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The Great Recession’s Most Unfortunate Victim: Homeownership 
 

Robert M. Couch 

Since the early twentieth century, the goal of homeownership has been almost 
synonymous with the American Dream. Because of the real and perceived benefits of owning a 
home, there has been a steady progression of governmental efforts to make this status achievable. 
Despite the longstanding national policy to encourage homeownership, however, a recent string 
of reports has presented some troubling news. These reports provide a disturbing picture of 
homeownership trends over the past several years and some clues about what is causing these 
trends. While the economy officially moved out of recession back in 2009, and there are signs 
that the value of homes has begun to climb again, there is a widespread belief that changes in the 
marketplace have not worked to the benefit of average Americans who want to own the home in 
which they live. Taking a comprehensive look at the housing finance landscape leads one to the 
conclusion that many of the policies we are pursuing as a nation have the unintended 
consequence of reducing the ranks of homeowners in the United States. 

The most disturbing report comes from the Harvard Joint Center for Housing Studies.1 In 
its annual report issued in June on the state of housing across the country, the Joint Center 
described a continuing, steady, and precipitous decline in the nation’s homeownership rates. This 
trend began in 2006 and has continued, unabated, through the second quarter of 2013. More 
troubling is that the trend is most pronounced within those demographic groups with the most 
ground to make up: African-Americans, Hispanics, young people, and first-time home buyers. 
The report goes further to attribute much of the cause of the decline to increasingly stringent 
lending standards on the part of mortgage lenders nationwide.  

A second body of data came out in March and April of this year, when both Freddie Mac 
and Fannie Mae released loan level data on large pools of mortgages originated in 1999 through 
2012.2 The data show a strong correlation among loan characteristics, such as credit scores, the 
appraised value of the collateral, and the track record of the borrower in paying the loan. The 
data also reveal that the correlation between marginal credit and/or excessive leverage at 
origination and poor loan performance grows stronger as property values decline in an economic 
downturn.  

The third major release occurred with the final progress reports of the Monitor of the $25 
billion settlement fund that resulted from the litigation brought by the federal government and 49 
state attorneys general against five of the largest mortgage loan servicers.3 When examined in the 
aggregate, the performance of the five settling servicers as described in those reports shows 
overall compliance with a major restructuring of mortgage loan servicing systems throughout the 
country, as well as payments of billions of dollars to hundreds of thousands of borrowers who 
may or may not have suffered injury as a result of servicing practices. The Monitor’s reports 
immediately drew mixed reactions from policy makers, but there is near universal agreement on 
one point: the cost of administering a mortgage loan that has gone into default will increase 
dramatically in the years ahead. As a result, there are increasing incentives embedded in the 
servicing rules to make only those loans that have the highest probability of performing 
throughout their lives.  
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When these reports are viewed in their totality, a picture emerges. For the foreseeable 
future, it will be increasingly difficult for borrowers with less-than-stellar credit or little money 
to invest in a down payment to qualify for a mortgage. The implication of all of this is far-
reaching and troubling. African-Americans, Hispanics and low-to-moderate income families tend 
to have lower credit scores and less cash to inject into a home purchase. Accordingly, the new 
and stricter lending paradigm will be felt more by the borrower groups that historically have 
tended to have lower homeownership rates, thus widening a gap that has existed for years. These 
consequences are accruing with very little consideration being given to the question of what 
should the appropriate level of delinquencies be. 

Why Homeownership? 

Over the years, study after study has concluded that homeownership comes with a 
multitude of benefits well beyond the intangible pride and satisfaction that comes from being in 
control of an important circumstance of daily life. Although homeownership has associated costs 
and risks, homeowners generally enjoy substantial financial advantages. The family that owned 
its home in 2010 had a median net worth of $174,500, as compared to families who rented, at 
just $5,100.4 Homeownership alone cannot solve all economic disparities, but it is an effective 
means of working toward that goal. 

The benefits of homeownership extend beyond the financial ones. For instance, it has 
positive effects on the children of homeowners. Children who grow up in owned homes have 
higher academic achievement. As adults, they earn more and are 59% more likely to own their 
own home, extending the benefits of homeownership on to the next generation.  

