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For Sean, and Dawn


CAST OF CHARACTERS

THE MORTGAGE MEN

Ameriquest

Roland Arnall Founder of ACC Capital Holdings, the parent company of Ameriquest. A subprime lending pioneer who became a billionaire. His first company, Long Beach Mortgage, spawned more than a dozen other subprime companies.

Aseem Mital Ameriquest veteran who became CEO in 2005.

Ed Parker Mortgage veteran hired in 2003 to investigate lending fraud in Ameriquest’s branches.

Deval Patrick Assistant attorney general who led the government’s charge against Long Beach in 1996, only to join Ameriquest’s board in 2004.

Country wide Financial

Stanford Kurland President and COO. Long seen as Mozilo’s successor, he left the company in 2006.

David Loeb Co-founder, president, and chairman. Stepped down in 2000.

John McMurray Countrywide’s chief risk officer.

Angelo Mozilo Co-founder and CEO until 2008. Dreamed of spreading homeownership to the masses. Became a billionaire in the process, but couldn’t resist pressure to enter the subprime mortgage business.

David Sambol The head of Countrywide’s sales force. Aggressively pushed Countrywide to keep up with subprime lenders.

Eric Sieracki Longtime Countrywide employee who was named CFO in 2005.

Primary Residential

Dave Zitting Old-school mortgage banker who steered clear of subprime lending.

Ownit

Bill Dallas Founder of Ownit, a subprime company in which Merrill Lynch held a 20 percent stake.

THE FINANCIAL INSTITUTIONS

American International Group (AIG)

Steve Bensinger CFO under Martin Sullivan from 2005 to 2008.

Joe Cassano CEO of AIG Financial Products from 2001 to 2008.

Andrew Forster One of Cassano’s chief deputies in London.

Al Frost AIG-FP marketer at the center of the multisector CDO deals that put AIG on the hook for $60 billion of subprime exposure.

Maurice R. “Hank” Greenberg AIG’s CEO from 1968 to 2005. Forced to resign by Eliot Spitzer.

Gene Park AIG-FP executive who noticed the early warning signs on multisector CDOs.

Tom Savage CEO of AIG-FP from 1994 to 2001.

Howard Sosin Founder of AIG-FP. Ran it from 1987 to 1993.

Martin Sullivan Succeeded Greenberg in 2005. Forced out by the board in 2008.

Robert Willumstad Sullivan’s successor as CEO until the financial crisis hit four months later.

Bear Stearns

Ralph Cioffi Bear Stearns hedge fund manager. His two funds—originally worth $20 billion—went bankrupt in the summer of 2007 because of their subprime exposure.

Matthew Tannin Cioffi’s partner. Cioffi and Tannin were tried for fraud and found not guilty.

Steve Van Solkema Analyst who worked for Cioffi and Tannin.

Fannie Mae

Jim Johnson CEO from 1991 to 1998. Perfected Fannie’s take-no-prisoners approach to regulators and critics.

Daniel Mudd CEO from 2005 to 2008.

Franklin Raines CEO from 1999 to 2004. Forced to step down over an accounting scandal.

Goldman Sachs

Josh Birnbaum Star trader who specialized in the ABX index.

Lloyd Blankfein Current CEO.

Craig Broderick Current chief risk officer.

Gary Cohn Current president and COO.

Jon Corzine Senior partner who convinced the partnership to go public. Replaced by Hank Paulson within days of the IPO.

Steve Friedman Co-head of Goldman Sachs with Robert Rubin.

Dan Sparks Head of the Goldman mortgage desk from 2006 to 2008.

Michael Swenson Co-head of the structured products group under Sparks.

John Thain Co-COO under Paulson until 2003.

Fabrice Tourre Mortgage trader under Sparks. Later named as a defendant in the SEC’s suit against the company.

David Viniar CFO.

J.P. Morgan

Mark Brickell Lobbyist who fought derivatives regulation on behalf of J.P. Morgan and the International Swaps and Derivatives Association. President of ISDA from 1988 to 1992.

Till Guldimann Executive who led the development of Value at Risk modeling and shared VaR with other banks.

Blythe Masters Derivatives saleswoman who put together J.P. Morgan’s first credit default swap in 1994.

Sir Dennis Weatherstone Chairman and CEO from 1990 to 1994.

Merrill Lynch

Michael Blum Executive charged with purchasing a mortgage company, First Franklin, in 2006. Served on Ownit’s board.

John Breit Longtime Merrill Lynch risk manager who specialized in evaluating derivatives risk.

Ahmass Fakahany Co-president and COO under CEO Stanley O’Neal.

Greg Fleming Co-president—with Fakahany—until O’Neal’s resignation in 2007.

Dow Kim Head of trading and investment banking until 2007.

David Komansky O’Neal’s predecessor as CEO.

Jeffrey Kronthal Oversaw Merrill’s mortgage trading desk under Kim. Fired in 2006.

Dale Lattanzio Chris Ricciardi’s successor as the leader of Merrill Lynch’s CDO business.

Stan O’Neal CEO from 2002 to 2007. Created the culture that allowed the buildup of Merrill Lynch’s massive exposure to securities backed by subprime mortgages.

Tom Patrick CFO under Komansky and executive vice chairman under O’Neal. Seen as O’Neal’s ally until O’Neal fired him in 2003.

Chris Ricciardi Head of Merrill’s CDO team from 2003 to 2006. While at Prudential Securities in the mid-1990s, worked on one of the first mortgage-backed CDOs.

Osman Semerci Installed as global head of fixed income, reporting to Kim, in 2006. Fired in 2007.

Arshad Zakaria Head of global markets and investment banking. Considered a close ally of O’Neal until forced out in August 2003.

Moody’s

Mark Adelson Longtime Moody’s analyst and co-head of the asset-backed securities group whose skepticism was at odds with Brian Clarkson’s vision for the agency. Quit in 2000.

Brian Clarkson Co-head of the asset-backed securities group who aggressively pursued market share. Named president in 2007.

Eric Kolchinsky Managing director in charge of rating asset-backed CDOs. Oversaw the rating process for John Paulson’s Abacus deal.

Raymond McDaniel CEO.

THE PIONEERS

Larry Fink Devised the idea of “tranching” mortgage-backed securities to parcel out risk. Underwrote some of the first mortgage-backed securities for First Boston in the 1980s. Later founded BlackRock and served as a key government adviser during the financial crisis.

David Maxwell Fannie Mae’s CEO from 1981 to 1991. Important player in the early days of mortgage securitization.

Lew Ranieri Salomon Brothers bond trader who helped invent the mortgage-backed security in the 1980s.

THE REGULATORS

Attorneys General

Prentiss Cox Head of the consumer enforcement division in the Minnesota attorney general’s office from 2001 to 2005.

Tom Miller Iowa attorney general who fought predatory lending.

Eliot Spitzer New York State attorney general from 1999 to 2006.

Commodity Futures Trading Commission

Brooksley Born Chair of the CFTC from 1996 to 1999. Attempted to increase oversight of derivatives dealers.

Wendy Gramm Chair of the CFTC from 1988 to 1993.

Michael Greenberger Director of the CFTC’s division of trading and markets under Born.

United States Congress

Richard Baker Louisiana congressman who introduced a bill to reform Fannie Mae and Freddie Mac in 1999.

James Bothwell Author of two key General Accounting Office reports, one criticizing Fannie and Freddie and the other calling for regulation of derivatives.

Charles Bowsher Head of the GAO from 1981 to 1996. Bothwell’s ally.

Phil Gramm Chairman of the Senate banking committee from 1989 to 2003. Opposed regulation of derivatives. The “Gramm” in Gramm-Leach-Bliley, the law that abolished the Glass-Steagall Act.

Jim Leach Chair of the House banking committee from 1995 to 2001. Criticized Fannie and Freddie. The “Leach” in Gramm-Leach-Bliley.

Department of Housing and Urban Development

Andrew Cuomo HUD secretary from 1997 to 2001. Crossed swords with Jim Johnson. Increased Fannie and Freddie’s affordable housing goals.

Armando Falcon Jr. Director of the Office of Federal Housing Enterprise Oversight from 1999 to 2005. Outspoken critic of Fannie and Freddie, the two institutions his office was charged with regulating.

Jim Lockhart Director of OFHEO from 2006 to 2008.

Department of the Treasury

John Dugan Comptroller of the currency starting in 2004.

Gary Gensler Former Goldman executive who became assistant Treasury secretary under Robert Rubin. Testified in favor of Baker’s bill. Current chairman of the U.S. Commodity Futures Trading Commission.

James Gilleran Director of the Office of Thrift Supervision from 2001 to 2005.

John “Jerry” Hawke Comptroller of the currency from 1998 to 2004.

Henry “Hank” Paulson Jr. Treasury secretary from 2006 to 2009. Previously chairman and CEO of Goldman Sachs.

John Reich Director of the OTS from 2005 to 2009.

Robert Rubin Treasury secretary from 1995 to 1999. Previously co-chairman of Goldman Sachs.

Bob Steel Undersecretary for domestic finance in 2006. Former Goldman vice chairman brought to Treasury by Paulson.

Larry Summers Treasury secretary from 1999 to 2001. Rubin’s deputy before that. Along with Rubin and Alan Greenspan, the third member of “the Committee to Save the World.”

Federal Deposit Insurance Corporation

Sheila Bair Current chair of the FDIC. Assistant Treasury secretary for financial institutions from 2001 to 2002.

Donna Tanoue Chair of the FDIC from 1998 to 2001.

Federal Reserve

Ben Bernanke Chairman of the Federal Reserve starting in 2006.

Timothy Geithner President of the New York Federal Reserve from 2003 to 2009.

Edward “Ned” Gramlich Federal Reserve governor from 1997 to 2005. Long-time head of the Fed’s committee on consumer and community affairs under Alan Greenspan.

Alan Greenspan Chairman of the Federal Reserve from 1987 to 2006.

Securities and Exchange Commission

Christopher Cox Chairman from 2005 to 2009.

Arthur Levitt Chairman from 1993 to 2001.

THE SKEPTICS

Michael Burry California hedge fund manager who began shorting mortgage-backed securities in 2005.

Robert Gnaizda Former general counsel of the public policy group Greenlining Institute who called for scrutiny of unregulated lenders.

Greg Lippman Deutsche Bank mortgage trader. One of the few Wall Street traders to turn against subprime mortgages early on.

John Paulson Hedge fund manager who made $4 billion buying credit default swaps on subprime mortgage-backed securities.

