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Abstract

We show that the US residential single-family mortgage-origination
market is highly concentrated once account is taken of the contractual
coordination that arises from the correspondent- and warehouse-
funding channels. We represent these channels as a network, using
the flow of loans through three strata of the loan origination market:
origination, aggregation, and securitization. We develop a network
representation of the origination market and demonstrate that it is
a small world, in that most nodes are close in the network. We then
rank-order the interlinked aggregators and securitizers using ex post
mortgage foreclosure rates as a proxy for performance. Our findings
suggest that these significant interlinkages in the mortgage-origination
network represent a previously underappreciated source of systemic
risk. Many apparently atomistic mortgage underwriters are, in fact,
coordinated to act in parallel because of their funding relationships
with the large, too-big-to-fail bank holding companies.
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1. INTRODUCTION

The US residential single-family mortgage market is large in terms of the number of employees
and the dollar volume of annual mortgage origination. Between 2004 and 2006, in the lead up to
the financial crisis, the average origination volume per year was $2.97 trillion (see http://www.
insidemortgagefinance.com/issues/imfpubs_ibcl/2007_11_IAM/news/1000006305-1.html). In
2006, there were 975 thousand employees working for entities that were directly involved in
mortgage lending' and another 1.3 million employees working for commercial banks and
real estate investment trusts (REITs), where the direct involvement in mortgage lending is not
known.? Surprisingly, despite the size of the industry and its role in the current financial crisis,
there are no studies to our knowledge that consider the overall competitive structure of the
industry, controlling for the ownership and contractual funding arrangements that exist be-
tween firms.

We analyze the competitive structure of residential mortgage origination in the United States,
focusing on five aspects of the market: (@) overall mortgage-origination activity; (b) the com-
petitive structure of the local geography of mortgage origination; (c) the sources of capital flows
used to fund the mortgage-origination pipeline; (d) the performance (measured via foreclosure
rates) of the loans over the funding channels; and (e) the interrelationships among the mortgage
originators, their funding sources, and the entities that securitize their loans. To capture the fifth
aspect, we build on the methodology of Eisenberg & Noe (2001) and Stanton, Walden & Wallace
(2013), and develop a network representation of the mortgage-origination market.

The residential-mortgage market involves a wide variety of firms, including commercial banks,
savings banks, savings and loan institutions (thrifts), mortgage companies (MCs), REITs, mort-
gage brokers, and credit unions. The Home Mortgage Disclosure Act (HMDA) surveys provide
information on the loan-level origination activity of entities that originate loans; the geographic
location of these entities can be identified using the HMDA lender file, which has information on
corporate affiliations.> We link these data with regulatory data; industry surveys conducted by
Inside Mortgage Finance; and loan-level mortgage-origination, securitization, and performance
data. Linking these data allows us to accurately account for the capital flows that support the
underwriting and funding decisions of the originators that report to HMDA.

Although there are many firm types in the industry, residential mortgages are underwritten
and processed through two origination channels: retail and wholesale (see the Consumer Finance
Protection Bureau’s Mortgage Origination Examination Procedures as detailed here: http://
www.consumerfinance.gov/wp-content/uploads/2012/01/Mortgage-Origination-Examination-
Procedures.pdf). Retail origination is defined as mortgage origination in which the underwriting
and funding processes are carried out by the labor and capital of a single originator, or the
consolidated subsidiary of a single originator.

ISee Bureau of Labor Statistics (http://www.bls.gov/data/#employment). We define the direct mortgage industry as NAICS
522120 (federal savings institutions/savings institutions, except federal), NAICS 522190 (federal credit unions/state credit
unions), NAICS 522292 (mortgage bankers/mortgage brokers, using own money), and NAICS 522310 (mortgage brokers
arranging for loans, using money of others).

2See Bureau of Labor Statistics (http://www.bls.gov/data/#employment) for NAICS 522110 (commercial banking) and
NAICS 525900 (REITs).

