County that in the late 1990s symbolized abusive 
lending practices.  FAMCO was founded in 1971 by Brian Chisick and his 
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wife, Sarah, and for many years was a small consumer finance lender.197  
In the early years, for FAMCO to sell its loans, Chisick had to buy lists of 
potential investors, and then call them each individually to try to persuade 
them to purchase the loans.198  FAMCO began securitizing loans in 1992, 
and this access to the capital markets for funding changed and expanded 
the company dramatically.  In one year, its origination quadrupled, from 
$100 million to $400 million.199  FAMCO’s retail loan origination 
increased rapidly at thirty-one percent per annum, so that by 1997 what 
had once been a small consumer finance company had originated over $1 
billion in residential loans.200  The Chisicks’ wealth increased dramatically 
as well,201 and in 1996 the Chisicks reportedly sold $135 million in 
stock.202  

While it expanded, FAMCO was widely accused of misrepresenting 
the amount of fees that it would charge borrowers and the amounts of the 
loans that would encumber their houses.  Using its allegedly deceptive 
methods, FAMCO was able to charge loan fees of up to twenty-three 
percent, much higher than the industry standard five percent, and it 
charged high fees whether borrowers had good or bad credit.203  A Florida 
assistant attorney general noted that FAMCO’s fees were “just so 
excessively high that it’s hard for me to conceive of any way a consumer 
would agree to that kind of loan if all the facts have been put before 
them.”204   

As a result of its lending practices, FAMCO became one of the most 
vilified and investigated subprime lenders of its day.  It became the target 
of investigations by the U.S. Justice Department as well as by seven states’ 
attorneys general.  There were also numerous class actions and civil 
lawsuits brought, including those filed by the states of Minnesota, 
Massachusetts, and Illinois, alleging borrower deception.205 
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Despite these lawsuits and investigations, FAMCO forged ahead.  It 
continued to securitize its loans and managed to have some of the 
securities backed by AAA-rated loans.  Only after an investigatory report 
in the New York Times and ABC’s 20/20 revealed FAMCO’s abusive 
lending to the general public and to the plaintiffs’ bar at large did FAMCO 
declare bankruptcy.  Six months after FAMCO declared bankruptcy, the 
Federal Trade Commission sued FAMCO and the Chisicks based on 
allegations that they had violated both federal and state laws in their 
lending operations from 1992 to 2000.206 

The bankruptcy process, however, was good to FAMCO’s founders.  
With the cases against it consolidated, FAMCO and its founders were able 
to enter into one global settlement, with the Chisicks paying $20 million 
and an additional $55 million coming from FAMCO.207  The Chisicks 
could well afford their share as Mr. Chisick had reportedly received over 
$100 million over four years in total compensation, including stock sales, 
from FAMCO.208  The investors in FAMCO’s abusive loans paid nothing.  
The Chisicks emerged from the settlement with enough money to purchase 
the residual income stream flowing from some of FAMCO’s loans for 
about $25 million.209  

Lehman Brothers, an investment house, was also sued for providing a 
warehouse line of credit and for participating in securitizing FAMCO’s 
loans.  The suit against Lehman was closely watched to see if secondary 
market participants could be held liable for enabling subprime lenders’ 
abusive lending.  At the trial court, Lehman was held liable, though the 
jury found that it was only ten percent liable for the damage caused by 
FAMCO, and so found damages of only $5.1 million against Lehman.210  
The Ninth Circuit Court of Appeals, however, vacated the damages award 
and “remand[ed] for further proceedings on the proper calculation of ‘out-
of-pocket’ damages caused by First Alliance’s fraudulent lending scheme, 
to be proportionately attributed to Lehman [Brothers].”211 Lehman also 
settled a case that had been filed against it by the State of Florida for only 
$400,000. 

FAMCO’s demise should have been a model “worst case scenario” for 
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abusive subprime lenders, the investment houses that securitized their 
loans, and the investors who purchased the loans.  With numerous victims, 
the Justice Department, and a number of attorneys general breathing down 
FAMCO’s neck, multiple class action claims filed against it, and many 
private suits stacked on top of them, FAMCO, its owners, and its enablers 
should have paid heavily for FAMCO’s misdeeds.  What the subprime 
industry, investment houses, and investors discovered instead is that the 
worst case subprime scenario was not bad at all; the Chisicks emerged 
wealthy and free from prosecution, the investment house received a mere 
slap on the wrist, and the investors in the abusive loans got off virtually 
scot-free.  

There were some larger settlements against subprime lenders, such as a 
Household Finance settlement in 2002 for $484 million and a settlement by 
Ameriquest for $325 million in 2006.212  Unfortunately, these were not 
sufficient, and, in the case of Ameriquest, were too late in the day to 
dissuade subprime lenders from engaging in abusive lending. 

IX.  SECURITIZATION’S EFFECT ON RATING AGENCIES AND  
INVESTMENT BANKS 

The reputations of rating agencies and investment houses have suffered 
a tremendous blow as a result of the subprime meltdown.  This loss of 
confidence occurred when many investors realized that they could no 
longer trust the ratings of the subprime backed securities that were being 
offered or the CDOs whose value depended on those securities, and when 
they recognized that investment houses packaged those loans without 
adequately protecting investors.  The primary purpose of rating agencies is 
to assess the likelihood of timely payments to owners of securities, with a 
higher rating signaling a lower credit risk for those securities.213  It 
appeared that rating agencies had dramatically underestimated the 
likelihood of default for pools of subprime loans, and the risk of loss in the 
resulting RMB and CDO securities.  While rating agencies claim to be 
victims of misrepresentations by borrowers, bad underwriting, and flawed 
reporting by originators, their missteps and poor rating work can be 
attributed directly to the incentives rating agencies themselves had to 
overrate securities backed by subprime loans, incentives provided through 
the securitization process.  Ratings agencies have not, until recently, been 
regulated in any significant way in the United States or any other nation 
that is a major financial center.214 
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Rating agencies were necessary in the subprime market because of the 
securitization process and because the ultimate investors in the securities 
backed by subprime loans needed a trusted intermediary to provide 
evidence of value, given both the complexity of the securities and the 
difficulty in tracking information regarding the borrowers and securities 
represented by the myriad loans in the mortgage pools.  For example, a 
single pool of loans might contain anywhere from one thousand to twenty-
five thousand loans, depending on the type of loan pooled.215  Also, 
investors were typically not given the loan-by-loan data they needed to 
fully evaluate the loans and resulting securities.216  However, securitization 
also provided the means by which loan originators could induce rating 
agencies to overrate subprime loans, and the incentives for rating agencies 
to succumb to that inducement. 

Rating agencies had an inherent conflict of interest in that, by and 
large, they were paid by the securities issuers that they were supposed to 
police rather than by the investors they were supposed to protect.217  Worse 
yet, the issuers of securities could shop among the different rating agencies 
for the best set of ratings for tranches of securities for a given loan, and if a 
rating agency consistently provided better ratings than its competitors, it 
could gain valuable business.  This resulted in a “race to the bottom” 
among the rating agencies on the stringency of their ratings.218  Just as 
mortgage brokers were enticed to push loan amounts to the top margin of 
what automated underwriting programs would allow, so too lenders made 
more money if they pushed rating agencies to the bottom margins of what 
loan quality the raters would allow. 

The greater the proportion of an offerings’ securities a rating agency 
was willing to rate AAA, the more valuable those securities were, because 
investors would be willing to accept a lower level of return for more risk-
free securities, in effect paying more for the higher rating.219  Not only did 
issuers and underwriters shop for the best ratings, they also were not 
willing to pay for ratings not to their liking.220  Rating agencies found that 
the market not only did not reward high quality ratings, but instead 
punished them.  As one rating agency internal memo stated, “The real 
problem is not that the market . . . underweights ratings quality but rather 
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that, in some sectors, it actually penalizes quality by awarding rating 
mandates based on the lowest credit enhancement needed for the highest 
rating.”221   

Credit enhancements, efforts to reduce risk to investors, can be 
expensive, as they can include “loan guarantees from an insurance 
company or similar guarantor” or “overcollateralization”, where greater 
value of loans is put into the loan pool than is strictly necessary for the 
required income stream.222  Rating agencies claimed to require credit 
enhancements designed to protect investors in the top rated securities even 
if there were catastrophic losses on the order of those that would occur 
with a return to the Great Depression.223  However, such claims were 
clearly exaggerated. 

Issuers consulted rating agencies in creating the tranches of securities 
to be rated and issued, and the rating agencies advised on what credit 
enhancement or equity cushion would need to be included in order for the 
issuer to receive the desired ratings.  Because issuers shopped for the 
highest ratings at the lowest cost, rating agencies that recommended the 
least expensive credit enhancement received the most business.  This 
encouraged credit agencies to minimize the amount of required credit 
enhancement, perhaps justifying that decision with the short history of 
stability in the credit market.224 

Issuers, however, went beyond mere shopping for better ratings.  By 
complaining, large originators could reportedly induce rating agencies to 
increase ratings after they had rated an offering of subprime backed 
securities, even though the rating agency received no new information to 
justify a new rating.  This indicates that the rating was based at least in part 
on demands by originators rather than solely on the quality of the loans 
securitized.225 

That rating agencies were willing to rate securities backed by exotic 
loan products to begin with shows how willing rating agencies were to 
sacrifice rating quality in order to earn market share.  A prime element of 
rating a security should be how well such a security has performed 
historically given various market conditions.  However, rating agencies 
were willing to rate securities made up of new loan products for which 
there was no real historical record of default rates, and what little record 
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there was occurred during a period of growing housing prices with few 
defaults.226  While there is significant academic research about default 
causation for more traditional products, only in the last year or two have 
economists turned significant attention to the default characteristics of the 
exotic loans that came to dominate the subprime market.227  Rating 
agencies should have acted as a necessary brake on the development of 
potentially risky mortgage products by refusing to rate them until they had 
demonstrated a track record showing that the likelihood of default was not 
excessive.  Instead, rating agencies threw open the doors of securitization 
to these new loans with many layers of risk, and thereby supercharged their 
use by residential borrowers. 

While rating agencies were pressured to lower the quality of their 
ratings, they in turn pressured state governments to lower the quality of 
consumer protection to be given borrowers.  For example, when the State 
of Georgia enacted strong consumer protection of borrowers, including 
assignee liability, the rating agencies indicated to the Georgia legislature 
that they would not rate transactions subject to the law, thereby 
browbeating Georgia into amending that law.228  The rating agencies each 
issued reports detailing their criteria by which to rate transactions in the 
face of state anti-predatory lending laws, essentially attempting to create a 
ceiling for such borrower protection.229 

Rating agencies made clear to investors that they did not perform due 
diligence or otherwise verify whether the loan data they relied on was 
accurate.230  However, the rating agencies did not inform investors of all of 
the rating criteria used to rate RMBS and CDOs.231  Rating agencies also 
frequently tweaked the results of their loss models and substituted another 
loss level without a documented explanation.  For example, one rating 
agency “regularly reduced loss expectations on subprime second lien 
mortgages from the loss expectations output by its RMBS model.”232 

Rating RMBS and CDOs was incredibly profitable for rating agencies.  
A rating agency could demand and receive $200,000 to $250,000 for its 
work rating a $350 million mortgage pool, even though it might receive 
only $50,000 to rate a similarly sized municipal bond.233  One rating 
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agency alone reportedly took in about $3 billion for its rating of loan and 
other debt pools from 2002 through 2006, and revenue of such structured 
finance rating made up almost half of its revenue for 2006.234  Rating 
agencies had extremely high profit margins, in some cases more than fifty 
percent.235   

As a result of the competition in a tremendously profitable business, 
rating agencies underrated the risk of loss and default of the RMBS and 
CDOs they were rating.  As one insider noted, their model did not capture 
half of the risk of a certain issuance, but they would rate it anyway, stating 
that the issuance “could be structured by cows and we would rate it.”236 

Rating agencies should have been constantly updating their default and 
prepayment models to reflect the new mortgage products and new 
conditions underlying the subprime market.  However, because updating 
these models is an expensive process and rating agencies were increasingly 
focused on the bottom line, such updating could fall through the cracks.  
One former managing director of a rating agency reported in 2008 that his 
rating agency’s last loss and default model update was implemented in late 
1998 or early 1999, and that a subsequent, more powerful model was never 
implemented, to his knowledge, for budgetary reasons.237 

Rating agencies also failed to re-rate past securities issues on a timely 
basis.  Had they done so, the agencies and investors might have more 
quickly become aware of the decline in underwriting taking over the 
subprime market.238  However, because re-rating of securities was typically 
paid for up-front by the issuer, and because issuers were rarely eager to see 
the downgrades that regular re-rating might provide, ratings were normally 
not downgraded until well after investors could see that the ratings were 
too high.239  By comparison, rating agencies seemed more eager to re-rate 
when they could upgrade ratings.  For example, in 2006, one rating agency 
reported that it upgraded its structured finance ratings 4.54 times as often 
as it downgraded them.240   

Rating agencies were late to admit the severity of the default problem.  
As late as June 2007, one rating agency report stated that the mortgage 
“industry as a whole will be able to manage this more difficult operating 
environment over the intermediate term without ratings implications, 
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although some companies may be better situated than others.”241  At the 
time, subprime loans comprised forty percent of all loans overdue or in 
foreclosure.242  In 2007, rating agencies were finally forced to admit that 
their ratings for securities backed by subprime mortgage were too high.  
One rating agency reported that in 2007 it downgraded the ratings of about 
thirty percent of rated subprime mortgage-backed securities and nineteen 
percent of rated CDOs, and it issued more RMBS downgrades than it had 
in the previous ten years combined.243 

Rating agencies could have insisted on being given the “due diligence” 
reports generated for the investment houses issuing securities, and then 
used the reports in their ratings.  Instead, they did not request these easily 
obtainable reports and so failed to gain important information that could 
have made the rating process more accurate.244 

Just as rating agencies were being pressured to reduce the quality of 
their ratings, so too were investment houses being pushed, perhaps 
willingly, to securitize loans with decreasing quality, without effectively 
alerting investors as to the decline in quality.  One way that investment 
houses concealed the decline in quality, even from themselves, was by 
reducing the amount of due diligence done on their behalf in the 
examination of loan pools.  Due diligence, which was conducted by 
separate specialty companies, was designed to ferret out loans that did not 
conform to the underwriting standards loan originators claimed to be using, 
failed to comply with applicable law, or had other problems with 
documentation.245  Loans with problems could be kicked back to the 
lenders, who might be forced to sell the loans for a discount, depending on 
the problem with the loan.246  Lenders disliked these kickbacks, which 
could cut significantly into their profitability, and so fought against them. 

Shortly after 2000, a securities company might have ordered the 
review of twenty-five to forty percent of subprime loans to be assembled in 
a loan pool.247  By 2006, Wall Street firms had relaxed this due diligence 
considerably, and typically only ten percent of such loans were 
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reviewed.248  This lax diligence was confined to investment firms intent on 
securitizing the loans, however, and loan buyers who intended to retain the 
loans in their portfolios would normally have fifty to one hundred percent 
of such loans reviewed.249  Worse yet, the companies accused of 
performing the due diligence for Wall Street firms have themselves been 
accused of throwing away troublesome documents or changing 
documentation to hide difficult loans.250 

There was regular pressure by lenders on investment houses to 
decrease the amount of due diligence investment houses conducted on the 
loans they purchased and securitized.251  Larger subprime lenders had a 
strong enough bargaining position with Wall Street that they could bargain 
down the due diligence of Wall Street firms.252  Some subprime originators 
had so many Wall Street firms interested in acquiring their loans that they 
could insist that would-be purchasers agree to review only a fraction of the 
loans.253  Investment houses could have improved the work of rating 
agencies by consistently passing along to them the results of their due 
diligence efforts, but they failed to do so, and the rating agencies seem 
rarely to have requested them.254 

X.  HOW INVESTORS FAILED 

The last line of defense against declining underwriting standards 
should have been those most affected by it after the subprime borrowers: 
the ultimate investors in the resulting loans.  Many of these investors were 
highly sophisticated entities, and so the question arises why many of them 
continued to purchase securitized interests in loans that were dropping in 
quality.  Investors acting rationally in their own self-interest should have 
been very concerned about the underwriting standards for loans that they 
purchased interests in, given that those underwriting standards are designed 
to regulate the default rates of the loans, and hence their profitability.  
Investors should have known that subprime loans were risky and that the 
subprime market was the breeding ground for abusive lending.  Predatory 
lending had long been the subject of newspaper articles, regulatory 
investigation, and Congressional testimony.  Still, investors seemed to 
swarm over securities backed by subprime loans, and there was often 
substantially more demand than availability for securities backed by 
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subprime loans.255 
Investors were drawn to securities backed by subprime loans in large 

part because of the greater returns of these securities compared to other 
equally rated securities.256  Many institutional investors, including pension 
funds, can only purchase AAA-rated or investment grade assets, giving the 
value of such highly rated securities a rating premium.257  Securities 
backed by subprime loans also made up a significant and growing 
proportion of assets used to create structured finance (SF) collateralized 
debt obligations (CDOs).  Of those SF CDOs that closed during the first 
six months of 2006, there was a sixty-four percent concentration in U.S. 
subprime-mortgage backed securities, an increase from the forty-eight 
percent concentration that was found during the first six months of the 
previous year.258  Investors were lured by the higher returns that CDOs 
offered compared to government or corporate bonds, especially pension 
funds, which needed higher yields to keep up with their obligations.259  
Issuance of CDOs soared, growing from almost zero in 1995 to more than 
$500 billion in 2006, with 2006 issuance about equal to the total of the 
three preceding years combined.260   

In what seems an amazing statement given the subsequent subprime 
collapse, one rating agency noted the reasons for CDO concentration on 
subprime RMBS: “Subprime RMBS have remained a large component of 
SF CDO collateral for their relatively stable performance, strong issuance 
supply and attractive spreads compared with alternative SF investments 
such as credit cards, auto loans, commercial mortgage backed securities 
and prime RMBS.”261  The popularity of CDOs purchasing subprime 
backed securities propped up the values of those securities.  As Wachter, 
Pavlov, and Pozsar note, “The CDO market was so strong, in fact, that it 
ended up driving demand for underlying mortgages in and of themselves.  
Consequently, prices of MBSs and mortgage loans remained extremely 
buoyant, cheating investors into a false sense of security, as underwriting 
standards were collapsing.”262 

Much of the RMBS packaged in CDOs were less than AAA-rated, 
however, which made the CDO structure unstable.  It is estimated that in 
2006, seventy to seventy-five percent of the RMBS held in CDOs were 
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rated below AAA.263  Therefore, significant defaults in RMBS, by hitting 
the junior tranches of RMBS, would have a disastrous effect on the values 
of these CDOs; this effect would reverberate through the subprime 
industry, as CDOs were keeping up market prices for RMBS to a 
significant extent.   

The fact that so many of the subprime mortgages were repackaged in 
CDOs made it that much more difficult, if not impossible, for investors or 
rating agencies to track back to the underwriting of the loans that 
ultimately provided the value for the CDO securities.  Instead of a package 
of loans that investors could conceivably examine, they instead had a 
package of securities each backed by a set of tranches of different pools of 
loans.  Determining how much risk each loan provided and then how much 
interest the investor had in each loan would be a computational nightmare 
and likely impossible.264  As a result, many investors did not even do 
independent analysis or their own due diligence, but instead relied on the 
rating agencies’ analysis.265  “[M]any investors, swept up in the euphoria 
of the moment, failed to pay close attention to what they were buying.”266  
Investors often had to make rapid decisions in order to purchase securities 
that were in such high demand, further discouraging them from engaging 
in extensive due diligence of their own.267 

Investment houses should have been disclosing to investors the 
information that investors needed to rationally decide whether and on what 
terms to purchase the subprime mortgage backed securities.  However, the 
disclosure given to investors fell far short of what it should have been.  Not 
only did investment houses fail to report the results of their due diligence 
efforts to rating agencies, they also failed to report an accurate number of 
loans that were shoe-horned into loan pools by the use of exceptions—
loans that did not fit the stated underwriting criteria of the loan 
originator.268  For example, one mortgage lender regularly used exceptions 
to increase borrowers’ credit limits by fifteen percent more than its own 
underwriting criteria would have allowed.269  Instead of disclosing to 
investors how many loans were made pursuant to such exceptions, the 
prospectuses filed by investment banks typically used boiler-plate 
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language, such as that exceptions accounted for “substantial” or 
“significant” portions of the loans.270  Nor did they disclose whether the 
use of exceptions was increasing, which it appears to have been at least 
since 2005.271  While investment houses could have kicked back 
exceptions and forced originators to hold them in their portfolios, it 
appears that instead they may have purchased them at a discount and then 
included them in loan pools without fully notifying investors of the 
resulting decrease in the quality of the pool.272  If so, this would be a 
profitable exercise for investment houses, because they would be able to 
sell bargain loans at full price.  In some loan portfolios, exceptions have 
been estimated to make up fifty to eighty percent of the portfolio.273 

The disclosures given to investors were inadequate given the 
complexity of those risks.274  To analyze the pool of loans, investors 
needed loan level detail regarding that pool, something they were rarely 
given.  They should have been provided documentation regarding the due 
diligence performed by investment houses, which was also withheld from 
them.  Additionally, investors should have been given the underwriting 
standards that were applied to the loans in the mortgage pool, the number 
of loans that were granted an exception from those standards, and also the 
policies that governed those exceptions.  Investors may have been 
informed of the number of stated income loans in a pool, but typically they 
were not told that the character of the borrowers receiving stated income 
loans was changing, as those loans were being marketed to W-2 wage 
earners rather than the traditional wealthier borrowers who had received 
them in the past.275  Investors were not always adequately informed about 
borrowers’ combined loan-to-value ratios, given the junior liens 
encumbering borrowers’ homes, even though junior liens can significantly 
affect the default rate of senior loans, or whether the housing price 
information they were provided was based on a full appraisal or merely an 
automated appraisal.276  Investors were not given information that could 
have alerted them to the decline in underwriting that occurred in the 
subprime market in the years leading up to the subprime crisis, and so they 
kept investing in securities backed by those loans.277 
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Investors may have been comforted by the reassurance that 
securitization had built into it several protections for investors.  One of 
these protections, the holder in due course rules, cuts off many defenses 
against the loans for borrowers as soon as a loan is transferred to a bona 
fide purchaser.278  Also, investors in senior tranches may have relied on the 
junior tranches taking the first losses.  Investors were also typically 
protected by credit enhancements, such as overcollateralization or default 
insurance, provided to secure ratings, on the spread of risk among an entire 
pool of loans.  Other safeguards built into securitization that supposedly 
reduced risk to investors included diversification in the loan pool regarding 
where the loans were originated, their credit risk or other characteristics, as 
well as deal provisions requiring originators to repurchase early defaults, 
make other representations and warranties, retain servicing rights, etc.279   

Despite these protections, many investors—ironically like the 
subprime borrowers they hoped to profit from—were burned by engaging 
in financial transactions too risky and difficult to understand.  
Securitization took exotic subprime loans that are too unstable and 
complex for many borrowers to understand or use safely, and  packaged 
these loans into securities that are, by their structure, excessively unstable 
and complex for most investors, multiplying the risk at both ends. 
Investors, like the borrowers, found that the disclosures given to them were 
inadequate to disclose those risks.  