Andrew Redleaf Head of the Minneapolis-based hedge fund Whitebox Advisors. Used credit default swaps to short the subprime mortgage market in 2006.

Josh Rosner Former Wall Street analyst who grew skeptical of the housing boom. Published a research paper entitled “A Home without Equity Is Just a Rental with Debt” in 2001.


KEY ACRONYMS

ABCP: Asset-backed commercial paper. Very short-term loans, allowing firms to conduct their daily business, backed by mortgages or other assets. Part of the “plumbing” of Wall Street.

ABS: Asset-backed securities. Bonds comprising thousands of loans—which could include credit card debt, student loans, auto loans, and mortgages—bundled together into a security.

AIG: American International Group.

ARM: Adjustable-rate mortgage.

CDOs: Collateralized debt obligations. Securities that comprise the debt of different companies or tranches of asset-backed securities.

CDOs Squared: Collateralized debt obligations squared. Securities backed by tranches of other CDOs.

CFTC: Commodities Futures Trading Commission. Government agency that regulates the futures industry.

CSE: Consolidated supervised entities. An effort by the Securities and Exchange Commission in 2004 to create a voluntary supervisory regime to regulate the big investment bank holding companies.

FCIC: Financial Crisis Inquiry Commission. Commission charged by Congress with investigating the causes of the financial crisis.

FDIC: Federal Deposit Insurance Corporation. Government agency that insures bank deposits and takes over failing banks. Also plays a supervisory role over the banking industry.

FHA: Federal Housing Administration.

GAO: General Accounting Office. Government agency that conducts investigations at the request of members of Congress.

GSEs: Government-sponsored enterprises. Washington-speak for Fannie Mae and Freddie Mac.

HOEPA: The Homeownership and Equity Protection Act. A 1994 law giving the Federal Reserve the authority to prohibit abusive lending practices.

HUD: Department of Housing and Urban Development. Sets “affordable housing goals” for Fannie Mae and Freddie Mac.

LTCM: Long-Term Capital Management. Large hedge fund that collapsed in 1998.

MBS: Mortgage-backed securities.

NRSROs: Nationally Recognized Statistical Ratings Organizations. The three major credit rating agencies, Moody’s, Standard & Poor’s, and Fitch, were granted this status by the government.

OCC: Office of the Comptroller of the Currency. The primary national bank regulator.

OFHEO: Office of Federal Housing Enterprise Oversight. Fannie Mae’s and Freddie Mac’s regulator from 1992 to 2008.

OTS: Office of Thrift Supervision. Regulated the S&L industry, as well as certain other financial institutions, including AIG.

PWG: President’s Working Group on Financial Markets. Consists of the secretary of the Treasury and the chairmen of the Securities and Exchange Commission, the Federal Reserve, and the Commodities Futures Trading Commission.

REMIC: Real Estate Mortgage Investment Conduit. The second of two laws passed in the 1980s to aid the new mortgage-backed securities market by enabling such securities to be created without the risk of dire tax consequences.

RMBS: Residential mortgage-backed securities. Securities backed by residential mortgages, rather than commercial mortgages.

RTC: Resolution Trust Corporation. Government agency created to clean up the S&L crisis.

SEC: Securities and Exchange Commission. Regulates securities firms, mutual funds, and other entities that trade stocks on behalf of investors.

SMMEA: Secondary Mortgage Market Enhancement Act. The first of two laws passed in the 1980s to aid the new mortgage-backed securities market

SIV: Structured investment vehicle. Thinly capitalized entities set up by banks and others to invest in securities. By the height of the boom, many ended up owning billions in CDOs and other mortgage-backed securities.

VaR: Value at Risk. Key measure of risk developed by J.P. Morgan in the early 1990s.


Prologue

Stan O’Neal wanted to see him. How strange.

It was September 2007. The two men hadn’t talked in years, certainly not since O’Neal had become CEO of Merrill Lynch in 2002. Back then, John Breit had been one of the company’s most powerful risk managers. A former physicist, Breit had been the head of market risk. He reported directly to Merrill’s chief financial officer and had access to the board of directors. He specialized in evaluating complex derivatives trades. Everybody knew that John Breit was one of the best risk managers on Wall Street.

But slowly, over the years, Breit had been stripped of his authority—and, more important, his ability to manage Merrill Lynch’s risk. First O’Neal had tapped one of his closest allies to head up risk management, but the man didn’t seem to know anything about risk. Then many of the risk managers were removed from the trading floor. Within the span of one year, Breit had lost his access to the directors and was told to report to a newly promoted risk chief, who, alone, would deal with O’Neal’s ally. Breit quit in protest, but returned a few months later when Merrill’s head of trading pleaded with him to come back to manage risk for some of the trading desks.

In July 2006, however, a core group of Merrill traders had been abruptly fired. Most of the replacements refused to speak to Breit, or provide him the information he needed to do his job. They got abusive when he asked about risky trades. Eventually, he was exiled to a small office on a different floor, far away from the trading desks.

Did Stan O’Neal know any of this history? Breit had no way of knowing. What he did know, however, was that Merrill Lynch was in an awful lot of trouble—and that the company was still in denial about it. He had begun to hear rumblings that something wasn’t right on the mortgage desk, especially its trading of complex securities backed by subprime mortgages—that is, mortgages made to people wuth substandard credit. For years, Wall Street had been churning out these securities. Many of them had triple-A ratings, meaning they were considered almost as safe as Treasury bonds. No firm had done more of these deals than Merrill Lynch.

Calling in a favor from a friend in the finance department, Breit got ahold of a spreadsheet that listed the underlying collateral for one security on Merrill’s books, something called a synthetic collateralized debt obligation squared, or synthetic CDO squared. As soon as he looked at it, Breit realized that the collateral—bits and pieces of mortgage loans that had been made by subprime companies—was awful. Many of the mortgages either had already defaulted or would soon default, which meant the security itself was going to tumble in value. The triple-A rating was in jeopardy. Merrill was likely to lose tens of millions of dollars on just this one synthetic CDO squared.

Breit started calling in more favors. How much of this stuff did Merrill Lynch have on its books? How bad was the rest of the collateral? And when in the world had all this happened? Pretty soon he had the answers. They were worse than he could possibly have imagined. Merrill Lynch had a staggering $55 billion worth of these securities on its books. They were all backed by subprime mortgages made to a population of Americans who, in all likelihood, would never be able to pay those loans back. More than $40 billion of that exposure had been added in the previous year, after he had been banished from the trading floor. The reckless behavior this implied was just incredible.

A few months earlier, two Bear Stearns hedge funds—funds that contained the exact same kind of subprime securities as the ones on Merrill’s books—had collapsed. Inside Merrill, there was a growing nervousness, but the leaders of the mortgage desk kept insisting that its losses would be contained—they were going to be less than $100 million, they said. The top brass, including O’Neal, accepted their judgment. Breit knew better. The losses were going to be huge—there was no getting around it. He began to tell everybody he bumped into at Merrill Lynch that the company was going to have to write down billions upon billions of dollars in its subprime-backed securities. When the head of the fixed-income desk found out what Breit was saying, he called Breit and screamed at him.

Stan O’Neal had also heard that Breit had a higher estimate for Merrill Lynch’s potential losses. That is why he summoned Breit to his office.

“I hear you have a model,” O’Neal said.

“Not a model,” Breit replied. “Just a back-of-the-envelope calculation.” The third quarter would end in a few weeks, and Merrill would have to report the write-downs in its earnings release. How bad did he think it would be? O’Neal asked. “Six billion,” said Breit. But he added, “It could be a lot worse.” Breit had focused only on a small portion of Merrill’s exposure, he explained; he hadn’t been able to examine the entire portfolio.

Breit would never forget how O’Neal looked at that moment. He looked like he had just been kicked in the stomach and was about to throw up. Over and over again, he kept asking Breit how it could have happened. Hadn’t Merrill Lynch bought credit default swaps to protect itself against defaults? Why hadn’t the risk been reflected in the risk models? Why hadn’t the risk managers caught the problem and stopped the trades? Why hadn’t Breit done anything to stop it? Listening to him, Breit realized that O’Neal seemed to have no idea that Merrill’s risk management function had been sidelined.

The meeting finally came to an end; Breit shook O’Neal’s hand and wished him luck. “I hope we talk again,” he said.

“I don’t know,” replied O’Neal. “I’m not sure how much longer I’ll be around.”

O’Neal went back to his desk to contemplate the disaster he now knew was unavoidable—not just for Merrill Lynch but for all of Wall Street. John Breit walked back to his office with the strange realization that he—a midlevel employee utterly out of the loop—had just informed one of the most powerful men on Wall Street that the party was over.


1

The Three Amigos

The seeds of financial disaster were sown more than thirty years ago when three smart, ambitious men, working sometimes in concert—allies in a cause they all believed in—and sometimes in opposition—competitors trying to gain advantage over each other—created a shiny new financial vehicle called the mortgage-backed security. In the simplest of terms, it allowed Wall Street to scoop up loans made to people who were buying homes, bundle them together by the thousands, and then resell the bundle, in bits and pieces, to investors. Lewis Ranieri, the messianic bond trader who ran the Salomon Brothers mortgage desk and whose role in the creation of this new product would be immortalized in the best-selling book Liar’s Poker, was one. Larry Fink, his archrival at First Boston, who would later go on to found BlackRock, one of the world’s largest asset management firms, and who served as a key adviser to the government during the financial crisis, was another. David Maxwell, the chief executive of the Federal National Mortgage Association, a quasi-governmental corporation known as Fannie Mae, was the third. With varying degrees of fervor they all thought they were doing something not just innovative but important. When they testified before Congress—as they did often in those days—they stressed not (heaven forbid!) the money their firms were going to reap from mortgage-backed securities, but rather all the ways these newfangled bonds were making the American Dream of owning one’s own home possible. Ranieri, in particular, used to wax rhapsodically about the benefits of mortgage-backed securities for homeowners, claiming, correctly, that the investor demand for the mortgage bonds that he and the others were creating was increasing the level of homeownership in the country.

These men were no saints, and they all knew there were fortunes at stake. But the idea that mortgage-backed securities would also lead inexorably to the rise of the subprime industry, that they would create hidden, systemic risks the likes of which the financial world had never before seen, that they would undo the connection between borrowers and lenders in ways that were truly dangerous—that wasn’t even in their frame of reference. Or, as Ranieri told Fortune magazine after it was all over: “I wasn’t out to invent the biggest floating craps game of all time, but that’s what happened.”

