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Abstract
!

In this thesis, I explore the four traditional marketing components: product, price,

distribution, and promotion, of the United States subprime mortgage market. Born from
federal deregulation in the 1980s, subprime lending offered American consumers with
poor credit, insufficient documentation, or excessive debt access to mortgages. The
government aimed to increase homeownership while at the same time allowing
businesses to profit from an untapped supply of homebuyers and consumers to own
homes they would otherwise not be able to secure financing for. Due to the complexity
and expense of home buying, many players—including the government and nonprofits—
participated in the distribution and promotion of subprime mortgages. The American
Dream, centered in homeownership as the ideal, helped drive the zeitgeist. Due to
subprime mortgages’ role in the housing bubble and subsequent recession, the analysis of
these components is fundamental to understanding what happened and, more importantly,
how we might prevent it in the future.
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Introduction
!

Over the past decade, the United States’ real estate market has been the economic

impetus from which the precipitous rise and fall of the global economy hinged. And in its
path, no participant in the marketplace was left untouched.
!

First-time homebuyers, even those who were unable to secure mortgages before,

were not only offered but inundated with a variety of new real estate products. These
products allowed homeownership rates to rise to all-time highs, particularly among
minorities. Homeowners watched as their homes appreciated tremendously in value—
many, in the heat of growing prosperity, refinanced in order to start a business or to
finance an education—and then were left to watch the equity in their homes plummet.
Even renters watched their investment portfolios, career opportunities, and retirement
accounts reflect the changes from across the street—for better or worse. And every
taxpayer, by virtue of the federal government’s intervention in the financial crisis, became
an accidental investor in the enterprises that propelled and reinforced the housing bubble.
!

Businesses from Wall Street to Main Street have similarly been affected.

Mortgage underwriters, investment banks, and capital firms financed, packaged, and sold
mortgages with increasing volume and complexity. Organizations from charities to
pension funds, acting on knowledge from investment rating firms, bought into the
increasingly lucrative market. As a result of the uncertainty in the financial markets, small
and large businesses alike have found credit both more difficult and expensive to secure
—exacerbating the high unemployment and the low expectations that can be associated
with the collapse of the housing bubble.
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!

Given the severe and widespread consequences of a volatile real estate market, as

a matter of national fiscal responsibility, the United States must take a critical look at how
it participates in the mortgage and housing industries, whether the mechanisms the
government supports do more good or harm, and what role the executive branch could
and should play to reduce the hazards in housing to the general health of the economy. To
gain a comprehensive understanding of the housing market, and in particular, the
subprime mortgage, the marketing components need to be reviewed. Herein, an analysis
of follows: the product and price, the distribution (or “place”), and the promotion of
subprime mortgages, as well as recommendations to reduce the severity, if not the
likelihood, of a future subprime crisis.
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Product & Price
!

Since the product and price of subprime mortgages are inherently connected, I

will discuss them as one. Subprime lending is intended for those who bear a higher-risk
to investors; logically, these subprime homebuyers must pay higher rates than their prime
neighbors to offset the additional risk they pose to whomever holds the mortgage. The
creation, growth, and cyclical nature of subprime mortgages are intrinsic to
understanding their potentially destructive power—especially given the lack of changes
precipitated by a smaller subprime lending crisis in the late 1990s.

Nonprime mortgages
!

Subprime lending got its start in the 1980s by the deregulationist, free-market

economics held by those in the financial industry and some members of Congress and
regulatory agencies. The proponents promised the efficiencies of an unfettered market
and applying “the simple logic of markets for cookies or pork chops to the market for
home loans.” 1By the early 1990s, as a result of the relaxation of usury laws, the
preemption of state laws by the federal government in the name of a national market, and
other legislative loosening as well as the prime interest rate reaching a historic low of six
percent, banks began entering the subprime lending market, focusing on a new target
market—financing the homes, cars, and credit of a once-underserved segment of the
American population: those with poor credit.
!

A potential subprime borrower is defined by an individual who has a relatively

low FICO credit score, a history of bankruptcy, or a substandard debt-to-income ratio. A
FICO score is a grade of one’s credit risk calculated largely from data on an individual’s
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payment history and debts owed as determined by the Fair Isaac Corporation (hence its
acronym).2 The average FICO score for a subprime borrower is 620.3 Subprime
borrowers may have also applied for financing without full documentation, understood as
both a verification of income (W-2) and assets (bank statements). (Subprime is not be
confused with Alt A products, which attract a borrower with a much higher FICO score,
712 on average, but little or no documentation.4) Both one’s FICO score and level of
documentation have shown to play important roles in the risk of a borrower’s default.
Additionally, mortgage originators are free to set their own guidelines as to whether and
how to verify a borrower’s income, employment, and occupation.5
!

There are two major forms of mortgages in the United States: agency and

nonagency. Agency mortgages are guaranteed by the Government National Mortgage
Association, a U.S. government agency, or the government-sponsored enterprises (GSEs)
Fannie Mae and Freddie Mac. Nonagency mortgages, for one reason or another—
whether the mortgage be too large or the borrower deemed too risky—do not conform to
the enterprises’ guidelines to qualify for their guarantee. As of 2007, 66% of the market
was comprised of agency mortgages and 34% of nonagency.
!