XI.  PROFITABLE FAILURES 

We are reaching the final chapter of the current round of subprime 
securitization.  The Federal Reserve Board has finally issued rules 
mandating a few minimum underwriting standards for higher priced loans, 
requiring lenders to assess the borrowers’ ability to repay such loans based 
on the highest scheduled payment during the loans’ first seven years, as 
well as to verify income and assets, among other protections.  All lenders 
are barred from pressuring appraisers to misstate home values.280  While 
these rules are a belated improvement, so far investors appear to consider 
them inadequate to protect them from faulty underwriting in the subprime 
market.  Private label subprime securitization itself has largely shut down, 
and most originators have gone bankrupt or been closed by their parent 
organizations.  Some argue that these bankruptcies are a form of market 
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discipline and indicate that securitization does not reward bad behavior by 
originators.  However, when the history of subprime securitization is 
written, it is important, as always, to follow the money and see how many 
fortunes were won during the subprime bubble, and what percentage of the 
winners of those fortunes were ever forced to give back any of that money 
to repay foreclosed or defrauded borrowers or duped investors.   

During the subprime bubble, many long-time subprime insiders 
became very wealthy, even while new-comers suffered losses.  How the 
long-time insiders did so can be seen in the story of one subprime lender, 
New Century Financial Corporation, headquartered, unsurprisingly, in 
Irvine, California, and which had the most noted subprime bankruptcy of 
2007.  New Century was founded in 1995 by a trio of former executives of 
another successful Orange County subprime lender.  It relied almost 
entirely on brokers to sell its loans to borrowers, with ninety percent of its 
loans coming through its broker network, as of 2004.281  New Century’s 
great innovation was a computerized fast qualification system whereby 
brokers could go online and receive loan approval in twelve seconds, a 
program so popular with brokers that, in 2003, New Century was “getting 
75% of its originations from brokers who use[d] the system.”282 

After weathering the Russian debt crisis, New Century grew quickly.  
In 2004, New Century went public and converted into a real estate 
investment trust (REIT), raising almost $800 million.283  Rather than 
securitize its own loans, New Century sold many of them through whole 
loan sales to investment banks that would securitize them.  New Century’s 
loans were so popular for Wall Street securitizers that in 2006 it sold its 
output four months in advance and claimed to have received more than two 
percent over par for them.284 

As early as 2004, New Century’s executives knew or had many 
reasons to know that the loan quality of their company was “problematic,” 
according to a bankruptcy examiner’s report, and yet New Century did 
little about the poor quality of the underwriting.285   In the first quarter of 
2004, about sixteen to twenty-one percent of loans included in an audit 
were found to have “moderate to high risk underwriting defects.”286  Later 
that year, New Century’s Quality Assurance Department stated, “[t]here 
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has been a significant spike in the high-risk defect rates in our underwriting 
audit[s] in the last several months of the year,” and by December, 
underwriting errors were reported in about twenty-four percent of the 
loans.287  Loan quality grew even worse in 2005, with much higher 
delinquency rates for many types of loans as compared to 2003 and 
2004.288  Despite this decline in loan quality, senior management barely 
discussed loan quality in any formal meetings, and the limited effort to 
improve loan underwriting was resisted by senior management.289 

The loan quality at New Century declined dramatically after 2005, 
with substantial increases in early defaults by borrowers and kickouts by 
loan purchasers, stacked on top of greater delinquency rates for 2005 and 
early 2006 New Century loans.290  While New Century did seem finally to 
make some efforts to improve loan quality in late 2006, by then it was too 
late. 

New Century continued to churn out its low quality loans, with its loan 
origination volume increasing from $14 billion in 2002 to $60 billion only 
four years later.291  Its founders became very wealthy.  In 2005 alone, each 
of the founding trio earned $1.6 million in salary plus bonuses, as well as 
over $750,000 in stock; each sold over $9.3 million in stock and earned 
millions more in dividends, with the dividends that two of the founders 
received totaling a combined $17 million, according to reports.292  New 
Century’s chairman and co-founder retired as chairman at the end of 2006, 
right before the subprime market collapsed.293  The total remuneration 
received by the three executives over a four-year period before the 
subprime meltdown was reportedly $74 million.294  In 2006, as the 
financial clouds grew darker over New Century, its three founders sold 
stock at a prolific rate, reportedly selling about $29 million in shares while 
spending about $5.4 million to buy shares at discounted rates.295   

The executives appear to claim that they were following trading plans, 
designed to allow executives to sell shares in their own companies without 
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the appearance of inside trading by engaging in regular, pre-planned sales.  
The top executives of the company, however, reportedly adopted numerous 
new trading plans followed by quick stock sales during the last year of 
New Century’s existence, and according to newspaper accounts “four 
executives sold nearly half a million shares from July to October 2006.”296  
One executive reportedly started a new trading plan in mid-November 
2006 and sold nearly $7.4 million in stock within days of adopting the new 
stock trading plan.297 

New Century’s collapse began with a February 2007 SEC filing in 
which the company said that the statements for three of the quarters in 
2006 had to be restated because of failure to account properly for 
problematic loans; they later admitted to broader accounting 
irregularities.298  In March 2007, New Century reported that it expected it 
would report a loss for the entire year of 2006, in part because of loan loss 
reserves for which it should have accounted.299 All of New Century’s 
warehouse lenders withdrew their funding or announced plans to do so.300  
Purchasers of loans were demanding that New Century buy back $9 billion 
in its own loans.301  Faced with repurchase demands it could not satisfy and 
the pulling of its warehouse funding, New Century declared bankruptcy in 
April 2007.302  As of September 2008, the FBI was reportedly investigating 
New Century,303 and in October 2008, a grand jury was investigating New 
Century and two other subprime lenders to see if mortgage fraud or other 
white-collar crimes had been committed.304   

There is no doubt that in the insular world of Orange County subprime 
lenders the New Century founders were intimately familiar with the 
profitable fate of the owners of FAMCO, the most notorious predatory 
lender of the previous decade.  As long as their loans were somewhat less 
predatory and somewhat less abusive than FAMCO’s, the New Century 
principals had good reason to believe that, regardless of how shoddy their 
company’s loan underwriting became and how many of their loans went 
into default and foreclosure, they could escape prosecution and retire with 
their wealth intact.  New Century’s loans reportedly “have some of the 
                                                                                                                          

296 William Heisel, As Mortgages Soured, Executives Cashed Out, L.A. TIMES, Nov. 26, 2008, at 
A1, available at LEXIS, News Library, LAT File. 

297 Id. 
298 Kate Berry, New Century: New Errors, No Correction, AM. BANKER, May 25, 2007, at 18, 

available at LEXIS, News Library, AMBNKR File. 
299 MUOLO & PADILLA, supra note 186, at 175. 
300 Harry Terris, New Century: All Warehouse Lenders Pulling Their Funds, AM. BANKER, Mar. 

13, 2007, at 11, available at LEXIS, News Library, AMBNKR File. 
301 MUOLO & PADILLA, supra note 186, at 177. 
302 Id.  
303 Barrie McKenna, FBI Launches Probe Into Wall St. Meltdown, GLOBE & MAIL (Canada), 

Sept. 24, 2008, at A1, available at LEXIS, News Library, GLOBML File. 
304 Thomas Watkins, Sub-prime Charges Await, ADVERTISER (Australia), Oct. 18, 2008, at 91, 

available at LEXIS, News Library, ADVSUN File. 



 

2009] HOW SECURITIZATION CAUSED THE SUBPRIME MELTDOWN 1311 

highest default rates in the industry -- almost twice those of competitors 
like Wells Fargo and Ameriquest, according to data from Moody's 
Investors Service.”305   

The New Century executives made only a pittance compared to some 
of the larger players in the subprime world.  Angelo Mozilo, the CEO of 
Countrywide, which imploded as it was being taken over by Bank of 
America, reportedly cashed out $478 million in stock from Countrywide, 
while its Chief Financial Officer sold an additional $64 million in shares.306 
Roland Arnall, the founder of Ameriquest, at one time “the nation’s largest 
provider of sub-prime mortgages,” was estimated to be worth almost two 
billion dollars in 2006.307 

There is a good chance that the subprime lenders who churned out 
billions of dollars of bad loans will evade significant retribution.  While the 
FBI and at least one grand jury is probing whether subprime lenders such 
as New Century committed fraud or other crimes, there are scant resources 
for the time-intensive investigation needed to prove such white collar 
crime.308  It is difficult enough to find institutions liable for faulty 
underwriting.  Finding individual executives liable is much more difficult, 
as one must prove individual culpability and liability for corporate acts.309  
If the executives who operated New Century and the other subprime 
lenders evade significant retribution, it will be an unfortunate lesson for the 
next generation of subprime lenders, whoever they might be and whenever 
they might emerge. 

XII.  CONCLUSION 

Securitization has exposed its structural flaws in the course of the 
subprime meltdown.  It has encouraged the creation of subprime lenders 
that ran roughshod over the financial industry and borrowers alike, cutting 
corners and degrading underwriting.  Securitization made the entire 
financial system more fragile by undermining underwriting in the subprime  
and non-prime loans that coursed through the system.  In addition, it also 
not only allowed but also encouraged each step of the lending and 
securitization process to be done at the margins, at the highest level of risk 
tolerance permitted.  Securitization encouraged brokers and sales agents to 
push borrowers to borrow the maximum possible, pushing the envelope as 
to what the automated underwriting systems employed by brokers would 
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allow.  Securitization also encouraged originators, rating agencies and 
investment houses to package those loans using the smallest level of credit 
enhancements the rating agencies would allow.  By atomizing the 
mortgage process, securitization allowed originators to bargain down the 
quality standards of other market participants, including their due diligence 
in examining loans, the effectiveness of the rating agencies and the level of 
credit enhancements needed to create a large percentage of AAA-rated 
securities. 

Securitizing subprime-backed securities into CDOs encouraged rating 
agencies and investment houses again to push the envelope, creating a 
large percentage of highly rated securities out of the riskier tranches of 
subprime backed securities.   The riskier CDO tranches were again 
retranched to create new highly ranked securities.  The result was an 
enormous volume of AAA-rated securities based on risky subprime and 
non-prime loans, with level after level of guidelines pushed to their 
maximum and beyond. 

Once this house of cards was created, securitization amplified the 
effect of rising loan defaults.  Because the subprime and near prime loans 
were packaged into securities, their default had a greater effect as 
investment grade securities lost that status, greatly damaging institutions 
with investment grades “hard-coded,” requiring massive writedowns.   

Securitization allowed subprime lenders to “profitably fail,” so that 
their executives made millions originating risky loans before their 
companies folded.  The post mortem on the subprime meltdown is not a 
mere exercise.  Rules governing securitization must be designed with its 
structural flaws in mind.  Furthermore, how regulators, the courts and 
prosecutors react to the meltdown and whether lenders and subprime 
executives who acted improperly are forced to disgorge their profits is a 
crucial issue, as it will determine—at least to some extent—how market 
participants act during the next bubble. 
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Securitization, a process in which firms can raise low-cost financing 
by efficiently allocating asset risks with investor appetite for risk, has been 
one of the most dominant and fastest-growing means of capital formation 
in the United States and the world.  The subprime financial crisis, 
however, has revealed certain defects with how securitization is sometimes 
utilized.  This Article examines these defects and the extent they can, and 
should, be remedied going forward. 
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The Future of Securitization 

STEVEN L. SCHWARCZ∗  

I.  INTRODUCTION 

This Article examines the future viability of securitization in light of 
its involvement in the subprime-mortgage financial crisis (“subprime 
crisis”).1  The Article concludes that securitization should, and indeed 
likely will, have a viable if not vibrant future.  There are many reasons for 
this.  Securitization efficiently allocates risk with capital.  It enables 
companies to access capital markets directly, in most cases at lower cost 
than the cost of issuing direct debt (such as bonds or commercial paper), 
and it avoids middleman inefficiencies.  Moreover, when the securitized 
assets are loans, securitization helps to transform the loans into cash from 
which banks and other lenders can make new loans.2 

These positives might be outweighed, however, by securitization’s 
negatives revealed by the subprime crisis.  There are four such potential 
negatives: subprime mortgages may be a flawed asset type that should not 
have been securitized; the originate-to-distribute model of securitization 
might create moral hazard; securitization can create servicing conflicts; and 
securitization can foster overreliance on mathematical models.  This 
Article examines these negatives and the extent to which they can be 
                                                                                                                          

∗ Stanley A. Star Professor of Law & Business, Duke University School of Law; Founding/Co-
Academic Director, Duke Global Capital Markets Center.  E-mail: schwarcz@law.duke.edu.  The 
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1 Securitization refers to the process of turning financial assets into securities issued by a special 
purpose vehicle.  Steven L. Schwarcz, The Alchemy of Asset Securitization, 1 STAN. J.L. BUS. & FIN. 
133, 135 (1994). 

2 See STEVEN L. SCHWARCZ, STRUCTURED FINANCE, A GUIDE TO THE PRINCIPLES OF ASSET 
SECURITIZATION §1:1, §§11:1–11:2 (3d ed. & supps. 2008); Steven L. Schwarcz, Securitization Post-
Enron, 25 CARDOZO L. REV. 1539, 1565 (2004) (concluding why securitization should “create[] net 
value [even] for unsecured creditors”); Charles W. Calomiris & Joseph Mason, Credit Card 
Securitization and Regulatory Arbitrage 4 (Fed. Reserve Bank of Pa., Working Paper No. 03-7, 2003), 
available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=569862 (finding that the empirical 
evidence for credit card securitization “is more consistent with the efficient contracting view . . . of 
securitization”); see also JASON KRAVITT, FOREWORD: SOME THOUGHTS ON WHAT HAS HAPPENED TO 
THE CAPITAL MARKETS AND SECURITIZATION AND WHERE SECURITIZATION IS GOING 3–4 (2008), 
available at http://www.pli.edu/public/17984/foreword.pdf (arguing that “securitized products, when 
structured properly and used wisely, have the potential to be one of the most valuable financial 
innovations of the modern financial era”); Martin Hellwig, Systemic Risk in the Financial Sector: An 
Analysis of the Subprime-Mortgage Financial Crisis 7 (Nov. 2008 preprint of the Max Planck Institute 
for Research on Collective Goods, Bonn, No. 2008/43), available at www.ssrn.com/abstract=1309442 
(explaining why “the securitization of [residential real estate] risks should be regarded as a good idea”). 
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remedied in the future. 
The subprime crisis also revealed a possible fifth negative: investors in 

securitization transactions—essentially pension funds, mutual funds, hedge 
funds, banks, insurance companies, and other institutional investors3—may 
over-rely on rating-agency ratings.4       

To follow the analysis below, the reader should note the following 
terminology.  Subprime mortgage securitization, the type of securitization 
whose failure initially triggered the chain of failures that became the 
subprime crisis,5 is a subset of mortgage securitization.  In the most basic 
form of mortgage securitization, mortgage-backed securities (MBS) are 
issued by a special-purpose vehicle (SPV),6 and payment on the securities 
is derived directly from collections on mortgage loans owned by the SPV.  
More complex forms of mortgage-backed securities include collateralized 
debt obligation (CDO) securities in which payment derives directly from a 
mixed pool of mortgage loans and sometimes, also, from other financial 
assets owned by the SPV; and “ABS CDO” securities in which payment 
derives from MBS and CDO securities owned by the SPV (and thus 
indirectly from the mortgage loans and other financial assets underlying 
those owned securities).7  Subprime mortgage securitization can mean any 
of these types of mortgage securitization where all or a portion of the 
underlying financial assets consists of subprime mortgage loans.8 

Prior to the subprime crisis, most MBS, CDO, and ABS securities 
were highly rated by rating agencies.9 

II.  WHAT WENT WRONG, AND WHAT NEEDS TO BE FIXED? 

This Article identifies certain potential negatives of securitization 
revealed by the subprime crisis and examines the extent to which these 
negatives can be remedied in the future. 

                                                                                                                          
3 GREENWICH ASSOCIATES, SURVEY OF SECURITIZATION MARKET INVESTORS 2 (2005). 
4 See Steven L. Schwarcz, Private Ordering of Public Markets: The Rating Agency Paradox, 

2002 U. ILLINOIS L. REV. 1, 2–5, 8 (2002) [hereinafter Schwarcz, Private Ordering of Public Markets] 
(providing an introduction to ratings, rating agencies, and the ratings process).  For an analysis of the 
integrity of the ratings process and of the extent that investors should appropriately rely on ratings, see 
Steven L. Schwarcz, Protecting Financial Markets: Lessons from the Subprime Mortgage Meltdown, 
93 MINN. L. REV. 373, 380–82 (2008) [hereinafter Schwarcz, Protecting Financial Markets].  The 
extent of appropriate reliance on ratings, and indeed the integrity of the ratings process itself, are 
questions beyond this Article’s scope. 

5 For an examination of how a market failure can trigger a chain of failures resulting in a financial 
crisis, see Steven L. Schwarcz, Systemic Risk, 97 GEO. L.J. 193, 194–200 (2008) (providing several 
examples of individual market failures causing a domino effect across several markets or industries).  

6 An SPV is sometimes called a special-purpose entity, or “SPE.”  Schwarcz, Protecting 
Financial Markets, supra note 4, at 376. 

7 Schwarcz, Protecting Financial Markets, supra note 4, at 376–77. 
8 See infra note 10 and accompanying text. 
9 Schwarcz, Protecting Financial Markets, supra note 4, at 106.   
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A.  Flawed Asset Type 

Subprime mortgage securitization failed, initially triggering the chain 
of failures that became the subprime crisis, because of the particular and 
almost unique nature of the underlying subprime mortgage loans.  These 
are high-interest-rate home mortgage loans made to risky borrowers.10  
Many of these borrowers relied on refinancing their appreciating home 
values to repay their loans.11  This model was successful as long as home 
prices appreciated,12 as they had been doing for decades.13  

However, when home prices stopped appreciating and began 
collapsing, those borrowers were unable to refinance.  Furthermore, many 
subprime mortgage loans had adjustable rates which increased after an 
initial “teaser” period.14  Borrowers who could not afford the rate increases 
had expected to refinance at lower interest rates.15  That likewise was 
stymied by collapsing home prices.  As a result, many risky borrowers 
began defaulting, causing some of the highly rated MBS, CDO, and ABS 
CDO securities—whose payment depended on collections from the 
underlying financial assets16—to default or to have their credit ratings 
downgraded.17  These defaults and downgrades, in turn, caused investors in 
rated securities to begin losing confidence in the financial markets.18 

The failure of subprime mortgage securitization was thus caused by its 
almost absolute dependence on home appreciation.  Some believe this 
sensitivity to the decline in housing prices was unique.19  From that 
perspective, parties structuring securitization transactions can minimize 
future problems by excluding, or at least limiting and better managing, 

                                                                                                                          
10 Although subprime mortgage loans were sometimes made to affluent borrowers in amounts that 

may be difficult for such borrowers to repay, a significant amount of subprime mortgage loans were 
made to non-affluent or poor borrowers.  To some extent this followed the U.S. Government’s strong 
encouragement of lenders to make mortgage loans to low-income, often disproportionately minority, 
borrowers; to some extent it also may have reflected greed due to the high interest rates charged to 
risky borrowers.  Steven L. Schwarcz, Understanding the ‘Subprime’ Financial Crisis, 60 S.C. L. REV. 
(forthcoming 2009).  

11 Id.  
12 This model’s viability also relied on interest rates not rising so high as to make refinancing 

uneconomic.  Although the subprime crisis was not caused by rising interest rates, the model’s 
additional susceptibility to rate risk buttresses the view that any securitization of subprime mortgage 
loans should be limited and better managed.  See infra notes 19–20 and accompanying text (discussing 
the management of risks caused by subprime mortgages). 

13 Schwarcz, supra note 10, at 2. 
14 Id. 
15 Id.  
16 See supra notes 6–7 and accompanying text (introducing different types of mortgage-backed 

securities). 
17 Schwarcz, supra note 10.  The CDO and especially ABS CDO securities were particularly hard 

hit because of their highly magnified leverage.  Id.  
18 Schwarcz, supra note 10. 
19 Gary B. Gorton, The Panic of 2007 67 (Yale ICF, Working Paper No. 08-24, 2008), available 

at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1255362.  
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subprime mortgage loans as an eligible type of underlying financial asset,20 
and also by conservatively assessing the payment prognosis for other types 
of financial assets underlying securitizations.21  This is important not only 
to protect the integrity of securitization transactions but also to avoid the 
unintended consequence that securitization of a flawed asset type can 
motivate greater origination of that asset type, effectively magnifying the 
flaw.  

This is not to say these procedures will be failsafe.  Parties to, and 
investors in, securitization transactions must always be diligent to 
recognize and try to protect against the possibility that the underlying 
financial assets might, as in the case of subprime mortgage loans, fail in 
unexpected ways.  What would happen to automobile loan securitizations, 
for example, if a technological innovation makes cars obsolete, depriving 
even financially healthy borrowers of the incentive to repay their loans?22  
The invention of a new form of personal transportation is at least as 
plausible as the idea that home prices—which generally had only risen 
since the 1930s—would suddenly collapse in value at a rate higher than 
that seen during the Great Depression, as happened in the subprime crisis.23 

The subprime crisis also teaches us the danger of mixing politics and 
finance.  Before the crisis, there was political pressure to securitize risky 
subprime mortgage loans to facilitate financing for the poor.24  We might 
see the same type of future political pressure, for example, to securitize 
risky microfinance loans to facilitate financing for the poor and 
disadvantaged. 

B.  Originate-to-Distribute Moral Hazard  

Some argue that securitization facilitated an undisciplined mortgage 
lending industry.25  By enabling mortgage lenders to sell off loans as they 
                                                                                                                          

20 Any such managing should also take into account rate risk.   
21 Assessments of payment prognosis should, bottom line, strive to be as accurate as possible.  

But where a prognosis has a margin of error, perhaps one should err, in structuring transactions, on the 
more conservative side of that margin.    

22 I am not suggesting that auto loans might be a flawed asset type but merely illustrating how 
underlying financial assets could fail in unexpected ways.  Even if financially healthy borrowers lost 
their incentive to repay auto loans, they could be sued for payment and—unlike subprime mortgage 
borrowers—would have the means to pay.  Such lawsuits, though, would generate relatively high 
transaction costs which, if not recoupable from the collateral or the borrowers, would reduce funds 
available to pay the securitized notes. 

23 Compare, for example, the fear around turn of the century New York City, before the invention 
of the automobile, that horse manure would create a public health hazard.  See JOHN DUFFY, A 
HISTORY OF PUBLIC HEALTH IN NEW YORK CITY 1866–1966, at 126–27 (1974); Clay McShane & Joel 
A. Tarr, The Centrality of the Horse in the Nineteenth-Century American City, in THE MAKING OF 
URBAN AMERICA 105, 120–21 (Raymond A. Mohl, ed., 2d ed. 1997). 