It was the late 1970s. The baby boom generation was growing up. Boomers were going to want their own homes, just like their parents. But given their vast numbers—there were 76 million births between 1949 and 1964—many economists worried that there wouldn’t be enough capital to fund all their mortgages. This worry was exacerbated by the fact that the main provider of mortgages, the savings and loan, or thrift, industry, was in terrible straits. The thrifts financed their loans by offering depositors savings accounts, which paid an interest rate set by law at 5¾ percent. Yet because the late 1970s was also a time of high inflation and double-digit interest rates, customers were moving their money out of S&Ls and into new vehicles like money market funds, which paid much higher interest. “The thrifts were becoming destabilized,” Ranieri would later recall. “The funding mechanism was broken.”

Besides, the mortgage market was highly inefficient. In certain areas of the country, at certain times, there might be a shortage of funds. In other places and other times, there might be a surplus. There was no mechanism for tapping into a broader pool of funds. As Dick Pratt, the former chairman of the Federal Home Loan Bank Board, once told Congress, “It’s the largest capital market in the world, virtually, and it is one which was sheltered from the normal processes of the capital markets.” In theory at least, putting capital to its most efficient use was what Wall Street did.

The story as it would later be told is that Ranieri and Fink succeeded by inventing the process of securitization—a process that would become so commonplace on Wall Street that in time it would be used to bundle not just mortgages but auto loans, credit card loans, commercial loans, you name it. Ranieri named the process “securitization” because, as he described it at the time, it was a “technology that in essence enables us to convert a mortgage into a bond”—that is, a security. Fink developed a key technique called tranching, which allowed the securitizer to carve up a mortgage bond into pieces (tranches), according to the different risks it entailed, so that it could be sold to investors who had an appetite for those particular risks. The cash flows from the mortgages were meted out accordingly.

The truth is, though, that the creation of mortgage-backed securities was never something Wall Street did entirely on its own. As clever and driven as Fink and Ranieri were, they would never have succeeded if the government hadn’t paved the way, changing laws, for instance, that stood in the way of this new market. More important, they couldn’t have done it without the involvement of Fannie Mae and its sibling, Freddie Mac, the Federal Home Loan Mortgage Corporation. The complicated interplay that evolved between Wall Street and these two strange companies—a story of alliances and feuds, of dependency and resentments—gave rise to a mortgage-backed securities market that was far more dysfunctional than anyone realized at the time. And out of that dysfunction grew the beginnings of the crisis of 2008.

[image: ]

Almost since the phrase “The American Dream” was coined in the early 1930s, it has been synonymous with homeownership. In a way that isn’t true in most other countries, homeownership is something that the vast majority of Americans aspire to. It suggests upward mobility, opportunity, a stake in something that matters. Historically, owning a home hasn’t just been about taking possession of an appreciating asset, or even having a roof over one’s head. It has also been a statement about values.

Not surprisingly, government policy has long encouraged homeownership. The home mortgage interest deduction is a classic example. So is the thirty-year fixed mortgage, which is standard in only one other country (Denmark) and is designed to allow middle-class families to afford monthly mortgage payments. For decades, federal law gave the S&L industry a small interest rate advantage over the banking industry—the housing differential, this advantage was called. All of these policies had unswerving bipartisan support. Criticizing them was political heresy.

Fannie Mae and Freddie Mac were also important agents of government homeownership policy. They, too, were insulated from criticism. Fannie Mae, the older of the two, was born during the Great Depression. Its original role was to buy up mortgages that the Veterans Administration and the Federal Housing Administration were guaranteeing, thus freeing up capital to allow for more government-insured loans to be made.

In 1968, Fannie was split into two companies. One, nicknamed Ginnie Mae, continued buying up government-insured loans and remained firmly a part of the government. Fannie, however, was allowed to do several new things: it was allowed to buy conventional mortgages (ones that had not been insured by the government), and it was allowed to issue securities backed by mortgages it had guaranteed. In the process, Fannie became a very odd creature. Half government enterprise, it had a vaguely defined social mandate from Congress to make housing more available to low- and middle-income Americans. Half private enterprise, it had shareholders, a board of directors, and the structure of a typical corporation.

At about the same time, Congress created Freddie Mac to buy up mortgages from the thrift industry. Again, the idea was that these purchases would free up capital, allowing the S&Ls to make more mortgages. Until 1989, when Freddie Mac joined Fannie Mae as a publicly traded company, Freddie was actually owned by the thrift industry and was overseen by the Federal Home Loan Bank Board, which regulated the S&Ls. People in Washington called Fannie and Freddie the GSEs, which stood for government-sponsored enterprises.

Here’s a surprising fact: it was the government, not Wall Street, that first securitized modern mortgages. Ginnie Mae came first, selling securities beginning in 1970 that consisted of FHA and VA loans, and guaranteeing the payment of principal and interest. A year later, Freddie Mac issued the first mortgage-backed securities using conventional mortgages, also with principal and interest guaranteed. In doing so, it was taking on the risk that the borrower might default, while transferring the interest rate risk from the S&Ls to a third party: investors. Soon, Freddie was using Wall Street to market its securities. Volume grew slowly. It was not a huge success.

Though a thirty-year fixed mortgage may seem simple to a borrower, mortgages come full of complex risks for investors. Thirty years, after all, is a long time. In the space of three decades, not only is it likely that interest rates will change, but—who knows?—the borrowers might fall on hard times and default. In addition, mortgages come with something called prepayment risk. Because borrowers have the right to prepay their mortgages, investors can’t be sure that the cash flow from the mortgage will stay at the level they were expecting. The prepayment risk diminishes the value of the bond. Ginnie and Freddie’s securities removed the default risk, but did nothing about any of these other risks. They simply distributed the cash flows from the pool of mortgages on a pro rata basis. Whatever happened after that, well, that was the investors’ problem.

When Wall Street got into the act, it focused on devising securities that would appeal to a much broader group of investors and create far more demand than a Ginnie or Freddie bond. Part of the answer came from tranching, carving up the bond according to different kinds of risks. Investors found this appealing because different tranches could be jiggered to meet the particular needs of different investors. For instance, you could create what came to be known as stripped securities. One strip paid only interest; another only principal. If interest rates declined and everyone refinanced, the interest-only strips could be worthless. But if rates rose, investors would make a nice profit.

Sure enough, parceling out risk in this fashion gave mortgage-backed securities enormous appeal to a wide variety of investors. From a standing start in the late 1970s, bonds created from mortgages on single-family homes grew to more than $350 billion by 1981, according to a report by the Securities and Exchange Commission. (By the end of 2001, that number had risen to $3.3 trillion.)

Tranching was also good for Wall Street, because the firms underwriting the mortgage-backed bonds could sell the various pieces for more money than the sum of the whole. And bankers could extract rich fees. Plus, of course, Wall Street could make money from trading the new securities. By 1983, according to Business Week, Ranieri’s mortgage finance group at Salomon Brothers accounted for close to half of Salomon’s $415 million in profits. Along with junk bonds, mortgage-backed bonds became a defining feature of the 1980s financial markets.

Tranching, however, was not the only necessary ingredient. A second important factor was the involvement of the credit rating agencies: Moody’s, Standard & Poor’s, and, later, Fitch Ratings. Ranieri pushed hard to get the rating agencies involved, because he realized that investors were never going to be comfortable with—or, to be blunt, willing to work hard enough to understand—the intricacies of the hundreds or thousands of mortgages inside each security. “People didn’t even know what the average length of a mortgage was,” Ranieri would later recall. “You needed to impose structures that were relatively simple for investors to understand, so that they didn’t have to become mortgage experts.” Investors understood what ratings meant, and Congress and the regulators placed such trust in the rating agencies that they had designated them as Nationally Recognized Statistical Ratings Organizations, or NRSROs. Among other things, the law allowed investors who weren’t supposed to take much risk—like pension funds—to invest in certain securities if they had a high enough rating.

Up until then, the rating agencies had built their business entirely around corporate bonds, rating them on a scale from triple-A (the safest of the safe) to triple-B (the bottom rung of what was so-called investment grade) and all the way to D (default). At first, they resisted rating these new bonds, but they eventually came around, as they realized that rating mortgage-backed securities could be a good secondary business, especially as the volume grew. Very quickly, they became an integral part of the process, and so-called structured finance became a key source of profits for the rating agencies.

And the third thing Ranieri and Fink needed in order to make mortgage-backed securities appealing to investors? They needed Fannie Mae and Freddie Mac.
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At around the same time Ranieri and Fink were trying to figure out how to make mortgage-backed securities work, Fannie Mae was going broke. It was losing a million dollars a day and “rushing toward a collapse that could have been one of the most disastrous in modern history,” as the Washington Post later put it. As interest rates skyrocketed, Fannie found itself in the same kind of dire trouble as many of the thrifts, and for the same reason. Unlike Freddie Mac, which had off-loaded its interest rate risk to investors, Fannie Mae had kept the thirty-year fixed-rate mortgages it bought on its books. Now it was choking on those mortgages. Things got so bad that it had a “months to go” chart measuring how long it could survive if interest rates didn’t decline. It had even devised a plan to call on the Federal Reserve to save it if the banks stopped lending it money.

Two things saved Fannie Mae. First, the banks never did stop lending it money. Why? Because their working assumption was that Fannie Mae’s status as a government-sponsored enterprise, with its central role in making thirty-year mortgages possible for middle-class Americans, meant that the federal government would always be there to bail it out if it ever got into serious trouble. Although there was nothing in the statute privatizing Fannie Mae that stated this explicitly—and Fannie executives would spend decades coyly denying that they had an unspoken government safety net—that’s what everyone believed. Over time, Fannie Mae’s implicit government guarantee, as it came to be called, became a critical source of its power and success.

The second thing that saved Fannie Mae was the arrival, in 1981, of David Maxwell as its new chief executive. Maxwell’s predecessor, a former California Republican congressman named Allan Oakley Hunter, was not particularly astute about business, nor were the people around him. During the Carter administration, when he should have been focusing on the effects of rising interest rates on Fannie’s portfolio, he had instead spent his time feuding with Patricia Harris, Carter’s secretary of Housing and Urban Development.

Like Hunter, Maxwell had once been a Republican. A Philadelphia native, he graduated from Yale, where he was a champion tennis player, and then Harvard, where he studied law, before joining the Nixon administration as general counsel of HUD. When he was approached to run Fannie, he was living in California, running a mortgage insurance company called Ticor Mortgage, and he’d converted to the Democratic Party because he felt that in California that was the only way to have any influence. “I was a businessman,” Maxwell says now. A businessman was exactly what Fannie Mae needed. Jim Johnson, the Democratic power broker who succeeded Maxwell as Fannie’s CEO in the 1990s, would later say that he “stabilized the company as a long-term force in housing finance.” Judy Kennedy, an affordable housing advocate who worked for Freddie Mac as a lobbyist in the late 1980s, puts it more grandly. She calls Maxwell a “transformative figure.”