Late in the Clinton administration, the government pressured Fannie Mae and

Freddie Mac—once exclusive to prime borrowers—to become involved in the
guaranteeing of subprime mortgages in order to expand mortgage loans among low and
moderate income people.6 Each mortgage originator negotiated a rate with the GSEs to
set a price for the guarantee.7 Nonprime mortgages (i.e., subprime and Alt A) were
subject to higher costs in the form of risk-based pricing.
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!

Legislative attempts to rein in the GSEs participation in subprime lending in 2005

failed:
[Congressman Barney] Frank contributed to a bipartisan effort to put his
objectives—tighter regulation of Fannie and Freddie [...]—into law. At the
time, Fannie and Freddie were regulated by a small agency within the
Department of Housing and Urban Development; the bill proposed to
create an independent agency to monitor their operations. [They] achieved
broad bipartisan support for the bill in the committee, and it passed the
House. But the Senate never voted on the measure, in part because
President Bush was likely to veto it.8
Both enterprises held many subprime mortgages in their portfolios as the bubble burst. In
2008, Treasury Secretary Henry Paulson judged the GSEs’ capital requirements in
conjunction with the condition of the financial markets inadequate.9 In a press release, he
wrote the firms’ power would be leveraged to “promote stability in the secondary
mortgage market and lower the cost of funding” as “the housing correction poses the
biggest risk to our economy.” 10 Consequently, they went into government
conservatorship.

Growth of product offerings
!

Additionally, as the subprime lending became more ubiquitous and those who

were most suitable to this mortgage type were already customers, mortgage originators
had to become more creative in their product line-up to continue prospering in an
increasingly saturated marketplace. Many began offering various “affordability” (and
what others, some derisively, call “exotic”) products: Interest-only mortgages allowed
individuals to speculate on the housing market with a minimum investment as the
borrower does not pay off the principal. Piggyback second mortgages allowed borrowers
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to rollover the down payment on their real estate into a second, higher-interest mortgage.
Pay-option adjustable-rate mortgages (ARMs), which varied from bank to bank, allowed
individual borrowers to choose from a variety of monthly payment options that fluctuated
based on a variety of pre-set factors and timelines. Given the “affordability” aspect of
these products and the type of borrow subprime lending attracts, the subprime lenders
were able to continue to drive demand for their products in an ever more financially
lucrative industry. While some positioning strategies were uniform (at their height, 73%
of subprime mortgages were adjustable-rate), lenders promoted their functional
differences while at the same time employing the traditional symbolic imagery that
exemplifies the ideals of homeownership: family togetherness, financial security, etc.

Virtuous subprime cycle

Figure 1: “The ‘virtuous’ cycle of high-risk lending and housing prices.” 11
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!

While some financial researchers, notably including the respected UBS ABS

Research Team, had grown convinced of a housing bubble in the United States during the
first half of the decade, they were ignored. Other indications, such as those concerning
New Century, one of the top subprime originators, as early as 2003, showed loans
“degrading sharply” particularly as a result of those with “combinations of interest-only,
stated-income, and 80/20 characteristics.” In that year and the next, investors began
rejecting these loans after inspections showed “bad [house] appraisals, missing [loaner]
documentation, or incorrect credit reports.” At the same time, an internal audit of the firm
in late 2003 revealed almost 25 percent of the loans it had underwritten had “severe
underwriting errors.” 12
!

The market’s eyes and ears, such as the United States’ major investment rating

agencies (Standard & Poors, Moody’s Investors Service, and Fitch), on which many
investors judge the quality of a business’s credit risk, gave solid investment-grade A
ratings to major subprime lenders such as Countrywide and its subsidiaries up through
mid-2007. At the same time, in the company’s 2007 10-K filings to the SEC, the report
states: “Worsening real estate market conditions increase the risk that the value of the
properties securing our loans will be insufficient to repay amounts owing to us in the
event our borrowers default on the loans.” 13(In the months to follow, the financials
behind Countrywide quickly soured, and the company was sold to Bank of America the
following year.14)
!

So long as housing prices continued to rise, the “virtuous subprime cycle”

continued. This cycle culminated in the greatest period of home appreciation in the
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nation’s history, in part, because borrowers (and to some extent, lenders) had become
convinced of three great housing myths: 1) that the glamour of cities (due their limited
number and size) could not be replicated, 2) that the cost of housing materials was
growing due to certain future scarcity, and 3) that real estate appreciates in a stable,
predictable fashion. These popular myths have since been debunked by academics. 15
While there’s no data to suggest marketers advanced these myths, information cascades
helped contribute to the popularity of these products [See “Information cascades”]. The
bubble allowed homes to appreciate without financial oversight and encouraged greater
participation, since those who were most skeptical were left out of the “boom”—even as
the rent-to-buy ratio spiraled out of historical bounds and Americans were spending more
than ever on mortgage expenses.
!