Society as a whole also benefits from homeownership. People who own their own homes 
participate more often in civic activities and work to improve the local community, and they are 
15% more likely to vote. Lastly, they tend to have greater longevity in a residence, leading to 
more stable neighborhoods. 5 

How Homeownership? 

At the core of every mortgage loan is a promise by the borrower to repay the debt plus 
interest. From the very start of mortgage lending, the lender has undertaken a process to 
determine whether the borrower is “good for the money.” As the lending industry has evolved, 
this process, known as “underwriting the loan,” has become increasingly more sophisticated as 
the underwriter attempts to establish that the borrower has the willingness and capacity to repay 
the debt, and, if he fails, whether the collateral is of sufficient value to satisfy the debt. 

One of the most important developments in loan underwriting has been the establishment, 
refinement and acceptance of numerical credit scores. The use of a numerical index as a 
shorthand indicator of creditworthiness attempts to gauge the likelihood that the borrower will 
repay his debt. The exact formulas used and the weights assigned to individual factors vary by 
company, but generally include the borrower’s history of payment on mortgage, credit card, 
utilities and other consumer debts. The score also takes into account the maximum amount of 
credit available under approved revolving credit facilities, such as home equity lines of credit 
and credit cards, and the current outstanding balances on those lines.  
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The refinement of credit scores allows the industry to look at the overall general 
population along a continuum. Based on raw credit scores, individuals in the United States who 
have such scores break down roughly into the percentages shown in Table 1. 

Table 1 – Credit Scores by Percent of Population6 

FICO Score Percent of Population Cumulative Percent 
of Population 

 800 or More 13% 13% 
 750-799 27% 40% 
 700-749 18% 58% 
 650-699 15% 73% 
 600-649 12% 85% 
 550-599 8% 93% 

 Less than 550 7% 100% 
 

But the likelihood of default does not match the dispersion of credit scores. According to 
the Federal Reserve in a 2007 report, defaults on new loans two years after their origination 
increase exponentially as the credit score of the borrower at the time of origination falls, as the 
data in Table 2 illustrates: 

Table 2 – Default Rate by FICO Scores7 

FICO Score 
 

Default Rate 

720 or more 1.0% 
680-719 4.4% 
640-679 8.9% 
600-639 15.8% 
560-599 22.5% 
520-559 28.4% 

Less than 520 41.0% 
 

The recent release of loan level data by Fannie Mae and Freddie Mac reconfirms the 
conclusions in the 2007 Federal Reserve study. That data includes loss experience after the 
collapse of the real estate industry in 2007. According to an analysis of the Freddie Mac data by 
Amherst Securities, the data show that the correlation between the rapid rise in defaults and 
declining credit scores becomes more pronounced during periods of house price deflation. 8 One 
contributor to this rise is the tendency of borrowers to walk away from their collateral when the 
value of the property falls below the outstanding balance of the mortgage. Increases in defaults 
frequently are exacerbated by the fact that loss severity grows during such periods simply 
because the foreclosure sale brings in lower proceeds when house values decline.  

Servicers are another key player in the borrowing process, although they have historically 
maintained a low profile. A mortgage loan servicer performs several basic functions. After a loan 
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is closed, the servicer tells the borrower how and where to make his monthly mortgage 
payments. As the payments are made over the years, the servicer keeps records of the loan and 
the amount still owed. If the borrower misses a payment, the servicer sends a reminder. In the 
event that the reminders go unheeded, the servicer has the responsibility of providing notice of 
impending foreclosure and then following through with seizure and sale of the home where 
necessary. Typically, the servicer will perform a few other functions to ensure that the value of 
the collateral for the loan, that is, the home, is maintained.  

