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This article documents the emergence, evolution, and acceptance
of mortgage-backed securities (MBS) by bond investors in the
United States between 1968 and 1987. Drawing on an analysis
of trade publications, securities prospectuses, and business
press, | argue that MBS issuers’ eventual success at convinc-
ing bond investors to accept their products is especially remark-
able given that bond investors had rejected most types of MBS
issued between 1970 and 1983. My analysis suggests that the
acceptance of MBS as bonds was an outcome of two approaches
employed by the MBS issuers: (1) changing the attributes of their
products to make them more bond-like, and (2) changing the
meaning of the bond category by opening its boundaries to prod-
ucts that incorporated mortgage features. These two approaches
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2 VINOKUROVA

to changing investors’ beliefs to promote innovation acceptance
may undergird the diffusion processes for other financial innova-
tions. Understanding the process of innovation acceptance may
be especially important because market participants have short
memories. Forgetting the assumptions made during innovation—
acceptance processes can bring unanticipated consequences of
innovation adoption, such as financial crises.

An important explanation of the 2008 financial crisis is the credit
market participants’ belief that mortgage-backed securities (MBS) and
the structured financial instruments derived from them are bonds." In
a study documenting the differences in performance between bonds
and MBS, Coval, Jurek and Stafford concluded that the belief that
MBS were bonds was questionable because the two types of securities
had different risk profiles:

The fact that corporate bonds and structured finance securities
carry risks that can, both in principle and in fact, be so different
from a pricing standpoint casts significant doubt on whether corporate
bonds and structured finance securities can really be considered
comparable, regardless of what the credit rating agencies may
choose to do [emphasis added].?

These authors argue that the belief that MBS belonged in the
same category as bonds contributed to the 2008 financial crisis by
obscuring the differences between MBS and bonds. Furthermore,
they suggest that such obfuscation of risks associated with MBS led
to underpricing of structured financial products and, consequently,
greater demand for MBS, which resulted in the market bubble that
burst in 2008. Other scholars also observed that the investor belief
that MBS were bonds helped drive demand for both MBS and the
derivative securities:

The demand among investors around the world for bonds backed
by American mortgages appeared to be insatiable in the early
2000s. ... Key players on Wall Street found ways to turn plain-
vanilla mortgage-backed securities into more exotic financial instru-
ments, tailored to the demands of investors seeking higher returns
and willing to take on higher risks.?

1. Vinokurova, “2008 Mortgage Crisis.”
2. Coval, Jurek, and Stafford, “Economics of Structured Finance,” 19.
3. Davis, Managed by Markets, 145.
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In addition to empirical studies documenting the role played by the
investor beliefs in the lead-up to the 2008 crisis, scholars have also
developed theoretical models exploring how investor beliefs link
financial innovations and financial crises. In one such model, the
belief in an innovation’s comparability to existing products contrib-
utes both to the innovation’s diffusion and the subsequent crisis:

In response to demand, financial intermediaries create new secu-
rities offering the sought after pattern of cash flows, usually by
carving them out of existing projects or other securities that are
more risky. By virtue of diversification, tranching, insurance, and
other forms of financial engineering, the new securities are believed
by the investors, and often by the intermediaries themselves, to
be good substitutes for the traditional ones and are consequently
issued and bought in great volumes. At some point, news reveals
that the new securities are vulnerable to some unattended risks and,
in particular, are not good substitutes for the traditional securities.
Both investors and intermediaries are surprised by the news, and
investors sell these false substitutes, moving back to the traditional
securities that have the cash flows they seek [emphasis added].

Applied to the 2008 crisis, this model suggests that—much like the
empirical work has shown—the belief that MBS were bonds helped
grow demand for the securities. Furthermore, the differences between
MBS and bonds, ignored before the crisis, played a prominent role in
triggering the crisis.

These accounts of the 2008 crisis suggest that the question of how
market participants came to believe that MBS were bonds is fun-
damental to understanding the development of both the MBS mar-
ket and the 2008 crisis. However, the existing literature offers little
insight into the origins of this belief. A rich literature on the anteced-
ents of the 2008 financial crisis has considered the previous episodes
of mortgage securitization, the role of government in shaping the
housing markets, the evolution of mortgage lenders, and the role of
financial innovation in shaping regulation.’ To date, however, little is