For competitive reasons, the exact methodology of the pricing strategy of

individual lenders is proprietary knowledge and therefore unknown to the general public.
But a study of credit unions during the early 1990s revealed that each “price their
products according to rates and terms published daily by mortgage companies, Fannie
Mae and Freddie Mac,” adjusted within a 25-basis-point tolerance for “local market
conditions, cost of funds, and so forth.” 16Adjustable-rate mortgages were often tied to the
price of the one-year Treasury bill, and new mortgage products were already emerging
during this period, including a combination fixed-and adjustable-mortgage.17 The
stupendous growth of subprime mortgages may be accountable to price skimming by the
industry’s first major entrants, which would have led to increased competition, greater
promotion, and industry growth that was experienced in the United States. This transition
would have lead to more favorable terms for consumers over time, but a rigorous
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academic study, one that does not yet exist, would be necessary to confirm and expound
upon such a hypothesis.
!

From 2001 to 2006, consumer expenditures on mortgage interest and charges

grew from $2,862 to $3,753, an increase of 16 percent in real dollars. 18 In one year alone,
from 2005 to 2006, the expenditure grew over $400. Not only were individuals spending
more on their mortgages, but many were also using them as means to increase their
disposable income. A Mintel report entitled “Finance and the Everyday Consumer” states:
“Since 2004, consumer debt per consumer unit has stayed relatively flat in constant
dollars, suggesting that consumers have turned to mortgage-based debt to finance their
buying power.” 19
!

In 2007, the United States family real estate market had an estimated value of $23

trillion, of which $10.7 trillion was held as mortgage debt.20 And at their peak in 2006,
subprime mortgages as a share of these mortgages accounted for about 22%, with prime
and Alt A types accounting for the remainder; while just three years earlier, they
accounted for just 7% of the market.21 Alt A mortgages, those defined as near-but-below
prime, the highest lending bracket, rose from 3% to 18% in the same three-year period.22
But just a year later, by 2007, with the housing bubble on the brink of a certain precipice,
the market for subprime and Alt A mortgages had all but dried up.

Late 90s crash
!

The lure and collapse of subprime lending was not wholly unprecedented. The

subprime industry grew from $35 billion to $160 billion from 1994 to 1999 and initially
focused on refinance and home equity loans. 23 While consumer advocates foresaw the
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industry’s shift and pushed for restrictions on very high-cost loans and other abuses, the
Homeownership and Equity Protection Act of 1994 only made headway in loan
disclosure regulations, largely missing their primary concern: the subprime market. The
market was propelled by securitization of private-label (i.e., relying neither on the bank’s
own capital nor the Federal Home Loan Bank [FHLB]) subprime mortgages that didn’t
conform to government standards and by the increasing computational power that made
such securities possible. Without new regulation, these lenders, not utilizing the FHLB
were not “subject to the Community Reinvestment Act, fair lending laws, and consumer
compliance regulation.” 24Lack of federal oversight in spite of its supersession of state
laws quickly relaxed regulatory controls; some research into the hypersegmentation
utilized by subprime lenders at the time has revealed systematic discrimination. 25
(Reasonable people continue to disagree as to whether these patterns are necessarily
indicative of discrimination by originators or lenders, or are intrinsic to the many
variables employed by complex algorithms to determine pricing.)
!

By the late 1990s, regional institutions specializing in subprime lending went out

of business due to the 1998 liquidity crisis, which challenged the practices and decisions
of these then-teetering institutions. One major problem uncovered at the time was the use
of gain-on-sale accounting. The practice allowed a “judicious choice of prepayment
speed and loss assumptions.” When the credit died up, these institutions were
reevaluated, revealed to be of dubious quality, and forced into merger or bankruptcy.26
Afterwards, housing advocates criticized the industry for predatory lending, “creative”
financing including balloon payments, and misrepresentations regarding borrowers’
qualifications—many of the same criticisms leveled today against subprime lenders.27
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Distribution
!

Due to the great diversity in the cultural, racial, and demographical makeup of

regions in the United States, some communities were more heavily marketed to and more
heavily invested in than others.

Figure 2: Relative U.S. foreclosure rates as of November 2009 28

!

Some states were clearly hit harder than others. A portion of this contrast can be

explained by the participation of nongovernmental organizations, the geography of
minority populations, and the ethnographical composition of people who used subprime
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lending to buy homes during the housing bubble. These variables contributed to the
uneven oscillation that occurred in the United States’ real estate market in good times and
bad.

Nongovernmental organizations
!

From churches to housing groups, countless nongovernmental organizations of

various sizes, roles, and scopes unknowingly played an indirect but important role in the
distribution of subprime mortgages.
!

According to 2009 Gallup poll, 78 percent of Americans identify as Christian.29

Since the late 1940s, an increasing number of Christian churches have been preaching
prosperity gospel, the teaching that God rewards religious devotion with material wealth.
In an exposé published in The Atlantic by Hanna Rosin, prosperity gospel has grown with
the largesse of mainstream, nondenominational megachurches, which she found also
correlated to the “pattern of foreclosure hotspots.” Mortgage originators even directed
employees to reach out to pastors, who “managers figured […] had a lot of influence with
their parishioners and could give the loan officers credibility and new customers” in
exchange for donations to the church. 30
!