Trouble in Paradise 

In the early 2000s, conditions seemed ideal for Americans to become owner-occupiers. 
Mortgage interest rates were relatively low, investors seemed to have an unquenchable appetite 
for loans, and originators were highly motivated to produce the loans. Banks and other lenders 
made it easy to qualify by loosening credit standards and creating new loan types that had fewer 
requirements for verification of borrower information. Home values increased steadily and, in 
some parts of the country, rapidly. While the homeownership rate hovered steadily around 64% 
from the late 1960s through 1994, it rose steadily for the next decade and reached an all-time 
high in the United States of 69.2% in 2004.9 Minority homeownership also reached new highs 
during this same period. The rise in ownership levels was accompanied by increased ability to 
withdraw the equity that had accumulated in the home.  

Beginning in 2006, home price appreciation in many areas slowed, then peaked, and then 
began to drop rapidly. Mortgage delinquencies began to increase in 2006. As those delinquencies 
became more and more acute, foreclosure inventories, or the number of homes in the foreclosure 
process, throughout the country began to increase as well.10 By that point, the mortgage 
contagion had spilled over into the broader economy. The economic slump caused decreases in 
the home price index to accelerate. Falling home prices led to more delinquencies and more 
foreclosures. By December 2009, loans in foreclosure, which stood at about 110,000 units in 
December 2006, were up to 350,000 units, an increase of almost 220%. 

Government to the Rescue? 

The Melt-Down in the real estate industry quickly resulted in remedial action at all levels 
of government: federal, state and local. The various efforts on the legislative and regulatory front 
can be broken into three broad groups: steps to protect and promote struggling homeowners, 
steps to “fix” the system to prevent future recurrences, and steps to punish those deemed to be at 
fault for causing the problems in the first place. 

Congress acted with uncharacteristic speed to help those who already had homes and 
mortgages. In July of 2008, Congress passed the Housing and Economic Recovery Act of 2008 
(“HERA”). That legislation was followed in October of the same year by the Emergency 
Economic Stabilization Act (“EESA”). Soon after the passage of EESA, and using funds 
authorized by it, the Treasury Department began injecting massive amounts of capital into the 
economy through the Troubled Asset Relief Program (“TARP”). During the months and years 
following the enactment of HERA and EESA, a series of programs were enacted and funds set 
aside for a variety of relief efforts. State and local authorities got into the act with a host of 
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efforts intended to provide relief for homeowners ranging from foreclosure moratoria to property 
tax abatements.11 

While policymakers at every level have been active in their attempts to help those 
struggling to keep their homes during hard times, they have also been intent upon making sure 
that the mistakes of the past do not recur. On the “fix the system” front, the most far-reaching 
piece of legislation was the Dodd-Frank Wall Street Reform and Consumer Protection Act in 
2010. As it applies to the mortgage industry, the Act generally attempted to rein in non-
traditional mortgage lending. Among other provisions, the Act created two new concepts: the 
Qualified Mortgage (“QM”) and the Qualified Residential Mortgage (“QRM”). In creating the 
QM, Congress hoped to legislate that any “unsafe” mortgage loans would be subject to strict 
“ability to repay” rules. The concept behind QRM loans is that lenders should retain some 
portion of the credit risk in all but the safest loans.12 

Fixing the system has also involved adjustments to loan approval systems. In recognition 
of the higher level of losses, the loan guarantors, Fannie Mae, Freddie Mac, and FHA began to 
raise the fees they charged to issue their guaranties. At the same time that guaranty fees were 
being raised, the same entities were tightening the criteria with which a loan had to comply to 
receive federal credit coverage.  

All of these changes have resulted in stricter underwriting by lenders, causing average 
credit scores of loans produced after 2007 to increase steadily and average loan-to-value ratios to 
fall, as shown in the following table. 