*The HMDA surveys account for approximately 90% of mortgage origination in the United States (see Engel & McCoy
2011). HMDA reporting is not required for institutions with assets (when combined with the assets of any parent corporation)
that are below $10 million on the preceding December 31 or institutions that originate 100 or more home purchase loans
(including refinancings of home purchase loans) in the preceding calendar year (see http://www.ffiec.gov/hmda/pdf/
2010guide.pdf).
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Wholesale originations are defined as either originations or loan purchases for which the
origination and underwriting processes are handled in whole, or in part, by the labor and capital of
another party. There are also two types of wholesale lending, broker and correspondent, defined
by the degree of autonomy that the originating party exercises over the underwriting and funding
processes. Wholesale broker lending usually involves a more limited level of autonomy, because
brokers generally do not make the final credit decision nor do they fund the loan. In addition,
the underwriting process involves a precommitment to a wholesale lending agreement with
the wholesale lender before the broker may take applications from consumers. A hybrid form
of this wholesale lending type is called table funding. With table funding, the broker originates
the loan as the lender of record and then, immediately after the loan closes, the broker assigns
the loan to a purchaser, who is the wholesale lender. Thus, the wholesale lender provides the
funding for the loan under table funding. The loan documents, however, show the broker as
the creditor.

The second type of wholesale lending is called correspondent lending. Correspondents can be
MCs, REITs, or depositories. They originate and deliver loans determined by the underwriting
standards (usually an advance commitment on the loan structure and price) set by the wholesale
lender. Correspondents exercise full control over the underwriting and funding processes of loan
origination, and they are legally the creditor of record. Wholesale lenders usually require that their
correspondents enter into a written correspondent lending agreement before the correspondent
may originate loans for sale to the wholesale lender. Usually, correspondents must meet a mini-
mum net worth requirement, and they must have the ability to fund their own loans either through
their depository or by using warehouse lines of credit.

A final important variant of wholesale correspondent lending is the warehouse line of credit
provided by warehouse lenders. The warehouse line of credit is a short-term, revolving line of
credit provided to the correspondent for funding its mortgage-origination pipeline from the date of
the loan closing, when the borrower is funded, to the sale of the mortgage into the secondary
mortgage market. The revolving line includes a repurchase commitment on each funded loan,
which requires the line to be paid off upon the sale of the loan by the correspondent, upon se-
curitization. The repurchase commitments usually require that the collateral be repaid within 30 to
45 days. Correspondents that originate using warehouse lines also exercise full control over the
underwriting and funding processes of the loan origination and are legally the creditor of record.
Prior to the crisis, correspondent funding for origination was based on short-term borrowing using
asset-backed commercial paper; warehouse lines of credit; and, in the case of depositories, bor-
rowings from the Federal Reserve Banks and advances from the Federal Home Loan Banks.
Correspondents are crucially dependent on the cost and availability of short-term funding as well
as the pricing and liquidity of the secondary mortgage market.

By 2006, approximately 63% of all residential single family mortgages were originated
through the wholesale channel and approximately 53% of wholesale origination was through
correspondent relationships.* Because the large bank, thrift, and nondepository holding com-
panies aggregate almost all home mortgages through retail originations, warehousing, or cor-
respondent channels, the US residential mortgage market is more highly concentrated than it
appears through a simple accounting of the market shares of mortgage originators. The important
economic considerations are the effects of this market concentration and whether the efficiency
gains from scale dominate the competitive losses.

*See Inside Mortgage Finance, May 25, 2007, p. 3 (http://www.insidemortgagefinance.com/).
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To address these issues, we represent the residential mortgage market as a network using the
flow of loans and funding through three strata of the loan origination market: origination,
correspondent/aggregation, and securitization. We hypothesize that these contractual linkages
will result in strong relationships between (ex ante and ex post) quality and risk profiles of
intermediaries with network positions, in stark contrast to a simple count of institutions, and we
find that these networks show high levels of market concentration. We demonstrate the eco-
nomic consequences of these interlinkages through the ex post mortgage performance of firms
within the networks, and we identify channels by which risk appears to propagate through the
networks.