Maxwell was gracious and charming—the sort of man who sent handwritten notes, opened his office door to all his employees, and took boxes of books with him to read on vacation—but he was also incredibly tough, with blue eyes that could turn steely cold. He did not tolerate mediocrity. He couldn’t afford to. “He was fighting for the survival of the company, and anyone, no matter what level, who was not up to the task left or was asked to leave,” says William “Bill” Maloni, who spent two decades as Fannie’s chief lobbyist. During Maxwell’s ten-year reign, Fannie had four presidents and burned through lower-level executives. When Maxwell retired, the company’s head of communications made a video that showed corporate cars moving in and out of Fannie’s offices with body bags in the trunks.

Maxwell immediately began running Fannie in a more businesslike fashion. He tightened the standards for the loans that Fannie bought. He put in new management systems. Under Hunter, Fannie used to buy mortgages as much as a year in advance. That meant that lenders had time to see where interest rates were going, then shove off only unprofitable loans on Fannie. Maxwell changed that, too.

What he couldn’t change was the combination of resentment and envy that Washington felt toward Fannie Mae. There was, Maxwell says, “tremendous disdain” for Fannie. “All over Washington, there were people doing stressful, important jobs for not a lot of money, and here was this place on Wisconsin Avenue where people did work that wasn’t any more challenging—and yet, by Washington standards, they made huge amounts.” He remembers taking his wife to a dinner party shortly after he arrived in town. “By the time we left, she was in tears, and I was close!” he later recalled.

Fannie’s ostentatious headquarters didn’t help. Under Hunter, the company had moved from modest digs on Fifteenth Street to a building in Georgetown that resembled a giant mansion. The front section had been occupied by an insurance company; to build the back to match perfectly, Fannie had a brickyard reopened specifically to supply the proper brick. “To many people, it was a living symbol of power and arrogance,” says Maxwell.

Yet for all their resentment, people were envious of Fannie Mae’s employees. They all wanted cushy jobs there—so they could get rich, too. “It happened over and over again,” Maxwell says. “The same people who had power over you, whether they were congressional staffers or HUD employees or even members of Congress, wanted jobs and would unabashedly seek them. If you didn’t hire them, then you had enemies.”

Like Ranieri, Maxwell sang from the hymnal of homeownership. He’d later say that another reason for his conversion to the Democratic Party was his irritation at Republican attitudes toward affordable housing. Under Maxwell, Fannie created an office of low- and moderate-income housing, and the company helped pioneer the first deals that used the low-income housing tax credit program to create affordable rental housing. But he also understood that homeownership was Fannie’s trump card: it’s what made the company untouchable. Under Maxwell, Fannie also began to trumpet its contributions to affordable housing in advertisements. In addition, Fannie’s press releases began to describe it, and Freddie, as “private taxpaying corporations that operate at no cost to taxpayers.”

Also like Ranieri, Maxwell saw how critical mortgage-backed securities were to the future of the housing market—and to his company’s bottom line. For Fannie, selling mortgage-backed securities was a way not only to get risk off its own books, but to earn big fees. Mortgage-backed securities represented an opportunity for Fannie to become even more central to the housing market than it already was, because the GSEs were the natural middleman between mortgage holders and Wall Street. If Fannie grabbed hold of that role—and kept it for itself—a profitable future was assured.

In public settings, Ranieri and Maxwell were generous in their praise for each other. “I think he’s a genius, synonymous with Wall Street’s entrance into mortgage finance,” Maxwell told an audience of savings and loan executives in 1984. “David, as much as I, understood the implications of what I was trying to do,” says Ranieri today. “He was my ally. We needed them and they needed us.”

But under the surface, it was always an uneasy alliance. Ranieri was part of Wall Street. No one on the Street wanted to cede huge chunks of possible profit to the GSEs. “David and I jockeyed,” Ranieri acknowledges. “The intellectual argument was, what should the government do? What should it be allowed to win at?” A person close to Ranieri put it more bluntly: “Despite his alliance with Fannie and Freddie, [Ranieri] was against them.” He wanted Fannie and Freddie to have, at best, a junior role. Maxwell wanted to prevent Wall Street from shutting Fannie Mae out, and he wanted to establish the primacy of the GSEs in this new market. For all the noble talk about helping people buy homes, what ensued was really a fight about money and power.

What made Fannie and Freddie indispensable in the new mortgage market was one simple fact: the mortgages they guaranteed were the only mortgages investors wanted to buy. After all, the GSE guarantee meant that the investors no longer had to worry about the risk that homeowners would default, because Fannie and Freddie were assuming that risk. For some investors, GSE-backed paper was the only type of mortgage they were even allowed to buy. In many states, it was against the law for pension funds to purchase “private” mortgage-backed securities. But it was perfectly okay for them to buy mortgage securities backed by the GSEs, because those were treated like obligations from the government. States, meanwhile, had blue sky laws designed to prevent investment fraud, meaning that Wall Street firms had to register with each of the fifty states to sell mortgage-backed deals, a process they had to repeat on every single deal. Mortgage-backed securities issued by the GSEs were exempt from blue sky laws. In 1977, in one of the earliest efforts to put together a mortgage-backed securities deal, Salomon Brothers developed a bond made up of Bank of America mortgages. It was a bust. After that, almost all the early deals were ones in which Fannie and Freddie were the actual issuers of the mortgage-backed securities, while Wall Street was essentially the marketer.

Even before the advent of mortgage-backed securities, Fannie and Freddie had the reputation of being “difficult, prickly, and willing to throw their weight around at a senior level,” according to one person who had regular dealings with them. It didn’t matter. They couldn’t be shut out of the market, because they were the market. By June 1983, the government agencies had issued almost $230 billion in mortgage-backed securities, while the purely private sector had issued only $10 billion. That same year, Larry Fink and First Boston pioneered the very first so-called collateralized mortgage obligation, or CMO, a mortgage-backed security with three radically different tranches: one with short-term five-year debt, a second with medium-term twelve-year debt, and a third with long-term thirty-year debt. (Fink still keeps on his desk a memento from the deal; it has a tricycle to memorialize the three tranches.) But as usual, the actual issuer of the mortgages wasn’t First Boston. It was Freddie Mac. “They [the GSEs] were the enabler,” Ranieri would later explain. “They wound up having to be the point of the spear.”

The fees from these deals were plentiful, to be sure. The sheer excitement of building this new market was exhilarating. But there was something about being subservient to the GSEs—with all the built-in advantages that came with their quasi-government status—that stuck in Ranieri’s craw. He wanted the role of the GSEs to be radically reduced. And if the only way he could get that done was to go to Washington and get some laws changed, then that’s what he would do. Thus began the quiet war between Lew Ranieri and David Maxwell.

Ranieri had strong ties to the Reagan administration and knew he would find a receptive audience there. Like every president, Ronald Reagan professed to stand squarely on the side of the American homeowner. But David Stockman, his budget director; Larry Kudlow, one of Stockman’s key deputies; and a handful of others, didn’t believe that homeownership was necessarily synonymous with Fannie Mae. In particular, they didn’t like the implied government guarantee. As market-oriented conservatives, they believed that the private sector was perfectly capable of issuing mortgage-backed securities without Fannie and Freddie. In 1982, President Reagan’s Commission on Housing even recommended that the GSEs eventually lose their government status entirely.

With Ranieri’s help, the administration drafted a bill to put Wall Street on a more equal footing with the GSEs. It was called the Secondary Mortgage Market Enhancement Act, although those in the know always used its slightly slippery-sounding acronym when they talked about it: SMMEA. Ranieri had another name for it: “the private sector existence bill.” Failure to pass it, he warned Congress, would risk “turning the mortgage market of America into a totally government franchise.” Ranieri was in Reagan’s office when the act was signed into law in October 1984.

SMMEA exempted mortgage-backed securities, which constitute the secondary mortgage market (direct loans are the primary market), from state blue sky laws restricting the issue of new financial products. It removed the restrictions against institutions like state-chartered financial institutions, pension funds, and insurance companies from investing in mortgage-backed securities issued by Wall Street, even when they lacked a GSE guarantee. It also enshrined the role of the credit rating agencies, by insisting that mortgage bonds had to be highly rated to be eligible for purchase by pension funds and similar low-risk investors. Although there were worries that the rating agencies were being given too much responsibility, the bill’s supporters reassured Congress that investors wouldn’t rely solely on a rating to buy a mortgage bond. “GE Credit does not believe that investors in MBS will accept any substitute for disclosure,” testified Claude Pope Jr., the chairman of GE’s mortgage insurance business. The rating requirement “serves only as an additional independent validation of the issue’s quality.”

Helpful though it was, SMMEA didn’t fully level the playing field. “No truly private company can compete effectively with Fannie Mae or Freddie Mac, operating under their special charter,” Pope told lawmakers. What he meant, in part, was that because of the GSEs’ implicit government guarantee, investors were willing to pay a higher price for Fannie- and Freddie-backed securities, since the federal government appeared to be standing behind them. For the same reason, Fannie and Freddie could borrow money at a lower cost than even mighty General Electric, with its triple-A rating. SMMEA or no SMMEA, the GSEs were still likely to dominate the market; in fact, they were even in a position to monopolize it, if they so chose. Investors still valued the GSE securities more than anything else Wall Street could produce.

There was a telling moment during one of the many congressional hearings on mortgage-backed securities. A congressman asked Maxwell whether he thought, as the congressman put it, “there is enough for everybody.” “There is plenty,” responded Maxwell. In response to a similar question, Ranieri countered, “I will have to completely differ.” In truth, there was never going to be enough for both Wall Street and the GSEs.

The vehicle for shutting out Fannie Mae and Freddie Mac—or at least trying to—was a second piece of legislation Ranieri and Wall Street wanted. Under the existing tax laws, it was quite possible that the cash flows from tranched securities could be subject to double taxation. (In 1983 the Internal Revenue Service actually challenged a Sears Mortgage Securities Corporation deal on these grounds, sending shudders of fear through investors.) So the inventors of mortgage-backed securities also wanted a bill that would lay out a specific road map for creating securities that wouldn’t be taxed twice. Ranieri was emphatic—he thought this would be a “very powerful” tool. And while he never came out and said it shouldn’t be given to the GSEs, his testimony makes it clear that that’s what he thought. “If you do not give it to them, you have the potential to have the private sector outprice the agencies,” he told Congress. “Do you wish to use [this structure] as a method to curtail the power of the agencies?” The Reagan Treasury agreed; the administration insisted that it would not support any legislation “that permits the government-related agencies to participate directly or indirectly in this new market,” as a Treasury official testified. This bill, the official continued, should be “viewed as a first step toward privatization of the secondary mortgage market.”

