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Overview & Motivation 

• Little analysis of market structure and specific criteria for evaluating 
policy alternatives in proposals for reforming secondary mortgage 
market (SMM). 

 

• We take a step (or two) toward defining the alternatives in terms of 
economics of market structure and then analyze them in terms of 
efficiency and equity. 

 

• We make explicit the tradeoffs among the various options for 
organizing the SMM. 

 

 



Description of Four Market Structures 
(1) Insurance: 

Insurer insures loans sold 
into security 

(2) Purchase: Buyer buys 
loans, issues security, 

guarantees P&I 

(3) PLS: Issuer 
buys/transfers loans & 
issues security; Trustee 

administers 

(4) Portfolio: 
Lender funds & 
services loans 

Funding 
Mechanism 

TBA, single security issued 
by originator/issuer 

TBA, single security issued by 
buyer 

No TBA, securities 
issued through a trustee 

No TBA, core 
deposits 

Government 
Guarantee? 

Y Y N N/Y 

Underwriting Insurer sets and enforces 
standards; lenders choose 

insurer 

Purchaser sets and enforces 
standards; lenders choose 

buyer 

Issuer sets guidelines; 
lenders choose issuer 

and may vertically 
integrate 

Each lender sets 
own standards 

Pricing of credit 
risk 

Insurer sets pricing Purchaser sets pricing Issuer sets credit 
enhancement in 

conjunction with rating 
agencies; prices set by 

market 

Implicit in price of 
mortgage 

Servicing NPLs Insurer sets servicing 
standards with servicer 

acting as agent 

Purchaser sets servicing 
standards over time with 
servicer acting as agent 

Issuer sets standards 
upfront; Trustee & 
servicer execute 

Lender sets 
standards & 

executes 



Six Criteria to Evaluate SMM Efficiency 
Criteria Description 

1. Cost of Funding Cost of selling loans to investors or raising capital to originate mortgages 

2. Scale Economies- G&A Cost of operating SMM 

3. Market Power “P=MC”, i.e. degree of competition in SMM, whether rent-seeking behavior 
likely to be observed, ability of SMM firms to set prices, likelihood of risk-based 
pricing 

4. Information Costs Degree to which adverse selection and asymmetric information are costly 

5. Innovation Likely pace of innovation in underwriting and servicing (not innovation in terms 
of product variety) 

6. Macroeconomic Stability Whether structure can provide credit “through the cycle” and at what cost; 
Whether structure amplifies/mitigates financial market disruptions to real 
economy 



Ordinal Efficiency Rankings & Considerations 
(1) Insurance (2) Purchase (3) PLS (4) Portfolio 

1. Cost of Funding 2- TBA market but some 
heterogeneity 

1-liquid TBA market 3 – no guarantee or 
TBA 

4 - Core deposits are 
expensive; no separation 
of credit & interest rate 

risks 

2. Scale Economies (G&A) 4 - Competition for 
volume drives up costs 

1 - Standardization and 
scale 

3 – Inability to achieve 
MES in underwriting 

2 – Vertically integrated 

3. Market Power (P=MC) 3 - Some barriers to 
entry and limited 
number of firms 

4 – Monopoly power 
from few firms and 

barriers to entry 

2 –Relatively 
competitive industry 

1 – Competitive industry 

4. Information Costs 3 – Standardization 
reduces agency costs 

2 - control over asset 
reduces agency costs 

4 - very little vertical 
integration 

1 – vertical integration 
addresses many issues 

5. Innovation* 1 2 4 3 

6. Macroeconomic Stability 2 – guarantee & TBA 1 – guarantee & TBA, 
likely TBTF firms 

4 - market procyclical 3 - deposit insurance 
limits procyclicality 

* Here, we follow Aghion et al. (2005) and assume an inverted U-shape between competition and innovation. 

1=Least Expensive, 4=Most Expensive 



No Obvious Dominance, Need Weights 

Each hexagon represents a model.  No 
one model encompasses (dominates) all 
others based on the 6 Efficiency 
Criteria.  So weights matter.  And many 
of the rankings are uncertain/subjective 
based on theory and conjecture, e.g., 
innovation. 

 

 



Equity/Efficiency Tradeoffs Depend on Structure 

• Certain aspects of efficiency may not lead to desirable distributional outcomes. 
For example: 
• Competitive markets tend to drive towards risk-based pricing but many do not want low-

wealth individuals to pay higher prices 
• Competitive markets have fewer rents to distribute 
• Funding advantages of TBA/guarantee should be weighed against average pricing of 

prepayment risk, which leads to lower wealth individuals overpaying for the prepayment 
option. 
 

• Tax and subsidy system is possible, e.g., Housing Trust Fund, but limited by 
competition from non-covered entities. 

 

• Competition and other aspects of efficiency could help with credit rationing 
• While information costs  (adverse selection) leads to a rationing equilibrium, the existence of 

rationing, overrides, and lack of flexible underwriting seem to be an outcome of profit 
satisfying behavior or risk aversion arising from rents earned over time. 



Each structure has own approach to equity 

• Insurance – Efficacy of assigned risk pools unclear 

• Purchase – GSE housing goals have been widely criticized; literature 
finds little effect on credit supply (Ambrose & Thibodeau 2004, 
Gabriel & Rosenthal 2008); Still waiting evidence on Duty to Serve 
Regs and Housing Trust Fund programs 

• PLS – 2000-2007: PLS helped expand credit supply to higher-risk 
borrowers (Green & Wachter 2007, Mian & Sufi), but PLS morphed 
into products that contributed to the Great Recession 

• Portfolio – Some evidence that CRA expands credit supply, including 
among high-risk groups (e.g., Bhutta 2008) 

 



What Is Missing in Current Proposals 

• The current proposals span range of structures. For example: 
• Parrott, Ranieri, Sperling, Zandi and Zigas proposal and the MBA proposal are 

closer to the purchase structure. 

• Bright and DeMarco closer to insurance structure. 

• Implicit weights so far in discussion seem to focus on funding costs 
and less on the other factors. 
• In addition, many of the proposals emphasize protecting existing institutions 

and arrangements (which may be just protecting rents or may be limiting 
transition costs which we don’t consider). 

• Little discussion of how to address equity concerns. 



Concluding Thoughts 

• No dominance so need weighting that will likely reflect political 
environment 

• Innovation important and hard to know how to get, may need explicit 
provisions to address 

• Equity concerns are intertwined with choice of structure, not as add-on 

• Equity concerns may be better addressed in larger context ranging from tax 
policy to local zoning to safety net.  Can’t put burden entirely on SMM. 

• Transition costs – how should these be factored in?  

• Rent seeking…how do we get competition to focus on cost and innovation 
and not DC? 

 

 