4. Gennaioli, Shleifer, and Vishny, “Neglected Risks, Financial Innovation,”
452.

5. For U.S. mortgage-backed securities markets in the 1870s and the 1920s, see
Snowden, “Evolution of Interregional Mortgage”; Snowden, “Mortgage Securitiza-
tion”; Snowden “Transition from Building and Loan.” For the development of the
housing market between 1780 and 1968, see Quinn, “Government Policy, Housing,
and the Origins of Securitization.” For studies of the evolution of thrifts, see Haveman,
“Between a Rock and a Hard Place”; for mortgage bankers, see Jacobides, “Industry
Change through Vertical Disintegration”; for epistemic culture of MBS traders,
see MacKenzie, “Credit Crisis as a Problem”; and for financial innovation more
broadly, see Funk and Hirschman, “Derivatives and Deregulation.”
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4 VINOKUROVA

known about the emergence of the market participants’ beliefs about
MBS. Such oversight is especially surprising given that the very
language used to refer to credit markets invokes the role of beliefs.
Indeed, the word “credit” itself traces its etymology to the past parti-
ciple of the Latin verb credere (to believe).®

To address this fundamental question, I use a historical approach
to investigate the process by which bond investors came to accept MBS
as a legitimate tradable instrument, namely, bonds. Specifically, this
article traces the emergence, evolution, and acceptance of MBS by
bond investors in the United States between 1968 and 1987. In analyzing
this question, I consider two approaches MBS issuers employed to
promote the acceptance of MBS as bonds: (1) changing the attributes
of MBS to make them more bond-like, and (2) changing the meaning
of the bond category by expanding its boundaries to include securi-
ties with mortgage features. In undertaking this study, my purpose
is to contribute to the historiography of the 2008 financial crisis, the
historiography of credit markets more broadly, and the emerging field
of financial history.

This article is structured as follows. The first section situates the
contribution of this article in the existing literature. The second sec-
tion describes my sources and methods. The third section considers
the attempts to sell mortgages to bond investors that predate the MBS
market. The fourth section examines the MBS issuers’ attempts to
make MBS more bond-like by changing the features of mortgage-like
MBS to resemble bonds. The fifth section describes MBS issuers’
efforts to change the boundaries of the bond category by issuing
mortgage-backed bonds and gradually infusing them with mortgage
features. The sixth section analyzes the process of investor belief evo-
lution. The seventh section discusses the implications of my findings
and concludes.

Existing Literature

The existing literature on the history of securitization makes three
important assumptions. One, it takes for granted the successful dif-
fusion of MBS—an assumption that implies the immutability of the
structure of MBS and precludes the investigation of how MBS struc-
tures evolved. Two, its analysis of the process by which the successful
diffusion of MBS was achieved focuses on the role played by the
U.S. government without considering the role played by the inves-
tors’ beliefs. Three, it assumes that MBS issuers achieved the bond

6. Tett, Fool’s Gold, 254.
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category membership for their products by changing the products to
conform to the category boundaries. Below, I describe in detail these
assumptions and how my work fills the gaps in the literature. I then
discuss how my work relates to the broader literature on financial
innovation.

Taking for Granted the Success of MBS

With notable exceptions, the post-2008 literature on the role of secu-
ritization in the financial system takes for granted the successful dif-
fusion of MBS and the acceptance of MBS as bonds. For example,
Greta Krippner writes, “The securitization of housing finance was
enormously successful, and as policymakers had hoped, it helped
to stabilize the mortgage market.”” Here, the success of securitiza-
tion is measured against the goal of stabilizing the mortgage market,
achieved through the successful diffusion of MBS. This assertion fits
well with Krippner’s argument about the role played by financializa-
tion in today’s society; however, it does not shed light on the process
by which the success was achieved.

Another important aspect of the MBS success that scholars have
taken for granted is the securities’ membership in the bond category.
For example, Gerald Davis describes home mortgages as the proto-
type source material for other kinds of securitization. The member-
ship of MBS in the bond category serves as a building block for his
argument that “securities can be created out of nearly any kind of
actual or potential stream of cash. Home mortgages are perhaps the
prototype: mortgage-backed securities are bonds backed by the mortgage
payments of homeowners.”8

Neither Krippner nor Davis purport to unpack the processes by
which MBS achieved their success. However, the assumption of secu-
ritization’s success permeates this literature, creating a sense of the
immutability of MBS over time. One piece of evidence for this sense
is that neither Krippner nor Davis mention which type of MBS they
are referring to. The extent to which other researchers do specify the
type of MBS they refer to, they typically do not articulate either the
relationship between the different types or the different instruments’
role in promoting the acceptance of MBS.?

7. Krippner, Capitalizing on Crisis, 70. Lending credence to this argument,
Green and Wachter argued that “securitization became a dominant source of funds
for long-term residential mortgages.” Green and Wachter, “American Mortgage in
International Perspective,” 99.

