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The Transformation Of
Mortgage Markets

�� Historical PracticesHistorical Practices

��Local InstitutionsLocal Institutions

��Assembling Local SavingsAssembling Local Savings

��Lending To Local DepositorsLending To Local Depositors

�� Information DifficultiesInformation Difficulties



The Transformation Of
Mortgage Markets

The 1990’s
�� SpecializationSpecialization

�� OriginationOrigination

�� InvestmentInvestment

�� ServicingServicing

�� SecuritizationSecuritization

�� PackagingPackaging

�� SpecializationSpecialization

�� LiquidityLiquidity

�� Technical ChangeTechnical Change

�� Underwriting And RiskUnderwriting And Risk
AssessmentAssessment

�� Laptop Models And DataLaptop Models And Data

�� Sophisticated Behavioral ModelsSophisticated Behavioral Models



Implications For The 
Economy

Division Of Labor And SeparationDivision Of Labor And Separation
Of FunctionOf Function

�� Mortage Mortage OriginatorsOriginators

�� LendersLenders

�� SecuritizersSecuritizers

�� Credit RatersCredit Raters

More Complete Markets For InvestorsMore Complete Markets For Investors
With Different Risk PreferencesWith Different Risk Preferences

�� ““SlicesSlices”” Of MortgagesOf Mortgages

Benefits Of Secondary MarketsBenefits Of Secondary Markets

�� Matching By LocationMatching By Location

�� Diversifying RiskDiversifying Risk

�� StabilityStability



““Subprime lendingSubprime lending”” or or ““alternative alternative 

mortgagesmortgages”” are natural outgrowth of are natural outgrowth of 

technical change, specialization, technical change, specialization, 

and search for more complete and search for more complete 

marketsmarkets

““riskrisk--basedbased”” pricing pricing vsvs. . ““rules of rules of 

thumbthumb””



Antiquated Incentives: All Antiquated Incentives: All 

TransactionsTransactions--Oriented, not Oriented, not 

PerformancePerformance--OrientedOriented

Broker paidBroker paid at originationat origination

Rating Agency paidRating Agency paid paid by bond issuerpaid by bond issuer

0.5 0.5 -- 3.0 %3.0 %

Lender paidLender paid at saleat sale0.5 0.5 -- 2.0 %2.0 %

Bond Issuer paidBond Issuer paid at issueat issue0.2 0.2 -- 1.5 %1.5 %

Nothing related to the performance of the loanNothing related to the performance of the loan



Provide Better IncentivesProvide Better Incentives

A.A. Mortgage BrokerMortgage Broker

Bonded Or Bonded Or ““LicensedLicensed””

““Suitability StandardSuitability Standard””

B.B. LenderLender

Responsible For Mortgages PurchasedResponsible For Mortgages Purchased

C.C. Rating Agency Rating Agency 

Paid in Shares Of SecurityPaid in Shares Of Security

D.D. Fewer Options?Fewer Options?

Most Important Reform: IncentivesMost Important Reform: Incentives



Key Lessons?

�� Innovation In Real Estate LendingInnovation In Real Estate Lending

�� More Flexible LendingMore Flexible Lending

�� Important BenefitsImportant Benefits

�� Beware Of Moral HazardBeware Of Moral Hazard

�� Align Financial IncentivesAlign Financial Incentives

�� Manageable Options: Contract DesignManageable Options: Contract Design

�� Can Be Quite Beneficial: Long TermCan Be Quite Beneficial: Long Term

�� Currently Extreme Consequences For Households Currently Extreme Consequences For Households 
And Financial MarketsAnd Financial Markets

�� LinkageLinkage between Real Estate & Financial Marketsbetween Real Estate & Financial Markets