Table 3 – Credit Score and LTV Characteristics of Fannie Mae Loans13 

Year Average 
Credit Score 

LTV Ratio 

2006 716 73.4 
2007 716 75.5 
2008 738 72.0 
2009 761 65.8 
2010 762 65.8 
2011 762 66.6 
2012 761 67.8 

 

One of the immediate results of the rapid declines in home values and increased 
delinquencies was a flight of private capital from the market. By 2012, Fannie Mae, Freddie 
Mac, or Ginnie Mae guaranteed 99.2% of all mortgage-backed securities, which covered more 
than 90% of all single-family mortgage loans originated.14  

Another theme that has permeated the efforts of government regulators and enforcers 
since the housing finance system imploded has been that someone should be punished for what 
happened. Efforts to sanction those responsible for the mortgage crisis have proven difficult. One 
of the biggest obstacles to laying blame lies in the fact that the borrowers received the benefit of 
their bargains.15 While there are a few reported cases of out and out fraud, in the vast majority of 
cases, the borrowers received the proceeds of the loan, either in cash or through the satisfaction 
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of pre-existing debt. Moreover, the borrower signed documents stating that he knew the terms of 
the loan and promising to repay the principal amount, plus interest. In many non-performing 
loans, once the borrower stopped making the agreed upon payments, he stayed in the house for 
an extended period of time without paying anything. Nevertheless, borrowers have, by and large, 
been viewed by policymakers as victims and not culprits in the Melt-Down. 

Further complicating efforts to punish the perpetrators of the Melt-Down was the make-
up of the industry. During the go-go days of 2002 to 2006, brokers originated most of the single 
family mortgages in the United States. Most brokers were thinly capitalized and unevenly 
regulated. Many of the worst actors in that group simply disappeared as the markets unraveled. 
The most successful efforts to punish originators and securitizers who remained have taken three 
forms. First, the FHFA, through Fannie Mae and Freddie Mac, has been very aggressive in 
“putting back” loans – that is requiring the entities that sold them questionable loans to 
repurchase them.16 Second, the SEC, or in some cases larger purchasers of mortgage-backed 
securities, have sought penalties from the securitizers of mortgages for failing to disclose all of 
salient facts about the quality of the loans. Finally, the U.S. Department of Justice has used the 
False Claims Act in unprecedented ways to extract settlements from those companies that 
originated FHA insured loans. More recently, the DOJ has invoked the civil money penalty 
provisions of the Financial Institutions Reform, Recovery, and Enforcement Act to force 
settlements with, and win judgments against, large players.17 

Loan Servicing Out of the Shadows. 

The loan servicing industry has historically been driven by low levels of delinquencies 
and foreclosures. As a result, the industry was totally unprepared for the rapid loan performance 
deterioration that began in 2007. Because of this lack of preparedness, the increase in foreclosure 
activity, and the perceived hardship it was causing borrowers, pressure was exerted on public 
officials to take punitive actions against servicers. Frustrations with loan servicers took on more 
tangible forms in 2010 when it came to light that virtually all servicers were cutting corners in 
the preparation and validation of foreclosure documents, a practice that become known by the 
ominous moniker “robo-signing.” In the fall of 2010, there was an unprecedented effort by the 
attorneys general of all 50 states and over a dozen regulators and agencies within the federal 
government to coordinate efforts to address concerns that servicers were routinely disregarding 
the protections laid out in federal and state laws for consumers at risk of foreclosure. These 
efforts ultimately led to a $25 billion settlement with the five largest servicers announced in 
February 2012.18 

To ensure compliance with the terms of that settlement agreement, servicers were 
required to regularly report compliance to an independent, outside Monitor that reports to the 
attorneys general, with heavy penalties for non-compliance, including missed deadlines. In 
August of 2013, the Monitor submitted his fifth and final progress report regarding the status of 
the settlement. In that report, the Monitor stated that as of the date of the report, “643,726 
borrowers benefited from some type of Consumer Relief totaling $51.332 billion dollars, which, 
on average, represents about $79,742 per borrower.”19  

At the same time the settlement discussions were taking place in the “robo-signing” case, 
the Office of the Comptroller of the Currency and the Federal Reserve were negotiating with the 
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same five servicers and nine others over general servicing practices. Those negotiations led to 
enforcement actions against all fourteen parties in April of 2011. Under these enforcement 
actions, the companies voluntarily entered into consent orders relating to their servicing 
operations. The most important and far-reaching feature of the consent orders was the 
establishment of an independent third-party foreclosure review for all loans that had gone 
through the foreclosure process during the height of the Melt-Down. These reviews were never 
completed. On January 7, 2013, the OCC and Fed announced that they had settled with most of 
the firms subject to the consent order rather than complete the independent foreclosure review.20 

