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Will Obama's Economic Engineering Encourage a Return to Old Habits?

FORUM COLUMN

By Lauren E. Willis

As I walked along a side-street in Amsterdam a decade ago, with a canal to my right and quaint 17th century brick houses to my left, I suddenly realized that I was looking not into a house through its long, narrow windows but rather right through it. The historic face of the house along the street was standing, but no historic house hid behind. Instead, a brand new, modern house was being built on the old foundation and the old facade was temporarily braced with trusses.

The Obama administration's Financial Stability Plan has much in common with this house.

Most obviously, our major financial institutions are being propped up with TARP funds. Behind their intact fronts, the walls might not be standing.

Under the last administration, TARP money was poured in the top and much of it flew off or was carted away out the back. This administration is trying to ensure that some of the money actually reaches the front door and exits in the hands of business and consumer loan customers.

In exchange for future infusions of government support, TARP money recipients must offer their borrowers mortgage modifications in compliance with the administration's Housing Affordability and Stability Plan, for example, and perhaps AIG will have to rescind its bonus payments.

But although the administration is requiring some changes in the plumbing, to date it has avoided a careful examination of the foundations of these institutions.

The administration is not only propping up institutions, it is also supporting entire loan markets. The private mortgage-backed securities and asset-backed securities markets are not functioning on their own, but the government plans to use these markets to keep mortgage, student, auto, credit card and small business lending flowing.

Thus, the mortgage-backed securities market may soon appear to be functioning, but it will be a construction of Fannie Mae and Freddie Mac, entities operating under a federal receiver, not a "market" in a traditional sense of the word. Fannie and Freddie saw their authority to buy mortgage-backed securities increased from $50 billion to $900 billion last week.

Small business credit may soon flow, largely because Treasury will buy up Small Business Administration-backed small business loans and insurance coverage has moved up from 75 percent to 90 percent of the loan amount.

Banks will originate these loans, creating the mirage of a private market, but bear only a small portion of the risk. Ninety percent of the weight of small business loan market will rest on the government.

The asset-backed securities market for securities backed by student, auto and credit card debt may soon look "normal" too, but the government again will be taking the load.

The Term Asset-Backed Securities Loan Facility will be providing nonrecourse loans to institutions to buy these asset-backed securities. Perhaps to create the illusion of confidence that the rating agencies have changed their ways, the facility will require the asset-backed securities against which it lends to be triple-A rated.

Finally, the administration has designed the Housing Affordability and Stability Plan to buttress house prices, to give the appearance of true value when house prices have strayed far from their foundation - the income level of the borrower.

The Housing Affordability and Stability Plan consists of two mortgage programs - a refinancing program and a loan modification program.

The refinancing program is available to all borrowers who are current on their government sponsored enterprises-insured home mortgages, if the loan-to-value ratio is no more than 105 percent and the borrower meets current monthly debt-to-income ratio requirements.

The refinance loans, made at today's low interest rates, can be no greater than the loan size maximum for the county, which in Los Angeles is about $730,000.

These refinance-eligible borrowers are not in financial trouble, but by providing in effect a reduced monthly payment to as many as 60 percent of the home mortgage borrowers in the U.S., the administration gains political support for the next program.

The loan modification program requires a participating loan servicer to reduce the borrower's interest rate to as low as 2 percent so that monthly housing costs are no more than 38 percent of the borrower's monthly income.

The government will then split the cost of reducing monthly payments further, to bring the borrower to a 31 percent ratio between housing costs and income. If a 2 percent interest rate does not get the borrower to this ratio, the servicer can extend the loan term to up to 40 years from origination. The government pays servicers, investors and borrowers a variety of incentive payments to make the program work.

After five years, the borrower's interest rate can increase 1 percent per year until it reaches the lower of the original rate or the prevailing rate at the time of the modification (as noted, today these rates are low). Although a servicer can reduce a borrower's principal, this is plainly discouraged; the government will only chip in to the extent of the interest rate reduction.

The loan modification program is a policy that may work well to keep people in their homes, if servicers decide to participate and modify loans, and if people are not so far underwater that continuing to make lower monthly payments is not worthwhile.

But it again has the quality of the Amsterdam house. Rather than consumers admitting that their houses are worth less than those houses were a few years ago, and lenders writing down loan principal on their balance sheets, the Housing Affordability and Stability Plan loan modification program sustains consumer and lender delusions.

The problem is that the Amsterdam house analogy may only go so far. On the one hand, if the administration's economic engineering stabilizes institutions, markets and house prices, the fundamentals could follow. Banks and rating agencies may have learned their lessons, and once they make enough money through government-instigated lending, could emerge healthy.

Once fear subsides, investors mighty flock again to mortgage-backed securities and asset-backed securities, and displace the government's current role in these markets. With a few years of inflation, income would catch up to inflated house prices.

On the other hand, if the foundations of our financial institutions, mortgage- and asset-backed securities markets, and house values are weak, any new house the government builds will fail, and bring the facade down with it. This may well be the story of AIG today.

More fundamentally, if the front of the house is not worth preserving, a more efficient approach would be to raze the house and start afresh. So too if the institutions, markets and house values the administration is upholding are not worth preserving.

Oddly, the administration has given no sign of questioning whether the government should prop up the very institutions, securities markets and inflated house prices that brought the crisis on. The excuse could be that now is the time for stabilizing things, and only once we are stable can our "change" president pursue reform. But the best process to achieve stabilization might not be returning to the way things were.

Economic engineering is arguably borne of the same hubris that created financial models that recently failed spectacularly. So too it is borne of the faith that financial institutions, rating agencies and securities investors, none of which have acted prudently in the recent past, will do the right thing in the future and spend money from the government in ways the government would want. The AIG bonuses may be some indication that this faith is misplaced. The fronts of at least some of these houses are going to have to come down.

Lauren E. Willis is an associate professor of law at Loyola Law School in Los Angeles and an expert on the regulation of consumer financial products, including home mortgages.
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