We focus on the 2006 mortgage-origination channels because we seek to identify the simi-
larities and differences in the funding flows between the conventional, conforming mortgage
market, which was securitized by Fannie Mae and Freddie Mac, and the Alt-A, high balance and
subprime mortgage market, which was securitized through private-label securitization. The
private-label securitization market collapsed in 2007 and has not recovered.

The article is organized into six sections. Section 2 discusses the operational characteristics
and regulatory supervision of the many types of institution engaged in residential single-family
mortgage lending in the United States. Section 3 maps two measures of the geographic con-
centration of mortgage origination—origination per capita and a Herfindahl-Hirschman Index
(HHI)—for the three primary lender types: banks, thrifts, and (affiliated and unaffiliated) MCs.
Section 4 discusses the corporate ownership structures of the industry, presents the contractual
structures that link smaller originators to correspondent and warehouse lenders, and provides
a brief case study for New Century Financial Corporation. Section 5 presents a network rep-
resentation of the origination, aggregation, and securitization channels of the mortgage market.
Section 6 concludes.

2. MORTGAGE ORIGINATORS

Figure 1 presents the HMDA breakdown of US residential single-family mortgage origination (in
thousands of dollars) by type of institution. It shows the self-reported charter of the institution that
made the funding decision for loans originated from 2000 to 2010. The blue segments represent the
loan origination of banks,” which represented 45.45% of all mortgage originations in 2006. The
red segments are the originations of thrift institutions,® which made up 18.37% of loan origination
in 2006. The origination by credit unions and their subsidiaries is shown in green. This accounted
for only 2% of origination in 2006, and, as such, is not discussed. The purple segments are in-
dependent MCs, and the orange segments represent the origination of MCs affiliated with
a depository institution.” Overall, the mortgage origination by affiliated and unaffiliated MCs
comprised 30.02% of all single-family residential lending in 2006; by 2008, most MCs affiliated
with bank and thrift holding companies had closed.

The mortgage origination industry operates within the dual (state and federal) supervisory
system of the banking industry established by the National Bank Act of 1863. Under the dual

This includes originations by commercial banks, commercial bank subsidiaries, subsidiaries of commercial bank holding
companies, liquidated commercial banks, and the subsidiaries of liquidated commercial banks.

®This includes originations by thrift institutions, thrift institution subsidiaries, the subsidiaries of thrift holding companies,
and liquidated thrift institutions.

"HMDA identifies affiliated mortgage companies as subsidiaries where the holding company parent has a greater than 0%
and 50%, or less, ownership position.
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Figure 1

Mortgage originator activity by the banks, thrifts, mortgage companies, and credit unions as reported in the 2006 panel of the
HMDA data. Abbreviations: HMDA, Home Mortgage Disclosure Act; MC, mortgage company.

supervisory system, there is a federal system based on national bank charters and a state system
based on state charters. There are three different types of bank charter, corresponding to the three
different primary federal regulators: the Office of the Comptroller of the Currency (OCC), the
Federal Deposit Insurance Corporation (FDIC), and the Federal Reserve System (FRS). Federally
chartered banks and their branches are known as National Banks (NA) and are primarily char-
tered and supervised by the OCC (see Engel & McCoy 2011). The FDIC regulates state-chartered
banks that are not members of the FRS.

Prior to October 19, 2010, and after the passage of the Financial Institutions, Reform, Re-
covery and Enforcement Act of 1989, thrift institutions were regulated by the Office of Thrift
Supervision (OTS). After the financial crisis, under the mandate of Section 312 of the Dodd-Frank
Wall Street Reform and Consumer Protection Act of 2010, the OCC took over the functions of the
OTS. The OTS no longer exists.