24 See supra note 10. 
25 See, e.g., Martin Feldstein, How to Stop the Mortgage Crisis, WALL ST. J., Mar. 7, 2008, at 

A15, available at LEXIS, News Library, WSJNL File (describing lax lending standards that gave rise 
to mortgages with loan-to-value ratios of nearly 100% and citing the 1.8 million mortgages then in 
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were made (a concept called “originate-to-distribute” or “originate-and-
distribute”), securitization is said to have created moral hazard since these 
lenders did not have to live with the credit consequences of their loans.26  
Mortgage underwriting standards therefore fell, exacerbated by the fact 
that mortgage lenders could make money on the volume of loans 
originated.27 

I find the moral hazard argument weak.  Mortgage underwriting 
standards may have fallen, but there are other explanations.  For example, 
lower standards may well reflect distortions caused by the liquidity glut of 
that time, in which lenders competed aggressively for business and allowed 
otherwise defaulting home borrowers to refinance.28  They also may reflect 
conflicts of interest between firms and their employees in charge of setting 
those standards, such as where employees were paid for booking loans 
regardless of the loans’ long-term performance.29  Blaming the originate-
to-distribute model for lower mortgage underwriting standards also does 
not explain why standards were not similarly lowered for originating non-
                                                                                                                          
default); David Henry & Matthew Goldstein, The Bear Flu: How it Spread, BUS. WK., Dec. 31, 2007, 
at 30, available at LEXIS, News Library, BUSWK File (arguing that the distance between mortgage-
loan originators and the ultimate holders of the loans encouraged lax lending); cf. John C. Dugan, 
Speech Given at The Annual Convention of The American Bankers Association, Oct. 8, 2007, at 5, 
available at http://www.occ.treas.gov/ftp/release/2007-109a.pdf (observing that with the increasing use 
of the originate-to-distribute model of lending, lending standards shifted from evaluating the likelihood 
of repayment to evaluating the likelihood that the loan could be sold).  But cf. Gorton, supra note 19, at 
67–68 (disagreeing with this explanation, although observing that the originate-to-distribute model and 
resulting moral hazard are the “dominant explanation” for the financial panic); Effi Benmelech, 
Jennifer Dlugosz, & Victoria Ivashina, What Lies Beneath: A Look Inside CLO Collateral 2, available 
at http://ssrn.com/abstract_id=1344068 (finding, empirically, that bank loans that are securitized 
perform no worse than bank loans that are held). 

26 Schwarcz, Protecting Financial Markets, supra note 4, at 387–88. 
27 See, e.g., Legislative and Regulatory Options for Minimizing and Mitigating Mortgage 

Foreclosures: Hearing Before the H. Comm. on Financial Serv., 110th Cong. 74 (2007), available at 
http://frwebgate.access.gpo.gov/cgi-bin/getdoc.cgi?dbname=110_house_hearings&docid=f:39540.pdf 
(statement of Ben S. Bernanke, Chairman, Fed. Reserve System) (“When an originator sells a mortgage 
. . . much or all of the risks are passed on to the loan purchaser.  Thus, originators who sell loans may 
have less incentive to undertake careful underwriting . . . .”).  There is also speculation that some 
mortgage-loan originators might have engaged in fraud by manipulating borrower income, and that 
some borrowers may have engaged in fraud by lying about their income, in each case to qualify 
borrowers for loans.  See, e.g., Vikas Bajaj, A Cross-Country Blame Game, N.Y. TIMES, May 8, 2007, 
at C1, available at LEXIS, News Library, NYT File (noting the recent practice of mortgage companies 
giving out loans based on limited documentation).  If such fraud occurred, it would exacerbate but is 
unlikely to be significant enough to have caused the subprime financial crisis. 

28 See Ravi Balakrishnan et al., Globalization, Gluts, Innovation or Irrationality: What Explains 
the Easy Financing of the U.S. Current Account Deficit? 5 (Int’l Monetary Fund, Working Paper No. 
07/160, 2007), available at http://www.imf.org/external/pubs/ft/wp/2007/wp07160.pdf (discussing the 
liquidity and savings glut).  

29 See, e.g., Steven L. Schwarcz, Conflicts and Financial Collapse: The Problem of Secondary-
Management Agency Costs (work-in-progress, on file with the Connecticut Law Review);  Steven L. 
Schwarcz, Regulating Complexity in Financial Markets, 87 WASH. U. L. REV., Issue 2 (forthcoming 
2009), available at http://ssrn.com/abstract_id=1240863 [hereinafter Schwarcz, Regulating 
Complexity] (arguing that conflicts of interest independent of the originate-to-distribute model, 
involving ordinary agency costs, as well as a combination of herd mentality and complacency, can 
explain the lowered investing standards). 
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mortgage financial assets used in other types of securitization 
transactions.30  Nor does it explain why the ultimate owners of the 
mortgage loans—the investors in the mortgage-backed securities—did not 
govern their investments by the same strict lending standards that they 
would observe but for the separation of origination and ownership.31 

Although I do not believe the originate-to-distribute model was a 
material cause of the subprime crisis,32 the model may need fixing to avoid 
its perception as the cause.  There is little question, though, that the model 
should remain largely intact.  It is critical to the underlying funding 
liquidity of banks and corporations.33  Furthermore, scholars have at least 
tentatively concluded that, despite the subprime crisis, it has created value 
in the financial markets.34  The goal therefore should be to minimize any 
potential moral hazard resulting from the originate-to-distribute model 
without undermining the model’s basic utility.   

There are various ways this could be done.  Potential moral hazard 
problems could be managed, for example, by requiring mortgage lenders 
and other originators to retain some realistic risk of loss.35   

                                                                                                                          
30 Gorton, supra note 19, at 73–74. 
31 See generally William P. Alexander, et al., Some Loans are More Equal than Others: Third-

Party Originations and Defaults in the Subprime Mortgage Industry (2001), available at 
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=281233 (finding that although agency problems 
between lenders and third-party originators of subprime mortgage loans appear to make certain third-
party-originated loans more likely to default, that higher default rate becomes recognized and priced in 
the loan interest rate).  

32 Jason Kravitt likewise believes that the originate-to-distribute model was not a material cause 
of the subprime crisis.  KRAVITT, supra note 2, at 22.  He argues that the parties involved in subprime 
mortgage securitization transactions suffered serious losses and ruined reputations, and hence there was 
no moral hazard.  That does not obviate the possibility, though, that moral hazard motivated those 
parties to act as they did.  Moral hazard must be judged ex ante, not ex post.  

33 See, e.g., Steven L. Schwarcz, Protecting Financial Markets: Lessons from the Subprime 
Mortgage Meltdown, 93 MINN. L. REV. 373, 388 n.74 (citing Joseph R. Mason, Assoc. Professor of 
Fin. & LeBow Research Fellow, Lebow Coll. of Bus., Drexel Univ., Presentation to the Federal 
Reserve Bank of Cleveland: Mortgage Loan Modification: Promises and Pitfalls (Nov. 20, 2007)) 
(presentation notes on file with author) (showing that fifty-eight percent of mortgage liquidity in the 
United States, and seventy-five percent of mortgage liquidity in California has come from structured 
finance). 

34 See Xudong An et al., Value Creation Through Securitization: Evidence from the CMBS 
Market 3 (SSRN Working Paper No. 1095645, 2008), available at http://papers.ssrn.com/sol3/papers. 
cfm?abstract_id=1095645 (“Despite recent constraints on secondary market funding and liquidity, 
securitization appears to have created value in financial markets.”). 

35 Schwarcz, Protecting Financial Markets, supra note 4, at 116; cf. Jan Pieter Krahnen & 
Guenter Franke, The Future of Securitization (SSRN, Working Paper No. 1284989, 2008), available at 
http://www.ifk-cfs.de/fileadmin/downloads/publications/wp/08_31.pdf (arguing for the importance of 
equity piece retention).  Requiring originators to retain a risk of loss, however, is a two-edged sword 
because it also can create a “mutual misinformation” problem.  See Schwarcz, Regulating Complexity, 
supra note 29, at 16−18 (observing that many underwriters of ABS CDO and other complex mortgage-
backed securities did not fully understand the risks associated with their retained tranches, thereby 
signaling unjustified confidence in the securities being sold).  Professor Mason also has argued that 
originator risk retention can create “cliff risk.”  Joseph R. Mason, Cliff Risk and the Credit Crisis 12–
14 (SSRN, Working Paper No. 1296250, 2008), available at http://ssrn.com/abstract=1296250. 
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In many non-mortgage securitization transactions, for 
example, it is customary for originators to bear a direct risk 
of loss by overcollateralizing the receivables sold to the 
SPV.36  This was not always done in mortgage securitization 
because mortgage loans traditionally are overcollateralized 
by the value of the borrower’s equity in the real-estate 
collateral,37 and thus investors can effectively be 
overcollateralized even if the originator bears no separate risk 
of loss.38  

Moral hazard problems also could be managed by regulating the loan 
underwriting standards applicable to mortgage lenders.  The U.S. 
government took this type of approach, for example, in response to the 
margin loan underwriting failures that helped trigger the Great Depression.  
When stock values began depreciating in 1929, margin loans (that is, loans 
to purchase publicly-listed stock) became undercollateralized, resulting in 
a high loan default rate which, in turn, caused bank lenders to fail.39  To 
protect against a recurrence of this problem, the Federal Reserve 
promulgated margin regulations G, U, T, and X, requiring margin lenders 
to maintain two-to-one collateral coverage when securing their loans by 
margin stock that has been purchased, directly or indirectly, with the loan 
proceeds.40  

A similar type of approach, such as imposing a minimum real-estate-
value-to-loan collateral coverage ratio on all mortgage loans secured by the 
real estate financed, would protect against a repeat of the subprime crisis. 
This protection would come at a high price, however, potentially impeding 
and increasing the cost of home ownership and imposing an administrative 
burden on lenders and government monitors.41  Nor would it protect 
against different types of financial crises that might arise in the future.42  
Any regulatory approach, to be viable, should have to demonstrate that its 
benefits are at least likely to exceed its costs.43 

                                                                                                                          
36 Schwarcz, Protecting Financial Markets, supra note 4, at 116. 
37 In subprime mortgage securitizations, though, borrowers are not always required to put in 

equity.  Investors therefore would have had greater justification in asking originators to bear a direct 
risk of loss by overcollateralizing subprime mortgage loans sold to SPVs. 

38 Schwarcz, Protecting Financial Markets, supra note 4, at 116.  For an analysis of why 
investors and other parties, such as credit insurers, who, as a result of the originate-to-distribute model, 
ultimately bore the risk of loss in subprime mortgage securitizations did not adequately monitor the 
underlying mortgage loans, see Schwarcz, Protecting Financial Markets, supra note 4, at 117; 
Schwarcz, Regulating Complexity, supra note 29, at 16. 

39 Schwarcz, Protecting Financial Markets, supra note 4, at 107−08. 
40 12 C.F.R. § 221.3 (2008). 
41 Schwarcz, Protecting Financial Markets, supra note 4, at 118 (examining this approach as well 

as other types of mortgage loan suitability standards). 
42 Id. at 111. 
43 Schwarcz, supra note 5, at 234–35. 
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C.  Servicing Conflicts 

There is general agreement that mortgage securitization has made it 
difficult to work out problems with the underlying mortgage loans because 
the beneficial owners of the loans are no longer the mortgage lenders but a 
broad universe of financial-market investors in the MBS and other 
securities.  Although servicers theoretically bridge the gap between 
investors (as beneficial owners of the loans) and the mortgage lenders, 
retaining the power to restructure the underlying loans “in the best 
interests” of those investors, the reality is problematic.  

Servicers may be reluctant to engage in restructuring if there is 
uncertainty that their transactions will generate sufficient excess cash flow 
to reimburse their costs, whereas all foreclosure costs are reimbursed.44  
Servicers also may sometimes prefer foreclosure over restructuring 
because the former is more ministerial and thus has a lower litigation risk.  
In many CDO and ABS CDO mortgage securitization transactions, cash 
flows deriving from principal and interest are separately allocated to 
different investor tranches.45  Therefore, a restructuring that, for example, 
reduces the interest rate, would adversely affect investors in the interest-
only tranche, leading to what some have called “tranche warfare.”46 

These problems—which currently are mostly confined to mortgage 
securitization47—can, and in the future should, be fixed.  Parties should 
write underlying deal documentation that sets clearer and more flexible 
guidelines and more certain reimbursement procedures for loan 
restructuring, especially when restructuring appears to be superior to 
foreclosure.48  They also should try to minimize allocating cash flows to 
investors in ways that create conflicts.49  And consideration should be 
given to protecting servicers, whether contractually or through legislation, 
from liability for taking actions in good faith, akin to the business 
                                                                                                                          

44 Schwarcz, Protecting Financial Markets, supra note 4, at 121. 
45 The classes, or “tranches,” of securities issued in securitization transactions are “typically 

ranked by seniority of payment priority.”  Id. at 105. 
46 Id. at 121. 
47 Id. at 116. 
48 In the subprime crisis, the underlying deal documentation is already in place and cannot be 

easily renegotiated.  The government therefore might consider legislating changes, recognizing that any 
such changes that are subsidized in whole or part by government could foster moral hazard, potentially 
making future homeowners more willing to take risks when borrowing.  Another approach, with less 
potential for moral hazard, is for government to legislatively insulate servicers from liability for taking 
actions in good faith, akin to the business judgment rule applied to performance of corporate directors.  
Cf. Steven L. Schwarcz & Gregory Sergi, Bond Defaults and the Dilemma of the Indenture Trustee, 59 
ALA. L. REV. 1037, 1040–41 (2008) (explaining why indenture trustees on public bonds, presently 
obligated to act under a “prudent man” standard, should be protected by this rule).  With this 
protection, servicers are more likely to engage in restructuring if, in their judgment, they believe that 
restructuring is likely to maximize overall value. 

49 Cf. AMERICAN SECURITIZATION FORUM ET AL., RESTORING CONFIDENCE IN THE 
SECURITIZATION MARKETS 7 (2008) [hereinafter RESTORING CONFIDENCE] (recommending 
harmonizing and improving securitization servicing standards). 
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judgment rule applied to performance of corporate directors.50  With this 
protection, servicers would be more likely to engage in restructuring if, in 
their judgment, they believe that restructuring is likely to maximize overall 
value.    

D.  Overreliance on Mathematical Models   

To some extent the subprime crisis resulted from an abandonment of 
common sense and an overreliance on complex mathematical models.51  
Models are essential to securitization because of the need to statistically 
predict what future cash flows will become available from the underlying 
financial assets to pay the securities issued by the SPV.52   

Models can bring insight and clarity.  If the model is realistic and the 
inputted data are reliable, models can yield accurate predictions of real 
events.  However, if the model is unrealistic or the inputted data are 
unreliable, models can be misleading—creating the danger of “garbage in, 
garbage out.”53 

Subprime mortgage securitization models relied on assumptions and 
historical data which, in retrospect, turned out to be incorrect and therefore 
made the valuations incorrect.54  The models incorrectly assumed, for 
example, that housing would not depreciate in value to the levels presently 
seen.55  Valuation errors were further compounded to the extent subprime 
mortgage loans increasingly were made with innovative terms, such as 
adjustable rates, low-to-zero down payment requirements, interest-only 
payment options, and negative amortization.56  These terms were so 

                                                                                                                          
50 See supra note 48. 
51 Cf. Karl S. Okamoto, After the Bailout: Regulating Systemic Moral Hazard 23 (SSRN, 

Working Paper No. 2009-W-01, 2008), available at http://papers.ssrn.com/sol3/papers.cfm?abstract_ 
id=1292476 (observing that underlying the subprime financial crisis “was an enormous faith in the 
market’s ability to analyze and measure risk”).  Some of the overreliance may reflect that the 
complexity of the mortgage-backed securities made it difficult for investors to fully appreciate the risks 
they were incurring, tempting them to rely on such imperfect substitutes as rating-agency ratings and 
the results of mathematical models.  Cf. Schwarcz, Regulating Complexity, supra note 29, at 32–40 
(discussing why disclosure failed in the subprime crisis and the consequences of such failure). 

52 Schwarcz, Regulating Complexity, supra note 29, at 16–17 (discussing how statistical models 
utilized by monolines did not adequately test for the scenario of rapidly falling house prices, which led 
to many mono lines losing their AAA ratings). 

53 Cf. Emanuel Derman & Paul Wilmott, Perfect Models, Imperfect World, BUS. WK., Jan. 12, 
2009, at 59, available at LEXIS, News Library, BUSWK File (discussing cash-flow modeling and 
concluding that, “[a]t bottom, financial models are tools for approximate thinking, a way to help 
transform one’s intuition about the future into a” useable number). 

54 Schwarcz, Protecting Financial Markets, supra note 4, at 398; see also Eugene Ludwig, 
Founder and CEO, Promontory Fin. Group, 10th William Taylor Memorial Lecture at the International 
Conference of Banking Supervisors 3 (Sept. 25, 2008) (stating that “it is widely accepted” now that the 
subprime mortgage securitization models used by rating agencies and other market participants relied 
on “insufficient data and faulty assumptions”). 

55 See supra notes 13–17 and accompanying text. 
56 EDWARD VINCENT MURPHY, CONG. RESEARCH SERV., ALTERNATIVE MORTGAGES: RISKS TO 

CONSUMERS AND LENDERS IN THE CURRENT HOUSING CYCLE 2 (2006), available at 
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complex that some borrowers did not fully understand the risks they were 
incurring.57  As a result, they defaulted at a much higher rate than would be 
predicted by the historical mortgage-loan default rates relied on by loan 
originators in extending credit.58 

Securitization models also have been used, sometimes erroneously, to 
substitute for real market information.  For example, some CDO and ABS 
CDO securities did not have an active trading market, so investors instead 
relied on mark-to-model valuation of these securities.  When assumptions 
underlying the models turned out to be wrong,59 investors panicked 
because they did not know what the securities were worth.60 

In theory, this overreliance on mathematical models is self-correcting 
because the subprime crisis, by its existence, has shaken faith in the 
market’s ability to analyze and measure risk through models.61  
Securitization products are likely to be confined, at least in the near future, 
to those that can be robustly modeled.  The only question will be the 
longevity of the lesson that future risks cannot always be predicted through 
mathematical models.62 

III.  CONCLUSIONS 

Because securitization, properly utilized, is an efficient financial tool,63 its 
future should be assured no matter how investors or politicians might temporarily 
overreact.  Nor should they overreact.  As Professor Gorton observes,  

                                                                                                                          
http://assets.opencrs.com/rpts/RL33775_20061227.pdf. 

57 PATRICIA A. MCCOY & ELIZABETH RENUART, JOINT CTR. FOR HOUS. STUDIES, HARVARD 
UNIV., THE LEGAL INFRASTRUCTURE OF SUBPRIME AND NONTRADITIONAL HOME MORTGAGES 17 
(2008), available at http://www.jchs.harvard.edu/publications/finance/understanding_consumer_credit/ 
papers/ucc08-5_mccoy_renuart.pdf. 

58 Subprime Mortgage Market Turmoil: Examining the Role of Securitization: Hearing Before the 
S. Subcomm. on Securities, Insurance and Investments, 110th Cong. 3–4 (2007) (statement of Kurt 
Eggert, Professor of Law, Chapman University School of Law), available at http://banking.senate. 
gov/public/_files/eggert.pdf; EDWARD GOLDING, RICHARD K. GREEN, & DOUGLAS A. MCMANUS, 
JOINT CTR. FOR HOUS. STUDIES, HARVARD UNIV., IMPERFECT INFORMATION AND THE HOUSING 
FINANCE CRISIS 14 (2008), available at http://www.jchs.harvard.edu/publications/finance/ 
understanding_consumer_credit/papers/ucc08-6_golding_green_mcmanus.pdf. 

59 Some of these wrong assumptions are discussed supra notes 55–56 and accompanying text.  
60 Schwarcz, Regulating Complexity, supra note 29, at 18; cf. RESTORING CONFIDENCE, supra 

note 49, at 7 (recommending the improvement of independent valuation procedures).  This may include 
procedures for the valuation of securitized products that will not have active markets. 

61 Cf. supra note 51 (discussing the overreliance on faulty risk models by investors). 
62 Cf. Larry Light, Bondholder Beware: Value Subject To Change Without Notice, BUS. WK., 

Mar. 29, 1993, at 34, available at LEXIS, News Library, BUSWK File (discussing that within years 
after the Marriott “split,” investors favor higher interest rates over “event-risk” covenants, once the 
examples of events justifying the covenants have receded in memory). 

63 See Schwarcz, supra note 1, at 146 (discussing the cost-efficiency of securitization); supra note 
2 and accompanying text (discussing the efficiency of securitization); see also Gorton, supra note 19, at 
75 (concluding that “[s]ecuritization is an efficient, incentive-compatible, response to bankruptcy costs 
and capital requirements”); Ethan Penner, The Future of Securitization, WALL ST. J., July 10, 2008, at 
A15, available at LEXIS, News Library, WSJNL File (observing that “[s]ecuritization will continue to 
play an important role—if adapted appropriately”). 
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[t]here are no such issues [as occurred in the subprime crisis] 
with securitization generally, or with the use of off-balance 
sheet vehicles for the securitization of those [other] asset 
classes.  Other securitizations are not so sensitive to the 
prices of the underlying assets and so they are not so 
susceptible to bubbles.64 

Nonetheless, in the near future at least, it is likely that securitization 
transactions will need to refocus on basic structures and asset types in 
order to attract investors.65  In particular, there will likely be an emphasis 
on cash-flow securitizations in which there are the traditional “two-ways 
out.”66  Furthermore, we are not likely to see many highly complex 
securitization products, like CDO and ABS CDO transactions, which 
magnify leverage.67  

In the medium term, securitization’s future will be at least marginally 
influenced by the extent to which the intrinsic values of mortgage-backed 
securities turn out to be worth more than their market values.  I have 
argued that, as a result of irrational panic, the market prices of mortgage-
backed securities collapsed substantially below the intrinsic value of the 
mortgage loans underlying those securities.68  A large differential would 
indicate that the problem was more investor panic than intrinsic lack of 
worth. 

Whether securitization will remain vibrant and inventive in the long 
term, however, will turn on our ability to better understand the problems of 
complexity, which was at the root of many of the failures that gave rise to 
the subprime crisis.69  

                                                                                                                          
64 Gorton, supra note 19, at 67. 
65 See generally Douglas Gale, Standard Securities, 59 REV. ECON. STUD. 731 (1992) (arguing 

that the cost of becoming informed about unfamiliar securities may lead to gains from standardizing 
securities); Andrew Davidson, Reinventing Securitization: If It Ain’t Broke, Don’t Fix It.  But What if It 
is Broken?, THE PIPELINE, Feb. 2008, http://www.ad-co.com/newsletter/2008/Feb08/Credit.htm 
(advocating simpler securitization structures). 

66 In contrast, subprime mortgage securitizations had only one way out: home appreciation.  See 
Schwarcz, supra notes 10–11 and accompanying text (discussing how home appreciation allowed 
mortgagors to refinance to lower mortgage rates).  Similarly, we are unlikely to see many securitization 
transactions with balance sheet motivations.  Cf. KRAVITT, supra note 2, at 14–15 (observing that 
“when securitization becomes an end in itself as opposed to a needed source of financing, certainly 
there is at least the potential for abuse”). 

67 Cf. Schwarcz, supra note 10; supra text accompanying notes 61–62.  For a more detailed 
prediction of how practices will improve in the securitization industry, see KRAVITT, supra note 2, at 
23–25. 

68 Schwarcz, supra note 10, at 23 n.75 (estimating the intrinsic value by examining the mortgage 
loans underlying the securities and ascertaining which were subprime, which were prime, and which 
were delinquent or in default). 

69 See supra notes 6–7, 44–46, 51, 57–58 and accompanying text (indicating where problems of 
complexity contributed to the subprime crisis); cf. Schwarcz, Regulating Complexity, supra note 29, at 
2–4 (examining how the complexities of modern financial markets and investment securities can trigger 
market failures). 
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PATRICIA A. MCCOY, ANDREY D. PAVLOV & SUSAN M. WACHTER 

During the recent housing boom, private-label securitization without 
regulation was unsustainable.  Without regulation, securitization allowed 
mortgage industry actors to gain fees and to put off risks.  The ability to 
pass off risk allowed lenders and securitizers to compete for market share 
by lowering their lending standards, which activated more borrowing. 
Lenders who did not join in the easing of lending standards were crowded 
out of the market.   Meanwhile, the mortgages underlying securities 
became more exposed to growing default risk, but investors did not receive 
higher rates of return.  Artificially low risk premia caused the asset price 
of houses to go up, leading to an asset bubble and creating a breeding 
ground for market fraud.  The consequences of lax lending were covered 
up and there was no immediate failure to discipline the markets. 