“It was directly symptomatic of another problem that existed later,” Maxwell says now. “As we became bigger and had a bigger profile, everybody got scared.” Says Lou Nevins, Ranieri’s former lobbyist: “Fannie saw their ultimate trivialization if the bill passed and they couldn’t be issuers.” Fannie, in other words, felt it was fighting for its very survival. But Wall Street was fighting for something that, to it, was just as important: money. As with all new products, the profit margins were initially very high—up to 1 percent, says Nevins, meaning, for example, $10 million for assembling a $1 billion mortgage-backed security. The feeling on Wall Street, according to Nevins, was that “this is a gravy train, a gold mine, and we’re not sure how long it is going to last, but if Fannie can be an issuer, the gold is going to dry up quickly.”

And yet, ironically, to get a bill passed that took care of the double-taxation problem, Ranieri needed Maxwell’s support. Maxwell wanted the legislation passed, too; the double-taxation problem was simply too threatening to the potentially lucrative new market. Realizing they needed each other, Ranieri and Maxwell put aside their differences and worked together to push the thing through Congress. To this day, though, there is disagreement over who did the heavy lifting. (“We had the brainpower and did most of the work on the Hill,” Ranieri recalls; Maloni says that Fannie “did the lion’s share of the work” pushing the bill through Congress.) In 1986, after a number of fits and starts, Congress finally passed the second bill as part of the Tax Reform Act of 1986. It was known as the REMIC law, referring to the real estate mortgage investment conduit, which became the shorthand phrase for deals in which mortgage-backed securities were carved into tranches. In essence, the law created a straightforward process for issuing multiclass securities and avoiding double taxation. Needless to say, it did not specifically prevent Fannie or Freddie from doing REMIC deals; had anyone insisted on that, Maxwell would surely have fought it instead of backing the bill.

Sure enough, the new market exploded. In December 1986, Fannie did its first REMIC offering. It sold $500 million of securities in a deal that was led by Ranieri’s mortgage desk at Salomon Brothers. That year, according to the New York Times, the mortgage-backed securities market totaled more than $200 billion. Underwriting fees were estimated at more than $1 billion. And mortgage specialists were convinced REMICs would dominate the secondary market. “It became the way mortgages were funded in the United States,” Nevins explains.

Almost as quickly, warfare broke out between Fannie Mae and Wall Street. “We worked hand and glove with the New York guys, and then they turned and tried to screw us,” grumbles Maloni. Fannie Mae fought back with a display of bare-knuckled politics and public threats that if it didn’t get its way, the cost of homeownership would certainly rise—an attitude that would characterize its approach to its critics for much of the next two decades.

The battle was joined in the spring of 1987, when five investment banks—Salomon Brothers, First Boston, Merrill Lynch, Goldman Sachs, and Shearson Lehman—banded together “in an effort to persuade the government to bar [Fannie] from the newest and one of the most lucrative mortgage underwriting markets,” as the New York Times put it. The way Maxwell and Ranieri had dealt with the issue of whether Fannie should be allowed to issue REMIC securities prior to the passage of the law was by kicking the can: Fannie and Freddie were granted the ability to issue REMIC securities—but only temporarily. HUD was charged with the task of granting (or denying) Fannie Mae permanent approval, while the Federal Home Loan Bank Board had to make the same decision for Freddie Mac. The investment banks filed a hundred-page brief with HUD secretary Samuel Pierce, arguing that if HUD gave Fannie REMIC authority, they would “use their ability to borrow at lower costs to undercut the private sector,” as Tom Vartanian, the lawyer hired by the investment banks to press their cause, told the New York Times.

It was a bitter fight. The big S&Ls, which also feared Fannie’s market power, sided with Wall Street. The head of research at the United States League of Savings Institutions, the lobbying organization for the S&Ls, told the Times that it cost Salomon two and a half times what it cost Fannie to issue a REMIC. Allowing Fannie to issue these securities, they complained, would force the private market out.

Fannie, in what would become its response whenever it was challenged, wrapped itself in the mantle of homeownership. It argued that its low costs also lowered mortgage rates for consumers, and that forcing it out of the market would make homes more expensive. In a March 1987 speech to the Mortgage Bankers Association, Maxwell said that the attack on Fannie Mae was part of a campaign by Wall Street and the big thrifts to “restore inefficiency to the housing finance system in order to increase their profits through higher home mortgage rates.” He added, “They don’t seem to care if this would close the door on homeownership for thousands upon thousands of American families.”

In the end, Pierce ruled that Fannie could issue up to $15 billion in REMICs over the following fifteen months. Vartanian’s clients trumpeted it as a victory, because the number wasn’t unlimited, but as he says today, “it was a short-term victory. We lived to fight another day, and we lived to lose another day.” Sure enough, by late 1988, Fannie had been granted “permanent and unlimited authority” to issue REMICs.

How did Fannie Mae persuade Pierce to rule in its favor? Not by sweet-talking, that’s for sure; Maxwell had an iron fist inside that velvet glove of his. “We essentially gutted some of HUD’s control over us in a bill that passed the House housing subcommittee,” Maloni says today. In that bill HUD’s ability to approve new programs was revoked. HUD went to Fannie, and essentially pleaded for mercy. “In return for us asking the Congress to drop the provision, HUD approved Fannie as issuers,” says Maloni.

Maloni also called Lou Nevins and told him that if Salomon didn’t back off, Fannie wouldn’t do business with the bank anymore. (Maxwell denies knowing about the call.) For all their conflicts, Salomon Brothers had been Fannie Mae’s banker, bringing its mortgage-backed deals to market and underwriting its debt offerings, making millions in fees as a result. This was a major threat. “It’s like the post office saying we won’t deliver your mail!” Nevins says. He remembers thinking to himself, “If they get away with this, there won’t be a private company in the world that will stand up to them.”

With the benefit of hindsight, it’s hard to argue that REMIC authority was the cataclysmic event that either party feared it was at the time. While Fannie issued its own securities, Wall Street made immense amounts of money marketing and selling them—Fannie never had the ability to find the Japanese bank or the Midwest insurance company that might want a specific tranche. And Fannie was always going to play an important role in the mortgage-backed market because of its guarantees, which were prized by investors. Essentially, it got to decide which mortgages were worthy of securitization and which were not, and mortgage lenders had to offer mortgages that conformed to the GSEs’ strict standards. Indeed, after all the hype over REMICs, a series of big losses at several Wall Street firms—trader talk had it that Merrill Lynch lost over $300 million, which at the time was a big sum—caused the market to cool on carving up cash flows in such extraordinarily complex ways. At least for a time, the Street returned to old-fashioned pass-through securities, the ones that didn’t tranche the bonds, but simply sent the cash flow along to investors. The hedge fund manager David Askin, who lost hundreds of millions of investors’ money buying mortgage-backed securities that were supposed to have very low risk, told Institutional Investor that “not all this stuff is for kids in the studio audience to try and do at home.”

On the other hand, the future of the mortgage market might have been very different if Fannie Mae had lost control of it at that critical juncture. And the battle between Fannie and Wall Street did have consequences that would linger for a very long time. The threats that Fannie had faced—not just from a Wall Street that wanted to clip its wings, but from a White House that wanted to take away its built-in advantages—deeply affected Fannie’s corporate mind-set. Its attitude became one of outsized aggression toward even the most insignificant of threats. “You punch my brother, I’ll burn your house down” was the saying around the company. The idea that Fannie should be stripped of its government advantages became, in Maloni’s words, “the vampire issue”: it never completely went away. Fannie always felt that its opponents, whether competitors or critics in the government, were out to kill it. In this, it was absolutely right.

In addition, the REMIC fight established Fannie and Freddie as forces not just in Washington but on Wall Street. The two companies completely dominated the market for so-called conforming mortgages—that is, thirty-year fixed mortgages under a certain size made to buyers with good credit histories. “It was the end of the game,” says Nevins. By the end of the 1980s, there was more than $611 billion worth of outstanding GSE-guaranteed mortgage-backed securities, according to a study by economic consulting firm Empiris LLC. The outstanding volume of private mortgage-backed securities—the ones without GSE guarantees—was just $55 billion, less than one-tenth that amount. Fannie, meanwhile, went from losing a million dollars a day to making more than $1 billion a year. Its market value exploded from $550 million to $10.5 billion.

As for the larger dangers of mortgage-backed securities—the ones that would emerge in the years before the financial crisis—they were largely overlooked as Wall Street and the GSEs raced to establish a market for their new miracle product. Largely, but not entirely. At one congressional hearing, Leon Kendall, then chairman of the Mortgage Guaranty Insurance Corporation, a private insurer of mortgages, offered up a prophetic warning: “With all our concern in enhancing the secondary mortgage market, we should continue to have appropriate and equivalent concern relative to keeping people in houses.” Historically, he noted, less than 2 percent of people lost their homes to foreclosure, because “what was good for the lending institution was also good for the borrower.” But the new securitization market threatened to change that, because once a lender sold a mortgage, it no longer had a stake in whether the borrower could make his or her payments. He concluded, “The linkage, which I support fully, between the mortgage originator and the secondary market must be built carefully and appropriately. . . . Unless we have sound loans . . . we are going to find that the basic product we are trying to enhance and multiply will turn out soiled.”

While securitization appeared to be alchemy, it wasn’t, in the end, a magic trick. All the risks inherent in mortgages hadn’t disappeared. They were still there somewhere, hidden, lurking in a dark corner. Dick Pratt, who had left the Federal Home Loan Bank Board to become the first president of Merrill Lynch Mortgage Capital, used to put it this way: “The mortgage is the neutron bomb of financial products.”

There was one final consequence. After the REMIC battle, Wall Street realized it was never going to dislodge Fannie and Freddie from their dominant position as the securitizers of traditional mortgages. If it hoped to circumvent the GSEs and keep all the profits to itself, Wall Street would have to find some other mortgage product to securitize, products that Fannie and Freddie couldn’t—or wouldn’t—touch. As Maxwell later put it, “Their effort became one to find products they could profit from where they didn’t have to compete with Fannie.”