MCs are the most diverse group of mortgage originators. They include mortgage bankers, large
mortgage brokers that use their own money for origination, and REITs. Since 2004, MCs, even
those affiliated with large bank or thrift holding companies, tend to be regulated by either the OCC
or the US Department of Housing and Urban Development (HUD) (Engel & McCoy 2011). In
addition to the MCs, who report to HMDA, there are also mortgage brokers, who do not report to
HMDA. These are firms or individuals who do not make the funding decisions for loans, but
instead intermediate between borrowers and lenders. Because they are not reported in HMDA, the
origination activities of these entities cannot be directly tracked at the loan level. Mortgage brokers
are regulated by the states (Pahl 2007).

www.annualreviews.org * Industry and the Residential Mortgage Market — 19.5



arfe6Wallace

ARI

20 October 2014 10:39

19.6

In the early 1990s, all banks and thrifts had to obey state mortgage and consumer protection
laws, and nonbank MCs had to comply with the same laws. In 1996, the OTS issued two pre-
emption rules, under which federal thrifts and their subsidiaries were exempted from many state
mortgage laws. In 2004, the OCC issued a preemption rule giving national banks the ability to
exercise “incidental powers” for activities such as lending and deposit taking, thus preempting all
state laws that obstruct, impair, or condition the business of banking. Again, many of these laws
involved consumer protection (Ding et al. 2010, OCC 1998). The mixing of federal preemption
and charter competition among the various regulatory agencies appears to have led to incon-
sistencies in the implementation of examination rules for mortgage lending, probably because of
differences in regulatory design and incentives (Agarwal et al. 2012). It also allowed mortgage
originators to actively shop for regulators (Rosen 2003, 2005) and to engage in a “race to the
bottom” for subprime lenders (Kane 1989, Calomiris 2006).

3. THE ECONOMIC GEOGRAPHY OF MORTGAGE ORIGINATION

In addition to the regulatory trends discussed above, the passage of the Riegle-Neal Act of 1994
and the Gramm-Leach-Bliley Act of 1999 further relaxed intrastate and interstate branching
regulation. (These outcomes are also consistent with rent-seeking theories of regulation; see Stigler
1971, Shleifer & Vishny 1999.) These changes coincided with the introduction by large banks of
new technologies in mortgage lending, such as call centers and automated underwriting, and the
weeding out of weak banks (Jayaratne & Strahan 1998, Kroszner & Strahan 1999). Because of the
special nature of insured depositories, competition policies have been a focus of much research and
policy debate. In the nonfinancial sector, competition policy has mainly focused on economic
efficiency (competitive pricing). For financial institutions, there is another important dimension:
systemic risk. Theoretical predictions and empirical results on the link between competition among
financial institutions, risk-taking, and stability are ambiguous. But overall they suggest that an
intermediate degree of bank competition is optimal. Too much competition erodes the charter
values of financial institutions and creates incentives for risk-taking; too little competition reduces
efficiency and may lead to the too-big-to-fail problem (Allen & Gale 2004, Beck et al. 2010,
Claessens 2009).

Surprisingly, given the important role played by mortgage lenders in the financial crisis, there
are few studies of competition and financial stability among mortgage lenders. Rosen (2011) uses
HMDA and servicer data to study how competition among mortgage lenders affected the quality
of mortgage-loan origination characteristics. He finds that, on average, the commercial banks
originated safer loans (measured via the contractual terms of the loans) than did the independent
MCs. Tenenbaum & Waters (2011) use the HMDA data to analyze the spatial patterns of
subprime lending (high-coupon lending) and find that nonlocal banks and independent MCs
appeared to have made the same underwriting decisions as local banks. Scharfstein & Sunderam
(2013) find that more highly concentrated local lending markets exhibited a lower sensitivity of
mortgage rates to government-sponsored enterprise (GSE) mortgage-backed security (MBS)
yields. All of these papers rely on the HMDA definition of mortgage originators as entities that
independently make the underwriting and funding decisions for newly originated mortgages.
Importantly, they do not consider how these firms obtain the capital that they need to in-
dependently underwrite and fund these loans, nor do the loan-level HMDA surveys account for
correspondent lending.