The market might have corrected this problem if investors had been 
able to express their negative views by short selling mortgage-backed 
securities, thereby allowing fundamental market value to be achieved.  
However, the one instrument that could have been used to short sell 
mortgage-backed securities—the credit default swap—was also infected 
with underpricing due to lack of minimum capital requirements and 
regulation to facilitate transparent pricing.  As a result, there was no 
opportunity for short selling in the private-label securitization market.  The 
paper ends with a proposal for countercyclical regulation to prevent a 
race to the bottom during the height of the business cycle. 
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Systemic Risk Through Securitization:  
The Result of Deregulation and Regulatory Failure 

PATRICIA A. MCCOY,∗ ANDREY D. PAVLOV∗∗ & SUSAN M. WACHTER∗∗∗ 

I.  SUBPRIME HAPPENED FOR A REASON: DEREGULATION IN A TIME OF 
TECHNOLOGICAL CHANGE 

Large-scale secondary markets for mortgage instruments have existed 
since the 1980s, but it was only in the late 1990s and 2000s that those 
markets were deregulated.  Similarly, subprime home loans came of age 
against the backdrop of mortgage deregulation in the 1980s.  This Article 
details the legal acts of commission and omission and the consequences of 
this deregulated environment, both due to the lack of regulation of new 
instruments and lax enforcement of the regulations that remained. 

This deregulation and feeble enforcement enabled and drove the 
demand for new types of risky mortgages.1  Specifically, these new types 
of mortgages were financed by the private-label securitization market, 
which developed originally in parallel with the more traditional Fannie 
Mae/Freddie Mac securitization structure (also known as “agency-backed” 
securitization).  Wall Street firms bundled these mortgages into mortgage-
backed securities for sale on the private-label market.2  Initially, the 
private-label market securitized “jumbo” mortgages, which were larger but 
not necessarily riskier than mortgages securitized through Fannie Mae and 
Freddie Mac and which were bundled into securities whose movements 
tracked those of Fannie and Freddie very closely.3  But starting in the 

                                                                                                                          
∗ George J. and Helen M. England Professor of Law, University of Connecticut. 
∗∗ Visiting Associate Professor of Real Estate at the Wharton School, University of Pennsylvania. 
∗∗∗ Richard B. Worley Professor of Financial Management and Professor of Real Estate, Finance 

and City and Regional Planning at the Wharton School, University of Pennsylvania. 
1 Wachovia’s former chairman and chief executive officer, Ken Thompson, described how 

securitization fed the demand for lax loans: 
The financial engineering [securitization] . . . was in fact among the primary 

contributors to the risky lending practices that led to home price bubbles in many 
markets. . . . Home prices were buoyed by the willingness of institutional investors 
across the world to buy these subprime loans in the form of complex securities 
created by investment banks. 

Wachovia Corp., Wachovia Corp. 2007 Annual Report, at 3–4 (Feb. 19, 2008), available at  
http://thomson.mobular.net/thomson/7/2550/2995/ (last visited Dec. 31, 2008). 

2 For a description of private-label mortgage securitization, see Kathleen C. Engel & Patricia A. 
McCoy, Turning a Blind Eye: Wall Street Finance of Predatory Lending, 75 FORDHAM L. REV. 2039, 
2045–48 (2007). 

3 Together, Fannie Mae and Freddie Mac are known as the “government-sponsored entities” or 
“GSEs.”  Their role has been to repackage mortgages into securities and guarantee these mortgages’ 
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1990s, the private-label market evolved to securitize mortgages—most 
notably subprime mortgages and nontraditional mortgages4—that were 
qualitatively different from the lending historically supported either by 
depository institutions or agency-backed securitization in the United 
States.5   

During the late 1990s, the private-label market was largely confined to 
“jumbo” prime mortgages.  This of course changed.  The private-label 
market grew dramatically, with issuances rising from twenty-four percent 
of all mortgage-backed securities in 2003, totaling $586 billion, to a fifty-
five percent share, totaling $1.19 trillion in 2005.6  A large share of the 
growth came from the subprime and Alt-A markets,7 while the total 
nonprime market, including closed-end and home equity loans,8 grew to 
forty-six percent of all home loans originated by 2006.  (See Figure 1.) 

                                                                                                                          
principal, returns, and payment to investors.  For discussion of the evolving role of Fannie and Freddie, 
see Richard K. Green & Susan M. Wachter, The American Mortgage in Historical and International 
Context, 19 J. ECON. PERSP., Fall 2005, at 93, 97–99, 106, 108–12; Richard K. Green & Susan M. 
Wachter, The Housing Finance Revolution, 31st Economic Policy Symposium: Housing, Housing 
Finance & Monetary Policy, Jackson Hole, Wyoming, Federal Reserve Bank of Kansas City 27–28, 30, 
33–34, 42 (Aug. 31, 2007), available at http://www.kansascityfed.org/publicat/sympos/2007/PDF/ 
2007.08.21.WachterandGreen.pdf [hereinafter Green & Wachter, The Housing Finance Revolution].  
Jumbo securities typically yielded returns to investors that were about twenty-five basis points higher 
than the rate of return of Fannie and Freddie securities. 

4 Subprime mortgages carried higher interest rates and fees and were designed for borrowers with 
impaired credit.  Nontraditional mortgages encompassed a variety of risky mortgage products, 
including option adjustable rate mortgages (“ARMs”), interest-only mortgages, and reduced 
documentation loans.  Originally, these nontraditional products were offered primarily in the “Alt-A” 
market to people with near-prime credit scores but intermittent or undocumented income sources.  
Eventually, interest-only ARMs and reduced documentation loans penetrated the subprime market as 
well.  For a description of option ARMs and interest-only mortgages, see Patricia A. McCoy, 
Rethinking Disclosure in a World of Risk-Based Pricing, 44 HARV. J. ON LEGIS. 123, 143–47 (2007). 

5 Stated differently, the private-label market securitized mortgages were deemed 
“nonconforming” because they did not qualify for purchase by Fannie Mae or Freddie Mac.  
Nonconforming mortgages include mortgages whose balances exceed those permitted for purchase by 
Fannie Mae and Freddie Mac and other mortgages that do not meet Fannie Mae’s or Freddie Mac’s 
underwriting criteria.   

6  Robert Stowe England, The Rise of Private Label, MORTGAGE BANKING (Oct. 2006), 
http://www.robertstoweengland.com/documents/MBM.10-06EnglandPrivateLabel.pdf. 

7 FREDDIE MAC UPDATE 18 (Jan. 2009), http://www.freddiemac.com/investors/pdffiles/investor-
presentation.pdf. 

8 We use the term “nonprime” to refer to subprime loans plus the Alt-A market.  See supra note 4. 
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Figure 1.  Growth in Nontraditional Mortgages, 2002-20059  

 

The development of private-label securities differed from agency-
backed securities in two interrelated ways.  First, unlike Fannie Mae and 
Freddie Mac mortgage-backed securities (“MBS”), private-label MBS 
were heterogeneous in their terms.  This made trading in private-label 
securities difficult and illiquid, with the consequence that rating agencies, 
not markets, assessed the risk of private-label MBS.   

Second, Fannie Mae and Freddie Mac guaranteed the credit risk of the 
mortgage-backed securities that they issued.  Thus, while Fannie/Freddie 
agency securities bore prepayment risk, they did not bear credit risk and 
were not priced or tranched for that risk.  In contrast, private-label 
securitizers did not issue guarantees of credit risk.  Consequently, the 
private-label market could and did pool nonconforming mortgages into 
“tranches” that varied by credit risk.  These private-label MBS, in turn, 
were bundled into another type of mortgage security known as a 
collateralized debt obligation, or “CDO,” which was further differentiated 
through the tranching of MBS by credit risk.  Rating agencies presumed 
that the senior tranches had virtually no credit risk while the junior 
tranches had more credit risk and therefore higher expected rates of return, 
with the “toxic tranches” carrying the most risk of all.  In the end, of 
course, even the top AAA private-label tranches, designated the safest by 

                                                                                                                          
9 FDIC Outlook: Breaking New Ground in U.S. Mortgage Lending (Summer 2006), available at 

http://www.fdic.gov/bank/analytical/regional/ro20062q/na/2006_summer04.html. 
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the rating agencies, carried substantial risk.10   
Capital markets’ mortgage financing for risky borrowers was enabled 

by technological change.11  One such change was securitization itself.  
Another change consisted of automated underwriting, which calibrated the 
default risk of individual borrowers—albeit in an increasing house price 
regime, providing assurance (false, as we will see) that individual borrower 
risk was limited.  There was also a belief that economically based risk was 
limited by geographical diversification, which was similarly misguided. 

As the empirical and theoretical literature detail, the key determinant 
of default and foreclosure risk is the loan amount-to-value ratio.12  The 
development of the private-label market for subprime and nontraditional 
mortgages increased housing demand and home prices as well.  But when 
the easing of credit could go on no further, housing prices fell nationwide 
starting in the last quarter of 2006.13  Home prices plummeted so sharply 
that, by the end of 2008, every sixth borrower owed more than his or her 
home was worth.14  As loan defaults soared, investors fled the private-label 
securitization market and the subprime market collapsed.  Ultimately, the 
subprime crisis evolved into contagion that paralyzed credit markets 
worldwide and triggered the deepest recession in the United States since 
the Great Depression. 

This is the systemic risk that securitization without regulation 
engendered.  This Article identifies the fundamental reasons why 
securitization without regulation was unsustainable.  The creation of 
structured finance for mortgage credit risk abetted the rise of the subprime 
market.  But the market could not have developed without a regulatory 
environment that enabled its growth.  In a deregulated environment, capital 
markets could and did have an appetite for almost any kind of risk, 
presumably so long as sufficiently large yields were gained in exchange.  

But the fundamental and inevitable failure of markets derived from the 
lack of proper pricing of risk.  As mortgages underlying securities became 
more exposed to growing default risk, investors did not in fact receive 
higher rates of return.  In the end, many subprime loans had essentially no 
underwriting.  Default risk for subprime mortgages was neither calibrated, 
                                                                                                                          

10  The concept was that the least risky tranche would very likely be paid off.  In the end, however, 
all tranches were risky.  See Andrey D. Pavlov et al., Subprime Lending and Real Estate Markets, in 
MORTGAGE AND REAL ESTATE FINANCE 325, 330–32 (Risk Books, 2008), for further discussion. 

11 For a description of these technological changes, see Kathleen C. Engel & Patricia A. McCoy, 
A Tale of Three Markets: The Law and Economics of Predatory Lending, 80 TEX. L. REV. 1255, 1273–
79 (2002). 

12 For an overview of the literature, see U.S. GOVERNMENT ACCOUNTABILITY OFFICE, GAO-05-
194, MORTGAGE FINANCING: ACTIONS NEEDED TO HELP FHA MANAGE RISKS FROM NEW MORTGAGE 
LOAN PRODUCTS 23–25 (2005). 

13 Vikas Bajaj, Home Prices Fall in More Than Half of Nation’s Biggest Markets, N.Y. TIMES, 
Feb. 16, 2007, at C1. 

14 Michael Corkery, Mortgage ‘Cram-Downs’ Loom as Foreclosures Mount, WALL ST. J., Dec. 
31, 2008, at C1. 
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reserved for, nor priced.  Deregulation played a key determining role since 
risk, while it existed and increased over time, was inescapably socialized in 
the end (perhaps as anticipated by some market actors), as the realized 
losses caused the global financial system to implode. 

In Part II, we describe congressional legislation that deregulated 
mortgages in the 1980s and provided the environment for the more recent 
changes.  In Part III, we describe the explosion of subprime and Alt-A 
mortgages which followed.  Part IV chronicles the federal and state 
response to the manifest deterioration in underwriting standards and the 
conscious inaction of federal banking regulators in the face of the 
impending crisis.  In Part V, we turn to a financial model which explains 
why the implosion and financial crisis inevitably followed deregulation 
and the absence of regulation.  We conclude in Part VI with implications 
for policy going forward. 

II.  DEREGULATION BY CONGRESS  

Our story of deregulation dates back to 1980, when the United States 
faced radically different economic challenges than today.  In 1980, 
inflation was out of control, interest rates on first mortgages were skirting 
fourteen percent annually, and credit was increasingly tight in states with 
strict usury caps.  Concerned about a credit drought and the solvency of 
thrift institutions, Congress passed two landmark pieces of legislation, one 
in 1980 and one in 1982, which together deregulated residential mortgage 
credit substantially in the United States.  The credit crisis played out 
against the backdrop of this legislation, which remains in effect. 

In the Depository Institutions Deregulation and Monetary Control Act 
of 1980 (“DIDMCA”), Congress repealed all usury caps on first-lien 
residential mortgages, including usury caps imposed by the states.15  Two 
years later, Congress deregulated home mortgages further by authorizing 
adjustable rate mortgages, balloon clauses, and negative amortization loans 
in the Alternative Mortgage Transaction Parity Act of 1982 (the “Parity 
Act”).16  In language reminiscent of the rhetoric during the housing boom 
of 2003–2006, industry commentators and regulators commended these 
products for making homeownership affordable by allowing borrowers to 
exchange lower initial monthly payments for higher payments on the back 
end. 

With the passage of these two laws, disclosure was the only remaining 
federal mortgage regulation of any note.  The federal Truth in Lending Act 
(“TILA”), passed in 1968, mandates uniform disclosures regarding cost for 
                                                                                                                          

15 Depository Institutions Deregulation and Monetary Control Act of 1980, Pub. L. No. 96–221, 
§§ 101–08, 94 Stat. 132, 132–41 (1980).  

16 Alternative Mortgage Transaction Parity Act of 1982, Pub. L. No. 97–320, §§ 801–07, 96 Stat. 
1469, 1545–48 (1982).  
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home loans.17  Its companion law, the federal Real Estate Settlement 
Procedures Act of 1974 (“RESPA”), requires similar standardized 
disclosures for settlement costs.18  Defects in both of these disclosure 
schemes, however, rendered them largely ineffectual in promoting 
informed comparison-shopping by consumers, especially for adjustable 
rate mortgages and for borrowers in the yet to be developed subprime 
market.19 

After 1982, Congress turned its back on any further regulation of 
residential mortgages, except for the Home Ownership and Equity 
Protection Act of 1994 (“HOEPA”).20  HOEPA was an early federal statute 
that imposed product controls on home mortgages to curtail abuses in the 
nascent subprime market.  HOEPA had two important provisions.  The 
first consisted of HOEPA’s high-cost loan provision,21 which regulated the 
so-called high-cost refinance market and sought to eliminate abuses 
consisting of “equity stripping.”  These provisions were hobbled, however, 
by their extremely limited reach—covering only the most exorbitant 
subprime mortgages—and their inapplicability to home purchase loans, 
reverse mortgages, and open-end home equity lines of credit.22  Lenders 
learned to evade the high-cost loan provisions rather easily by slightly 
lowering the interest rates and fees on subprime loans below HOEPA’s 
thresholds and by expanding into subprime purchase loans.23   

HOEPA also has a second major provision which gives the Federal 
Reserve Board the authority to prohibit unfair or deceptive lending 
practices and refinance loans involving practices that are abusive or against 
the interest of the borrower.24  This provision was potentially broader than 
the first because it allowed regulation of both the purchase and refinance 
markets, without regard to interest rates or fees.  Federal Reserve Board 
chairman Alan Greenspan, however, declined to implement this 
provision.25  It was only after defaults on subprime and other risky loans 
ballooned into a full-blown crisis that Greenspan’s successor, Ben 

                                                                                                                          
17  5 U.S.C. §§ 1601–1693r (2006).  
18  2 U.S.C. §§ 2601–2617 (2006).  
19 See, e.g., McCoy, supra note 4, at 138–47; Elizabeth Renuart & Diane E. Thompson, The 

Truth, the Whole Truth, and Nothing but the Truth: Fulfilling the Promise of Truth in Lending, 25 
YALE J. ON REG. 181, 207–17 (2008); see also Green & Wachter, The Housing Finance Revolution, 
supra note 3, at 2. 

20  5 U.S.C. §§ 1601, 1602(aa), 1639(a)–(b) (2006).   
21 See 15 U.S.C. §§ 1602(aa)(1)–(4) (2006); 12 C.F.R. §§ 226.32(a)(1), (b)(1) (2006).     
22 See 15 U.S.C. §§ 1602(i), (w), (bb); 12 C.F.R. § 226.32(a)(2) (2006); EDWARD M. GRAMLICH, 

SUBPRIME MORTGAGES:  AMERICA’S LATEST BOOM AND BUST 28 (Urban Institute Press, 2007). 
23 See Gramlich, supra note 22, at 28. At the same time, they added features to lower risk to 

lenders, such as prepayment risk penalties. 
24 15 U.S.C. § 1639(l)(2) (2006). 
25 See The Financial Crisis and the Role of Federal Regulators: Hearing Before the H. Comm. on 

Oversight and Government Reform, 110th Cong. 35, 37–38, 89 (2008) (statement of Alan Greenspan, 
Former Chairman of the Federal Reserve Board).   
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Bernanke, promulgated a binding rule banning specific loan abuses—and 
even then only for a limited group of loans—in July 2008.26  By then, 
however, the nonconforming mortgage markets had collapsed and the 
damage had been done. 

In sum, two key federal statutes from the 1980s, the DIDMCA and the 
Parity Act, dismantled the existing prohibitions against a variety of risky 
loan features, including non-amortizing mortgages, negative amortization 
mortgages, balloon clauses, and other interest rate structures creating high 
potential payment shock.  These two laws provided the deregulatory 
environment in which interest-only loans and option ARMs later emerged.  
At the same time, Congress did not temper the new deregulatory 
environment with other types of prudential regulation, such as mandatory 
underwriting criteria and documentation requirements, to ensure that 
borrowers only received loans that they could afford and repay.  The only 
exceptions consisted of two provisions in HOEPA, enacted in 1994.  Of 
those two provisions, the high-cost loan provision had extremely narrow 
coverage and was easily evaded.  The other provision, governing unfair 
and deceptive acts and practices, was potentially broader.  This provision 
remained unused during the run-up to the credit crisis as the market 
evolved to enable the borrowing of sums that could not be repaid.  Former 
Federal Reserve Board Chairman Alan Greenspan was opposed to limiting 
financial “innovation.”  Meanwhile, the George W. Bush Administration 
opposed legislation on Capitol Hill that was offered to regulate and limit 
risk in the subprime market while failing to propose constructive 
legislation of its own.  These omissions by Congress, the Federal Reserve, 
and the Executive Branch set the stage for what followed. 

III.  RACE TO THE BOTTOM: THE AFTERMATH OF TECHNOLOGICAL 
REVOLUTION AND DEREGULATION 

This initial deregulation was a necessary condition for the emergence 
of a critical mass of imprudent mortgages, but it was not sufficient.  The 
mortgage industry itself was undergoing structural change in its financing 
mechanism that made it possible for mortgage professionals to sell 
products with heightened risk and to “disperse” that risk among investors 
at large. 

In the aftermath of the Great Depression, the U.S. developed a 
mortgage system which was described in the movie, “It’s a Wonderful 
Life”; home mortgage loans were funded by bank deposits and made by 
local institutions to borrowers whom the bank knew personally.  That all 
changed in the 1980s, due to the savings and loan crisis, which in fact had 
similarities to today’s debacle:  
                                                                                                                          

26  See Truth in Lending, 73 Fed. Reg. 44,522 (July 30, 2008) (to be codified at 12 C.F.R. pt. 226). 
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The ignition of inflation in the late 1960s and 1970s altered 
the ability of depositories to fund long term, fixed rate 
mortgages: inflation pushed up nominal interest rates and 
required higher returns on deposits while asset returns were 
fixed at the low levels of historical fixed rates on long term 
mortgages which made up most of the thrift industry 
portfolios.  Inadequately capitalized depository institutions 
(S&Ls) then advanced unsustainable commercial mortgages.  
Because these institutions often had no equity to protect, their 
managers had large incentives to make high-risk loans.  If the 
loans failed, the institutions and their depositors were no 
worse off.  If they paid off, however, the institution would 
return to solvency.  Because S&Ls were not required to mark 
their assets to market, they were able to hide their distress 
until loans began defaulting.  This points to the general issue, 
which we will return to, of the signaling power of price 
discovery in capital markets. 

 . . . . 
Congress and the Bush Administration bit the bullet by 

passing the Federal Institutions Reform, Recovery and 
Enforcement Act of 1989; this legislation liquidated insolvent 
Savings and Loans, and turned their assets over to the 
Resolution Trust Corporation, whose function was the 
disposition of the assets; cash raised from the sales were used 
to off-set the costs of the S&L failure to US taxpayers.  At 
the same time thrift portfolios were restructured by 
exchanging below market mortgages for MBS that could be 
sold and the losses amortized rather than realized 
immediately.  Thrifts solved their asset liability mismatch by 
selling fixed rate mortgages into the secondary market for 
securitization by MBS underwritten by one of the US 
secondary market agencies.27 

Going forward, thrifts held adjustable rate mortgages in portfolio and 
securitized fixed rate mortgages underwritten by the GSEs.  The market for 
the latter grew and specialized as it grew.  Mortgage distributors began to 
specialize among originators, investors, and servicers.  Advancement in 
technology pushed mortgage evolution further.  Freddie Mac introduced 
automated underwriting, which was implemented by both GSEs and other 
large lenders for prime borrowers.  By the late 1980s and 1990s, 
                                                                                                                          

27 Richard Green et al., Misaligned Incentives and Mortgage Lending in Asia 6–7 (Univ. of Pa. 
Law Sch. Inst. for Law & Econ., Research Paper No. 08-27, 2008), available at 
http://ssrn.com/abstract=1287687#.  
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underwriting and risk assessment had improved greatly as pools of 
mortgages could be studied and default indicators could be better analyzed.  

But while the algorithms for rationing credit became 
sophisticated, the algorithms for pricing subprime mortgages 
(to the extent such things even exist) faced a serious 
identification problem.  From the period 1997 to 2005, the 
period in which the subprime market grew dramatically, 
nominal house prices in the United States rose rapidly and 
nearly ubiquitously.  This meant that the incentive to default 
was extremely low—households had a strong incentive to sell 
their houses and preserve their equity rather than default.28 

Automated underwriting and diversified pools did limit risk for a time, 
but of course could not prevent systemic risk.  The expansion of lending 
without risk controls that was to follow increased prices unsustainably and 
promoted loans that could not be repaid.  Eventually, lenders believed their 
ability to assess risk of loans was so good that they created ever more 
complicated mortgage instruments with different and complicated metrics 
of default risk pricing.  The result was the nontraditional lending 
instruments of the past decade such as option ARMs, interest-only ARMs, 
and no-documentation loans.  

As debt instruments became more complex and the population of 
borrowers grew, so too did the balance of leverage in the United States.  
Between 1975 and 2007, the U.S. Government’s gross debt as a percentage 
of gross domestic product (“GDP”) had gone from forty to fifty-three 
percent; the debt of nonfinancial companies as a percentage of GDP went 
from fifty-three to seventy-six percent.  However, the ratio of household 
debt to GDP went from around forty-three to near one hundred percent, 
while the ratio of financial company debt to GDP went from sixteen to one 
hundred and sixteen percent, indicating an explosion of credit, particularly 
in housing and financial institutions.  (See Figure 2.) 