He added, “That’s ultimately what happened.”
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“Ground Zero, Baby”

The birth of mortgage-backed securities didn’t just change Wall Street and the GSEs. It changed the mortgage business on Main Street, too. Mortgage origination—that is, the act of making a loan to someone who wants to buy a home—had always been the province of the banks and the S&Ls, which relied on savings and checking accounts to fund the loans. Securitization mooted that business model.

Instead, securitization itself became the essential form of funding. Which meant, in turn, that all kinds of new mortgage companies could be formed—companies that competed with banks and S&Ls for mortgage customers, yet operated outside the banking system and were therefore largely unregulated. Not surprisingly, these new companies were run by men who were worlds apart from the local businessmen who ran the nation’s S&Ls and banks. They were hard-charging, entrepreneurial, and intensely ambitious—natural salesmen who found in the changing mortgage market a way to make their mark in American business. Some of them may have genuinely cared about putting people in homes. All of them cared about getting rich. None of them remotely resembled George Bailey.

These new mortgage originators were of two distinct breeds—at least at first. One set of companies originated fairly standard loans to people with good credit, which they sold to Fannie and Freddie; Countrywide Financial was a good example of that kind of company. The second group had very different roots. They grew out of what was known as hard-money lending—lending made to poor people, primarily. (“Hard money” refers to the large down payments its customers had to make, even for a basic item such as a refrigerator.) These new companies moved hard-money lending into the mortgage market, making loans that would eventually become known as subprime. They couldn’t sell to the GSEs, because, for a long time, the GSEs wouldn’t buy such risky mortgages. On the other hand, this influx of new lenders created exactly what Wall Street had been searching for: mortgage products it could securitize without Fannie and Freddie.
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There is much irony in the fact that Countrywide Financial began life in that first group of companies, since it would later become the mortgage originator most closely associated with the excesses of the subprime business. But it’s true. Its founder and CEO, a smart, aggressive bulldog of a man named Angelo Mozilo, believed strongly in the importance of underwriting standards—that is, in making loans to people who had the means to pay them back. In the early 1990s, a big competitor, Citicorp Mortgage, was forced to take huge losses, the result of making shoddy loans in a drive to increase market share. Mozilo’s reaction was pitiless. “They tried to take a shortcut and went the way of every institution that has ever tried to defy the basics of sound underwriting principles,” he told National Mortgage News in 1991.

There may have been another reason for Mozilo’s withering dismissal of mighty Citigroup. Citi represented the establishment. Mozilo, Bronx born and Fordham educated, spent his life both wanting to beat the establishment and harboring a burning resentment toward it. “I run into these guys on Wall Street all the time who think they’re something special because they went to Ivy League schools,” he once told a New York Times reporter. “We’re always underestimated. . . . I must say, it bothered me when I was younger—their snobbery and their looking down on us.” When he was starting out, the business was “lily white,” Mozilo’s former partner Howard Levine recalls. Mozilo was an extremely dark-skinned Italian-American, and very sensitive about that heritage. He once told a colleague about returning from his honeymoon with his new wife, Phyllis, and stopping in Virginia Beach on the way home. They went into a restaurant to have dinner. “We don’t serve colored,” the waiter said. “I’m Italian,” Mozilo replied. “That’s what they all say,” said the waiter.

Born in 1938, Mozilo was the son of a butcher who had emigrated from Italy as a young man. The Mozilos lived in a rental flat. “I saw my dad struggle all his life,” Mozilo later explained. “He lived to be fifty-six and died of a heart attack.” Mozilo’s uncle, who worked for an insurance company, had the only white-collar job in the family. Young Angelo worked for his father until he was old enough to ask his uncle to help him find a job. At fourteen, he became a messenger for a small Manhattan mortgage company.

That’s when Mozilo met Levine, who today is the president of ARCS Commercial Mortgage Company, a subsidiary of PNC Financial, the big Pittsburgh-based bank. “We were very anxious to be successful,” says Levine. “Angelo in particular. This was our break.”

By the time he graduated from high school, Mozilo had worked in every part of the company, and he continued to work there while attending Fordham. In 1960, the same year Mozilo graduated from college, the company merged with a larger company, United Mortgage Servicing Company, which was based in Virginia and run by a man named David Loeb. Though also from the Bronx, Loeb could not have been more different from Mozilo. “His parents were into ballet and opera,” Mozilo later recalled. “He was fifteen years older, and I was frightened to death of him.” But Loeb took a liking to Mozilo, to his scrappiness and ambition. Mozilo enrolled in night business school at New York University, but dropped out when Loeb decided to send him to Orlando, Florida. He was twenty-three years old.

Brevard County, on the coast not far from Orlando, was the perfect place to be in the housing business in the early 1960s. A few years earlier, the Soviet Union had launched the Sputnik satellite, and the space boom was on in the United States as America frantically tried to outdo its cold war rival. Brevard County included a small speck of land called Cape Canaveral. Space engineers flocked to the area, only to discover there was no place for them to live. As Mozilo would later tell the story to reporters, he remembered seeing people living in tents on the beach.

Mozilo met a group of developers who hoped to build one of the first subdivisions in the county. But they needed money. Mozilo wanted his company to lend them what they needed to build the subdivision, which was a common tactic back then. Loeb agreed, though the tactic was not without risk: the money they loaned to the developers was more than the company was worth.

Disaster struck. On the night before the grand opening, a huge storm swept through the area. When Mozilo arrived at the site, he’d later say, he saw furniture standing in water because the subdivision had been built in a basin. His heart sank. Yet it turned out not to matter: people were so desperate for homes that the subdivision sold out anyway.

In 1968, United Mortgage Servicing was bought out. Loeb and Mozilo left to start their own business. Mozilo was thirty years old, but he had already had sixteen years of experience in the industry. What was striking about this new venture was the sheer, naked ambition of it. Nonbank mortgage brokers had existed for a long time, but they were small and local, niche players at best. Mozilo and Loeb had no intention of being niche players. They were going to be big and they were going to be everywhere. The name of the company said it all: Countrywide.

They struggled at first. Since Countrywide wasn’t a bank and couldn’t gather deposits, the only way it could make loans was by getting a line of credit—called a warehouse line—from a bank or a Wall Street firm or a group of investors. Then, to replenish its capital, it had to sell the mortgages it originated. But since the securitization market didn’t exist yet, that meant they were largely limited to loans that could be insured by the Federal Housing Administration or Veterans Affairs, since those were the only loans Fannie and Freddie were allowed to buy. It wasn’t much of a business.

Loeb and Mozilo tried to raise money by selling stock on the New York Stock Exchange. They hoped to raise $3 million, but got only $450,000, according to Paul Muolo and Mathew Padilla in Chain of Blame. Things got so bad, Mozilo later told reporters, that he and Loeb had to lay everyone off and start again.

But even as they were holding on by their fingertips, the massive changes that would transform the mortgage business had begun. Rising interest rates were starting to kill the S&Ls. More important, not long after Countrywide was born, Fannie Mae was granted the right to buy conventional mortgages.

Almost overnight, mortgage originators like Countrywide began to dominate the home lending business. From a standing start, the market share of nonbank mortgage companies rose to 19 percent by 1989. Just four years later, it stood at an astonishing 52 percent, according to Countrywide’s financial statements. By buying up the mortgages of companies like Countrywide, the GSEs made that growth possible, something Mozilo never forgot. As he once told the New York Times, “If it wasn’t for them, Wells [Fargo] knows they’d have us.”

Under the rules, Mozilo could sell only so-called conforming loans—those that met the GSEs’ strict underwriting criteria. Loans were underwritten based on what was known in the business as the four Cs: credit, capability, collateral, and character. If you had late payments on a previous mortgage, and maybe any other debt, you didn’t get a mortgage. The monthly payments for your home—the principal, interest, taxes, and insurance—couldn’t exceed 33 percent of your monthly income. All of which was fine by Mozilo. It was the way he’d always done business.

On the other hand, Mozilo also pushed Countrywide to begin using independent brokers instead of relying on its own staff to make loans. This was decidedly not the industry norm. It was also one of the rare times Mozilo had an open disagreement with his mentor, Loeb, who protested that if Countrywide began relying on independent brokers, it would be hard to control the quality of the loans. In the days before the collapse of the S&Ls, says one industry veteran, “brokers’ stock-in-trade was falsifying documentation.” At least, that was the rap. And nonstaff brokers had no skin in the game; once they’d sold their loan to Countrywide and gotten their fee, they were out. “I think it’s going to be a big mistake,” Loeb said, according to Chain of Blame.” But with S&Ls closing down by the hundreds, there was a cheap, ready-made workforce: out-of-work loan officers. Using them could help Countrywide grow faster. Loeb’s resistance faded as brokers’ reputation began to change, and as the company got aggressively behind this idea, all its competitors began using independent brokers as well. It soon became standard practice.

By 1992, just twenty-three years after its founding, Countrywide had become the largest originator of single-family mortgages in the country, issuing close to $40 billion in mortgages that year alone. Just as rising rates had crushed the S&Ls a decade before, so did falling interest rates now turbocharge Countrywide’s growth. Lower interest rates helped more people afford homes, of course. But Countrywide began advertising a technique that allowed people who already owned their home to take advantage of lower rates. Refinancing, it was called. Often borrowers didn’t just refinance their home, they pulled out additional cash against the equity in their homes. For the fiscal year ending in February 1992, refinancings accounted for 58 percent of Countrywide’s business; two years later, they accounted for 75 percent of its business. Although refinancing allowed consumers to take advantage of lower interest rates, it really didn’t have much to do with homeownership. Countrywide wasn’t putting people into homes so much as it was making it possible for homeowners to use their homes as piggy banks.

During 1991 and 1992, Mozilo served as the chairman of the Mortgage Bankers Association. It was a sign that whatever lingering resentments Mozilo still felt, Countrywide was now part of the in-crowd.

What everyone remembers about Mozilo was how passionate he was about the business, about its success. He cared deeply about every aspect—he wanted to know everything, had to know everything. If he walked into a branch and saw that a fax machine was broken, he would stop everything and try to fix it himself. According to the American Banker, the thrift H. F. Ahmanson, desperate to compete with Countrywide, commissioned a report on the company in the early 1990s in an effort to understand its secret sauce. Mozilo, the report concluded, was a “hands-on manager, totally consumed by the business, a perfectionist.” It also said he was a “dictatorial” boss who “is known to fire employees the first time they make a mistake.” If this wasn’t exactly true—longtime Countrywide executives often said that Mozilo’s bark was worse than his bite—it was all part of his aura.