Figure 2 shows the mortgages in 2006 issued per head in each county of the lower 48 states. The
allocation to county is based on the address of the lending institution (rather than the address of the
underlying property). The map was created with Python’s Matplotlib Basemap mapping toolkit
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Figure 2

Data for loan counts per head (banks, thrifts, and mortgage companies) from 2006.

using loan-count data for 9.4 million mortgages, 1.3 million issued by thrifts, 3.8 million by banks,
and 4.2 million by MCs.® The figure shows that origination rates are highest in large urban areas.
However, there are particularly high origination levels in Southern California, Arizona, Nevada,
and Florida. Even within these states some counties, such as Riverside, San Bernardino, and
Washoe County, Nevada (Reno), have especially high levels of mortgage origination compared
with the rest of the country. Clearly, some counties had extremely high levels of origination per
capita, a feature of the precrisis mortgage-origination market that has been explained by Mian,
Sufi & Trebbi (2011) and Mian & Sufi (2009) as a credit-push cause of the crisis.

This per capita evaluation of mortgage origination, however, does not provide a clear picture of
the competitive structure of the local origination markets. We therefore compute the HHI for the

8Because our interest is in the local markets for loan originators, we follow the methodology of Loutskina & Strahan (2009)
and update the HMDA data in various ways to obtain an accurate address for each local originator. To obtain the true
addresses and ownership structure, we merge the Reports of the Conditions and Income (FFIEC004) with the Survey of
Deposits to determine the agency code and the respondent identification number that corresponds to each HMDA lender ID.
We then merge these data with the HMDA lender file. This last merge gives us the corporate membership linkages for all of the
local mortgage originations thatare banks. For the thrifts and their branches, we follow a similar merging strategy, but without
the merge to the Survey of Deposits. For the mortgage companies, we use the address reported in HMDA for the unaffiliated
mortgage companies, and we use a merge with the National Establishment Time-Series database for the missing addresses of
the remaining affiliated mortgage companies.
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originators by county,” defined as the sum of squared market shares of the loan counts of single-
family mortgage origination within a county in 2006 for each of the MCs, banks, and thrifts that
originated mortgages in that county. For a county with a single originating institution, the HHI
would equal one, whereas in a perfectly competitive, atomistic market, the HHI would approach
zero. Figure 3 shows that, with the exception of parts of Texas, lower-population areas tend to
have higher levels of market concentration. The markets with the highest concentrations of
mortgage originations per capita also have many different competing entities and ownership
structures.

Our measurement of the market concentration levels within local geographies across the
United States follows the prior literature in using HMDA loan-level survey data. HMDA’s narrow
definition of originators, as independent entities that underwrite and fund the loan in their own
name, will always overestimate the level of competition in the industry. This overestimate will arise
because the HMDA definition ignores the importance of the wholesale funding channels that
determine the supply of capital available for the origination activities of the small depository and
nondepository MCs. Because mortgage origination and securitization take time, capital is required
to both fund the loans themselves and to warehouse the loans before they can be sold to a cor-
respondent or to a secondary mortgage market securitizer. The available wholesale lending chan-
nels provide a menu of exposure and reward for entities that bear the origination pipeline risk,
the time between when the contractual features of the loan are locked in with the borrower and
the loan is funded, and the risks associated with securitizing the loans or funding the loans.
Accounting for the capital funding channels and these risk-sharing mechanisms requires other
data sources to reveal how the activities of many apparently independent originators are highly
coordinated and regulated by the contractual relationships between the wholesale and warehouse
lenders and the originators.

4. CORPORATE LINKAGES AMONG US MORTGAGE ORIGINATORS

Figure 4 presents the corporate organizational structure for the residential mortgage-origination
market in 2006. As shown, the mortgage-origination flows are organized within five strata of
influence: (a) the independents, either depositories or nondepository MCs; (b) the depositories and
subsidiaries; (c) the bank and thrift holding companies; (d) the regulators; and (e) the securitization
channels. (Mortgage brokers are not shown because, following the logic of HMDA, these entities
do not make the underwriting and funding decisions in mortgage origination.) Direct ownership
(or partial ownership) channels between these strata are shown by red dashed lines. Black dashed
lines connect the regulators to their respective regulated entities. Blue dashed lines are the primary
securitization channels, and green dashed lines represent the contractual mortgage-origination
funding channels from the correspondent lenders and the warehouse lenders to the independent
MCs and depositories who make the underwriting and funding decision, as reported by HMDA.