  
 
 
 
 
 
 
 
 

                                                                                                                          
28 Green & Wachter, The Housing Finance Revolution, supra note 3, at 37. 
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Figure 2.  Rising Leverage Levels by Sector, 1975 to 2007  

 
 
This leveraging in the consumer and financial sectors had been enabled 

by the evolution of nontraditional lending products.  Between the end of 
2001 and 2006, nontraditional lending instruments such as option ARMs 
offering negative amortization and interest-only mortgages with non-
amortizing features went from under five percent of all nonprime 
originations to over fifty percent.  (See Figure 1.)  Also, for Alt-A and 
subprime loans, while credit scores of borrowers remained relatively 
unchanged between 2002 and 2006, two default indicators increased 
substantially: loan-to-value ratios and the percentage of originations 
exceeding eighty percent of combined loan-to-value ratios.  At the same 
time, the spreads of rates over the bank cost of capital tightened.  To make 
matters worse, a layering of risks occurred, with borrowers who were the 
most at risk obtaining low equity, no-amortization, reduced documentation 
loans.  (See Figure 3.)  
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Figure 3.  Underwriting Criteria for Adjustable Rate Mortgages, 2002-2006   
 

 

 
 
 
 
 
 
 
Many of these risky mortgage instruments were made in areas where 

housing was least affordable, such as California, Florida and Arizona, 
leading to concentrated areas of unsustainable housing values.  (See 
Figures 4 and 5.)  Such concentration of risky loans puts the entire local 
markets at risk, above and beyond a potential change in the fundamental 
demand for real estate, due to the sharp, sudden and extreme withdrawal of 
credit in the aftermath of a bubble.29 

                                                                                                                          
29 See Pavlov et al., supra note 10, at 332–35.  

ARMS

Orig Yr CLTV CLTV>80 Seconds Full Doc IO% DTI FICO<700 Investor WAC SpdtoWAC

Prime 2002 66.4 4.1 1.9 56.0 46 31.0 20.7 0.7 5.5 -                 
2003 68.2 10.1 10.9 48.6 53 31.8 21.8 1.6 4.6 -                 
2004 73.5 20.7 23.1 51.2 71 33.5 22.0 2.1 4.5 -                 
2005 74.1 21.7 26.8 47.3 81 33.6 18.9 1.9 5.4 -                 
2006 75.3 26.2 35.3 33.6 91 37.2 19.5 2.3 6.2 -                 

Alt A 2002 74.3 20.8 2.7 29.3 26 35.4 46.4 9.9 6.3 0.8
2003 78.0 33.3 23.4 28.1 56 35.3 44.7 12.9 5.6 1.0
2004 82.6 46.9 39.1 32.6 75 36.2 44.3 15.3 5.5 1.0
2005 83.5 49.6 46.9 28.3 83 37.0 40.5 16.5 6.0 0.6
2006 85.0 55.4 55.4 19.0 87 38.3 44.2 13.5 6.8 0.6

Subprime 2002 81.2 46.8 3.7 66.9 1 40.0 93.4 4.7 8.5 3.0
2003 83.5 55.6 9.9 63.5 5 40.2 91.6 4.9 7.5 2.9
2004 85.3 61.1 19.1 59.9 20 40.6 90.6 5.3 7.1 2.6
2005 86.6 64.4 28.1 55.9 32 41.2 89.7 5.4 7.3 1.9
2006 86.7 64.0 31.0 54.6 20 42.1 91.8 5.7 8.2 2.0

Source:  Loan Performance data as of November 2006.  UBS, April 16, 2007, Thomas Zimmerman, "How Did We Get Here and What Lies Ahead"

Spreads declined 

 
Not much change in FICO 
or DTI 

% Full Doc 
declined 

Legend: 
CLTV: Combined loan-to value ratio 
Full Doc:  Full documentation loans 
IO:  Interest-only loans 
DTI: Average debt-to-income ratios 
FICO:  Fair Isaac Company credit score 
WAC: Weighted average coupon (measuring 
spread) 
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Figure 4.  Geographic Distribution of Interest-Only Loans, 2006.30  
 

 
 
 

                                                                                                                          
30 Anthony Pennington-Cross, Mortgage Product Substitution and State Predatory Lending Laws, 

Presentation at the 2008 Mid-Year Meeting of the American Real Estate and Urban Economics 
Association, Washington, D.C., May 27, 2008.   
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Figure 5.  Geographic Distribution of Low-Documentation Loans, 200631  
 

 

The combination of easing credit standards and a growing economy 
resulted in a sharp increase in homeownership rates through 2004.  As the 
credit quality of loans steadily grew worse from 2005 through 2007,32 
however, the volume of unsustainable loans grew and homeownership 
rates dropped.33 

 
 

 

 

                                                                                                                          
31 Anthony Pennington-Cross, Mortgage Product Substitution and State Predatory Lending Laws, 

Presentation at the 2008 Mid-Year Meeting of the American Real Estate and Urban Economics 
Association, Washington, D.C., May 27, 2008. 

32 Subprime mortgages originated in 2005, 2006, and 2007 had successively worse default 
experiences than vintages in prior years.  See FREDDIE MAC, supra note 7, at 19. 

33 See Jesse M. Abraham et al., Explaining the United States' Uniquely Bad Housing Market 24 
(Univ. of Pa. Law Sch. Inst. for Law & Econ., Research Paper No. 08-34, 2009), available at 
http://ssrn.com/abstract=1320197; see also infra Table 1. 
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Table 1.  U.S. Homeownership Rates, by Year34 

Period 
U.S. Total, 
% Non-Hispanic, % Hispanic% 

  
White 
Alone 

Black 
Alone 

Other race 
alone 

Two or 
more races  

1983 64.9 69.1 45.6 53.3 NA 41.2 

1984 64.5 69 46 50.9 NA 40.1 
1985 64.3 69 44.4 50.7 NA 41.1 

1986 63.8 68.4 44.8 49.7 NA 40.6 

1987 64 68.7 45.8 48.7 NA 40.6 

1988 64 69.1 42.9 49.7 NA 40.6 

1989 64 69.3 42.1 50.6 NA 41.6 

1990 64.1 69.4 42.6 49.2 NA 41.2 
1991 64 69.5 42.7 51.3 NA 39.0 

1992 64.1 69.6 42.6 52.5 NA 39.9 

1993 64.1 70.2 42 50.6 NA 39.4 

1994 64 70 42.5 50.8 NA 41.2 

1995 64.7 70.9 42.9 51.5 NA 42.0 

1996 65.4 71.7 44.5 51.5 NA 42.8 
1997 65.7 72 45.4 53.3 NA 43.3 

1998 66.3 72.6 46.1 53.7 NA 44.7 

1999 66.8 73.2 46.7 54.1 NA 45.5 

2000 67.4 73.8 47.6 53.9 NA 46.3 

2001 67.8 74.3 48.4 54.7 NA 47.3 

2002 67.9 74.7 48.2 55 NA 47.0 
2003 68.3 75.4 48.8 56.7 58 46.7 

2004 69 76 49.7 59.6 60.4 48.1 

2005 68.9 75.8 48.8 60.4 59.8 49.5 

2006 68.8 75.8 48.4 61.1 59.9 49.7 

2007 68.1 75.2 47.8 60.3 59 49.7 

 

The timing of the explosion of nontraditional mortgage lending is also 
of interest.  The major take-off in these products occurred in 2002, which 
coincided with the winding down of the huge increase in demand for 
mortgage securities through the refinance process.  Coming out of the 
recession of 2001, interest rates fell and a massive securitization boom 
occurred through refinancing that was fueled by low interest rates.  The 
private-label securitization industry had grown in capacity and profits.  But 
                                                                                                                          

34 Authors’ compilation of data located in the Historical Census of Housing Tables, U.S. Census 
Bureau, http://www.census.gov/hhes/www/housing/census/historic/owner.html. 
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in 2003, rising interest rates ended the potential for refinancing at ever-
lower interest rates, leading to an increased need for another source of 
mortgages to maintain and grow the rate of securitization and the fees it 
generated.  The “solution” was the expansion of the market through 
nontraditional mortgages.  In 2002, interest-only loans were under five 
percent of nonprime originations compared to over twenty-five percent in 
2005.  The share of negative amortization loans also grew during this 
period from near zero to over twenty percent of the market.  (See Figure 1.)  
This expansion of credit swept a larger portion of the population into the 
potential homeowner pool, driving up housing demand and prices, and 
consumer indebtedness.  (See Figure 2.)   

The growth in nonprime mortgages was accomplished through market 
expansion enabled by nontraditional mortgages and by qualifying more 
borrowing through easing of traditional lending terms.  For example, while 
subprime mortgages were initially made as “hard money” loans with low 
loan-to-value ratios, by the height of their growth, combined loan-to-value 
ratios exceeded that of the far less risky prime market. (See Figure 3.)  
While the demand for riskier mortgages grew fueled by the need for 
product to securitize, the potential risk due to the unsustainability of the 
eroded lending standards also grew.  

IV.  REGULATORY FAILURE 

Deregulation, in the face of a massively changing mortgage market, 
was a pervasive characteristic of the lending environment of the past 
decade and earlier.  Congress laid the cornerstone for risk based pricing of 
mortgages through the twin legislation passed in 1980 and 1982 removing 
usury caps and deregulating loan products.  Later, at the turn of the century 
in 1999 and 2000, Congress did not respond to the proliferation of 
systemic risk as overall lending became riskier.  Moreover, Congress 
precluded the states from requiring mandatory reserving for credit default 
swaps issued by insurance companies and other entities which could have 
unveiled systemic risk.  Thus left unregulated, credit default swaps turned 
into a major vector of global contagion during the recent credit crisis. 

Federal regulators also played a crucial role in forging a deregulatory 
climate that allowed reckless loans to flourish.  Repeatedly, federal 
banking regulators35 refused to exercise their substantial powers of rule-
making, formal enforcement, and sanctions to crack down on the 
proliferation of poorly underwritten loans.  In the meantime, in 2004, the 

                                                                                                                          
35 The four federal banking regulators include: the Federal Reserve System, which serves as the 

central bank and supervises state member banks; the Office of the Comptroller of the Currency, which 
oversees national banks; the Federal Deposit Insurance Corporation, which operates the Deposit 
Insurance Fund and regulates state nonmember banks; and the Office of Thrift Supervision, which 
supervises savings associations. 
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Securities and Exchange Commission (“SEC”) allowed the largest U.S. 
investment firms to increase their leverage to 40 to 1, to voluntarily 
compute their capital levels, and to decrease the level of oversight by the 
SEC.  Together, the combined record of regulatory abdication helped 
improvident loans flourish and boosted the demand for those loans by the 
investment banks that securitized them. 

A.  Residential Mortgage Origination Market 

Federal regulators and the states were not powerless to stop the 
deterioration in mortgage underwriting standards that started in 2002 and 
later accelerated.  To the contrary, when Congress deregulated residential 
mortgages in 1980, it preserved the longstanding authority of federal 
banking regulators and the states to prohibit reckless underwriting through 
binding regulations and unilateral, formal enforcement actions.  Starting in 
1999, a majority of the states enacted laws designed to curb imprudent 
underwriting of subprime loans.  Federal banking regulators, however, 
openly and repeatedly refused to intervene in disastrous lending practices 
until it was too late.  The onus was on federal regulators to act because two 
of those federal regulators had mounted an aggressive and successful 
preemption campaign to exempt lenders under their jurisdiction—
accounting for approximately half of all subprime originations—from the 
state laws.  Those federally regulated lenders—and all lenders operating in 
states with weak regulation—were thereby given carte blanche to loosen 
their lending standards without regulatory intervention. 

1.  The Federal Reserve Board 

Our story begins with the Federal Reserve Board (the “Fed”), which 
had the statutory power, starting in 1994, to curb lax lending not only for 
depository institutions, but for all lenders across-the-board.  It declined to 
exercise that power in any meaningful respect, however, until after the 
nonprime mortgage market collapsed.  Part of the fault lies with the Fed’s 
supervisory process and part of it is due to the Fed’s ideological blinders to 
needed regulatory reforms. 

The Fed’s supervisory process has three major parts and breakdowns 
are apparent in two out of the three.  The part that appeared to work well 
was the Fed’s role as the primary federal regulator for state-chartered 
banks that are members of the Federal Reserve System.36  In general, these 
are rather small community banks.  In 2007 and 2008, only one failed 
bank—the tiny First Georgia Community Bank in Jackson, Georgia, with 
                                                                                                                          

36 Throughout this Article, the data discussed regarding failed and near-failed banks and thrifts 
come from: federal bank regulatory and SEC statistics, disclosures, press releases, and orders; rating 
agency reports; press releases and other web materials by the companies mentioned; statistics compiled 
by the American Banker; and financial press reports.  
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only $237.5 million in assets—was regulated by the Federal Reserve 
System.  It is not clear whether the Fed’s excellent performance in this 
regard is explained by the strength of its examination process, the limited 
role of member banks in risky lending, the fact that state banks had to 
comply with state anti-predatory lending laws,37 or all three. 

As the second part of its supervisory duties, the Fed regulates nonbank 
mortgage lenders owned by bank holding companies but not owned 
directly or indirectly by banks or thrifts.  During the subprime boom, some 
of the largest subprime and Alt-A lenders were regulated by the Fed, 
including the top- and third-ranked subprime lenders in 2006, HSBC 
Finance and Countrywide Financial Corporation.38  The Fed’s supervisory 
record with regard to these lenders was mixed.  On one notable occasion, 
in 2004, the Fed levied a $70 million civil money penalty against 
CitiFinancial Credit Company and its parent holding company, Citigroup 
Inc., for subprime lending abuses.39  Otherwise, the Fed did not take public 
enforcement action for lax underwriting of home mortgages against the 
nonbank lenders it regulated between 2003 and 2007.  This may be 
because the Federal Reserve did not routinely examine the nonbank 
mortgage lending subsidiaries under its supervision, which the late Federal 
Reserve Board Governor Edward Gramlich revealed in 2007.40 

Finally, the Fed regulates bank holding companies.  In the Gramm-
Leach-Bliley Act of 1999 (“Gramm-Leach-Bliley”), Congress created a 
new type of expanded bank holding company—known as a financial 
holding company—that can own full-service investment banks and 
insurance underwriters in addition to banks.  In Gramm-Leach-Bliley, 
Congress designated the Federal Reserve as the super-regulator for the new 
financial holding companies and charged it with supervising the 
significantly higher concentrated risks that financial conglomerates pose.  
In so doing, however, Congress tied the Federal Reserve’s hands in three 
significant respects.  First, Congress instructed the Fed to focus holding 
company examinations on the holding company itself.41  Second, Congress 

                                                                                                                          
37 See infra Section IV.A.2 (discussing state anti-predatory lending laws). 
38 Data provided by AM. BANKER, available at www.americanbanker.com. 
39 Citigroup Inc. and CitiFinancial Credit Company, Order to Cease and Desist and Order of 

Assessment of a Civil Money Penalty Issued Upon Consent 3 (May 27, 2004), available at 
http://www.federalreserve.gov/BOARDDOCS/PRESS/enforcement/2004/20040527/attachment.pdf. 

40 Edward M. Gramlich, Speech at the Housing, Housing Finance & Monetary Policy Symposium 
at the Federal Reserve Bank of Kansas City: Boom and Busts, The Case of Subprime Mortgages 8–9 
(Aug. 31, 2007), available at http://www.kansascityfed.org/publicat/sympos/2007/pdf/2007.09.04. 
gramlich.pdf. 

41 Gramm-Leach-Bliley Act of 1999, Pub. L. No. 106-102, § 111, 12 U.S.C. § 1844(c)(2)(C) 
(2006).  Under this provision, the Fed is supposed to examine nonbank subsidiaries only to the extent 
that they could have a materially adverse effect on the safety and soundness of any bank or thrift 
affiliate due to its size, condition or activities or the nature or size of its transactions with the bank or 
thrift.  The Fed did not deem this a barrier to regulation, however, because in a “pilot project” begun in 
July 2007, the Fed announced plans to examine the nonbank mortgage lenders of bank holding 
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told the Fed to rely on bank and thrift examination reports by other state 
and federal banking regulators to the fullest extent possible in lieu of 
examining those institutions itself.42  Finally, Congress curtailed the Fed’s 
ability to examine an investment bank or insurance underwriting subsidiary 
of a financial holding company except in three limited circumstances.43  
Otherwise, the Board must rely on examination reports by the Securities 
and Exchange Commission, state securities regulators, or state insurance 
regulators.44  In the process, Congress hamstrung the Fed by asking it to 
supervise the systemic risk posed by financial holding companies without 
giving it the examination capabilities or full information needed to carry 
out that role.45 

As for the Fed’s ideological blinders, the Board had the statutory 
power to impose significant underwriting controls on depository and 
nonbank lenders alike, but declined to exercise that power until it was too 
late.  This power consisted of the Fed’s statutory authority under the unfair 
and deceptive acts and practices provision of HOEPA to crack down on lax 
underwriting and consumer abuses through regulations with universal 
coverage.  When he served on the Fed, the late Governor Edward Gramlich 
urged then-Chairman Alan Greenspan to exercise the Fed’s power to 
address unfair and deceptive loans under HOEPA.  Greenspan refused, 
preferring instead to rely on non-binding statements and guidances.46  This 
reliance on statements and guidances had two disadvantages: one, major 

                                                                                                                          
companies to “evaluate” their “underwriting practices.”  Federal Reserve Board, “Federal and State 
Agencies Announce Pilot Project to Improve Supervision of Subprime Mortgage Lenders” (press 
release July 17, 2007). 

42 12 U.S.C. § 1844(c)(2)(D). 
43 First, the Fed may initiate an examination if it has reasonable cause to believe that the 

subsidiary is engaged in activities that pose a material risk to an affiliated depository institution.  Id. § 
1844(c)(2)(B)(i).  Second, the Board may conduct an examination if it reasonably determines, after 
reviewing relevant reports, that an examination is necessary to assess the subsidiary’s systems for 
monitoring and controlling financial and operational risks to its bank and thrift affiliates.  Id. § 
1844(c)(2)(B)(ii).  Finally, an examination may go forward if the Board, based on reports and other 
available information, has reasonable cause to believe that a subsidiary is not in compliance with any 
federal law that is within the Board’s specific jurisdiction (including restrictions on interaffiliate 
transactions) when the Board cannot make that determination through examination of the bank or thrift 
affiliate or the parent holding company.  Id. § 1844(c)(2)(B)(iii).   

44 Id. § 1844(c)(2)(E). 
45 See, e.g., Eric Lipton & Stephen Labaton, A Deregulator Looks Back, Unswayed, N.Y. TIMES, 

Nov. 17, 2008, at A1. 
46 The Financial Crisis and the Role of Federal Regulators: Hearing Before the H. Comm. on 

Oversight and Government Reform, 110th Cong. 35, 37–38 (2008) (statement of Alan Greenspan, 
Former Chairman of the Federal Reserve).  Greenspan told the House Oversight Committee in 2008: 

Well, let’s take the issue of unfair and deceptive practices, which is a 
fundamental concept to the whole predatory lending issue.  The staff of the Federal 
Reserve . . . says how do they determine as a regulatory group what is unfair and 
deceptive?  And the problem that they were concluding . . . was the issue of maybe 
10 percent or so are self-evidently unfair and deceptive, but the vast majority would 
require a jury trial or other means to deal with it . . . .   

Id. at 89. 
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lenders routinely dismissed the guidances as mere “suggestions,” and two, 
guidances did not apply to independent nonbank mortgage lenders.   

The Federal Reserve did not relent until July 2008 when, under 
Chairman Ben Bernanke’s leadership, it finally promulgated binding 
HOEPA regulations banning specific types of lax and abusive loans.  Even 
then, the regulations were mostly limited to higher-priced mortgages, 
which the Board confined to first-lien loans of 1.5 percentage points or 
more above the average prime offer rate for a comparable transaction, and 
3.5 percentage points or more above for second-lien loans.  Although 
shoddy nontraditional mortgages below those triggers had also contributed 
to the credit crisis, the rule left those loans—plus prime loans—mostly 
untouched.47   

The rules, while badly needed, were too little and too late.  On October 
23, 2008, in testimony before the House of Representatives Oversight 
Committee, Greenspan admitted that “those of us who have looked to the 
self-interest of lending institutions to protect shareholders [sic] equity, 
myself especially, are in a state of shocked disbelief.”48  House Oversight 
Committee Chairman Henry Waxman asked Greenspan whether “your 
ideology pushed you to make decisions that you wish you had not 
made?”49  Greenspan replied: 

Mr. GREENSPAN. . . . [Y]es, I found a flaw, I don’t 
know how significant or permanent it is, but I have been very 
distressed by that fact. 

Chairman WAXMAN.  You found a flaw? 
Mr. GREENSPAN.  I found a flaw in the model that . . . 

defines how the world works, so to speak. 
Chairman WAXMAN.  In other words, you found that 

your view of the world, your ideology, was not right, it was 
not working. 

Mr. GREENSPAN.  Precisely.  That’s precisely the 
reason I was shocked, because I had been going for 40 years 
or more with very considerable evidence that it was working 
exceptionally well.50   

                                                                                                                          
47 Truth in Lending, 73 Fed. Reg. 44,522–23 (July 30, 2008) (codified at 12 C.F.R. pt. 226).  The 

Board set those triggers with the intention of covering the subprime market, but not the prime market.  
See id. at 44,536 (noting the Board’s “stated objective of excluding the prime market”). 

48 The Financial Crisis and the Role of Federal Regulators: Hearing Before the H. Comm. on 
Oversight and Government Reform, 110th Cong. 17 (2008) (statement of Dr. Alan Greenspan), 
available at http://oversight.house.gov/documents/20081024163819.pdf. 

49 Id. at 36. 
50 Id. at 36–37. 
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2.  Re-Regulation by the States and Federal Obstruction 

During the long hiatus through which the Federal Reserve Board 
refused to regulate unfair and deceptive mortgage practices, many of the 
states took action of their own.  Despite HOEPA’s passage in 1994, it 
became increasingly evident that HOEPA was incapable of halting equity 
stripping and other sorts of subprime abuses.  By the late 1990s, some 
cities and states were contending with rising foreclosures and 
contemplating regulating subprime loans on their own.  Notwithstanding 
the 1980s federal legislation deregulating mortgages, Congress had 
preserved discretion for the states to regulate home mortgages, so long as 
they did not impose usury caps or prohibit alternative mortgage products 
outright.   

Many states already had older statutes on the books regulating 
prepayment penalties and occasionally balloon clauses.  These laws were 
relatively narrow, however, and did not address other types of new abuses 
that were surfacing in subprime loans.  Consequently, in 1999, North 
Carolina became the first state to address the larger problem by enacting a 
comprehensive anti-predatory lending law.51  Soon, other states followed 
suit and passed anti-predatory lending laws of their own.  These newer 
state laws implemented HOEPA’s design but frequently had expanded 
coverage or imposed stricter regulation on subprime loans.  By the end of 
2005, twenty-nine states and the District of Columbia had enacted one of 
these “mini-HOEPA” laws.  Some states also had passed stricter disclosure 
laws or laws regulating mortgage brokers.  As of January 1, 2007, only six 
states—Arizona, Delaware, Montana, North Dakota, Oregon, and South 
Dakota—lacked laws regulating prepayment penalties, balloon clauses, or 
mandatory arbitration clauses, all of which are associated with exploitative 
subprime loans.52 

The states that enacted anti-predatory lending laws did not legislate in 
a vacuum, however.  Here, a bit of history is in order.  In 1996, the federal 
regulator for thrift institutions—the Office of Thrift Supervision 
(“OTS”)—promulgated a sweeping preemption rule declaring that 
henceforth federal savings associations did not have to observe state 
lending laws.53  Initially, this rule had little practical effect because any 
state anti-predatory lending provisions on the books then were fairly 
narrow.54  

                                                                                                                          
51 N.C. GEN. STAT. § 24-1.1E (2000). 
52 Raphael W. Bostic et al., State and Local Anti-Predatory Lending Laws: The Effect of Legal 

Enforcement Mechanisms, 60 J. ECON. & BUS. 47, 49 (2008), available at http://papers.ssrn.com/sol3/ 
papers.cfm?abstract_id=1005423.   

