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'LEARNING OBJECTIVES

At the conclusnon of thlS chapter students will be able to:

e Describe the mortgage credit market and its common sourees of

funding

- Differentiate between the primary and secondary mortgage
+  ldentify the roles of the various regulated mortgage lenders
~ sources of funding - 3
o Explain the differences between mortgage lenders funded by F
- insured deposits and those not funded by insured deposits
«  Understand the role of the federal regulatlon commonalities and }i-_;:,::
evolution of government policies encouraging home ownership and ¥

consumer protection
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INTRODUCTION

While the money that funds mortgage loan 1am
sources, most originates from private sources, including individual and

company savings such as passbook savings accounts, money market
accounts, and certificates of deposit, as well as premium reserves for poli-
cyholders held by life insurance companies, retirement programs such as
IRA and Keogh accounts, and various mutual funds, plus the huge and

growing pool of pension funds, sovereign funds, and liquidity interven-

tions by central banks of large developed countries.
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The Mortgage Credit Market
Analysis of Mortgage Debt

The term mortgage debt includes all kinds of loans secured by mortgages
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Table 3-2 Mortgage Debt as Held by Class of Lender
A Comparison from 1998 to 2014 (in billions of dollars)

1998 2014

Lender Source Amount Percent Amount Percent

All holders $5,782 100% $13,360 100%
Depository institutions 1981 34 4124 31
4 377 3
5 4,972 37
2,761 21

1 1,126 8
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dWhllfe thgse institutions are indeed big participants and buy or
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Chapter 14). This practice actually began in the secondary market wit},
the large purchasers of loans such as Fannie Mae and Freddie Mac as 4

method of expediting their own loan analyses. As the next chapter wij||
explain, it is even possible for an individual to negotiate a mortgage loan
over the Internet. Prior to the passage of the Wall Street Reform and Con-
sumer Financial Protection Act of 2010 (“Dodd-Frank Act”), regulated
lenders handled about 75% of the mortgage loans. Since the passage of the
Dodd-Frank, nearly any entity involved in mortgage lending—whether a
depository or non-depository institution—falls into the category of regu-
bw.the.Consumer Financial Protection Bureau (more on the

mer Financial Protection Bureau later in
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eir investments in the

0lio), they are still major
0ans as sound portfolio
e sold to investors. Most
lion on their loan origina-
s and proper disposition
as been a consolidation
) longer dominated by non-
institutions, the largest
organ Chase, and Wells
on to specialized servicing
¢ing, Inc., or outsource to

classes of regulated lend-
s, (3) credit unions, and

ns and mutual
hese institu-



CHAPTER 3 Mortgage Money: chulated Lenders

ablished the Federal Home Loan Bank

Board (FHLBB) in 1934, giving it the authority to charter new federal sav-
ings associations. The Board required all federal charters to keep. at least
80% of their deposit assets in residential loans (including multi-family

housing loans).
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In 1996, Congress passed legislation that set the stage for the eventual
elimination of savings institutions, which would be re-chartered as banks.
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The FDIC remains under the Treasury D'é,artment and now has author-
ity to manage both the bank deposit insurance fund and the savings asso-
ciation insurance fund. Before the enac a ent of FIRREA in 1989, the
savings associations’ insurance fund was managed by the Federal Savings

). It was this fund that became

and Loan Insurance Corporation (FSLIC):
insolvent, not the bank’s FDIC fund, neceéssitating a taxpayer bailout of

the system. The FSLIC was dissolved by FIRREA.
The Emergency Economic Stabilization A@gOOS temporarily raised
the basic limit on federal deposit insurance coverage from $100,000 to
$250,000 per depositor. It was initially set to exp
On November 9, 2010, the FDIC Board of Directors
a final rule (the “November Final Rule”) to implement:Section 343 of the
Dodd-Frank Wall Street Reform and Consumer Protec%on Act (“DFA”),
which provides temporary, unlimited, deposit insura & coverage for
noninterest-bearing transaction accounts at all FDIC |
tory institutions. The separate coverage for noninterest-bea

tion accounts became effective on December 31, 2010, with a

e in December 2009.
e “Board”) issued

at least $250,000 available to depositors under the FDIC’s genera

insurance rules.
The term “noninterest-bearing t ' & b ;
g transaction account” includes a tradiz

(t;onal.checl.dng. account or demand deposit account on which the insured
epository institution pays no interest. It also includes Interest on Lawyers