Asshown in Figure 4, the bank and thrift holding companies usually have ownership, or partial
ownership, control over their depositories and their branches, their affiliated MC subsidiaries, and
their warehouse and correspondent lending subsidiaries. The independent depositories and the
MCs making the underwriting and funding decisions for loans, as reported in HMDA, have
important contractual linkages with the bank and thrift holding companies through the corre-
spondent and mortgage warehouse subsidiaries. Within the table-funded correspondent channel,

“The deposit HHI has long been a standard tool used in the antitrust oversight of bank mergers (see Cetorelli & Strahan 2006;
Berger, Demsetz & Strahan 1999).
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Figure 3

Data from the Herfindahl-Hirschman Index (banks, thrifts, and mortgage companies) for 2006.

the independent depositories and the MCs originate and fund mortgages in their own name and
then immediately sell their loans under precontracted purchasing agreements with the corre-
spondent lenders.'® Within the warehouse-lending channel, the independent depositories and the
MC:s also originate and fund the mortgages in their name. However, the MCs actually fund the
loans using credit facilities provided by the warehouse lenders, which are subsidiaries of bank,
thrift, or investment bank (not shown) holding companies. These contractual funding channels
introduce important elements of systemic risk associated with short-term liquidity risk and with
counterparty exposures among the mortgage originators and their funders.

As presented in Figure 4, in 2006 there were two important securitization channels: the GSE’s
(Fannie Mae and Freddie Mac) securitization of conventional conforming loans and the private
shelf securitization channel. In contrast to GSE securitization, private-label MBS are subject to the
registration requirements of federal securities laws. To offer and sell these securities, there must
be a sponsor who files a registration statement with the US Securities and Exchange Commission
(SEC). This statement must meet the disclosure, content, and procedural requirements of the

10Commitments to purchase when-issued mortgage loans held for sale by the correspondent are reported as derivative
positions on the FR Y-9C of the bank holding company. The notional value of the commitment is reported as an over-the-
counter written option on Schedule HC-L. The fair value of the derivative contracts is reported as either other assets or
liabilities on the balance sheet. Commitments to purchase when-issued mortgage loans held for investment are instead
reported as other commitments on the off-balance sheet schedule (HC-L, item 9), as reported by the Statistics Division of
the New York Federal Reserve Bank.

www.annualreviews.org * Industry and the Residential Mortgage Market — 19.9



arfe6Wallace ARI 20 October 2014 10:39

\
I
| Securitization channels : [ GSE securitization } [ Shelf securitization }
\ o oo~ P _—
. /‘(\ R SSs=ool SRR
~ ST~ e N
e~ / \ N - N - RN - , 7 O ~
\ u ~ ~ 2N
I | ’ N ~ , < N
| Regulator . Regula/tor: FRS, OT):; S S ~ Regulat\c)l%:,OCC,HUD N
\ ol \ N ;N ~ N (RS
’ , T \ AN / N ~ \ N NN
/ ! \ N / N N \ N [N SN
/ ! \ N \ N \ AN \ AN N
/ ! \ Nd N AP N 1 \ s
U L ! 4 N N N N I \ N
; \ 7 | Warehouse lender: N AN AN \ N
| BHCs or THCs : ! Holding company | - - - - master repurchase - NN J \ \
! | T~ NN N \ \
Cemmm e - - z T PSR Gl e VTS AN T \ \
I -7 RN | B \ ~ o Mo Y \ \
", N T~o T -- SN T \ \ \
2 N ~ o -~ N AN A \ \
1 N T~ \ T-=lv NERN \ \
I’ """""" \ S Y | \
<
| Depositories and subs : Depository Depository Wholesale lender MC uQ \\\\ ,' “
b - ’ T~ 7 A !
L7 S N \ [
1
/ . Independent |
/ \ - MC I
ST T TS T T T T T T T \ 1
! In nden In nden N
| Independents | depe.det dependent N /
N ! depository MC /
------------ ’ Independent |/
depository
Figure 4