He did drive his employees incredibly hard, or those who succeeded drove themselves incredibly hard. He was both highly emotional and mercurial, and he operated from his gut. It wouldn’t be uncommon for him to have “an allergic reaction to things,” as a former executive puts it, before eventually coming around. He was perfectly capable of telling an employee that what he’d just said was the stupidest thing in the world. He expected those who worked for him to take whatever he dished out in the heat of the moment—and then do the right thing, even if it contradicted his command. If they did the wrong thing, following orders wasn’t an excuse. Countrywide was not an easy place to work. “It was very, very competitive,” recalls one person who knew the company well. “The politics were brutal. You had to eat, sleep, and drink Countrywide. It was a boys’ club. There were a few women, but it was very autocratic.” But employees took great pride in the company—and Mozilo. At getaways for top producers, people would clamor for a moment with him. He was the classic underdog who had achieved big things, after all.

He instilled something akin to fear in the investment community. Mike McMahon, a Wall Street analyst who followed Countrywide for more than twenty years, once took a group of investors to see Mozilo. During the meeting, one of them said that Countrywide’s stock would be valued more highly if Mozilo disclosed more about its operations. Most CEOs would have dismissed the questioner with a platitude. Not Mozilo. He had a bad back that day, so he had to stiffly turn his whole body toward the man—“like Frankenstein,” McMahon recalls. “No,” Mozilo replied. “Fuck ’em.” Then, ever so slowly, he turned his body back, almost menacingly, as if to say, “Who else wants to take me on?”

What everyone could see, though, was that Mozilo drove himself harder than anyone. For a long time he had a classic case of entrepreneurial paranoia—that gnawing fear that, someday, everything he had built would suddenly vanish. That’s why he couldn’t relax, even for a second. The company, after all, was in a boom-and-bust business, one that hit hard times when interest rates rose. It competed not just against other mortgage brokers but against giants like Wells Fargo and Bank of America. Margins were always tight. Securitization may have made the business possible, but it didn’t make it easy. McMahon says that mortgage origination was a “negative cash flow business,” meaning that the slim profits were eaten up by costs and commissions. There was profit in servicing mortgages, but that was realized over time. “The more they originated, the less cash they had,” he says. In addition, because Countrywide had to appease the rating agencies in order to borrow money at a good rate, the company actually had to put aside more capital than banks did. “They were in a really, really, really competitive, low-margin commodity business with one hand tied behind their back on capital,” says McMahon. Is it any wonder Mozilo’s motto was “We don’t execute, we don’t eat”? According to The New Yorker, he once told a Countrywide executive, “If you ever stop trying to make your division the biggest and the best, that’s the day you die.”

Over time, Loeb faded into the background. Early on, Mozilo had moved Countrywide to California; the state represented a huge percentage of the mortgage market and accounted for as much as 50 percent of Countrywide’s revenues in some years. Loeb, however, often worked from one of his homes in Manhattan or Squaw Valley, where he focused on managing Countrywide’s risks. Mozilo became the public face of the company—and in some ways the public face of the industry as well.

With his trademark tailored suits and crisp blue shirts with white collars—which accentuated his perfectly white teeth and dark skin—Mozilo would testify before Congress, give interviews to reporters, make speeches at conferences, and meet investors. He took great pride in the business model he had helped create; he had, indeed, “showed them.” By 2003, Countrywide was one of the best-performing companies in the country, with a stock price that had risen 23,000 percent in the twenty-one years since the start of the bull market that began in 1982. A glowing article in Fortune magazine noted that Countrywide had outperformed not just other mortgage companies and banks, but such storied stock market performers as Walmart and Warren Buffett’s Berkshire Hathaway. Mozilo would later describe the publication of that article as one of the proudest moments of his life.

[image: ]

At precisely the same time Mozilo was building Countrywide, another entrepreneur was building a different kind of mortgage empire. His name was Roland Arnall. He was never in the limelight like Mozilo, and he never wanted to be. But he made far more money; by 2005, he was worth around $3 billion, according to Forbes. Arnall got rich by making loans to the borrowers that had long served as the customer base for the hard-money lenders: people who had bad credit, didn’t make much money, or both. Though his companies never got the blame that would later be heaped on Countrywide, Arnall was the real subprime pioneer; in fact, his first company, Long Beach Mortgage, trained a slew of executives who would later go on to found their own subprime companies. “The Long Beach Gang,” housing insiders used to call them. One of Arnall’s subsequent companies was called Ameriquest. By 2004, it had become the largest subprime lender in the country.

A native of France, Arnall was born in Paris in 1939, on the eve of World War II. His mother was a nurse; his father, a tailor by trade, was in the army. Not long before Paris fell to the Germans, Arnall’s father returned to Paris and warned his extended family they should leave as quickly as possible. Most of them refused. But Arnall’s father took his wife and young son to the south of France, where they waited out the war using false papers that hid the fact that they were Jews. Arnall himself discovered that he was Jewish only after the war, a fact that stunned him. With the war ended, the family moved first to Montreal, where Arnall attended Sir George Williams College, and then, in 1950, to California, where Arnall sold flowers on street corners to make money for his family. “I know firsthand the precious gift of freedom,” he once said.

Arnall exerted a powerful effect on those who came into his orbit. “He was scarily smart and charismatic,” says Jon Daurio, who worked for Arnall from 1992, when Arnall recruited him to be the corporate counsel of Long Beach, until 1997. (Daurio would go on to found several other subprime lenders.) Daurio and his wife had dinner with Arnall when he was trying to convince Daurio to join Long Beach. “My wife is a lawyer, and smart,” says Daurio. “She said, ‘I don’t understand 90 percent of what you talked about, but you’re an idiot if you don’t go work for him.’”

Even more than Mozilo, Arnall was known for running his companies with an iron fist. “He was very demanding, and not very tolerant,” recalls a former executive. He had a penchant for enticing people to work for him, extracting what he wanted from them, and then losing all interest in them. “When he got what he wanted out of you, you were done,” this person added.

Unlike Mozilo, Arnall was extremely secretive. He never gave press interviews. The documents his companies filed with the SEC divulged only the bare minimum required under the law. Arnall did not attend industry conferences, and his name was never on the door of his companies. He hated even having to talk to securities analysts. “I met with him once,” recalls a former banking analyst. “We all had to sign forms agreeing not to disclose anything before we were allowed into the conference room. That never happened any other time in my twenty-plus-year career.”

Yet he was never, ever rude to people the way Mozilo sometimes could be; that wasn’t his style. On the contrary, he was gracious and polite to everyone, from janitors to community activists. He had old-world manners, was an avid reader and an intellectual. He was the sort who liked to remind people that if they had their health and their family, they had everything. And he gave away millions to charity. “He was quite concerned with society as a whole,” says Robert Gnaizda, the former general counsel of the Greenlining Institute, a public policy and advocacy group, who spent a great deal of time dealing with Arnall’s companies and came to know him well. “Except,” Gnaizda added, “for this little niche, where he wasn’t.”

That little niche, of course, was subprime lending.

The way hard-money lenders had always made their money was simple: knowing that the default rate among their borrowers was likely to be high, they imposed onerous terms on their customers, who had no choice but to agree to them. They claimed collateral on anything they could haul away—cars, household goods, you name it. They extracted high fees just for making the loan. And they charged as much interest as they could get away with. They were also extremely tough-minded about collecting what was owed them, which meant they usually got paid back. And the high fees meant that those who paid up more than made up for those who defaulted.

The biggest hard-money lenders, finance companies like the Associates, Beneficial, and Household Finance, also made second-lien mortgages, which allowed strapped consumers to borrow against their homes to raise cash. But hard-money lenders had never offered first-lien mortgages, because the economics of a thirty-year fixed mortgage with a sizable down payment simply made no sense in that sector of the market.

What changed was the law. Specifically, a series of laws passed in the early 1980s, intended to help the S&Ls get back on their feet, wound up having profound unintended consequences. (They also backfired spectacularly and helped create a second S&L crisis within a decade.) The first law, passed in 1980, was the Depository Institutions Deregulation and Monetary Control Act; among other things, it abolished state usury caps, which had long limited how much financial firms could charge on first-lien mortgages. It also erased the distinction between loans made to buy a house and loans, like home equity loans, that were secured by a house, which would prove critical to the subprime industry.

Two years later came the Alternative Mortgage Transaction Parity Act, which made it legal for lenders to offer more creative mortgages, such as adjustable-rate mortgages or those with balloon payments, rather than plain vanilla thirty-year fixed-rate instruments. It also preempted state laws designed to prevent both these new kinds of mortgages and prepayment penalties. The rationale, needless to say, was promoting homeownership. “Alternative mortgage transactions are essential . . . to meet the demand expected during the 1980s,” read the bill.

As the rules changed, the “Big Three” hard-money lenders—the Associates, Beneficial, and Household—began to expand into first-lien mortgages, which made economic sense for the first time. S&Ls, of course, had also gained new freedoms from the series of laws designed to get them back on their feet. The new breed of thrift operators started lending to consumers who would have never previously qualified for a mortgage. Thus was the subprime mortgage industry born.

One of the first to take advantage of the new opportunities was a thrift called Guardian Savings & Loan, run by a flashy, aggressive couple named Russell and Rebecca Jedinak. As federal thrift examiner Thomas Constantine would later write, “It started at Guardian. Ground zero, baby.”

The Jedinaks moved into an aggressive form of hard-money lending. They offered loans—mostly refinancings—to people with bad credit, as long as those people had some equity in their house. “If they have a house, if the owner has a pulse, we’ll give them a loan,” Russell Jedinak told the Orange County Register. Kay Gustafson, a lawyer who briefly worked at Guardian, would later say that the Jedinaks didn’t really care if the borrower couldn’t pay the loan back because they always assumed they could take over the property and sell it. “They were banking on a model of an ever-rising housing market,” she told the Register. In June 1988, Guardian sold the first subprime mortgage-backed securities. Over the next three years, the Jedinaks sold a total of $2.7 billion in securities backed by mortgages made to less-than-creditworthy borrowers, according to the Register. Fannie and Freddie were most decidedly not involved.

By early 1991, federal regulators had forced the Jedinaks out. The Resolution Trust Corporation, which had been established to clean up the second S&L mess, took over the thrift. Standard & Poor’s noted that Guardian’s securities were “plagued by staggering delinquencies.” In 1995, the government fined the Jedinaks $8.5 million, accusing them of using Guardian’s money to fund their lifestyles. They didn’t admit to or deny the charges, and anyway, they’d already started another lender, Quality Mortgage. After the Jedinaks were barred from the business, they sold Quality Mortgage to a company called Amresco, which itself became a fixture of the 1990s subprime lending scene.