While nongovernmental organizations—including housing advocates—have

warned of subprime mortgages for years (and have played a substantive role in aiding
homeowners now in hardship), some community and housing groups may have
inadvertently directed or encouraged the spread of subprime mortgages as a means for
low- and middle-income families to purchase homes.31 A report from the Washington
Independent reveals that subprime lenders, realizing their potential influence among
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consumers, even participated and created these organizations, such as the Community
Financial Services Association of America (CFSA), as a front for “ ‘community
advocacy’ organizations” to “offer financial literary advice.” 32 (CFSA’s members include
pay-day lender Advance America and Rent-A-Center.)
!

Disproportionate effects on the underprivileged, minorities
!

During the escalation of the housing bubble, many underserved populations in the

United States were sought out by mortgage brokers and lenders who were looking to
rapidly increase the size of their real estate portfolios. While certainly not all subprime
lenders engage in predatory lending, many did. According to a report by the National
Predatory Lending Task Force, convened by the U.S. Department of Housing and Urban
Development and the U.S. Treasury Department, characteristics that makes the subprime
demographic particularly vulnerable to predatory practices are threefold: 1) having poor
credit, they are less likely to receive credit offers and therefore are more likely to accept
the first they receive, 2) many live in low-income and minority communities that are
underserved by traditional lenders, and 3) lack of accountability at the federal level.33
And despite advances insofar as integrating peoples of all ethnicities, preferences towards
self-segregation in communities is prevalent across America, which has been shown to
affect the composition of neighborhoods.34
!

A study by the Center for Responsible Lending, from a dataset of over 175,000

loans, found that “for most types of subprime home loans, African-American and Latino
borrowers are at greater risk of receiving higher-rate loans than white borrowers, even
after controlling for legitimate risk factors.” Their study showed that African-Americans
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were 15 to 31 percent and Latinos were 37 to 45 percent more likely to receive a higherrate subprime loans with a prepayment penalty (which constitute two-thirds of such
loans) to purchase homes versus similarly-situated white borrowers. 35 Minority borrowers
were also more likely to work with mortgage brokers—posing its own set of problems
[See “Mortgage brokers”]. 36
!

Hypersegmentation, which also played a role in the late 90s subprime crash,

contributed to the discrimination perpetrated by marketers which allowed them
“concentrate on consumers in narrowly defined geographic or demographic niches.”
Originators used street addresses as “a proxy for race” to pinpoint potential borrowers
and solicit unfavorable rates and terms. Even white borrowers living in the same
neighborhoods were victimized as a result of their “blanketing.” 37Their intense
marketing efforts all but drowned out the insured residential mortgages offered by
Federal Housing Administration whose market share among minorities fell 18 percentage
points (from 21 to 3 percent).38
!

Analyses of discrimination in mortgage industry have negated claims that

minorities have unduly “caused” the subprime mortgage crisis. Oppositely, some have
argued that discrimination has disproportionately affected minorities and occurred
“because the lender finds it cheaper to use the characteristics of an applicant’s group,
such as its race, to estimate the applicant’s creditworthiness rather than the applicant’s
own past history” (so-called “irrational statistical discrimination”).39
!

Evaluating mortgage originators’ practices to determine whether systematic

minority discrimination exists and what effect it has had is fraught with difficulties. Many
studies that reveal racial or ethnical discrimination use datasets that do not include
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information on the borrowers’ credit quality. Since, on average, minorities have lower
FICO scores than non-Hispanic whites, the analysis may reveal discrimination where
none exists.40 (The Center for Responsible Lending study cited above combined multiple
databases and used borrowers’ specific FICO scores in its analysis.) Moreover, a
respected 1994 study by economists Yezer, Phillips, and Trost revealed that the
mathematics employed by other scholars that indicated discrimination were inadequate.
They wrote: “The importance and significance of both the creditworthiness and loan-tovalue variables is exaggerated in the single-equation estimation results,” which were
calculated by flawed statistical models in many then-recent studies on lending
discrimination.41
!

Some respected economists argue that even legislative measures (e.g.,

Community Reinvestment Act of 1977) to encourage lending to low- and moderateincome (LMI) borrowers and reduce discrimination are counterproductive. Larry White, a
professor of economics at New York University, argued at the Financial Services
Committee in 2008, “If loans are profitable, profit-seeking banks should already be
making them.” 42He went on to say: “Ironically, the lending obligations of CRA […]
discourage the establishment of branches in LMI areas in the first place.” 43
!

Regardless, lending developments over the past decade have ultimately negated

much of the government-initiated improvements in these emerging communities. While
homeownership rates for these groups rose during a decade of subprime lending outreach,
the rates for African Americans and native-born Latinos have now been eroding far faster
than their white counterparts, according to a report by the Pew Hispanic Center. 44

Budin 16

Regional disparities and the effect of place
!