The 2011 consent orders also required a complete review and revamping of mortgage 
servicing procedures at the 14 settling banks. In many cases, these new procedures mirrored the 
procedures required in the robo-signing settlement. In addition, the OCC took action in April 
2013 to extend those procedures to all large and mid-sized national banks. The CFPB also 
announced in January 2013 new servicing rules with similar provisions that would apply to all 
mortgage servicers servicing over 5,000 loans. For all intents and purposes, the provisions of the 
settlement, the consent orders and the CFPB’s rules, when they become final in January 2014, 
will create a new consumer friendly, but very expensive, set of procedures to be followed by 
servicers when dealing with delinquent borrowers. 

“So, we are out of the woods now, right?” 

The Great Recession officially ended with the second consecutive quarter of GDP growth 
in 2009. The real estate markets seemed to stabilize in 2012, and there is evidence that a modest 
recovery has taken hold in 2013. The level of seriously delinquent loans and foreclosures has 
steadily declined since 2008. Policy makers have enacted a series of changes to lending rules and 
servicing rules with the intent of protecting borrowers going forward. It stands to reason that all 
of the improvements and changes would have begun to cause homeownership rates in the United 
States to reverse their downward trend and start showing improvement. Nevertheless, as the 
Harvard Joint Center reports, homeownership has continued to flag throughout the country. The 
Report goes a step further and identifies the most likely culprit in the continuing shrinkage in the 
ranks of homeowners – the mortgage industry. The report concludes that increasingly onerous 
underwriting standards have shut out large numbers of would-be homeowners.21  

To understand why underwriting standards throughout the industry have become so much 
more stringent in recent years, I spoke with the individuals responsible for setting underwriting 
standards in small, medium and large mortgage companies across the country. The smaller 
lenders acknowledged that they are merely playing by the rules set by the larger upstream 
lenders to whom they sell loans. Lenders large enough to package and sell loans to the GSEs 
consistently reported the same reasons for the tightening of underwriting standards: the risk of 
put-backs, changes in loss assumptions, and increased costs. 

At first blush, it would seem that lenders have little motivation to apply underwriting 
criteria more stringent than those required by the entities assuming the credit risk on the loan. 
Today, those entities are government agencies: Fannie Mae, Freddie Mac, FHA, VA, and the 
U.S. Department of Agriculture through its rural housing programs. Currently, those agencies 
ostensibly assume all of the credit risk on more than 90% of all mortgages originated. While 
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those government programs are designed to absorb the risk of non-payment, each of these 
agencies has become much more proactive in avoiding responsibility for bad loans.  

To that end, they have become much more aggressive in recent years in scouring the 
loans that do not perform according to their terms to determine if there were any mistakes made 
in the origination of the loans. If a mistake can be found, no matter how immaterial (from the 
lenders perspective), the agency will require the mortgage banker that applied for the federal 
guaranty or insurance to re-purchase the loan. In addition, some agencies, such as FHA, have 
become much more active in monitoring the performance of loan originators and disqualifying 
them from federal programs if they deem the performance of their book of business to be too 
poor relative to other lenders in the market.  

To compensate for these efforts and to avoid any risk of put-back and repurchase many 
lenders have put in place “credit overlays”. These overlays are enhanced underwriting criteria 
that go beyond the minimums set by the agencies. Virtually all of the large aggregators at the top 
of the mortgage food chain have such criteria, so their effect is felt throughout the mortgage 
distribution system. The intent of applying more stringent rules is, in essence, to buy insurance 
against problems down the road.22 

The New Normal for Losses 

Underwriting models are dynamic and change constantly as new data become available 
or economic conditions change. Pools of loans with quantitative credit profiles are expected to 
perform roughly like previous pools of loans with similar profiles. One result of the real estate 
crisis, however, is that prior loss tables have undergone significant revision.  