Roland Arnall was right behind the Jedinaks. Unlike them, he built businesses that would last—at least, for a while. Arnall got a thrift license in 1979, just as the rules were changing, and he named his thrift Long Beach Savings & Loan. Initially, he built multifamily housing and other real estate developments, but he soon spotted a much better opportunity. Taking note of the exorbitant fees charged by the hard-money guys, he realized he could cut those fees in half and still make plenty of money. In 1988, Long Beach began to use independent brokers, just like Mozilo, to make mortgages to people with impaired credit. By the early 1990s, Long Beach was also selling mortgage-backed securities—which Wall Street was eagerly buying. The company grew exponentially; between 1994 and 1998, Long Beach would almost quintuple the volume of mortgages it originated, to $2.6 billion.

In 1994, Long Beach chucked its thrift charter. The charter had outlived its usefulness. Now that a mortgage originator could sell the loans to Wall Street, there was no particular need to be a deposit-taking institution.

But how could it be that Wall Street was willing to buy and securitize mortgages that Fannie and Freddie wouldn’t touch—mortgages made to people with a far higher chance of defaulting than traditional middle-class homeowners? This was something the founding fathers of mortgage-backed securities had never imagined was possible. Once, when Larry Fink was testifying before Congress in the 1980s, he was asked whether Wall Street might try to securitize risky mortgages. He dismissed the idea out of hand. “I can’t even fathom what kind of quality of mortgage that is, by the way, but if there is such an animal, the marketplace . . . may just price that security out.” By that, he meant that investors would require such a high yield to take on the risk as to make the deal untenable. And yet, less than a decade later, that is exactly what was happening.

Ironically, it was the government itself that had helped make Wall Street skilled at securitizing riskier mortgages—specifically the Resolution Trust Corporation. In cleaning up failed thrifts, the RTC wound up with hundreds of billions of dollars worth of assets—everything from high-rise office buildings to vacant plots of land—that it took from the S&Ls it was closing down. Eventually, the RTC decided that the best way to get rid of those assets was to securitize them and sell them to investors. Much of the RTC’s raw material, though, qualified as risky and thus couldn’t be backed by Fannie Mae or Freddie Mac.

Ah, but if the securities could get a double-A or triple-A credit rating, investors like pension funds would be able to buy them, even without the GSEs’ seal of approval. It was the high rating, after all, that was required for them to hold the securities, not Fannie and Freddie’s guarantee. Even before the RTC, Wall Street had been experimenting with ways to make risky securities less risky by issuing, for instance, a letter of credit promising investors payment in the event the cash flow from the assets wasn’t enough. But the RTC allowed Wall Street to work on such techniques—“credit enhancement,” they were called—on a far broader scale. Over time, people came up with all sorts of ways to do credit enhancements. You could get insurance from a third party—a bond insurer, say. You could “overcollateralize” the structure, meaning you put in more mortgages than were needed to pay the investors, so that there was extra in case something went wrong. Or (and this would come later) you could do a so-called senior/subordinated structure, where the cash flows from the underlying mortgages were redirected so that the “senior” bonds got the money first, thereby minimizing the risk for the investors who owned those bonds. Credit enhancements helped convince the rating agencies to rate some of the tranches triple-A, which in turn helped convince investors to buy them. “The innovative techniques that the RTC developed are now in the process of being used by private sector issuers,” was the way Michael Jungman, the RTC’s director of asset sales, put it in a 1994 lecture. Indeed.

Larry Fink, obviously, had never envisioned credit enhancements. But as a 1999 paper by economists at the conservative American Enterprise Institute noted, “The attraction of this segmentation of risk is that the senior (collateralized) debts appeal to investors with limited taste for risk or limited ability to understand the risks of the underlying loans.” At last, Wall Street had a securitization business it could do on a large scale—and it didn’t have to share a penny with the GSEs.

There was a final key to the rise of the subprime business. The federal government was behind it. Not in so many words, of course—and, to be fair, it is highly unlikely that many people in government truly understood what they were unleashing. But by the 1990s, government’s long-running encouragement of homeownership had morphed into a push for increased homeownership. Thanks to the second S&L crisis, the percentage of Americans who owned their own home had actually dropped, from a historic high of 65.6 percent in 1980 to 64.1 percent in 1991. In a country where homeownership was so highly valued, this was untenable.

Thus it was that, early in his second term as president, Bill Clinton announced his National Homeownership Strategy. It had an explicit goal of raising the number of homeowners by 8 million families over the next six years. “We have a serious, serious unmet obligation to try to reverse these trends,” said Clinton, referring to the drop in the homeownership rate. To get there, the administration advocated “financing strategies fueled by creativity to help home buyers who lacked the cash to buy a home or the income to make the down payments.” Creatively putting people who lacked cash into homes was precisely what the new subprime companies purported to do.

Which also explains why the government had such a hard time cracking down on the subprime companies, even as it became apparent that there was widespread wrongdoing. Roland Arnall’s company, Long Beach Mortgage, offered a case in point. In 1993, the Office of Thrift Supervision, a new agency created by Congress to regulate the S&Ls, alleged that Long Beach was discriminating against minorities by charging them more for their loans than they charged whites. Long Beach ducked this investigation when it gave up its thrift charter, leaving the OTS with no authority over the company.

A few years later—around the same time Clinton was announcing his housing initiative—the Justice Department began its own probe. Investigators found that Long Beach’s brokers, most of them independent, were charging up to 12 percent of the loan amount over a base price. The amount they charged was “unrelated to the qualifications of the borrowers or the risk to the lender,” according to the government. Younger white males got the lowest rates, while older, single African-American women fared the worst.

In September 1996, then assistant attorney general Deval Patrick, an African-American himself, announced a settlement with Long Beach. Although Long Beach denied the government’s allegations, it agreed to pay $3 million into a fund that would go toward reimbursing borrowers who were allegedly overcharged. The Federal Trade Commission originally demanded half of Long Beach’s net worth to settle the case, but Arnall had what Daurio calls a “brilliant” idea: the company offered to put $1 million toward partnerships with community groups for consumer education. Patrick and the FTC went along.

What the case mainly showed, though, was how difficult it was for the government to crack down on companies that were offering credit to people who would otherwise never be able to own a home. On the one hand, the Clinton administration’s explicit policy was to get millions more American families into homes. Men like Arnall were making that possible. On the other hand, making it possible for poorer people to buy homes was inevitably going to mean charging higher fees and interest. Practices that banks viewed as disreputable were widely accepted in the subprime world. Cracking down too hard on the subprime companies might hurt their ability to make loans to their customer base—who were the exact same people the government was trying to help.

Ultimately, this was a heavily politicized gray area, difficult to police. It raised difficult questions about which practices were legitimate and which were not. The government’s dilemma was obvious in the statement Patrick released when he announced the settlement. “We recognize that lenders understand the industry in ways we don’t,” he said. “That is why there is so much flexibility in the decree.”

Clearing up the gray required a willingness to tackle the hard questions about what subprime lending was, and what was the proper way to conduct it. But that willingness was always in short supply, both then and later.

By the mid-1990s, the subprime market was exploding. Companies like Long Beach had shown how much money could be made, but the business got another kick from a different source: the Federal Reserve. In 1994, the Fed began to raise rates, and refinancings plummeted. That left “prime” lenders, whose loan volume dropped by as much as 50 percent, looking for a new source of loans. Guess what they found? Subprime.

The changes in interest rates also left Wall Street firms searching for a new product to sell. They had been making huge sums selling mortgage-backed securities that were tranched according to their interest rate and prepayment risk. When rates had fallen, so many people refinanced that the riskier tranches of the mortgage-backed securities lost much of their value.

Just in time came this new product: bonds backed by subprime mortgages, goosed by those “credit enhancements.” For Wall Street, this new business presented a trifecta of opportunity. Street firms could make money selling and trading the mortgage-backed securities. But they could also make money by providing a warehouse line of credit so that the mortgage companies could make the loans in the first place. And they could make money by taking subprime specialists public.

It quickly became a frenzy. Traditional hard-money lenders like Associates, Household, and the Money Store saw their stocks soar. Subprime founders got very rich. For instance, the Money Store, which had been started by Alan Turtletaub in 1967 and became a household name after signing up Hall of Famer Phil Rizzuto to be its spokesman (1-800-LOAN-YES), went public in 1991 at $16 a share. By the spring of 1997, its stock had risen fivefold. In 1998, First Union bought the Money Store for $2.1 billion. Turtletaub’s stake was estimated at $710 million.

There was also a proliferation of start-ups, making mortgage finance, for a brief moment, as hot as Internet companies. Dan Phillips, an ex-Marine who had been a loan officer at Beneficial, founded a company called FirstPlus Financial. The stock soared. Phillips, who once described old-school bankers as “accountants who make loans,” made a fortune as well. He began building a 31,000-square-foot estate in North Dallas, complete with a pool house and lighted tennis court, according to the Dallas Morning News. Right around that time, Dan Quayle joined the board of FirstPlus.

There were plenty of others: First Alliance, Cityscape, Aames, and more. Steve Holder, who had been an executive at Long Beach, co-founded a company called New Century. Robert Dubrish, another Long Beach alum, founded Option One, which was bought by H&R Block in 1997. (Both Option One and New Century had former Guardian executives in key positions.) They were freewheeling entrepreneurs, grabbing for the brass ring; they didn’t spend a lot of time worrying about crossing every t and dotting every i. As Paul Mondor, the director of regulatory compliance for the Mortgage Bankers Association, told the American Banker in 1997, “It’s a high-risk, high-return market . . . it stands to reason you’ll have flashier types who worry less about bending the rules.”

From 1994 to 1999, the number of loans made by companies that identified themselves as subprime lenders increased roughly six times, from about 138,000 to roughly 856,000, according to the Federal Reserve. Over the same period, the dollar volume of subprime mortgage originations increased by a factor of nearly five, from $35 billion to $160 billion, or almost 13 percent of all mortgage originations, according to a joint study by HUD and the Treasury. Economists, including those at the Federal Reserve, credited subprime lending with the increased rate of homeownership, which by 1999 hit a record 66.8 percent. What tended to be forgotten, though, was that most subprime mortgages did not go toward the purchase of a new house, but rather were refinancings by existing homeowners. (According to a joint HUD–Treasury report, a staggering 82 percent of subprime mortgages were refinancings, and in nearly 60 percent of those cases the borrower pulled out cash, adding to his debt burden.)
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