8. Davis, Managed by Markets, 105.

9. See, for example, Gotham, “Cascading Crises,” 7; Gotham, “Secondary
Circuit of Capital Reconsidered,” 261.
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6 VINOKUROVA

In response to this taken-for-grantedness of MBS success, some
scholars have called for investigating the process by which MBS won
acceptance. Sarah Quinn, for example, argues for the importance of
a historically grounded understanding of the process by which MBS
gained acceptance:

The decisions firms made about securitization in the 1970s and the
1980s have had profound global consequences. As money poured
through American firms and into American homes at previously
unheard of levels, the unchecked largesse eventually had a devas-
tating effect. But in the aftermath of these events it is easy to forget that
until the 1980s many financial companies were unwilling to buy
mortgages under any circumstance, believing that securitization
was overly complicated and risky. Firms had to learn to stop wor-
rying and love securitization. How did this happen? How exactly
did the structure of these instruments change? [emphasis added]®

This call for future research highlights the importance of investigat-
ing the evolution of investor beliefs and the evolution of financial
instrument structures in understanding the success of MBS.

As Quinn points out, one of the challenges of understanding the
history of securitization and the acceptance of MBS as bonds is the
need to keep track of the evolving structure of the instruments. Track-
ing this evolution points to a puzzle in the existing literature. On the
one hand, Sellon and VanNahmen argue that the evolution of MBS
securities was shaped by an imperative to fit MBS into the bond cate-
gory: “All mortgage-backed securities share a common goal: to create a
security that is similar to and competitive with other debt instruments
in the capital market.”?* On the other hand, while the efforts to convince
investors that MBS were bonds succeeded, the acceptance of MBS as
bonds is remarkable because the structure of the securities is markedly
different from that of conventional bonds. Indeed, Quinn articulates
how the structure of MBS differed from that of financial instruments
in prior mortgage securitization attempts: “An important thing to note
about the use of securitization at the end of the twentieth century in
the U.S. is that the process does not just entail the creation of debt
instruments backed by a pool of assets like mortgages, but that those
collateralizing assets are removed from the issuers’ balance sheets.”1?

As this description makes clear, the structure of MBS is at odds
with the understanding of debt as an obligation between two parties—in

10. Quinn, “Government Policy, Housing, and the Origins of Securitization,”
135.

11. Sellon and VanNahmen, “Securitization of Housing Finance,” 9.

12. Quinn, “Government Policy, Housing, and the Origins of Securitization,” 18.
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the case of bonds, an issuer and an investor. Once the collateral is
removed from the issuer’s balance sheet, the resultant product ceases
to be an obligation of the issuer. This means that MBS were accepted
as bonds by investors despite not fitting the definition of debt, leaving
open the question of how this acceptance came about.

The Role of the U.S. Government

The extent to which the existing literature has an explanation for how
MBS became bonds, it focuses on the role of the government in help-
ing facilitate this acceptance:

The U.S. government was not the only entity to use complex debt
instruments to sell mortgages and shuffle around assets in the post-
war period. Still, at the end of the 1960s, it put its weight behind
the market, and doing so, the government played an important role
in helping mortgage bonds enter the mainstream. In the late 1960s
and throughout the 1970s the government and a select group of
investors worked hard to convince the business world at large that
it was a good idea to invest in these securities and, through them,
in the housing market [emphasis added].?®

This account articulates the rationale behind the government’s securi-
tization efforts as attracting private investment to the housing market.*

Other scholars share this understanding of the government’s goal
with respect to promoting securitization. Carruthers and Stinchcombe
describe the emergence of government agencies with the explicit
mandate of creating a secondary market in mortgages:

As a commodity, a mortgage on a specific home is hard to know, and
if known, that knowledge is difficult to communicate publicly in
a credible fashion. Given this complexity, one would expect the
secondary market to be rather illiquid. But through the deliberate
intervention of government agencies like Fannie Mae (established
in 1938), Ginnie Mae (founded in 1968), and Freddie Mac (Federal
Home Loan Mortgage Corporation, founded in 1970), illiquid home
mortgages have been transformed into liquid commodities.*®

Carruthers and Stinchcombe claim success on behalf of the government
agencies in making mortgages more liquid, that is, more acceptable as
tradable investments.

13. Ibid., 131.

14. In Debtor Nation, Louis Hyman argues that government officials saw the
development of securitization as a means to attract capital to inner cities.