53 12 C.F.R. §§ 559.3(h), 560.2(a) (2008). 
54 See Bostic et al., supra note 52, at 49 (noting that states only began enacting “mini-HOEPA” 

laws in 1999). 
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Following adoption of the OTS preemption rule, federal thrift 
institutions were relieved from having to comply with state consumer 
protection laws.  That was not true, however, for national banks, state 
banks, state thrifts, and independent nonbank mortgage lenders and 
brokers.  The stakes rose considerably starting in 1999, once North 
Carolina passed its anti-predatory lending law.  As state mini-HOEPA laws 
proliferated, national banks lobbied their regulator—a federal agency 
known as the Office of the Comptroller of the Currency (“OCC”)—to 
clothe them with the same federal preemption as federal savings 
associations.  They succeeded and, in 2004, the OCC issued its own 
preemption rule banning the states from enforcing their laws impinging on 
real estate lending by national banks and their subsidiaries.55   

OTS and the OCC had institutional motives to grant federal 
preemption to the institutions that they regulated.  Both agencies depend 
almost exclusively on fees from their regulated entities for their operating 
budgets.  Both were also eager to persuade state-chartered depository 
institutions to convert to a federal charter.  In addition, the OCC was aware 
that if national banks wanted federal preemption badly enough, they might 
defect to the thrift charter to get it.  Thus, the OCC had reason to placate 
national banks to keep them in its fold.  Similarly, the OTS was concerned 
about the steady decline in thrift institutions.  Federal preemption provided 
an inducement to thrift institutions to retain the federal savings association 
charter. 

Agency turf wars were not the only motivation at work.  
Concomitantly, OCC regulators and their federal bank regulator 
counterparts were true believers in the ability of market structures and new 
instruments to contain risk.  When market innovations could contain risk, 
the thinking went, why have government regulation?  Federal regulators 
extolled credit derivatives, including credit default swaps, for their ability 
to hedge default risk on loans.  They embraced securitization as a way for 
depository institutions to make fees while pushing credit risk and interest 
rate risk off of their books.  And, in a case of exceptionally poor timing, 
federal banking regulators changed the risk-based capital rules to allow the 
largest, internationally active depository institutions to compute their 
minimum capital requirements themselves, using a statistical model known 
as “Value-at-Risk” or “VaR.”56  Regulators adopted this change in 

                                                                                                                          
55 Bank Activities and Operations, 69 Fed. Reg. 1895 (Jan. 13, 2004) (codified at 12 C.F.R. pt. 7); 

Bank Activities and Operations; Real Estate Lending and Appraisals, 69 Fed. Reg. 1904 (Jan. 13, 2004) 
(codified at 12 C.F.R. pts. 7, 34).  National City Corporation, the parent of National City Bank, N.A., 
and a major subprime lender, spearheaded the campaign for OCC preemption.  Editorial, Predatory 
Lending Laws Neutered, ATLANTA J. CONST., Aug. 6, 2003, at 10A.  

56 See Joe Nocera, Risk Mismanagement, N.Y. TIMES, Jan. 4, 2009, at MM24 (stating that “there 
has been a great deal of talk . . . that this widespread institutional reliance on VaR was a terrible 
mistake”). 
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December 2007, just as the VaR model was becoming discredited for 
failing to anticipate the subprime crisis.  Tragically, taken together these 
techniques encouraged a silo mentality in which federal banking regulators 
ignored heightened risks so long as banks and thrifts were able to shift 
those risks to other market participants outside of the banking system.  

The OTS rule occasioned relatively little outburst when it was adopted.  
In contrast, there was pronounced public outcry over the OCC rule, coming 
as it did during the George W. Bush administration, which was hostile to 
attempts to regulate mortgages.  For decades, it had been assumed that 
states regulated consumer protection at national banks.  The OCC rule 
overrode that tradition by blocking the states’ ability to protect their 
citizens from consumer protection violations by national banks.  The OCC 
rule even extended federal preemption to national bank subsidiaries that 
were state-chartered nonbank mortgage lenders.  In a companion rule, 
moreover, the OCC denied permission to the states to enforce their own 
laws that were not federally preempted—state lending discrimination laws 
as just one example—against national banks and their subsidiaries.  After a 
protracted court battle, the controversy ended up in the U.S. Supreme 
Court, which upheld the OCC preemption rule in its entirety.57 

Federal preemption might not have devolved into regulatory failure 
had OTS and the OCC replaced state regulation with a comprehensive set 
of binding rules prohibiting lax underwriting of home mortgages.  The 
OCC did adopt one rule in 2004 prohibiting unfair and deceptive acts and 
practices and mortgages made without regard to the borrower’s ability to 
repay, but the vagueness of that rule made it easy to evade.  OTS replaced 
binding rules by the states with no rules at all.  In lieu of binding rules, 
federal banking regulators, including the OCC and OTS, issued a series of 
advisory letters and guidelines against predatory or unfair mortgage 
lending practices by insured depository institutions.58  Federal regulators 
                                                                                                                          

57 Watters v. Wachovia Bank, N.A., 127 S. Ct. 1559, 1564–65 (2007).  See generally Arthur E. 
Wilmarth, Jr., The OCC’s Preemption Rules Exceed the Agency’s Authority and Present a Serious 
Threat to the Dual Banking System, 23 ANN. REV. BANKING & FINANCE  L. 225 (2004).  The Watters 
case only upheld OCC preemption.  Later, in January 2009, the Supreme Court granted certiorari in a 
challenge to the OCC visitorial powers rule by Andrew Cuomo, the Attorney General of New York.  
Cuomo v. Clearing House Ass’n et al., 129 S.Ct. 987 (U.S. 2009). 

The OCC and the OTS left some areas of state law untouched, namely, state criminal law and 
state law regulating contracts, torts, homestead rights, debt collection, property, taxation, and zoning.  
Both agencies, though, reserved the right to declare that any state laws in those areas are preempted in 
the future.  For fuller discussion, see Patricia A. McCoy & Elizabeth Renuart, The Legal Infrastructure 
of Subprime and Nontraditional Mortgage Lending, in BORROWING TO LIVE: CONSUMER AND 
MORTGAGE CREDIT REVISITED (Nicolas P. Retsinas & Eric S. Belsky eds., 2008), full working paper 
version available  at  http://www.jchs.harvard.edu/publications/finance/understanding_consumer_credit 
/papers/ucc08-5_mccoy_renuart.pdf). 

58 E.g., Office of the Comptroller of the Currency, Guidelines for National Banks to Guard 
Against Predatory and Abusive Lending Practices, Advisory Letter 2003-2 (Feb. 21, 2003), available 
at http://www.occ.treas.gov/ftp/advisory/2003-2.pdf; Office of the Comptroller of the Currency, 
Avoiding Predatory and Abusive Lending Practices in Brokered and Purchased Loans, Advisory Letter 
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disavowed binding rules during the run-up to the subprime crisis on 
grounds that the guidelines were more flexible and that the agencies 
enforced those guidelines through bank examinations and informal 
enforcement actions.59  Informal enforcement actions are limited to 
negotiated, voluntary agreements between regulators and the entities that 
they supervise, making it easy for management to drag out negotiations to 
soften any restrictions and to bid for more time.  Furthermore, 
examinations and informal enforcement are highly confidential, making it 
easy for lax regulators to hide their tracks.   

3.  Effectiveness of OTS and OCC Oversight 

Regulatory inaction can be difficult to prove, particularly if it is 
shrouded in the guise of confidential procedures such as bank examinations 
and informal supervisory proceedings.  In the wake of the subprime crisis, 
however, federal securities filings, static pool reports, and the failure and 
near-failure of a host of insured depository institutions provided insight 
into regulatory lapses by the OCC and OTS. 

  a.  The Office of Thrift Supervision 

Although OTS was the first agency to adopt federal preemption, it 
managed to fly under the radar during the subprime boom, overshadowed 
by its larger sister agency, the OCC.  After 2003, while commentators were 
busy berating the OCC preemption rule, OTS allowed the largest federal 
savings associations to embark on an aggressive campaign of expansion 
through option adjustable rate mortgages, subprime loans, and low-
documentation and no-documentation loans. 

Autopsies of failed depository institutions in 2007 and 2008 show that 
five of the seven biggest failures were OTS-regulated thrifts.  Two other 
enormous thrifts during that period—Wachovia Mortgage, FSB and 
Countrywide Bank, FSB60—were forced to arrange hasty takeovers by 
better capitalized bank holding companies to avoid failing.  By December 
31, 2008, thrifts totaling $355 billion in assets had failed in the previous 
sixteen months on OTS’ watch.61 

The reasons for the collapse of these thrifts evidence fundamental 
regulatory lapses by OTS.  Almost all of the thrifts that failed in 2007 and 
2008—and all of the larger ones—succumbed to massive levels of 
                                                                                                                          
2003-3 (Feb. 21, 2003), available at http://www.occ.treas.gov/ftp/advisory/2003-3.pdf; OCC 
Guidelines Establishing Standards for Residential Mortgage Lending Practices, 70 Fed. Reg. 6329 
(Feb. 7, 2005) (codified at 12 C.F.R. pt. 30). 

59 Office of the Comptroller of the Currency, Bank Activities and Operations; Real Estate 
Lending and Appraisals; Final Rule,  69 FED. REG. 1904 (2004). 

60 Countrywide Bank converted from a national bank charter to a federal thrift charter in March 
2007 in a quest for laxer OTS regulation.  Binyamin Appelbaum and Ellen Nakashima, Regulator 
Played Advocate Over Enforcer, WASHINGTON POST, Nov. 23, 2008. 

61 Id. 
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imprudent home loans.  IndyMac Bank, FSB, which became the first major 
thrift institution to fail during the current crisis in July 2008, manufactured 
its demise by becoming the nation’s top originator of low-documentation 
and no-documentation loans.  These loans, which became known as “liars’ 
loans,” infected both the subprime market and credit to borrowers with 
higher credit scores.  Low-documentation, or stated income, loans 
dispensed with verifying the borrower’s employment and income.  No-
documentation loans were made without inquiry as to the borrower’s 
employment or income.  By 2006 and 2007, over half of IndyMac’s home 
purchase loans were subprime loans and IndyMac Bank approved up to 
half of those loans based on low or no documentation. 

Washington Mutual Bank, popularly known as “WaMu,” was the 
nation’s largest thrift institution in 2008, with over $300 billion in assets.  
On September 25, 2008, WaMu became the biggest U.S. depository 
institution in history to fail, collapsing in the wake of the Lehman Brothers 
bankruptcy.62  WaMu was so large that OTS examiners were stationed 
permanently onsite.63  Nevertheless, from 2004 through 2006, despite the 
daily presence of the resident OTS inspectors, risky option ARMs, second 
mortgages, and subprime loans constituted over half of WaMu’s real estate 
loans each year.  By June 30, 2008, over one-fourth of the subprime loans 
that WaMu originated in 2006 and 2007 were at least thirty days past due.  
Eventually, it came to light that WaMu’s management had pressured its 
loan underwriters relentlessly to approve more and more exceptions to 
WaMu’s underwriting standards in order to increase its fee revenue from 
loans.64  

Downey Savings & Loan became the third largest depository 
institution to fail in 2008.  Like WaMu, Downey had loaded up on option 
ARMs and subprime loans.  When OTS finally had to put it into 
receivership, over half of Downey’s total assets consisted of option ARMs 
and nonperforming loans accounted for over fifteen percent of the thrift’s 
total assets.65  

In short, the three largest depository institution failures in 2007 and 
2008 that stemmed from the subprime crisis resulted from high 
concentrations of poorly underwritten loans, including low- and no-
documentation ARMs (in the case of IndyMac) and option ARMs (in the 
                                                                                                                          

62 Eric Dash & Andrew Ross Sorkin, In Largest Bank Failure, U.S. Seizes, Then Sells, N.Y. 
TIMES, Sept. 26, 2008, at A1. 

63 See Appelbaum & Nakashima, supra note 60 (noting that OTS examiners worked full-time at 
Washington Mutual’s headquarters). 

64 See Peter S. Goodman & Gretchen Morgenson, Saying Yes to Anyone, WaMu Built Empire on 
Shaky Loans, N.Y. TIMES, Dec. 28, 2008, at A1 (describing pressure upon Washington Mutual Bank 
loan underwriters to approve loans using lax lending standards). 

65 Dan Fitzpatrick & Damian Paletta, Crisis on Wall Street: Three Banks Fail in a Single Day—
California Thrifts, Georgia Bank Succumb; U.S. Bancorp Buys Some Deposits, WALL ST. J., Nov. 24, 
2008, at C2. 
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case of WaMu and Downey) that were often only underwritten to the 
introductory rate instead of the fully indexed rate.66  During the housing 
bubble, OTS issued no binding rules to halt the proliferation by its largest 
regulated thrifts of option ARMs, subprime loans, and low- and no-
documentation mortgages.  Instead, OTS relied on recommendations 
issued in the form of guidances.  IndyMac, WaMu, and Downey apparently 
treated the guidances as solely advisory, however, as evidenced by the fact 
that all three made substantial numbers of hazardous loans in late 2006 and 
2007 in direct disregard of an interagency guidance on nontraditional 
mortgages issued in the fall of 2006 and subscribed to by OTS that 
prescribed underwriting ARMs to the fully indexed rate.67   

The fact that the three institutions continued to make loans in violation 
of the guidance suggests that OTS examinations failed to enforce the 
guidance.  Similarly, OTS fact sheets on the failures of all three institutions 
show that the agency consistently declined to institute timely formal 
enforcement proceedings against those thrifts prohibiting the lending 
practices that resulted in their demise.  In sum, OTS supervision of 
residential mortgage risks was confined to “light touch” regulation in the 
form of examinations, nonbinding guidances, and occasional informal 
agreements that ultimately failed to work. 

  b.  The Office of the Comptroller of the Currency 

A similar form of “light touch” regulation was apparent at the OCC.  
Arguably, the OCC was somewhat more proactive than OTS because it did 
promulgate one rule, in 2004, prohibiting mortgages to borrowers who 
could not afford to repay.68  However, the rule was vague both in design 
and execution, allowing lax lending to proliferate at national banks and 
their mortgage lending subsidiaries through 2007.    

Despite the 2004 rule, through 2007, large national banks continued to 
make large quantities of low- and no-documentation loans and subprime 
ARMs that were solely underwritten to the introductory rate.  In 2006, for 
example, fully 62.6% of the first-lien home purchase mortgages made by 
                                                                                                                          

66 Almost always during the housing boom, the introductory rate on subprime and nontraditional 
ARMs was lower—in some cases, substantially lower—than the fully indexed rate.  When the 
introductory period expired and the ARM adjusted upward to the fully indexed rate, the monthly 
payment could increase overnight by 20% to 100% or more, depending on the type of product and 
interest rate movements.  This payment shock was especially severe for option ARMs and only slightly 
less severe for interest-only ARMs.  Lenders who qualified loan applicants at the introductory rate, not 
the fully indexed rate, substantially increased the risk of default because many borrowers could not 
afford the increased payments upon loan reset.  See, e.g., Interagency Guidance on Nontraditional 
Mortgage Product Risks, 71 Fed. Reg. 58,609, 58,613–14 (Oct. 4, 2006) (describing the potential 
payment shock on nontraditional ARMs). 

67 See id. at 58,609 (providing background information on the increased number of institutions 
that offered nontraditional mortgage products). 

68 See Bank Activities and Operations; Real Estate Lending and Appraisals, 69 Fed. Reg. 1,904, 
1,911 (Jan. 13, 2004) (codified at 12 C.F.R. pts. 7 & 34) (intending to prevent asset-based loans). 
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National City Bank, N.A., and its subsidiary, First Franklin Mortgage, 
were higher-priced subprime loans.69  Starting in the third quarter of 2007, 
National City Bank reported five straight quarters of net losses, largely due 
to those subprime loans.  Just as with WaMu, the Lehman Brothers 
bankruptcy ignited a silent run by depositors and pushed National City 
Bank to the brink of collapse.  Only a shotgun marriage with PNC 
Financial Services Group in October 2008 saved National City Bank from 
FDIC receivership.70 

The five largest U.S. banks in 2005, which were all national banks, 
likewise made heavy inroads into low- and no-documentation loans.  The 
top-ranked Bank of America, N.A., had a thriving stated-income and no-
documentation loan program, which it only halted in August 2007, when 
the market for private-label mortgage-backed securities dried up.  Bank of 
America securitized most of those loans, which may explain why the OCC 
tolerated such lax underwriting practices.  Similarly, in 2006, the OCC 
overrode public protests about a “substantial volume” of no-documentation 
loans by JPMorgan Chase Bank, N.A., the second largest bank in 2005, on 
grounds that the bank had adequate “checks and balances” in place to 
manage those loans. 

Citibank, N.A., was the third largest U.S. bank in 2005.  In September 
2007, the OCC approved Citibank’s purchase of the disreputable subprime 
lender Argent Mortgage, even though subprime securitizations had slowed 
to a trickle.  Citibank thereupon announced to the press that its new 
subsidiary—christened “Citi Residential Lending”—would specialize in 
nonprime loans, including reduced documentation loans.  But not long 
after, in early May 2008 after Bear Stearns narrowly escaped failure, 
Citibank was forced to admit defeat and dismantle Citi Residential’s 
lending operations.  

The fourth largest U.S. bank in 2005, Wachovia Bank, N.A., originated 
low- and no-documentation loans through its two mortgage subsidiaries.  
Wachovia Bank originated such large quantities of these loans—termed 
Alt-A loans—that by the first half of 2007, Wachovia Bank was the twelfth 
largest Alt-A lender in the country.  These loans performed so poorly that 
between December 31, 2006 and September 30, 2008, the bank’s ratio of 
net write-offs on its closed-end home loans to its total outstanding loans 
jumped 2,400%.  Concomitantly, the bank’s parent company, Wachovia 
Corporation, reported its first quarterly loss in years due to rising defaults 
on option ARMs made by Wachovia Mortgage, FSB, and its Golden West 
predecessor.  Public concern over Wachovia’s loan losses triggered a silent 

                                                                                                                          
69 Authors’ compilation of Home Mortgage Disclosure Act data, available at 

http://www.ffiec.gov/hmda/default.htm. 
70 See Edmund L. Andrews & Eric Dash, Insurers Are Getting in Line For Piece of Federal 

Bailout, N.Y. TIMES, Oct. 25, 2008, at B1 (detailing PNC’s takeover of National City Bank). 
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run on Wachovia Bank in late September 2008, following Lehman 
Brothers’ failure.  To avoid receivership, the FDIC brokered a hasty sale of 
Wachovia to Wells Fargo after Wells Fargo outbid Citigroup for the 
privilege.  

Wells Fargo Bank, N.A., was in better financial shape than Wachovia, 
but it too made large quantities of subprime and reduced documentation 
loans.  In 2006, over 23% of the bank’s first refinance mortgages were 
high-cost subprime loans.  Wells Fargo Bank also securitized substantial 
numbers of low- and no-documentation mortgages in its Alt-A pools.  In 
2007, a Wells Fargo prospectus for one of those pools stated that Wells 
Fargo had relaxed its underwriting standards in mid-2005 and did not 
verify whether the mortgage brokers who had originated the weakest loans 
in that loan pool complied with its underwriting standards before closing.  
Not long after, by July 25, 2008, 22.77% of the loans in that loan pool 
were past due or in default.71 

As the Wells Fargo story suggests, the OCC depended on voluntary 
risk management by national banks, not regulation of loan terms and 
practices, to contain the risk of improvident loans.  A speech by the then-
Acting Comptroller, Julie Williams, confirmed as much.  In 2005, 
Comptroller Williams, in a speech to risk managers at banks, coached them 
on how to “manage[]” the risks of no-doc loans through debt collection, 
higher reserves, and prompt loss recognition.72  Securitization was another 
such risk management device.  Three years later, in 2008, the Treasury 
Department’s Inspector General issued a report that was critical of the 
OCC’s supervision of risky loans.73  Among other things, the Inspector 
General criticized the OCC for not instituting formal enforcement actions 
while lending problems were still manageable in size.  In his written 
response to the Inspector General, Comptroller John Dugan conceded 
“there were shortcomings in [our] execution of [our] supervisory process” 
and ordered OCC examiners to start initiating formal enforcement actions 
on a timely basis.74 

The OCC’s record of supervision and enforcement during the subprime 
boom reveals many of the same problems that culminated in regulatory 
failure by OTS.  Like OTS, the OCC avoided formal enforcement actions 
in most instances in favor of examinations and informal enforcement.  

                                                                                                                          
71 Authors’ compilation of data located in the static pool report for BCAPB LLC Trust 2007-AB1, 

available at http://www.bcapllc.com/BCAPB2007-AB1.htm. 
72 Julie L. Williams, Acting Comptroller of the Currency, Remarks Before the BAI National Loan 

Review Conference 5–6 (Mar. 21, 2005) (transcript available at http://www.occ.treas.gov/ftp/ 
release/2005-34a.pdf).   

73 See OFFICE OF INSPECTOR GEN., DEP’T OF THE TREASURY, SAFETY AND SOUNDNESS: 
MATERIAL LOSS REVIEW OF ANB FINANCIAL, NATIONAL ASSOCIATION 1 (2008) (critiquing the 
OCC’s supervision of ANB Financial, National Association). 

74  Id. at 3, 27. 
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Neither of these supervisory tools obtained compliance with the OCC’s 
2004 rule prohibiting loans to borrowers who could not repay.  Although 
the OCC supplemented that rule later on with more detailed guidances,75 
some of the largest national banks and their subsidiaries apparently decided 
that they could ignore the guidances, judging from their lax lending in late 
2006 and in 2007.  The OCC’s emphasis on managing credit risk through 
securitization, reserves, and loss recognition, instead of through product 
regulation, likely encouraged that laissez faire attitude by national banks. 

  c.  Judging by Results: Loan Performance By Charter 

In defense of federal preemption, OCC and OTS regulators have 
argued that under the umbrella of federal preemption, their agencies offer 
“comprehensive” supervision resulting in lower default rates on residential 
mortgages.  The evidence shows otherwise. 

Recent data from the Federal Deposit Insurance Corporation reports 
that among depository institutions, federal thrift institutions had the worst 
default rate for one-to-four family residential mortgages from 2006 
through 2008.  National banks had the second worst record in 2007 and 
2008.  (See Figure 6.) 