Over the six decades preceding the real estate crash in 2007-2008, there were no periods 
in which nation-wide real estate values underwent sustained house price depreciation. By and 
large, with the exception of a handful of local market dislocations and quarterly decreases, home 
prices rose steadily over the preceding 50+ years. Thus, while the actuaries could make 
assumptions about how borrowers would react in times of significant, long-lasting decreases, the 
true test came during the Melt-Down. As the loan level data from Fannie Mae and Freddie Mac 
show, the frequency of non-payment by mortgage borrowers accelerated during the period of the 
recession. Logically, delinquencies should rise during periods of economic stress, as 
unemployment rates rise, but the increases in delinquencies were greater than anyone expected.  

A graphic depiction of this phenomenon can be created by using FICO scores as a proxy 
for credit quality and over-laying expected loan loss curves designed to convey the cumulative 
changes in the assumptions underlying underwriting decisions.  
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Chart 1 - Cumulative Default Rates on Freddie Mac Loans23 
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Much of the blame for this poor performance lies in the overall decline in home values 
after 2006, but the composition of the portfolios was a contributing factor. Many critics have 
suggested that the poor performance of the Fannie Mae and Freddie Mac loan books from 2004 
through 2008, and the ultimate bail-out of those entities, resulted from steps they took to comply 
with the affordable housing goals imposed on them by policy makers. Other recent studies have 
attributed much of the poor performance of loans leading up to the Melt-Down to a recent 
tendency of borrowers to extract as much equity from their homes as possible. Some of the 
increases in delinquencies were caused by programs instituted by policy makers and intended to 
lessen the detrimental effects of the crisis, such as requiring borrowers to be severely delinquent 
to be eligible for loan modifications. Irrespective of the explanation one attaches to the Melt-
Down, the indisputable fact that emerges from the GSEs’ loan-level data is that defaults on loans 
produced after 2005 were significantly greater than those preceding the Melt-Down. 

Changes in the loss models extend beyond the assumptions regarding the likelihood of 
losses. Lenders have also had to revise their assumptions regarding the severity of losses. As one 
would expect, the possibility that collateral values could decline, perhaps significantly, leads to 
the inexorable conclusion that, in the event that the collateral has to be seized and sold during 
such periods of real estate value deflation, the proceeds from the sale will be less and the losses 
will be greater. But there are other factors that have changed expectations of loss severity. 

The new rules regarding servicing of delinquent loans have increased the cost of 
resolving those loans. As pointed out above, the procedures that were enacted as a result of the 
robo-signing scandal are now widely applied throughout the servicing industry. Other rules, 
particularly at the state and local level, continue to evolve. These new rules have the effect of 
increasing the severity of the loss when a loan goes bad. When these factors are considered in 
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light of the data showing that the likelihood of loss grows significantly greater as credit quality 
becomes marginally worse, and that declining property values can magnify this loss severity, the 
net effect is for lenders to become increasingly conservative in their underwriting.  

Many of these changed circumstances and their effect on loan losses are quantifiable. 
Other, more subtle, changes are not. In conversations with loan servicers, one detects a level of 
frustration trying to determine what the rules are when it comes to handling a severely delinquent 
loan. All actions by the servicer are subject to second guessing and hindsight review. For many 
lenders, the best way to avoid this difficult situation, and its concomitant losses and reputational 
risks, is to be even more conservative in the loan underwriting process. In terms of the graphic 
depiction in Chart 1 above, this skittishness pushes the bar further to the right. 