While subprime lending and its accompanying boom and bust left no region of the

United States unscathed, certain regions including California, Florida, and much of the
East Coast and Southwest were particularly vulnerable and affected. Boosted by growing
populations, an appealing climate, and strong second-home and speculative sales, these
hard-hit regions now face the blight associated with delinquency and foreclosure: unkept
lawns and pools, left-undone home repairs, squatting and looting by previous owners, etc.
—all of which drive home values further down, increase the likelihood of a mortgage
being “underwater,” and perpetuate a spiral of neglect, deterioration, and crime. Many
homeowners in these areas with the steepest declines, realizing the futility of paying a
mortgage perhaps twice the cost of an equivalent rental (and, being underwater, far from
building positive equity), are choosing to walk away and still come out ahead despite
suffering a seven-year hit to their credit scores.
!

Since the public consciousness changed in 2007-2008, median home values in

high-boom areas such as Las Vegas and Phoenix have declined by over half since their
highs in mid-2006. Luxury speculative properties and communities on the coasts of
Florida sit unattended; bricks and mortar lie dormant at an absolute stand-still in vacant
lots for years. The marketing of place-identity, in light of the real estate collapse,
backfires on the communities that invested most heavily in its promise.
!

Place-identity is formed through place branding, “the process of applying

branding process which is used for commercial products to geographical locations”as a
means of differentiation.45 While traditionally used to lure businesses and tourists to an
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area, place-identity has an important role in attracting homebuyers and investors to
certain regions. A study published on the branding possibilities finds:
!

Importantly, the growth of interest in place branding is also associated
with new understandings of urban and regional development that have a
focus on the city as an economic driver including not only the
contemporary lexicon of regional strategies such as clusters,
competitiveness, creative cities, innovation centers, knowledge and
learning economies, but also how the way places are perceived as
potentially valuable asset.46 [emphasis added]

The unique selling proposition of place allows consumers to literally buy the dream by
becoming a homeowner. (The quintessential example is Celebration, Florida, an
unincorporated town wholly developed by the Walt Disney Company.)
!

This potential correlates with the myth of a place’s irreproducibility. In a free-

market, so long as there is demand, virtually no characteristic cannot be mimicked by a
competitor (in this case, another city or region). Most characteristics that attract
individuals to an area such as robust economic growth or a vibrant cultural community
can be “acquired” by competitors with sufficient time, resources, and diligence. Even
inherent properties to place such as history, geography, or weather are not truly unique to
any given place except within the narrowest of spectrums, and even when they are, are
subject to the ever-changing wants and desires of today’s consumers.
!

In addition to absorbing some costs associated with delinquency and foreclosure,

municipalities that experienced the greatest increases in building and that saw their
fortunes change overnight wrote contracts and built infrastructure that they can now no
longer finance or support. The distribution of subprime lending has altered the landscape
of the Great Recession, in that it has exacerbated the problems brought on by unoccupied
housing with unemployment fueled by those put out of work by the collapse of the
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construction industry. [To compare to unemployment rates, see Appendix E.]
Unemployed laborers, contractors, suppliers, etc. may then be unable to make their
mortgage payments and face eviction. This propels its own devastating cycle.
!

Local economies in these areas are severely depressed. Many Americans see this

downfall as justified counteraction to the perceived extravagance and excesses
represented by these areas and their inhabitants. Federal financial assistance for states,
such as that that might have aided the monumental budget shortfalls in California and
Arizona, which were reeling from the housing boom and construction bust, has met
strong resistance. The federal government has allocated $1.5 billion, as part of its banking
rescue, to five particularly hard-hit states: Arizona, California, Florida, Michigan, and
Nevada to help homeowners.47 Without popular support, few congressional leaders are
willing to commit to helping these communities and state bureaucrats are forced to make
further cuts to public services—exacerbating the discrepancies from locality to locality,
state to state.
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Promotion
!

As homeownership rates rose across the United States, marketers working on

behalf of mortgage lenders had to become more competitive to reach an increasingly
saturated marketplace of eligible borrowers.

Expenditure comparison
!

Due to the saturation during the growth of the bubble, advertising expenditures by

major subprime lenders far outpaced the growth of their businesses. For example, in
2006, Countrywide was ranked the largest subprime lender in the United States with 8%
market share in the nation. 48 The company spent over $321 million in advertising and
promotion in 2007, an inflation-adjusted 187% increase from 2003, while their mortgage
loan production actually decreased 4% during the same period.49
!

The nation’s second largest subprime lender, New Century, which collapsed in

2006, grew their advertising and promotion expenditures from $26 million to $83 million
from 2003 to 2005, an inflation-adjusted 201% increase. Inflation-adjusted net income at
the firm grew only 64% over the same period. [For tabular financial data, see Appendix
A.]
!

The consequences of mortgage originators’ increase in advertising and promotion

budgets are two-fold: many subprime lenders are spending ever larger amounts in search
of increasingly scarce potential homebuyers, and these homebuyers, now far and few
between, are increasingly less likely to qualify for prime mortgages and therefore at
greater risk of delinquency and default. To keep up with Wall Street’s desire to repackage
these home loans and to maintain their own company’s size and prominence, the
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originators’ executives took on the added risk of marketing to and taking on potential
homebuyers of dubious creditworthiness.
!