 
Figure 6.   Total Performance of Residential Mortgages by Depository 

Institution Lenders76  

1-4 family residential loans (30+ days past due or 
in nonaccrual), by charter type
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75 See supra note 58 and accompanying text (listing statements and guidelines). 
76 Authors’ compilation of data located in the FDIC Statistics on Depository Institutions, 

available at http://www2.fdic.gov/sdi/index.asp. 
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These data undercut the assertion that federal preemption reduces 
default rates among mortgages by depository institution lenders.  To the 
contrary, the lowest default rates were at state banks and thrifts which are 
subject both to state and federal regulation. 

  d.  Coda 

After the magnitude of the subprime debacle became known, federal 
regulators became adept at blaming the states for not regulating 
independent mortgage lenders and brokers effectively.  Certainly, some 
states regulated these actors more heavily than others and some states 
failed to regulate them at all.  But the attack on the states obscures two 
essential facts.  First, by the end of 2005, the majority of states had enacted 
comprehensive laws of varying strengths to address improvident subprime 
loans.  Indeed, proactive states adopted their laws years before the OCC, 
OTS, and the Federal Reserve Board took any meaningful action.  Second, 
through their preemption rules, the OCC and OTS blocked enforcement of 
the most meaningful body of laws regulating reckless loan products—the 
state mini-HOEPA laws—for federal savings associations, national banks, 
and their mortgage lending subsidiaries.  The Federal Reserve Board 
meanwhile refused to exercise its authority under HOEPA to correct the 
unlevel playing field by promulgating binding rules against unfair and 
deceptive acts and practices that applied to virtually all lenders nationwide.  
As a result, meaningful regulation was non-existent at worst and 
ineffective at best for lenders cloaked with federal preemption and for 
lenders in unregulated states. 

B.  Capital Markets Regulation  

Regulatory failure was most visible in the mortgage origination 
market.  Behind the scenes in capital markets regulation, however, other 
types of regulatory failure served to compound the risks taken by private-
label securitization.  For instance, an obscure decision by the Securities 
and Exchange Commission in 2004 allowed the five top investment banks 
to reduce their capital to miniscule levels and become dangerously 
leveraged.77  In the process, almost all of those banks took outsize risks in 
subprime securitizations because they had very little skin in the game.  
Similarly, had there been laws imposing liability on investment banks and 
other securitizers of subprime mortgages for financing abusive loans, 
securitizers might have exercised real due diligence.  Because successful 

                                                                                                                          
77 See Alternative Net Capital Requirements for Broker-Dealers That Are Part of Consolidated 

Supervised Entities, 69 Fed. Reg. 34,428, 34,428 (June 21, 2004) (codified at 17 C.F.R. pts. 200 & 
240) (describing the alternative net capital method and requirements for qualification); Stephen 
Labaton, Agency’s ‘04 Rule Let Banks Pile Up New Debt, and Risk, N.Y. TIMES, Oct. 3, 2008, at A1 
(commenting on the application of the alternative net capital method to major investment firms).   
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lawsuits were exceedingly difficult to bring, securitizers had no liability to 
curb their moral hazard and force them to perform serious due diligence.78 

A successful bipartisan campaign to deregulate credit default swaps a 
decade ago also hastened the housing bubble and its aftermath.  In a 
properly functioning market, credit default swaps could have helped 
contain the overheated housing market that fed on lax loans.  Because they 
were left unregulated, however, credit default swaps ultimately increased 
systemic risk by linking the solvency of major financial firms to the full 
performance of interlinked contractual obligations. 

These two major gaps in capital regulation and credit default swap 
oversight drove the global financial system to near-collapse in 2008.  Both 
of these gaps were by design. 

1.  Lax Securities and Exchange Commission Regulation 

Four years after the Securities and Exchange Commission decided to 
exempt the five largest U.S. investment banks from mandatory capital 
standards, all five underwent near-collapse in 2008.  In March of that year, 
Bear Stearns was saved only through a $29 billion infusion of cash from 
the Federal Reserve Board and a shotgun wedding to JPMorgan Chase.  
Almost six months later to the day, the federal government allowed 
Lehman Brothers to fail.  In the maelstrom that ensued, Merrill Lynch 
hastily brokered its sale to Bank of America.  The last two leading 
independent Wall Street firms, Goldman Sachs and Morgan Stanley, filed 
rush applications to become bank holding companies in order to assure 
permanent access to the Fed’s discount window.79 

Bear Stearns, Lehman Brothers, and Merrill Lynch were brought to 
their knees by bad subprime mortgage-backed securities and CDOs.  
However, the immediate reason for their rapid declines lies not so much 
with their asset holdings as with their funding structure.  All five 
investment banks were highly leveraged in early 2008 and depended on 
short-term debt in the form of tri-party repos and other instruments for the 
bulk of their financing.  When the market lost confidence in the quality of 
the subprime collateral that Bear Stearns and Lehman Brothers posted for a 
large portion of their debt, their funding evaporated virtually overnight. 

The ability of the five investment banks to become so leveraged dates 
back to a 2004 regulatory decision by the Securities and Exchange 
Commission.  That year, at the urging of the five investment banks, the 
SEC relaxed the maximum leverage ratios for investment banks with more 

                                                                                                                          
78 Frequently, the state holder-in-due course rule shielded securitizers from liability to injured 

borrowers for fraud or abusive loans.  See Engel & McCoy, supra note 2, at 2041. 
79 See Labaton, supra note 77, at A1 (describing both the exemptions granted and the subsequent 

fates of Bear Stearns, Merrill Lynch, Lehman Brothers, Goldman Sachs, and Morgan Stanley). 
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than $5 billion in assets.80  As it happened, only Bear Stearns, Lehman 
Brothers, Merrill Lynch, Morgan Stanley, and Goldman Sachs exceeded 
that asset threshold. 

Leverage ratios limit how much debt banks can take on for every 
dollar in equity.  The lower the leverage ratio, the more capital an 
investment bank has as a buffer against loss.  Similarly, lower leverage 
ratios serve as a natural brake against excessive risk.  The SEC’s obscure 
2004 rule, known as the “net capital” rule, essentially outsourced minimum 
capital requirements to the five largest investment banks by allowing them 
to set their own minimum capital levels using their internal mathematical 
models.81 

The five investment banks took full advantage of the net capital rule.  
At its demise, Bear Stearns had a leverage ratio of 33, meaning that it 
borrowed $33 for every $1 in equity.82 In 2007, Morgan Stanley’s ratio 
was equally high.83  That year, Merrill Lynch’s leverage ratio climbed to 
31.9 from 15 in 2003, and Goldman Sachs’ ratio topped out at 28.84  
Meanwhile, Lehman Brothers’ leverage ratio on March 31, 2008, stood at 
31.7.85  In contrast, large, internationally active commercial banks have 
leverage ratios of about 11.86  

As a quid pro quo for the net capital rule, the SEC required the holding 
companies of all investment banks that took advantage of that rule to 
consent to group-wide supervision and examination by the SEC.87  By 
statute, the SEC lacks formal legislative authority to regulate the holding 

                                                                                                                          
80 See Alternative Net Capital Requirements for Broker-Dealers That Are Part of Consolidated 

Supervised Entitities, 69 Fed. Reg. 34,428, 34,428, 34,451 (June 21, 2004) (codified at 17 C.F.R. pts. 
200 & 240) (relaxing minimum net capital levels for qualifying firms); Labaton, supra note 77, at A1 
(stating the investment banks sought an exemption to allow them to take on additional debt). 

81 See Alternative Net Capital Requirements for Broker-Dealers That Are Part of Consolidated 
Supervised Entitities, 69 Fed. Reg. 34,428, 34,428 (June 21, 2004) (codified at 17 C.F.R. pts. 200 & 
240) (amending the net capital rule under the Securities Exchange Act of 1934); Labaton, supra note 
77, at A1 (reporting on the net capital rule and self-policing by firms). 

82 See Labaton, supra note 77, at A1. 
83 Jon Hilsenrath, Damian Paletta & Aaron Lucchetti, Goldman, Morgan Scrap Wall Street 

Model, Become Banks in Bid to Ride Out Crisis—End of Traditional Investment Banking, as Storied 
Firms Face Closer Supervision and Stringent New Capital Requirements, WALL ST. J., Sept. 22, 2008 
at A1. 

84 See id. (providing leverage ratio data for Merrill Lynch and Goldman Sachs); Susan Pulliam, 
Serena Ng & Randall Smith, Merrill Upped Ante as Boom in Mortgage Bonds Fizzled, WALL ST. J., 
Apr. 16, 2008, at A1 (noting Merill Lynch’s leverage ratio stood at 31.9). 

85 See Louise Story, Making Trouble for Lehman, N.Y. TIMES, June 4, 2008, at C1 (stating 
Lehman Brothers’ leverage ratio as of the end of 2008’s first quarter). 

86 See Jon Hilsenrath, Damian Paletta & Aaron Lucchetti, Goldman, Morgan Scrap Wall Street 
Model, Become Banks in Bid to Ride Out Crisis—End of Traditional Investment Banking, as Storied 
Firms Face Closer Supervision and Stringent New Capital Requirements, WALL ST. J., Sept. 22, 2008 
at A1 (providing leverage ratio data for commercial banks). 

87 Alternative Net Capital Requirements for Broker-Dealers That Are Part of Consolidated 
Supervised Entities, 69 Fed. Reg. 34,428 (June 21, 2004) (codified at 17 C.F.R. pts. 200 & 240); see 
also Labaton, supra note 77, at A1 (noting that the 2004 rule gave the SEC a “window” into the banks’ 
risky behavior). 
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companies of investment banks.88   Nevertheless, the European Union was 
insisting at the time that the SEC regulate the parent companies, otherwise 
the EU would regulate the foreign subsidiaries of U.S. investment banks 
operating in Europe.  Thus, the agreement by the largest investment banks 
to submit to SEC oversight in exchange for looser capital requirements was 
a means of freeing the investment banks’ European operations from EU 
supervision.89 

Despite these holes in SEC oversight of consolidated holding 
companies, the agency had warning of the problems that destroyed Bear 
Stearns, but ignored them.  In September 2008, the SEC’s Inspector 
General issued a report concluding that the SEC  

became aware of numerous potential red flags prior to Bear 
Stearns’ collapse, regarding its concentration of mortgage 
securities, high leverage, shortcomings of risk management 
in mortgage-backed securities and lack of compliance with 
the spirit of certain Basel II standards, but did not take 
actions to limit these risk factors.90  

This remained the case even after the collapse of two Bear Stearns hedge 
funds in June 2007.  According to the Inspector General, “it is undisputable 
[sic] that the [consolidated oversight] program failed to carry out its 
mission in its oversight of Bear Stearns . . . .”91 

After the rule came out, however, the SEC did not take parent 
company oversight seriously.  The office that the SEC created to examine 
the holding companies only had seven staff members assigned to monitor 
five global financial empires with combined assets exceeding $4 trillion.92   
What was supposed to be SEC oversight at the consolidated holding 
company level instead devolved into industry self-regulation.  In late 
September 2008, the SEC finally dismantled the program, after the SEC’s 
Chairman Christopher Cox admitted: “[V]oluntary regulation does not 
work.”93 

                                                                                                                          
88 See Christopher Cox, Chairman, U.S. Sec. and Exchange Comm’n, Address at the Seniors 

Summit: Protecting Senior Investors in Today’s Markets (Sept. 22, 2008), available at 
http://sec.gov/news/speech/2008/spch092208cc.htm (“[T]he merger of Bear Stearns and J.P. Morgan 
highlighted the inherent problems with the lack of any statutory authority for the SEC, or indeed any 
government agency, to regulate investment bank holding companies.”).  

89 See Labaton, supra note 77, at A1 (stating that the Europeans would agree not to regulate 
foreign subsideraries of the investment banks only if the SEC would regulate the parent companies). 

90 U.S. SECURITIES AND EXCHANGE COMMISSION, OFFICE OF INSPECTOR GENERAL, SEC’S 
OVERSIGHT OF BEAR STEARNS AND RELATED ENTITIES: THE CONSOLIDATED SUPERVISED ENTITY 
PROGRAM ix (2008), available at http://www.sec.gov/about/oig/audit/2008/446-a.pdf. 

91 Id. at viii. 
92 Labaton, supra note 77, at A1.   
93 Id. 
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2.  Credit Default Swaps 

In the capital markets arena, Congress also deserves blame for the 
housing price bubble and the systemic risk.  As we describe below,94 
Congress could have helped to place a brake on the resulting contagion of 
global proportions by authorizing regulation of credit default swaps and the 
creation of a well-functioning market for those swaps.  Instead, twice over 
the past decade, Congress granted blanket exemptions for credit default 
swaps from regulation by statute.95   

A triad of extraordinary events in 2008—the federal government’s 
rescue of Bear Stearns, its bailout of AIG, and its decision to let Lehman 
Brothers fail, with catastrophic consequences—were united by a common 
thread.  This common thread consisted of the federal government’s 
concern over whether credit default swap (“CDS”) exposure posed 
sufficient systemic risk to threaten the financial system.  In each case, the 
ailing firm had hundreds of billions of dollars in CDS exposure to other 
financial firms.  

The idea behind a credit default swap is simple.  Imagine that a major 
bank makes a hundred-million dollar loan to a major corporation.  The 
bank is concerned about sizeable losses if the corporation defaults.  
Furthermore, federal banking regulators require the bank to hold a 
substantial amount of capital as a buffer against loss.   

In the early 1990s, JP Morgan championed the credit default swap as a 
way to hedge credit risk and reduce capital requirements.96  In a plain 
vanilla credit default swap, the bank (known as the buyer) secures a 
promise from a third party (the seller) to assume the risk of default and to 
pay the buyer a stated amount in the event the loan defaults.  In exchange 
for that promise, the buyer pays a regular fee to the seller.  The seller, in 
turn, can buy credit default swap protection from someone else to hedge 
the seller’s own liability.  This is possible because in the world of CDS, the 
buyer of the credit protection does not need to own or have an interest in 
the loan or bond that is the subject of the protection.   

Eventually, CDS were used to hedge the risk of possible defaults on 
subprime mortgage-backed securities and collateralized debt obligations 
(“CDOs”).   In addition, investment banks bundled CDS into offerings of 
synthetic CDOs, which sought to track the returns on ordinary CDOs.  
Finally, speculators bought CDS as bets that companies would default on 
                                                                                                                          

94 See infra Part V.A. 
95 One blanket exemption was the result of the Commodities Exchange Act in 2000.  See Robert 

F. Schwartz, Risk Distribution in the Capital Markets: Credit Default Swaps, Insurance and a Theory 
of Demarcation, 12 FORDHAM J. CORP. & FIN. L. 167, 171 (2007) (“Where commodities regulation is 
concerned, CDS enjoy a blanket exemption under the Commodities Exchange Act.”). 

96 See Matthew Philips, The Monster That Ate Wall Street, NEWSWEEK, Oct. 6, 2008, at 46 
(explaining that JP Morgan promoted the credit default swap to protect against loan defaults and to free 
up capital). 
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their bonds.   The CDS market exploded as the housing bubble expanded.   
By 2008, the total notional amount of outstanding CDS totaled anywhere 
from $43 to $66 trillion, vastly more than the debts that they insured.97 

To date, the CDS market has been largely unregulated, both in the 
United States and abroad.  CDS involve features of commodities, 
securities, and insurance and thus could fall within one or more of those 
regulatory schemes.  They largely escape all of those regulatory regimes, 
however, due to ironclad exceptions that exempt CDS from most 
regulation.  

This dearth of regulation is not an accident, but the result of lobbying 
by investment banks that profited from the lack of transparency of CDS.98  
Senator Phil Gramm, at the urging of investment banks, pushed through 
amendments to the Commodities Exchange Act in 2000 that gave CDS a 
blanket exemption from commodities regulation.  Previously, Wendy 
Gramm, the Senator’s wife, had adopted rules in 1989 and 1993, while she 
was head of the Commodity Futures Trading Commission, exempting 
some swaps from commodities regulation.  In November 1999, Treasury 
Secretary Larry Summers, Alan Greenspan, and SEC Chairman Arthur 
Levitt, Jr., gave Senator Gramm the green light when they issued a report 
recommending further deregulation of swaps.  The following year, the 
Senator finished the job that his wife had begun.99    

Gramm also engineered a broad exemption for CDS from securities 
regulation.  In the eponymous Gramm-Leach-Bliley Act of 1999, Gramm 
inserted an exclusion from the definition of a regulated security for all 
security-based and non-security-based swap agreements.100  As a result of 
this provision and the fact that most CDS are not traded on an exchange, 
those instruments are exempt from most aspects of securities law.  
Similarly, New York State—the most likely would-be insurance regulator 
for CDS—amended its insurance code in 2004 to exclude CDS from 
oversight.101  In any case, the federal changes instigated by Gramm 
preempted the ability of the states to require credit default swap sellers to 
back CDS with reserves.  
                                                                                                                          

97 Gretchen Morgenson, In the Fed’s Cross Hairs: Exotic Game, N.Y. TIMES, Mar. 23, 2008, at 
BU1; Philips, supra note 96, at 46. 

98 See, e.g., Matthew Leising, Fed Refuses Banks Request to Limit Credit-Default Swap Clearing, 
BLOOMBERG.COM, Dec. 12, 2008, http://www.bloomberg.com/apps/news?pid=newsarchive&sid= 
aaEvfvqK7zWs.   

99 7 U.S.C. §§ 1a(13), 2(d), 2(g) (2006).  See Eric Lipton & Stephen Labaton, A Deregulator 
Looks Back, Unswayed, N.Y. TIMES, Nov. 17, 2008, at 1. 

100 See 15 U.S.C. §§ 77b-1, 78c, 78c-1 (2006); see also Schwartz, supra note 95, at 172 
(explaining that under the federal act a CDS, depending on how it was drafted, can fall under an 
exemption for security-based swap agreements and will be exempt from SEC registration and reporting 
requirements); Eric Lipton & Stephen Labaton, A Deregulator Looks Back, Unswayed, N.Y. TIMES, 
Nov. 17, 2008, at 1 (interviewing Gramm). 

101 Schwartz, supra note 95, at 173–74, 183 (citing N.Y. Ins. Law § 6901(j-1); 2004 N.Y. Sess. 
Laws Ch. 605 (S. 6679-A)). 
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The only regulatory constraints on CDS of any significance are the 
anti-fraud and anti-manipulation prohibitions of the Securities Act of 1933 
and the Securities Exchange Act of 1934.102  Federal banking regulators are 
also supposed to oversee the risk management of CDS that are held by 
depository institutions and their holding companies.  Other than that, CDS 
are unregulated. 

Credit default swaps were first devised as a hedge against risk.  
Ironically, during the credit crisis, CDS magnified risk instead of hedging 
it in ways that had not been appreciated before.  The central problem is that 
the CDS market creates daisy chains of counterparty liability, whereby one 
buyer relies on the solvency of its seller to cover the buyer’s own CDS 
exposure to another buyer down the chain. 

Let us say, for example, that a commercial bank buys a credit default 
swap from an investment bank to hedge against default on a bond issued 
by Corporation X.  The investment bank, in turn, hedges its exposure to the 
commercial bank by buying a CDS from an insurance company on the 
Corporation X bond.  Now assume that Corporation X files for bankruptcy 
and defaults on the bond.  The commercial bank will demand payment 
from the investment bank under the CDS, which in turn will demand 
payment from the insurance company.  If the insurance company is 
insolvent and cannot make its promised payment, the investment bank will 
now face full exposure without any hedge.  If that exposure is too large, it 
could force the investment bank into bankruptcy, which in turn would 
saddle the commercial bank with the losses on the Corporation X bond.  In 
this way, a CDS default by one counterparty can lead to a domino effect of 
insolvencies of other counterparties down the line. 

This daisy chain problem, in part, results from the way that CDS are 
traded.  Most CDS are traded over-the-counter and not on an exchange.  
This means that each CDS is the product of private negotiation between 
two parties, usually with a dealer in-between.  In each transaction, the 
buyer depends on the credit quality of the seller for assurance of 
protection.  The buyer, however, does not know how much total CDS 
exposure the seller has assumed.  Similarly, the buyer does not know if the 
seller has bought protection from someone else to defray its CDS 
obligation to the buyer.  Furthermore, the buyer does not know whether 
that someone else is good for the money.  And unlike insurance, CDS are 
not backed by statutorily mandated reserves or governmental guaranties, 
and, in fact, are precluded from this, as we have seen. 

                                                                                                                          
102 See Securities Act of 1933 § 17(a), 15 U.S.C. § 77q (2006); Securities Exchange Act of 1934 § 

9(a), 15 U.S.C. § 78i(a) (2006); Securities Exchange Act of 1934 § 10(b), 15 U.S.C. § 78j(b) (2006); 
Securities Exchange Act of 1934 § 15(c)(1), 15 U.S.C. § 78o(c)(1) (2006); Securities Exchange Act of 
1934 § 16(b), 15 U.S.C. § 78p(b) (2006); Securities Exchange Act of 1934 § 20(d), 15 U.S.C. § 78t(d) 
(2006). 
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Similarly, the bespoke nature of CDS means that some CDS contracts 
are not standardized.  Before the credit crisis, it had been widely believed 
that CDS contracts invariably used standardized language developed by the 
International Swaps and Derivatives Association (“ISDA”).  
Unfortunately, as the events of 2008 brought to light, some ailing financial 
firms held large quantities of customized CDS contracts.  To the extent that 
CDS contracts are not standardized, it is difficult to trade them on an 
exchange and cumbersome to unwind them. 

The lack of any exchange meant that there was no place where buyers 
and sellers stood ready to trade CDS.  It also meant that CDS lacked 
transparent pricing because there was no central place where prices were 
posted.  Both of these problems hamstrung the liquidity of CDS and the 
ability to settle CDS claims if the underlying obligor went bankrupt or if 
the seller of a CDS defaulted. 

When the Federal Reserve Board decided to bail out AIG in September 
2008, AIG owed $441 billion in CDS obligations on mortgage-backed 
securities and other bonds to other financial firms, including Lehman 
Brothers.  AIG’s near-fatal exposure to CDS was racked up by a 377-
person office in London’s Canary Wharf, known as AIG Financial 
Products and run by Joseph J. Cassano.  The federal government ultimately 
decided to bail out AIG due to fears that if AIG went down, it would pull 
down numerous other firms.  That fear unfortunately materialized when 
Lehman Brothers failed and defaulted on its own massive CDS exposure.  
Later, it turned out that AIG’s biggest trading partner was Goldman Sachs.  
AIG’s failure reportedly would have inflicted up to $20 billion in damage 
on Goldman.103 

Under the terms of the CDS that AIG sold to European banks and other 
buyers, AIG did not have to post collateral against that exposure so long as 
AIG stayed highly rated and the value of the bonds that it insured did not 
decline.104  Starting in 2007, however, many of the underlying subprime 
bonds and CDOs that AIG guaranteed fell in value, due both to defaults 
and the breakdown in secondary trading.  In the first half of 2008, AIG 
sustained net losses of $13.2 billion, much of that on mortgage-backed 
securities, CDOs, and CDS.105   Despite those write-downs, analysts kept 
questioning whether AIG’s valuations of those bonds and CDS were still 
overvalued, an inquiry that gathered steam after Merrill Lynch slashed the 
value of its own CDS to thirteen cents on the dollar in July 2008.106    By 
September 15, 2008, rating agencies downgraded AIG, forcing it to raise 
                                                                                                                          

103 See Gretchen Morgenson, Behind Biggest Insurer’s Crisis, A Blind Eye to a Web of Risk, N.Y. 
TIMES, Sept. 28, 2008, at A1. 