Moving the bar to the right has an effect on many potential borrowers. An increase in 
average FICO scores from 723 to 767 has the effect of excluding roughly an additional 20% of 
potential borrowers. Stated another way, the average FICO score of 767 is higher than that of 
more than 60% of the American population. Most of the excluded folks are credit-worthy and 
will pay their mortgages as promised, but the cost of dealing with the few who will not pay on 
time has caused “the benefit of the doubt” to shift. And the effect of this shifting will be felt 
disproportionately by certain minorities and first time homebuyers.24 

The conservative underwriting standards and overlays applied by lenders have been 
compounded by conservatism in the appraisal industry. Virtually all lending criteria used by 
lenders and the agencies contain a maximum loan to value, or LTV, ratio. The “value” in this 
computation almost always depends on a market value as determined by an appraisal performed 
by a qualified appraiser of the property. At the same time that lenders have been lowering the 
maximum LTV for home loans, appraisers have made achievement of those levels more difficult 
through stingy assessments of value due to rule changes by the GSEs and as a natural response to 
criticism that previous leniency contributed to the Melt-Down. 

The issue of the wide primary/secondary spread in mortgage rates also speaks to the 
seismic changes in the structure of the lending process over the past few years. When asked why 
the spread has widened so dramatically since 2007, lenders point to two factors: increased 
guaranty fees and increased costs to do business. With respect to the former, each of the 
agencies, with the exception of VA and USDA, has raised the cost for a lender to purchase credit 
risk protection. In addition to increases in the cost of credit insurance, the cost to underwrite a 
loan and comply with the myriad of regulations that govern the application, closing, and funding 
process have skyrocketed. Overall, the cost for both large and mid-size lenders to put the average 
mortgage loan on the books has risen from about $2,350 in 2002 to about $4,800 in 2012.25 

These costs are being built into the interest rate on the mortgage through the spread 
between the interest rate the borrower pays and the interest rate that the ultimate owner of the 
loan receives. The chart below shows how that spread has widened since 2006. 
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Chart 226 

 

The implication of these widened spreads is that the increases in loss severity and the cost 
of rule changes after the Melt-Down are being translated directly into higher interest rates being 
paid by new borrowers today. This increase, in turn, means higher monthly payments on the new 
loans. Because all lenders and agencies, as well as the new “Qualified Mortgage” and “Qualified 
Residential Mortgage” definitions, have maximum debt-to-income (“DTI”) rules, the increased 
spread means that fewer prospective borrowers can comply. Once again, the unintended 
consequence of these market changes is fewer loans and fewer owner-occupants. 

Time for a Change? 

Some have suggested that it is time for the United States to reassess its commitment to 
homeownership; that the security of tenure is outweighed by the flexibility that comes with 
renting and that house prices are too volatile for the home to be viewed as a vehicle for wealth 
creation. Whether or not you agree with the conclusion that many borrowers were hapless 
participants in the housing market, such a viewpoint overlooks the undisputed advantages that 
accrue to owning the home in which you raise your family. Individual families, and society as a 
whole, benefit dramatically from policies that encourage ownership. Moreover, an array of 
recent surveys indicates that most American families desire to be owner-occupants.27 

Assuming that the decades-old goal of increasing homeownership is sound, what lessons 
should be gleaned from the last six years? My hope is that a discussion will take place that 
unbundles all the changes that have been layered on the process over the past few years to 
determine whether the benefits gained by a few consumers outweigh the limitations placed on 
the access to credit that apply to a substantially greater number of consumers. We need to rebuild 
a system that encourages lenders and investors to take a chance on borrowers with less than 
pristine credit. 

First and foremost, policy makers need to recognize the merits of the system that 
functioned so well for many decades. Under that system, mortgage originators were encouraged 
to lend to a wider group of borrowers, even though a small slice of that group would wind up 
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losing their homes through foreclosure. It was widely understood that the benefits of moving 
millions of families into homeownership far outweighed the costs incurred by using foreclosure 
to enforce the repayment obligations of the small slice of borrowers who went delinquent. This 
principle does not suggest that every family should be, or desires to be, owners; only that the 
underwriting pendulum has swung too far in the other direction.  

To that end, regulators need to recommit to the principle of personal responsibility as the 
bedrock of the mortgage system. The borrower needs to recognize that he is the party in the 
transaction that is charged with the primary responsibility for determining whether a particular 
loan product and loan amount is suitable given his circumstances, and whether he can reasonably 
expect to be able to repay the loan. While the lender needs to make an independent determination 
whether he will be able to recoup his investment, the borrower is in the best position to know 
whether the loan is right for him and his family.  