In order to effectively market to these customers, originators needed to flex their

creative muscles to invent increasingly exotic and arcane products that would satiate the
what little demand remained: in the sector of low- or no-down payment, limited
documentation, high-risk profile home financing. Among subprime lenders, such as
Countrywide and New Century, as shown above, there exists a clear correlation between
time and dollars spent on advertising and promotion. Such an increase in marketing
expenditures reveals either the dwindling supply of potential home buyers or the growing
revenues to be made by lender’s “product innovations” along with sophisticated
demographic tools or, as is likely the case, both. While increasing competition may have
been a factor, this competition did not necessarily translate into better terms or rates for
consumers, as explained above. Some of the promotions initiated by these companies,
especially towards the market’s collapse, as the subprime industry reached its apex, raise
ethical concerns with regard to their direct-to-consumer advertising campaigns and their
relationship with mortgage brokers, as discussed below.

Direct-to-consumer advertising
!

Advertising to consumers became more pervasive as brokers and lenders tuned

their techniques to reach the designated target audience.
!

For example, during the height of the boom, Countrywide, then the nation’s

largest home loan lender, aired a 30-second television commercial targeted towards the
riskiest of consumers. [For transcript, see Appendix B.] In the spot, a female announcer,
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on the right half of the ad, lists potential borrowers: “A growing family with a lot of debt,
a young couple with no down payment, a business owner whose income was hard to
document—every one of them was turned down for a home loan by three different
lenders. I’m with Countrywide, and I got them all approved.” 50
!

She then goes on to say that Countrywide, unlike its competitors, “actually finds

ways to make loans.” On the left side, stock photographs of a family, a couple, and a
small business owner appear and then transition into images of three houses. Two of three
homes shown appear to be both large and expensive—among the uppermost strata of
homes available in the U.S. real estate market. The dialogue and imagery combined
create a false façade: that people who have repeatedly been denied home loans (with what
one can only assume, as she describes, good reason) would be able to purchase their
“dream” homes.
!

The absurdity of Countrywide’s claims—that they can, in essence, effortlessly

originate loans that another lender cannot—has been highlighted on the Internet. Parodies
of their television advertising campaign have begun appearing on YouTube, a major
Internet portal for user-generated video content, since at latest May 2007.
!

Countrywide is certainly not alone in employing now-questionable marketing

materials. In 2005, Chase Bank issued a number of print advertisements:
“The Top 10 Reasons to Choose Chase for All Your Subprime Needs,”
screams the headline on the first one. Another was titled, “Chase No Doc,”
and described the criteria for a borrower to receive a so-called nodocument loan. “Got Bank Statements?” asked a third flier. “Get
Approved!” In a number of the fliers, Chase makes it clear to the mortgage
brokers that the bank doesn’t need income or job verification—it just
needs to look at a handful of old bank statements.51
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In an Web display from Bank of America promoting no-fee, pay-option subprime
mortgages at the height of the bubble, the company proclaims: “Too good to be true, just
came true,“ against a bright red background.52 The unknowing clairvoyance exhibited by
some of the subprime advertising campaigns (and the agencies that produced them) is
remarkable.
!

A scholarly analysis of television, radio, and print loan ads in the California

Management Review found similarities in campaigns aired by banks, lenders, and trusts.
Subprime borrowers were more likely to be targeted informational campaigns focused on
“drowning” (i.e., credit problems and debt burdens) and transformational campaigns
focused on “delegation” (i.e., trust in one’s banker).53 Delegation campaigns “focus on
developing trust and suggesting that consumers rely upon the lender to provide help
imply these decisions are difficult;” drowning campaigns “increase the consumer’s
reliance on an agent (the lender) as a transformer.” 54Both of these were found to exist
within a problem frame, while the advertisements for prime loans existed within an
opportunity frame (“dreams” and “deals”).55 The authors also suggest the cues provided
in subprime advertising reveal of lack of disclosure regarding pricing.56
!

These now-archived advertisements from major mortgage originators illuminate

the increasing disregard executives were showing for the plain vanilla, fulldocumentation, 30-year fixed mortgages that served generations of Americans. [For a
sampling of the aforementioned advertisements, see Appendix D.] In order to rapidly
expand their investment revenues even as homeownership reached historic levels,
originators sought these borrowers despite their higher rates of default.57
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Government publicity
!

The George W. Bush administration (2000-2008), in its goal to close the “housing

gap” between minority and white families, made one of its goals to increase
homeownership. Former President Bush said in 2002 speech, “If you own your own
home, you’re realizing the American dream.” 58 The perceptions of Americans that favor
homeownership are often based on myth, yet are perpetrated and reinforced by the federal
government, which subsidizes it as a result.
!

Fannie Mae and Freddie Mac operate under a charter to increase the housing

affordability. But their increasing share in and promotion of subprime mortgages as well
as interest-only loans (many of which were bought by speculative homebuyers
anticipating future real estate market gains) has been disastrous for the governmentsponsored enterprises and the homebuyers they sought to help.59 In part due to their
placement in conservatorship by the federal government, they have come under sharp
criticism by many conservatives for their involvement in the bubble. This criticism holds
constant despite the two guarantors being “still bit players in the subprime market”
during the Clinton administration.60 In the year 2001 alone, the GSEs nearly doubled
their market share of securitizing the small but growing subprime industry from 6.9
percent to 12.0 percent.61

Information cascades
!

