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Source: U.S. Department of Commerce
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Personal Saving Rate
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Liabilities/Disposable Personal Income
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Source: U.S. Department of Commerce
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Declining Underwriting Standards

Percent Full Documentation ABS 2_28 Combined LTV ABS 2_28
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U.S. Residential Mortgage Delinquency Rates
Data Seasonally Adjusted, (1998:Q1 - 2009:Q2)
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Foreclosures Spread Across Much of the Country
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Securitization in a Nutshell
Pool of 
Residential 
Mortgages

Mortgage
Payments

Mortgage 
Backed
Security

Packager/
Servicer

Senior Tranche

(AAA)

Mezzanine 
Tranche

(BBB)

Mortgages are pooled & create a set of mortgage backed securities (MBS). 
MBS are bonds. Mortgage payments become interest payments to 
bondholders. 

Junior Tranche

(Below IG)
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The “Waterfall” When Everyone Pays

Pool of 
Residential 
Mortgages

Mortgage
Payments

Mortgage 
Backed
Security

Packager/
Servicer

Senior Tranche

Mezzanine 
Tranche

Senior bonds (with the highest credit rating) must be fully paid before
subordinate bonds get anything.  Called a “cash waterfall.”

Junior Tranche
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When Some Properties Default
Pool of 
Residential 
Mortgages

Mortgage
Payments

Mortgage 
Backed
Security

Packager/
Servicer

Senior Tranche

Mezzanine 
Tranche

When properties default, less cash goes into the top of the waterfall.  
Losses felt first at the bottom of the waterfall & work upwards.

Junior Tranche
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Servicing Advance Facilities are Critical 
to Reducing Foreclosures.

Borrower P&I / T&I Pmt. Servicer $ Trust $ Investor

Normal Process – Borrower makes payment

$

Borrower P&I / T&I Servicer
$ (monthly)

Trust $ Investor

Advance Scenario – Borrower misses payments
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Bank/
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Servicer
- Collection group

- Modification group

Unable/Unwilling 
to make pmt. Foreclosure REO/Liquidation

Successful modification/
collectionServicer reimbursed 
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Mortgage Modification Plans

• Hope Now (October 2007)

• Teaser Freezer ( December 2007)( )

• Hope 4 Homeowners (October 2008)

• Mod in a Box (November 2008)

• Streamlined Modification Program (November 2008)

• Making Home Affordable Program (March 2009)
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Trickle Down Effect from Mortgages
• Financial institutions that have experienced problems:

• Bear Stearns
• Fannie Mae and Freddie Mac
• Lehman Brothers 
• AIG
• Wachovia
• WaMu

• Other problems:
• Short-term debt markets are very tight

• Commercial paper
• Federal Funds

• Asset funding markets are very tight
C dit d t d t l t bil d t iti ti
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• Credit card, student loan, automobile and mortgage securitization 
markets 

• Long-term debt markets are very tight
• Municipal bonds

• These are unusual times => healthy firms can fail => lack of liquidity

16
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Municipal Bond Issuance Down since 2007
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HAVE WE TURNED THE CORNER?HAVE WE TURNED THE CORNER?
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LIBOR-OIS Spread at 2 Year Lows
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Commercial Paper Waits until August
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S&P 500 Index Recovers, March 2009
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IPO Issuance Is Still Depressed
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The views and opinions expressed herein are those of the author.  
They do not represent an official position of the Federal Reserve Bank 
of Richmond or the Federal Reserve System.