The borrower also needs to recognize that a mortgage note reflects his unqualified 
commitment to repay the loan. This promise, as memorialized in the note, is unconditional. It 
does not state that the obligation expires if the value of the property falls below the outstanding 
amount of the loan. Thus, the borrower must recognize and accept that a transaction involving 
leverage entails both obligations and risks. The risk of devaluation of the collateral doesn’t shift 
to the lender when prices fall. If the lender chooses to modify this obligation due to changed 
circumstances, it can do so, but forcing a lender to accept modifications makes all lenders less 
likely to extend credit in the future. 

While the borrower is in the best position to ensure that the loan is suitable and in his best 
interests, lenders have responsibilities, too. The originator of the mortgage owes the borrower a 
duty of good faith and fair dealing, with full and timely disclosure of all relevant characteristics 
of the loan. At the other end of the transaction chain, the lender has an obligation to the investor 
and/or the assumptor of the credit risk to produce a loan that has the specified loan characteristics 
at the time the loan is made. 

The duties owed by the lender to the borrower are spelled out in a host of regulations, 
both federal and state, that govern the lending transaction, the most important of these being the 
federal Truth-In-Lending regulations and the Real Estate Settlement Procedures Act. Of more 
recent vintage are procedures that have been enacted to ensure compliance with these rules, such 
as the SAFE Mortgage Licensing Act of 2008, and the new rules promulgated by the Consumer 
Financial Protection Bureau. 

The parties that assume the credit risk in the transaction have also taken steps to enforce 
their contractual position vis-a-vis the originator. As discussed above, underwriting criteria have 
tightened, required documentation and verifications have increased, and borrowers have been 
restricted in how much equity they can extract from their homes and how they can use the 
proceeds. Of more concern, many investors have chosen to sit on the sidelines unless they can 
pass the credit risk of the transaction on to a governmental entity. Investors appear to be willing 
to assume credit risk in the mortgage market if they can analyze and price that risk, but they 
seem to be unwilling and unable to assume that risk during this time of uncertain and uneven 
application of new regulations and policies. Loan put-back policies at Fannie Mae and Freddie 
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Mac and indemnification requests at FHA are other manifestations of the unsettled market.28 To 
reduce underwriting overlays, regulators need to reduce the uncertainty. 

The rules governing the servicing of delinquent loans provide another opportunity to 
return certainty to the process. Historically, an essential feature of the mortgage transaction has 
been the right and ability of the owner of the loan to seize and liquidate the collateral in an 
orderly fashion if the borrower fails to live up to his end of the bargain. Regulatory and 
legislative efforts to “soften” this process in times of economic stress have caused long-term 
damage to the system. It is important for policy makers to realize that the cost of efforts to ease 
the burden on those who default on their loans is being converted into underwriting criteria that 
affect a much larger group.  

The need for certainty in the process extends to the efforts of regulators to find ways to 
punish those responsible for the mortgage crisis and enforce the rule going forward. The use of 
creative theories of liability is to be applauded in instances of fraud and recklessness. However, 
widespread application of such theories to ordinary business dealings causes general skittishness 
and an unwillingness of lenders to innovate and take chances.  

Policy makers need to recognize that the goal should not be “no bad loans”. Some level 
of loan defaults is inevitable. The emphasis should be on determining what the proper level of 
non-performers is, and to place that credit risk on the parties that have made an economic 
assessment of that risk. Failure to employ enforcement mechanisms with clearly delineated 
“rules of the road” causes a restriction in the pool of borrowers who will get the chance to 
become homeowners. Likewise, enforcement actions that require payments to borrowers without 
evidence that damages have been suffered bring uncertainty to the process, engender moral 
hazard, and undermine the rule of law. 

The overarching principle in all of these recommendations is that care should be given to 
ensure that policies intended to protect those who, for whatever reason, cannot live up to their 
obligation to repay their loan, will not be applied in ways that penalize those who are not parties 
to the transaction. 
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