The preponderance of three popular housing myths (as explained in section

“Virtuous subprime cycle”) during the first decade of the twenty-first century
undoubtedly affected the decision-making of consumers, but due to the nature of the

Budin 24
spread of information, is difficult to pinpoint and quantify. Marketers are always careful
to minimize the gap between the expectations of a product or service and the perceptions
of it after a sale in order to build consumer confidence, to encourage repeat sales, and to
boost word-of-mouth advertising. With the expectations of homeownership (and future
real estate values) booming in accordance with these myths, mortgage originators could
ride the wave of positive publicity from the government and media (e.g., headlines of
increasing levels of minority homeownership).62
!

The effect of information and advice from relatives, friends, and colleagues

should not be underestimated. Marketers hope to influence every potential influencer in
the decision-making process from those who may initiate the idea to those who may aid
in the product selection or assist in the actual purchase. These types of relationships (and
the information they exchange) also fall in line with other important groups previously
discussed: church leaders, housing advocacy groups, financial advisers, etc. An intangible
information cascade is like any other physical object: what is in motion tends to stay in
motion. This was the case moreover because these hypotheses were rarely in public
dispute given the technical complexities in assessing their validity.63 As such, this
information very likely formed its own bubble reinforcing the cyclical nature of the
subprime housing boom.

Mortgage brokers
!

Independent mortgage brokers find, secure, and appraise potential mortgage

houses for homebuyers. Other brokers are employed directly by mortgage originators to
act as liaisons with the community. In either case, brokers, who many have come to see
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not only partial but predatory after the collapse, also participated in increasing awareness
of the lending products available. Since these individuals work on commission, they have
an incentive to sell mortgages regardless of the product’s fit to the consumer. Moreover,
in addition to fees charged to the borrower for their services in supplying information to
originators and appraising competing offers, many operated on a yield-spread premium
that allowed brokers to earn large fees by steering more credit-worthy homebuyers to
products intended for less credit-worthy individuals that dictated higher interest rates.
!

A scholarly analysis of records from New Century Financial Corporation, a

leading subprime lender, and its relationship with its brokers, which included over 3
million loan records from across the country, revealed higher delinquency rates correlated
with higher broker profit loans. But ultimately the brokers’ relationship to the subprime
crisis remained unclear. The researchers also concluded that regulations on and the
licensing of regulators, who in some states operate completely unregulated, reduced the
profits earned.64
!

According to a 2008 analysis by the Center for Responsible Lending, “Borrowers

who used brokers coughed up additional interest payments ranging from $17,000 to
$43,000 for every $100,000 they borrowed”—faring far worse than their peers who went
directly to lenders. 65 Even though these borrowers, now paying more for their home
loans, were more likely to default, brokers have no long-term stake in the borrowers
keeping current on their loans and out of delinquency. The ability for mortgage brokers to
supply unbiased advice and to obtain the best terms is clearly undermined in a market
that provides financial consideration for them to do just the opposite.
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Aftermath

Figure 3: U.S Homeownership Rates from 1968-200966

!

The collapse of the United State real estate market has had serious consequences

for all parties involved: lenders, borrowers, taxpayers, stakeholders, and the government;
has undermined the strength of the domestic and international financial markets; driven
unemployment to high and sustained levels; and shaken people’s faith in the economy.
According to the U.S. Census Bureau, in the fourth quarter of 2009 homeownership rates
hovered at 67.2 percent, the same level as they were in 2000. Due to the glut in the
volume of dwellings available on the market, these losses did not translate into gains for
the rental market. In fact, the third quarter of 2009 saw a record-high vacancy rate of 11.1
percent.67 From October 2007 to March 2009, the Dow Jones Industrial Average, a
leading indicator of the health and prospects of the economy, fell by over 50 percent from
its high exceeding 14,000—affecting everyone from financial firms to soon-to-be
retirees.68
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!

Given the grim prospects and onslaught of the credit crunch, consumers cut back

on spending, heralding in the highest consumer savings rate in recently history at just the
wrong time. As a result, businesses, which make up about ten percent of the U.S. gross
domestic product, curtailed capital expenditures, reduced inventories, and reduced their
payrolls. In October 2009, the U.S. national unemployment rate hit a high of 10.1
percent, which many economists—including those in the Obama administration—expect
to stay at relatively high levels to come. This is especially true given the job growth
needed just to keep up with new entrants to the economy as well as older employees who
are less likely to retire due to the recent hit many have taken to their retirement portfolios.
Some economists warn of a “double-dip” recession as there is a great deal of uncertainty
lying in the commercial real estate market, which due to the nature of its financing, lags
behind the residential market and may inflict further losses on banks and funds, as well as
the millions of Americans they represent. Additionally, today the international economy
faces the high debt levels being carried by industrialized European nations including
Greece, Spain, Portugal, and Italy as well as the United States itself. Heightened
geopolitical insecurities, rising energy prices, and dimmed consumer confidence, in
addition to the real estate bubble, will hamper any quick recovery to the domestic
economy.
!