104 See id. 
105 See Michael J. de la Merced & Gretchen Morgenson, Big Insurer Seeks Cash As Portfolio 

Plummets, N.Y. TIMES, Sept. 15, 2008, at C1. 
106 See Gretchen Morgenson, Naked Came the Speculators, N.Y. TIMES, Aug. 10, 2008, at BU1. 
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about $15 billion in collateral to meet a margin call on its CDS.107    At that 
point, AIG needed a federal rescue to survive, because while it had $15 
billion in assets, those assets were illiquid and could not be readily 
converted to cash.108 

AIG Financial Products was not an insurer and thus was free from 
insurance regulation.  Back in the United States, however, AIG’s holding 
company owned a thrift institution, which made it a savings and loan 
holding company.  As such, both the holding company and AIG Financial 
Products were subject to OTS supervision.  While OTS lacked authority to 
prohibit normal trading in CDS, it did supervise risk management.  
According to the New York Times, “[a] handful of [OTS] officials were 
always on the scene at an A.I.G. Financial Products branch office” in 
Wilton, Connecticut.109  On March 10, 2008, OTS belatedly wrote AIG to 
express concern that the “corporate oversight of AIG Financial Products . . 
. lack[ed] elements of independence, transparency, and granularity.”110  
After concluding that AIG’s super senior CDS were overvalued and that 
AIG’s valuation system lacked sufficient accuracy for “effective risk 
management,” OTS cut the holding company’s examination grades for risk 
management and earnings, plus its composite examination grade.111  OTS 
further requested AIG to submit a corrective action plan.112  C.K. Lee, the 
OTS official who wrote the letter, later told MSN Money that “[w]e missed 
the impact” of the margin call triggers.113   

The OTS action came too late to turn the company around.  Lee 
changed jobs in OTS in April 2008 and his unit was disbanded.114  In the 
meantime, AIG missed its deadline to submit the corrective plan and the 
plan it eventually submitted did not salvage the company.115  This history 
caused the General Accountability Office, in 2007, to question OTS’ 
ability to oversee complex international organizations such as AIG and to 
urge OTS to “focus more explicitly and transparently on risk management 
and controls.”116  OTS’s failure to halt the mushrooming CDS exposure at 
AIG was partly due to agency failure.  But it also underscores the difficulty 

                                                                                                                          
107 See Morgenson, supra note 103, at A1. 
108 See de la Merced & Morgenson, supra note 105, at C1; Michael Lewitt, Wall Street’s Next Big 

Problem, N.Y. TIMES, Sept. 16, 2008, at A29; Morgenson, supra note 103, at A1. 
109 Morgenson, supra note 103, at A1. 
110 Letter from C.K. Lee, Managing Dir., Complex & Int’l Org., OTS, to Am. Int’l Group, Inc. 1 

(Mar. 10, 2008), available at http://oversight.house.gov/documents/20081007102407.pdf. 
111 Id. at 1–3. 
112 Id. at 2. 
113 Jeff Gerth, Was AIG Watchdog Not Up To The Job?, MSN MONEY, Nov. 10, 2008, 

http://articles.moneycentral.msn.com/Investing/Extra/was-aig-watchdog-not-up-to-the-job.aspx. 
114 See id. 
115 See id. 
116 U.S. GOV’T ACCOUNTABILITY OFFICE, REP. NO. GAO-07-154, FINANCIAL MARKET 

REGULATION: AGENCIES ENGAGED IN CONSOLIDATED SUPERVISION CAN STRENGTHEN PERFORMANCE 
MEASUREMENT AND COLLABORATION 57 (2007). 
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that national regulators have in adequately supervising international 
operations in overseas locations with overlapping jurisdiction. 

*  *  *  *  *  *  *  *  *  *  * 

In sum, deregulation and federal regulators’ subsequent failure to 
exercise their traditional oversight powers laid the foundation for the 
underpricing of risk and the erosion in lending standards in three major 
respects.  First, Congress and federal banking regulators abdicated their 
responsibility to nip careless lending practices in the bud before those 
practices threatened the solvency of financial institutions and the financial 
system itself.  Second, the Securities and Exchange Commission increased 
the capital markets demand for imprudent loans by allowing the largest 
investment banks to securitize those loans with little skin in the game.  
Finally, Congress, by deregulating credit default swaps, crippled the ability 
of CDS to constrain the overheated housing market and furthermore turned 
CDS into a trigger for contagion.  The subprime crisis and the financial 
devastation that ensued could not have occurred without the acts of 
regulatory commission and omission that preceded them. 

V.  NON-TRANSPARENT AND ILLIQUID SECURITIZATION AND FEE-DRIVEN 
PROFIT INCENTIVES  

In theory, market controls in the form of risk pricing might have 
controlled mortgage risk without additional regulation.  But one of the 
surprising phenomena of this expansion of nonprime mortgage lending was 
that as systemic risk increased, risk premia did not.  From 2002 to 2006, 
subprime loans with a combined loan-to-value ratio greater than 80% 
increased from 46.8% to 64%.  (See Figure 3.)  Yet over that period, 
spreads actually declined from 300 to 200 basis points over weighted 
average coupon (“WAC”).  (See Figure 3.)  During this same period other 
risk-generating factors, such as the widespread use of low- and no-
documentation lending, were increasingly “layered” on and compounded, 
with only FICO scores remaining relatively constant with about ninety-two 
percent of mortgage borrowers having a FICO score under 700.  (See 
Figure 3.)  The question of course is why. 

In part, as housing prices increased, the demand for more “affordable” 
lending products increased.  But the reverse was also true and more 
fundamental to the process.  Private-label securitization and the outsized 
fees gained at every stage of origination and distribution increased the 
demand for nonprime lending products.  Key to this process were the fees 
and profits which were driven by product, both at the origination stage and 
the several stages of securitization, including the fees earned by bundling, 
tranching, and rating of securities.  Lenders and mortgage brokers 
competed for borrowers and relaxed lending standards to gain market 
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share.  They did so with such thirty-year mortgage instruments as hybrid 
3/27 teaser rate loans which were underwritten at temporarily low rates for 
three years, with spikes of mortgage payments to follow.  As lenders 
sought to expand their market share, there was no other way to do so than 
to compete for loans and lower standards, which also activated more 
borrowing. 

Lenders who did not join in the easing of lending standards through 
liberalized mortgage terms such as acceptance of no-documentation loans 
could not get mortgage product and were crowded out of the market.  
Broadly, this explains what happened to government-insured lending 
through the Federal Housing Administration (“FHA”), which did not erode 
its underwriting standards.117  And Fannie and Freddie also lost market 
share.118  (See Figure 7.)   

 

                                                                                                                          
117 See, e.g., U.S. GOV’T ACCOUNTABILITY OFFICE, REP. NO. GAO-07-1109T, FEDERAL HOUSING 

ADMINISTRATION: PROPOSED LEGISLATIVE CHANGES WOULD AFFECT BORROWER BENEFITS AND 
RISKS TO THE INSURANCE FUNDS 5–11 (2007). 

118 According to the New York Times, shortly after Daniel Mudd was appointed head of Fannie 
Mae, Angelo Mozilo, the chief executive of Countrywide Financial, then the country’s biggest 
mortgage lender and a huge supplier of conforming loans to Fannie Mae, met with Mudd and 
demanded that Fannie Mae start buying Countrywide’s riskier loans.  Otherwise, Mozilo reportedly 
warned, Countrywide would stop selling its conforming loans to Fannie Mae and instead securitize 
them on the private-label market.  Charles Duhigg, Pressured to Take More Risk, Fannie Reached 
Tipping Point, N.Y. TIMES, Oct. 5, 2008, at A1. 
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Figure 7. Respective Market Shares of Private-Label Securitization, 
Fannie Mae, Freddie Mac, and GNMA119  

 

 
 

And of course the mortgage product that was originated, securitized, 
tranched and rated was associated with high and growing fees.  But what of 
the short and long run risk exposure?   

As we have documented, the very process of securitization, in the 
absence of regulation and in the presence of specific deregulatory steps, 
allowed all parties in the transactions to gain fees and to put off risks.   
Originators gained fees but did not hold mortgages, while securitizers, 
servicers, and trustees, in the absence of assignee liability, also were 
protected while booking fees.  Rating agencies also gained fees, which, at 
their height, were responsible for a majority of these entities’ profits.  
Investment advisors and managers were able to obtain higher yields on 
very highly rated bonds, also obtaining higher fees and improved 
compensation.  And investors themselves were able to offload much of the 
risk to weakly regulated insurers who were happy to issue credit default 
swaps at little cost. 

As lenders raced to the bottom to gain market share, the problem of 
potential long-run risk exposure was hidden in the short run by higher 
housing prices, as the higher prices allowed borrowers to avoid default 
through mortgage refinancings or sales of homes when mortgage payments 
became unsustainable.  But the equally important concealment of risk 

                                                                                                                          
119 Office of Federal Housing Enterprise Oversight, A Primer on the Secondary Mortgage Market, 

MORTGAGE MARKET NOTE 08-3, at 3 (July 21, 2008), available at http://www.ofheo.gov/media 
/mmnotes/MMNOTE083.pdf. 
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exposure came about because these mortgages were pooled into 
complicated securities through a non-transparent process.  Thus, after these 
securities were sold to the secondary market, they remained illiquid in 
investors’ balance sheets.  The important question that this illiquidity 
answers is why did the asset prices of mortgage-backed securities remain 
elevated at unsustainable levels when the price of risk—that is, the price of 
the mortgage-backed securities—did not reflect the likely future collapse 
of housing prices, and with that the likely future loss of the collateral 
which supposedly made these securities bullet-proof?  

A.  Why and How Illiquidity and the Lack of Transparency Mattered to the 
Boom and Bust Cycle 

Private-label mortgage-backed securities were held in portfolio and 
typically not traded; they were not standardized and therefore could not be 
traded in a liquid market.  In a liquid market, investors are able to express 
their negative views by short selling, or by taking a long position if they 
believe there is possibility of appreciation.  Through this process, 
fundamental market value is achieved.  However, the traditional real estate 
investment market does not allow for short selling.  It is impossible to 
make a bet that the value of a real estate asset will fall.  

This imbalance could be mitigated through short selling of mortgage-
backed securities.  Short selling would be a market-stabilizing tool if the 
underlying asset was perceived to be overvalued or the securitized 
mortgages were too risky.  Short selling the mortgage-backed security 
market would lower the price of these securities, thus raising the cost of the 
underlying mortgages to the borrower.  Furthermore, the higher cost of 
capital for investors in the underlying real estate would mean that the 
appreciation of the asset would be dampened.  

However, in the private-label market, mortgage debt was securitized in 
a way that did not allow for short selling.  Each mortgage pool was unique, 
making the valuation process by a common metric very complicated.  The 
pricing of pools of mortgages and tranches of diverse pools was extremely 
difficult.  As a result, trading of these non-transparent securities was 
uncommon and they remained illiquid, priced based on a mark-to-original 
model instead of marked-to-market.  Only optimists were able to 
participate in the pricing process.  The illiquid asset class of the underlying 
real estate was augmented by the equally illiquid mortgage-backed security 
market as prices ticked upward with unchecked pressure.  

Although there was no way to short these mortgage-backed securities, 
there was a way to price a position on the risk of default.  For some 
investors who were exposed to underpriced MBS and who may have 
indeed been aware of this underpricing—even in the absence of trading 
opportunities—could protect themselves through credit default swaps.  The 
pricing of CDS could have been a way to keep the upward pressure of 
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MBS prices in check.  They could have allowed risk to be allocated to the 
party best capable of managing it and allow market participants to take a 
negative position on MBS by increasing the price of the credit protection.  
However, as we have seen, CDS issuers were under little scrutiny by 
regulators and were not required to post reserves against the CDS they 
issued if they were AAA rated.  These CDS issuers could recognize the 
revenues from these issuances immediately and book the return to support 
their balance sheet.  

The main condition of this cycle was that the CDS issuers keep their 
AAA rating.  If this rating were lost, major issuers would be essentially 
bankrupt.  The price of credit protection was cheap since reserving was not 
required. In fact, state action to require reserving was countermanded by 
congressional legislation and, as a result, reserving for the “insurance” was 
not taking place.  Counterparty risk, that is the risk that insurance would in 
fact not be paid out in the event of default, had to be perceived as 
significant, but the fact that essentially all mortgage securities were backed 
by such “insurance” also had to be recognized so that, in the hierarchy of 
all entities that were possibly too big to fail, the AAA providers of CDS 
excelled.  The issuance of CDS and booking of fees both by the CDS 
issuers and those “insured” by the CDS, along with the creation of 
potential losses of such magnitude that the CDS issuers and the insured 
would have to be rescued, gives rise to moral hazard consequences similar 
to those posed by deposit insurance during the 1980s savings and loan 
crisis.  

Unfortunately, as with the pricing of mortgages securitized into MBS, 
a race to the bottom ensued as CDS “protected” players and others fought 
for market share.  For example, if one CDS issuer was overly aggressive in 
the market, it could, and in fact did, cause a mass underpricing of risk in 
the entire market very quickly.120  Such underpricing behavior forces a race 
to the bottom across the lending institutions, with market-wide 
consequences, when the number of underpricers reaches a critical level.  
Other companies would face the choice of either lowering the too low cost 
of the CDS or exiting the growing market.121 

Underpricing of CDS translates very quickly and directly into 

                                                                                                                          
120 In the presence of demand deposit insurance, lending officials of banks have been induced to 

underprice risk to gain short-term profits.  See, e.g., Patricia A. McCoy, The Moral Hazard 
Implications of Deposit Insurance: Theory and Evidence, in 5 CURRENT DEVELOPMENTS IN 
MONETARY AND FINANCIAL LAW 417, 423 (International Monetary Fund, 2008); see also Andrey 
Pavlov & Susan M. Wachter, The Inevitability of Marketwide Underpricing of Mortgage Default Risk, 
34 REAL EST. ECON. 479, 494 (2006). 

121 “The longer the underlying real estate cycle, the greater the value of the put option and the 
inelasticity of supply for bank loans, the greater the probability that the market will enter into an 
equilibrium in which all banks underprice risk.”  Pavlov & Wachter, supra note 120, at 494.  Moral 
hazard and agency issues in the misallocation of risk clearly result from entities that are either 
government insured or otherwise “too big to fail.”  
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underpricing of mortgage loans available for real estate investors and 
borrowers.  In fact, over the 2004–2006 period, the spread of lending rates 
relative to risk over the risk-free rates declined all while the underwriting 
standards were deteriorating.  This spread decrease is seen in Figure 3.  
The column titled WAC represents the weighted average coupons for the 
mortgages issued in their respective years, while the column titled “Spd to 
WAC” shows the spread of the coupon over the risk-free rate.  During the 
2004—2006 period, these spreads decreased by as much as forty percent, 
reflecting the belief that these new subprime and Alt-A loans were 
becoming relatively safe, causing lenders to become overly comfortable 
giving out these mortgage loans.  This simultaneous deterioration of the 
lending standards and the cost of lending over the cost of capital for 
lenders was quickly absorbed by the underlying real estate equity markets 
through higher asset prices.  The higher asset prices were then sustainable 
only as long as the lending standards and cost of credit stayed at their lows.   

B.  Modeling the Effect of Deregulation 

Higher asset pricing came with the underpricing of risk and 
deterioration in lending standards, which as we have seen were enabled by 
deregulation and by the lack of regulation in the face of these new 
instruments.  These price rises were not incidental or accidental, but the 
inevitable result of lending standard deterioration with underpricing of risk.  
In other words, when the risk premium on residential mortgages drops to 
an artificially low level, housing prices go up, leading to an asset bubble 
and creating a breeding ground for market fraud.  The result is that the 
consequences of lax lending are covered up, and thus markets are not 
disciplined by immediate failure. 

This can be seen mathematically, as demonstrated by Pavlov and 
Wachter (2008).122  Basically, the transaction price P of an asset financed 
through a non-recourse loan is the composite of the fundamental value of 
the asset, V, the market value of the mortgage loan, M, and the face value 
of the adjustable rate mortgage loan, B: 

 ( ) ( , ( ))P V M s Bσ σ σ= − + ,   (1) 

where σ denotes the expected future volatility of the asset and s denotes the 
spread of lending over risk-free interest rates.  This spread compensates the 
lender for the default risk of the mortgage.  If this default risk is priced 
correctly, then the market value and the face value of the mortgage are the 
same, ( , ( ))M s Bσ σ = , and the transaction price equals the fundamental 
                                                                                                                          

122 Andrey D. Pavlov & Susan M. Wachter, Mortgage Put Options and Real Estate Markets, 38 J. 
REAL EST. FIN. & ECON. 89, 92–93 (2009). 
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value of the asset.  If the risk of default is underpriced, then the transaction 
price of the real estate asset reflects not only the fundamental value of the 
asset, but also the mispricing of the mortgage, ( , ( ))B M sσ σ− .  If the 
market value of the mortgage is below the face value of the mortgage, then 
the transaction price exceeds the fundamental value of the asset because 
efficient equity markets take advantage of the mispricing.  The asset is 
therefore assumed to be of fixed supply.   

A change in the spread, s, between lending rates and the bank cost of 
capital may in some cases be a rational response to declines in the 
volatility of the underlying asset.  In this case,   

 0P V
σ σ
∂ ∂

= =
∂ ∂

     (2) 

Since the spread adjusts to compensate the lender for the changes in 
the value of the put option imbedded in the mortgage loan, 

0M M s
sσ σ

∂ ∂ ∂
+ =

∂ ∂ ∂
.  If the change in volatility of the asset is fully 

diversifiable, then 0V
σ
∂

=
∂

.  If the increase in volatility affects the 

covariance of the asset return with the market, then 0V
σ
∂

<
∂

, but still 

relatively small.123   
The response of the asset price to the spread is: 

 0
P VP
s ss

σ σ

σ σ

∂ ∂∂ ∂ ∂= = =
∂ ∂∂
∂ ∂

   (3) 

Therefore, the correlation between transaction prices and lending 
spread is zero if the increase in asset volatility is diversifiable, and close to 
zero if it affects the covariance between the asset and the overall market. 

If, on the other hand, the spread declines because of underpricing, not 
in response to changes in expected future asset volatility, the response of 
the price to the spread is very different: 

                                                                                                                          
123 Id. at 92 n.6 (“The price impact of real estate volatility changes through the covariance with 

the overall market are likely to be far smaller than the impact through changing the value of the option 
to default.”). 
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therefore, 

 0P V M M
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∂ ∂ ∂ ∂
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∂ ∂ ∂ ∂
.   (5) 

In other words, if the decline in the spread of lending rates over the 
risk-free interest rate is due to lender underpricing of credit risk, asset 
prices move above fundamental levels.   

This asset price bubble, in turn, serves as its own cover-up because 
rising housing prices enable borrowers who have unaffordable mortgages 
to avoid default by refinancing their loans.  Note that the bubble and cover-
up are inevitable if misaligned incentives drive the underpricing of the 
credit risk due to agency conflicts deriving from the moral hazard problem 
of providing “too big to fail” entities, such as CDS issuers, with fee 
incentives to produce “insurance.”  A well-functioning pricing system 
would have gone a long way toward preventing this because short-sales by 
pessimists and realists would have kept prices in check.  In the private-
label MBS context, however, the pricing system did not work properly 
because of the absence of deep and liquid secondary markets where 
private-label securities and CDS could be traded. 

VI.  IS SECURITIZATION THE PROBLEM OR THE ANSWER? GOING 
FORWARD 

There were many benefits to securitization both in the investment and 
housing markets.  However, is properly constructed securitization enough 
for a sustainable housing finance system?  For that to happen, certain 
conditions must be met.  Liquidity is one very important component of any 
market; it insures the accurate pricing of securities.  In a liquid mortgage 
market, private-label MBS must be more transparent and, as a result, 
tradable.  CDS, the effective short on MBS, must be tradable as well.  With 
tradable instruments, market participants are able to express their negative 
view of the value of mortgages and keep valuation in check.  On the other 
hand, if there are participants who are able to circumvent the transparent 
securitization process, they will gain market share through a system of 
underpricing.  The potential of short-run profits for some short-run 
maximizers will start a race to the bottom that results in the general 
underpricing of risk as the housing asset market inflates to unsustainable 
valuation levels.  
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Efficient markets do not self-organize: they need to be cued and 
maintained by regulatory oversight.124  Indeed, as the mix of MBS and 
CDS participants grows larger, there is an increasing need for regulation 
due to the incentives to defeat a transparent trading process to earn higher 
short-run profit.  Even in the absence of securitization of mortgage debt, in 
a bank-based mortgage system and the presence of deposit insurance, 
lenders will eventually underprice risk through competition and lack of 
negative correction through market price signals.125  Although it can be 
difficult to detect mispriced lending in a securitization system, it can be 
even harder to detect overly aggressive lending practices without 
securitization vehicles.  Prior to the current securitization, crises have 
arisen when bank-based systems misallocated risk between the mortgages 
that they issued and the deposit base that capitalized their balance sheets.  
The savings and loan crisis in the 1980s is a good example of this 
imbalance, when bank competition pushed lending rates lower and lower 
as the return banks had to pay depositors increased.  Similar bank 
decapitalization through aggressive lending happened in Japan in 1992 as 
well as in the Asian financial crisis of 1997.  More recently, Ireland has 
been in the midst of such a crisis.126  

So if regulation is necessary, in what form will it be most effective?  
Balance sheet investors of any mortgage related products should be subject 
to prudential regulation.  First, regulation should assure that the balance 
sheets of mortgage market players are well capitalized.  When asset prices 
are negatively correlated with lending spreads, raising a high probability of 
underpricing of debt and risk, consideration should be given to instituting 
“speed bumps” that would require higher minimum capital reserves.  
Second, statutory product controls on mortgage loans are needed to counter 
the pro-cyclicality of risk decisions.  Unfair and deceptive acts and 
practices laws, adopted before problems emerge and with broader coverage 
than the 2008 rules adopted by the Federal Reserve Board, would help 
counteract the pro-cyclical easing of credit standards.  Securitizer liability 
provisions in those laws would provide needed incentives to curb moral 
hazard by investment banks and other securitizers.  Third, regulation 
should focus on shifting the incentives of market participants, both in 
compensation structures and contracting devices, to favor the long-term 

                                                                                                                          
124 See, e.g., Robert B. Ahdieh, Law’s Signal: A Cueing Theory of Law in Market Transition, 77 

S. CAL. L. REV. 215, 249 (2004). 
125 Pavlov & Wachter, supra note 120, at 494.  Increased regulation of lenders will help prevent 

this underpricing.  However, there is evidence that lenders will eventually circumvent this regulation 
through creative lending practices and structuring. 

126 See Richard Green et al., Misaligned Incentives and Mortgage Lending in Asia 4–7 (Inst. for 
Law & Econ, Research Paper No. 08-27, 2008); Joe Nocera, Risk Mismanagement, N.Y. TIMES, Jan. 4, 
2009, at MM24. 
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reduction of risk over short-term gains.  Finally, creating centralized, 
standardized markets for the trading of credit default swaps and mortgage-
backed securities would facilitate the short selling needed to keep asset 
prices at fundamental levels. 

Looking forward, neither increased regulation nor transparent 
securitization alone can sustain stability.  Moreover, the moral hazard of 
institutions that are “too big to fail” vastly increased as a result of this 
crisis.  Many of the banks are still encumbered by securities that are 
marked to models instead of marked to market.  Because marking this 
mortgage debt down to market prices would put pressure on already 
decapitalized banks, this has not been done, creating additional moral 
hazard going forward.   

Once banks have shed their legacy debt dating from the height of the 
credit bubble and have modified loans in an economically rational manner, 
they will begin to serve their purpose again.  There will be arbitrage 
opportunities and opportunities for the reemergence of securitization in this 
market.  However, the steps we have outlined are necessary to move 
forward into a new economy in a responsible way and to prevent the 
mistakes of the past. 
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