Organizational structure of mortgage origination flows in 2006: The underwriting agents, the regulators, and the funding and
securitization channels. Abbreviations: BHC, bank holding companies; FRS, Federal Reserve System; GSE, government-sponsored

enterprise; HUD, US Department of Housing and Urban Development; MC, mortgage company; OCC, Office of the Comptroller of
the Currency; OTS, Office of Thrift Supervision; THC, thrift holding companies.

Securities Act of 1933. When private-label issuers file a registration statement to register an is-
suance of a real estate mortgage investment conduit (REMIC) security, they typically use what is
called a shelf registration. These registrations are specific to sponsors that are usually subsidiaries
of bank, thrift, or investment bank holding companies (see the Secondary Mortgage Market
Enhancement Act, the SEC amended Rule 415 of the Securities Act, known as the shelf rule).
Mortgages acquired by the correspondent lenders within the large bank holding companies went
to both private-label and GSE securitization. The warehouse-lending channel was also securitized
through both the GSE and the private-label (shelf securitization) channels.

4.1. Contractual Linkages

As shown in Figure 4, warehouse lenders provide mortgage-origination capital through ware-
house lines of credit called master repurchase agreements (MRAs). MR As are revolving lines of
credit where a warehouse lender arranges a loan facility to an independent MC or depository.'*
The mortgage originator uses the revolving lines to fund the mortgages that it originates in its own
name. The warehouse lender then simultaneously purchases an interest in the mortgage, which is
subject to a commitment to repurchase the loan from the originator within 30 days. The warehouse
lender perfects its interest in the collateral (the note), usually through assignment or through
UCC-1. [A perfected security interest in the mortgage note automatically perfects a security interest

""In 2006, most of the warehouse-lending activity for subprime and Alt-A mortgages was securitized through the private-label

market. Currently, the MRA funding structure is widely used for conventional conforming mortgage origination that is
intended for GSE securitization.
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in the underlying mortgage (see UCC §§9-203(g), 9-308(e)).] The originator pays a haircut for each
dollar of loan balance originated,'* as well as an interest payment, typically priced at London
Interbank Offered Rate (LIBOR) plus a spread. The lines are structured such that the newly
originated loan collateral held in the facility must be sold within the next 30 to 45 days. Unsold
loans held for more than 45 days are subject to further margin calls and mark-to-market charges.
These fees can rapidly increase the cost of the MRA to the mortgage originator by 500-600 basis
points. Once the mortgage originator sells the loan into the securitized market, through either
private-label or GSE securitization, the proceeds from the sale are repaid to the warehouse lender,
releasing the capacity of the facility for future lending.

Under the Basel II Advanced Approach used by the largest banks in 2006, the warehouse
lenders were allowed to look through the facility to the underlying collateral. However, in a recent
supervisory memorandum, ' the OCC reiterated its position that MR As should be accounted for
by the warehouse lender as a loan to a mortgage originator rather than as a true-sale purchase
of individual mortgage loans.'® Surprisingly, even today large warehouse lenders continue to
consider assets generated by their mortgage warehouse division as loans held for sale, with risk
weights applicable under current regulations for mortgage loans (50% for qualifying mortgages
or 20% for loans guaranteed by the FHA or VA)."> The MRA accounting for the mortgage
originators is always treated as debt.

Another reason for the prevalence of MRAs in structuring mortgage warehouse facilities (both
currently and in 2006) involves the treatment of these facilities under the Bankruptcy Abuse
Prevention and Consumer Protection Act of 2005 (BAPCPA)."® Under BAPCPA, MRAs qualify as
repurchase agreements, so the collateral can be safe harbored upon bankruptcy of the coun-
terparty. Because the warehouse lender usually has a perfected interest in the unsold mortgage
collateral within the facility, the exemption from automatic stay enables them to take over the
collateral upon the default of the mortgage originator. The warehouse lender can then immediately
sell its interests in the mortgage loans to repay the related advances, repurchases, and other
obligations of the mortgage originator (Schweitzer, Grosshandler & Gao 2008).