Trust Accounts (“IOLTAs”). It does not include other accounts, such as
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traditional checking or demand deposit accounts that may earn interest,
NOW accounts, or money-market deposit accounts.
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n::;t: t:ou;lT;methefit“againor loss wi'll remain to be se.en_’.’z
Akeychallengelayinvaluingthcpurchas'c‘grlceoftheMBS,whxchns
a complex exercise subject to 2 multxtttgle f)f variables related
to the housing market and the credit q}_lallty of the underly-

nment to offset the pur-

ing mortgages. The ability of the governim
chase price (through mortgage collectioe‘gs over the long run)
would depend on the valuation assigned to the MBS at the

time of purchase. It turned out that md%t of the TARP funds
were used to purchase nonvoting blocks;of equity in many of
the nation’s troubled financial institutions to shore up their
capital positions, rather than to buy up.’,;oxic mortgage assets.

The bailout option finally used was prixgarily aimed at shoring

up the capital positions of financial institutions through investments

made by the U.S. Treasury Department in _éurchasing the preferred
stock of banks. A vast majority of this investment has been paid back
by the institutions. The U.S. Treasury Department sold its investments
in three banks in November of 2014. At that tirﬁé?%39 banks still owed
TARP funds; many of these were past due in thé;r TARP dividend
payments on the funding they received under the %(%gpital Purchase
Program. These financial institutions that are past due%gpresent about
$381.2 million or about 0.2% of the $204.9 billion initially given to
707 banks and financial institutions,® less than a typical seller would

expect to be uncollectible.

Resolution Trust Corporation (RTC)

The Resolution Trust Corporation filled an important role in handli?tg the
liquidation of failed savings associations in the late 1980s and into'the
mid 1990s. Created by FIRREA in 1989, the RTC was given authori& to
take the necessary steps to sell or liquidate failing thrifts.
The RTC was a receiver, not a regulator, and was responsible for those
assets assigned to it by either the OTS or the FDIC. The RTC could close

*Wikipedia. “Emer : e
pédia, gency Economic Stabilization Act of 2008.”
en.w:klpedla.org/wnki/Emergency_Economic_Stabi'izatiOn Act. o’:‘zcoe(s)sged Dec. 26, 2014 at http://

*Krantz, Michael. “40 Banks La i
! : te th | ”
2014, Accessed Dec, 26, 2014 tO:tt eir TARP Bailout Payments.” USA Today Money, April 20

late-on-their-tarp-bailout-payments/

p://americasmarkets.usatoday.com/2014/ 06/20/40-banks-
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and liquidate a failed institution or it could take over its management
under a conservatorship. The RTC inherited some overvalued loan col-
lateral and quite a bit of inadequate loan documentation in its takeover
of insolvent associations. These problems made fast resolution difficult.
Since the core of the RTC’s personnel initially consisted of FDIC employ-
ees, its remaining functions and personnel were transferred back to the
FDIC. The remaining problems of this agency were transferred to the
FDIC in July 1995 and the RTC was dissolved. |

38
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Savings Banks

41

- Savings banks originated during the early years of the United States when
most people traded in cash and needed a place to.deposit their surplus
for safekeeping. Our modern-day “check society” was still a long way off;
there was little need for checking accounts. ‘

For many years thereafter, savings banks (formerly called “mutual sav-
ings banks” because most were owned by their depositors) operated with
good success in the northeastern part of the country. They were located
particularly in New York and Massachusetts, with a few in the far north-

west. Originally, these institutions were all state chartered. -
Because of the emphasis on savings account deposits over demand

deposits, savings banks looked with favor on longer-term mortgage loans.
As a result of their location in generally cash-rich areas of the country
and the conservative nature of their investment policies, many savings

banks favored FHA and VA loans. There was no restriction on making
this kind of loan out of state, and savings banks purchased these loans
from originators all over the country. In recent years, however, lendmg
policies shifted away from individual mortgage loans to investing in fed-

erally underwritten mortgage-backed securities. -%s
The Federal Home Loan Bank Board has full authority over federally

chartered, stockholder-owned savings banks. When the FSLIC was faced
with major problems disposing of failed savings associations in the mid to
late 1980s, it undertook a new policy. Instead of dissolving troubled sav-
ings associations, it would selectively merge four or five such institutions
into one and re-charter the operation as a “federal savings bank,” or FSB.
There were some advantages to this procedure. It postponed the need for
bailout cash in the hope that the reorganized entity might resolve its own
problems. Moreover, it took digéetiregulation away from state banking
commissions that may have been in some‘@nﬂlct with federal deposit