While only a portion of the damage inflicted during the Great Recession can be

attributed to the risk-taking of brokers, banks, and borrowers, the United States, by virtue
of its history, society, and laws, has a huge stake in the real estate market. Since the
1920s, the federal government has implicitly and explicitly encouraged home ownership,
thereby skewing the market.69 By making mortgage interest payments tax deductible,
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they subsidize the cost of homeownership. By backing the mortgage underwriting giants
Fannie Mae and Freddie Mac at taxpayers’ expense, they limit banks’ potential losses and
encourage greater borrowing. And by funding nongovernmental housing organizations, it
funds the marketing and acquisition of underprivileged and minority borrowers, who
were shown to be disproportionately affected by the subprime mortgage crisis. If the
government chooses to recognize that some businesses are too big to fail, then that same
government has the not only the power but the responsibility to take proactive measures
to ensure that the potential liability is minimized and that the benefits to its constituents
outweigh the risks.

Recommendations
!

While the real estate market prior to the market innovation ushered in post-

deregulation was imperfect, the United States needs to take a more active role in
monitoring the health of the real estate market and the growth of financial innovations.
Information asymmetry has left consumers at a severe disadvantage in dealing with banks
and thrifts who are all but necessary to purchase a home in the United States. They are
steering their customers to products that even industry professionals find virtually
unintelligible. While it can be left up to debate how much regulation and oversight is
necessary, the success of a free-market economy depends on the availability of highquality information with which consumers can judge competitors. The housing market is
much too important for the federal government to ignore (as indicated by its continuous
involvement as well as its recent bailouts).
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!

The idea of information is at the core of this thesis. The product, the subprime

mortgage, is marketed to persons of lower credit quality, who are conceivably less able to
decipher and compare financial agreements. The distribution was based on unproven
housing myths and nonsensical optimism. The promotion was founded on the premises of
trust in lenders and reversals in credit outcomes—neither of which materialized during
the crisis. It also included included poorly-conceived publicity, overwhelming and
misleading advertising, and unscrupulous mortgage brokers. Consumers faced a severe
informational deficit from virtually every front; the few people with valuable advice (e.g.,
nonprofit groups) were at a great disadvantage against entities backed by profits and
taxes.
!

People need to be prepared to arm themselves with information to ensure their

own freedom, success, and happiness; no one is without an agenda, and there is no free
lunch. This is not to say the government or the industry is absolved from blame, they in
part are to, or that they cannot change, they can and should, but that there will never be a
substitute for personal diligence. Paul Romer, a Stanford economist, said, “A crisis is a
terrible thing to waste.” We can only hope people are listening.
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Appendices
Appendix A: Mortgage underwriter advertising expenditures
2003

2007

Expenditure,

Revenues,

Expenditure,

Revenues,

in millions

in billions

in millions

in billions

Proportional
change

Countrywide

$104.0

$8.0

$322.0

$6.1

+306%

New Century

$26.1

$1.0

$83.7 (2005)

$2.4 (2005)

+34%

Option One

—

—

—

—

—

Fremont

—

$0.9

$11.3 (2006)

$0.6 (2006)

—

$278.0

$13.3

$445.0

$14.2

+50%

First Franklin

—

—

—

—

—

RFC

—

—

—

—

—

Lehman Brothers

—

—

—

—

—

WMC Mortgage

—

—

—

—

—

Ameriquest

—

—

—

—

—

Lender

Washington Mutual

The proportional change is the percentage difference in percent change in advertising and
promotion expenditures against percent change in revenues.
Source: Hoover’s70

Appendix B: Countrywide TV commercial transcript
SPOKESWOMAN: A growing

family with a lot of debt. A young couple with no down

payment. A business owner whose income was hard to document. Every one of them was
turned down by a home loan by three different lenders. I’m with Countrywide, and I got
them all approved. So if you need a lender who actually finds ways to make loans, call
Countrywide. We’re America’s number one home loan lender. No one can do what
Countrywide can.
ANNOUNCER: Visit

Source: YouTube71

your local branch or call 1-888-48-CWCAN.
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Appendix C: Largest U.S. subprime lenders in 2006 by market share
Lender

Market share

Loans, in billions

Countrywide

8.0%

$38.5

New Century

7.0%

$33.9

Option One

6.5%

$31.3

Fremont

6.2%

$29.8

Washington Mutual

6.0%

$28.8

First Franklin

5.8%

$28.3

RFC

5.4%

$25.9

Lehman Brothers

5.1%

$24.4

WMC Mortgage

4.5%

$21.6

Ameriquest

4.4%

$21.4

These ten largest subprime lenders made up 58.8%, or $283.9 billion, of the industry in
2006.
Source: Wall Street Journal, UBS 72
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Appendix D: Sampling of print advertising from subprime lenders

Appendix E: Unemployment rates by state
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The unemployment rates by state, seasonally adjusted, as of November 2009. [To
compare to foreclosure rates, see Figure 2.]
Source: U.S. Bureau for Labor Statistics 73
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