The MRAs continue to be treated as collateralized lending by many lenders, despite the recent
insistence by the OCC that they do not qualify as true sales under generally accepted accounting
principles (GAAP). Their treatment as repurchase agreements under BAPCPA and their eligibility
for exemption from automatic stay guarantees the warehouse lender significant speed and free-
dom to liquidate collateral and close down the facilities. The MRA covenants also allow the
warehouse lender the right to close down the facility and take over the collateral due to triggers tied
to the economic performance of the originator or due to the inability of the originator to make
margin calls associated with holding loans seasoned for more than 45 days. Given the contractual
features of the MRAs, the warehouse lender typically has an incentive to focus on counterparty

12The haircut is charged as a percentage of balance, such that less than 100% of the loan would be funded, or owned, by the
warehouse lender. In 2006, these haircuts ranged between 95% and 100%.

13See Supervisory Memorandum, the Comptroller of the Currency, December 18, 2012 (http://www.occ.gov/).

4The OCC Memorandum criticized warehouse lenders that incorrectly accounted for their MRAs as purchased loans with
a 50% risk weight allowed for qualifying mortgages and argued, instead, that the MRA should be recognized as a financing
transaction (i.e., a warehouse line of credit) with a 100% risk weight. Warehouse lines have the additional restriction that there
are legally binding limits for these programs by counterparty exposure.

13See the December 2012 10-K for a large current warchouse lender, Texas Capital Bancshares, Inc. (https://www.sec.gov/
Archives/edgar/data/1077428/000119312513068855/0001193125-13-068855-index.htm).

16See Pub. L. 1098, 119 Stat. 23, enacted April 20, 2005 (http://www.gpo.gov/fdsys/granule/STATUTE-119/STATUTE-
119-Pg23/content-detail.html).
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risk and the liquidity of the mortgage collateral, rather than on the underwriting quality of any
given loan. (A further reason for this focus is that the put-back options for all loans that are sold
out of the facility remain with the originator given that the originator underwrote and funded the
loan in its own name.) As a result, these facilities are vulnerable to systemic slowdowns in the
liquidity of whole loan sales into the secondary mortgage market, the aggressive margining
requirements on seasoned loans that are intended to guarantee that these funding sources are short
term (usually less than 30 days), and even short-term performance weakness of the counterparties.
Without reliable demand for whole loans in the secondary mortgage market, whether from the
GSEs or (in 2006) from private-label securitization, the MRA funding structure for mortgage
origination is quite vulnerable to runs.

4.2. New Century Financial Corporation

New Century Financial Corporation was the largest independent MC in 2006. Figure 5 pro-
vides a schematic. As shown, New Century operated a warehouse-lending entity, New Century
Warehouse Corporation, which provided funding to smaller independent MCs and brokers. It also
operated a mortgage correspondent entity, New Century Mortgage Corporation, with divisions
that originated mortgages through a network of 14,000 brokers and purchased loans from MCs.
New Century Mortgage Corporation and New Century Warehouse Corporation were regulated
by HUD. From 2004 until its bankruptcy in 2007, New Century Financial Corporation operated
as a REIT. New Century’s REIT status provided it with substantial shelter from federal income
taxes at the corporate level. However, to maintain its federal income tax exemptions as a REIT,
New Century was required to distribute at least 90% of its annual taxable income to its
shareholders. As a result, New Century had limited capacity to accumulate the capital needed for
its mortgage origination and purchasing operations.

By 2005, New Century was reliant on the warehouse lenders shown in Figure 5."” More than
75% of New Century’s $16.35 billion of warehouse-lending capacity was structured as MRAs and
47% of this capacity was committed to unsold mortgages as of December 31, 2005 (see http://
www.secinfo.com/dR7Km.v8d.p.htm). Although the exact contractual feat