61
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thermore, the cost of deposit insurance was much
less at that time for a savings bank than for a savings association, which

ve the newly reorganized groups lower operating costs. In the late
gws commercial banks and savings banks, both insured by the FDIC,

were paying an 8.33 cent premium per $100 of insured deposit, while
savings associations were paying nearly double that amount, with further

increases expected. i
The 1980 Depository Institutions Deregulation Act altered the way
blic. One of the changes was for-

the banking system could serve the public.
d savings banks to offer checking

mal approval for savings associations an
accounts. In addition, the door was opened for these institutions to make

other kinds of loans. The result of these changes was that savings banks

and savings associations could offer services very similar to those of com-
i

insurance policies. Fur

mercial banks.

Commercial Banks

The original purpose of U.S. commercial banks was to serve the business
community and government. They were expected to provide the services
of checking accounts, including the transfer of money, and the protection

available in a depository institution.
Initially, states chartered their own banks and, prior to the Civil War,

granted commercial banks the authority to issue their own currency. It
was not until the passage of the National Bank Act in 1863.that issuance

of currency was placed under the control of the federal government. The
National Bank Act also authorized federally chartered banks to be organ-
ized under the regulatory authority of the Comptroller of the.Currency.
Interestingly, later amendments to this law prohibited natiogal banks
from making real estate loans, a restriction that was rescinded 11;@19 13.

The creation of the Federal Reserve Bank (the Fed) in 1913 E&'_ought
nationally chartered banks under the credit regulations of the Fed and
established terms of cooperation between them. The act establishing the
Fed also allowed national banks to make real estate loans within certain
specified limits. The regulatory authority over commercial banks is a
separate system from those regulating savings associations and is also a
dual system, with both federal and state governments issuing charters and
r'egulations. In an effort to reduce conflicts between overlapping authori-
.tles, FIRREA placed all depository institutions that carry federal deposit
insurance under federal regulation.
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These institutions have not been very active in the long-term home loan
market. Some only make mortgage loans through subsidiary mortgage
. use substantial shares of a commercial bank’s

anies, i i
comp ecking accounts), and banks are limited

iiezﬁ:mwi:; such money to fund long-term loans. Growth in secondary
mortgage market funding through the sale of mortgage-backed securities
is changing this policy, however. The ability of large commercial banks
to originate long-term residential loans and then fund them through the
sale of securities is opening a new market that does not commit the banks’

ds the use of a bank’s credit

own deposit assets. Loan origination expan
expertise and provides additional income from origination charges and

servicing fees.
Certain kinds of shorter-term mortgage loans (less than the older,
30-year standard term) are more suited to commercial banks, as are lines

of credit for mortgage companies and construction loans. In addition,
commercial banks may handle some medium-term mortgage loans as
needed by their business customers. The four kinds of lending activities
that can be found in a commercial bankK’s mortgage operations are as fol-

lows:
Direct loans. Mortgage loans made for medium terms, such as 10 to

15 years, for good commercial customers.
Construction loans. The shorter-term, two- to three-year construction

loans are attractive to banks due to higher returns. Larger banks are better
able to employ the specialized talent necessary to monitor the disburse-

ment of funds as construction progresses. i
Warehouse lines of credit. A warehouse line of credit is:a short-term

revolving line of credit secured by recently closed residenti’gb real estate
loans that allows mortgage bankers to fund loans in their é\yn names.
This funding source, also known as the warehouse lender or bai'&k, gener-
ally offers the necessary funds through a revolving purchase agreement
to a mortgage banking company for funding mortgages at closihg. The
warehouse lender will want to see that these loans have been pre-wéeld or
covered by a commitment agreement in the secondary market tow,large
institutional investors, and that they are maintained on the warehouse
line until they are purchased by the investor. Warehouse line funding usu-
ally covers an approximately 15- to 30-day period between loan closing
and the sale of the loans to the institutional investor. Some credit lines
can run as long as six to 12 months when dealing with some of the special

commitments that Freddie Mac offers.
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Loan origination. Origination of home loans is a growing activity for
comux

: e loans with their own
de ket investors. Another
" loan pools that then
e-backed securities.

overnment.

or by the federal gov-
deral charters” when
7 the Comptroller of the Cur-
tional charters must belong
C) and carry deposit
ks may join the FDIC
and accept such federal

e granted a charter.
fial regulatory body.
gency that nor-
mercial banks
d as regards
ble for set-