15. Carruthers and Stinchcombe, “Social Structure of Liquidity,” 362.
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8 VINOKUROVA

The issuance of MBS became a critical step in helping the gov-
ernment agencies achieve this goal. Black, Garbade, and Silber offer
the following description of the emergence of pass-through securities,
one of the earliest forms of MBS:

In 1970, the Government National Mortgage Association (GNMA),
a division of the Department of Housing and Urban Development,
innovated a modified pass-through program for FHA mortgages
[mortgages the repayment of which was insured by the Federal
Housing Administration]. The program sought primarily to reduce
yields on FHA mortgages by improving their marketability. More
specifically, GNMA sponsored the issuance of relatively homo-
geneous pass-through securities, that is, claims on interest and
principal payments given off by pools of specific FHA mortgages,
modified by a guarantee that payments on those mortgages would
be made promptly, even in the event of mortgagor delay or default.
It was hoped that non-traditional mortgage investors would be will-
ing to hold the GNMA pass-throughs because of their marketability
(stemming from the reduced need for credit evaluation and from
greater homogeneity of the instrument). This would, in turn, reduce
the cost of credit for FHA mortgages [emphasis added].®

Their description frames the role of the government in the creation
of MBS as trying to improve the marketability of government-insured
loans while implicitly acknowledging the role played by investor
beliefs in the process.

Two things are notable in this description of the government’s role.
One is the emphasis on standardization or greater homogeneity of
the resultant instrument as a path to marketability, that is, the dif-
fusion of innovation. The efficacy of this path hinges critically on the
investors’ acceptance of the government standardization efforts. The
second is the description of the government’s action in aspirational
terms (“It was hoped that non-traditional investors would be willing
to hold” MBS). This description acknowledges the limits of the gov-
ernment’s control over financial markets. The government can engage
in standardization or offer credit guarantees; however, it does so in
the hope that investor demand materializes.

Quinn articulates an extreme version of the government-control
hypothesis in her enumeration of the questions left unanswered by
securitization researchers:

If correct, this would cause us to rethink what some of the innova-
tion in the 1970s and 1980s was really about. It could be that the

16. Black, Garbade, and Silber, “Impact of the GNMA Pass-through Program,”
458.
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real trick might not have been in managing risk or sweet talking
investors, but in changing laws. One important question then
becomes why investors move to get certain laws changed at cer-
tain times.”

Even this extreme version of the hypothesis cannot help but acknowl-
edge investor agency in the story. Without a historically grounded
account of the role played by the investors, the understanding of the
process by which investors came to believe that MBS were bonds
is incomplete.

Complying with the Bond Category Boundaries

In its coverage of the role the government played in turning MBS into
bonds, the literature to date has focused on the process of standard-
ization as a means of fitting MBS into the bond category. Carruthers
and Stinchcombe argue that standardization of mortgages was a neces-
sary condition for the government agencies’ success in their mission
of creating a market for mortgages:

People in the highly liquid secondary mortgage market won’t accept
mortgages on particular homes as homogeneous goods that will
always have a price. Instead, individual mortgages have to be
turned into homogeneous goods by a government agency set up
to make a market out of mortgage payments. Liquidity, in other
words, is a problem of public knowledge about economic assets,
of how in the case of financial assets, “facts” about future income
streams become sufficiently standardized and formalized, so that
people know that they can be bought and sold on a continuous
basis [emphasis added].'®

According to this description, government agencies standardized
mortgage investments to make them palatable to the investors.
Implicit in this argument is the idea that compliance with a standard
would ensure success of the securitization enterprise.

Krippner argues that this standard came from other fixed-income
securities traded on the market:

Policy makers reasoned that one way to bring new capital into
housing would be to transform the mortgage instrument from a loan
into a security that could be traded in the capital markets. This was
done by assembling a pool of mortgages, standardizing them by

17. Quinn, “Government Policy, Housing, and the Origins of Securitization,”
135.
18. Carruthers and Stinchcombe, “Social Structure of Liquidity,” 354.
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10 VINOKUROVA

requiring that they meet certain criteria, and then selling partici-
pations entitling each investor to a prorated share of the cashflow
generated by the underlying mortgages.*®

In other words, compliance with the form of other fixed-income secu-
rities, which I conceptualize as the boundaries of the bond category,
was critical to the acceptance of MBS as bonds.

Other scholars, for instance, Smith and Taggart, have argued that
making MBS more bond-like drew bond investors to the mortgage
market:

In this case, securitization is helped by the standardized features
of the pass-throughs. ... The government guarantee and restrictions
on the mortgages eligible for the pool made pass-throughs far more
homogeneous than the typical direct mortgage investment. This
homogeneity in turn allowed the growth of secondary trading, mak-
ing pass-throughs more liquid. Pass-throughs helped to satisfy inves-
tors’ increased demand for real estate-related securities. Thus, the
mortgage market was opened to a broader spectrum of investors and
national integration of the market was furthered [emphasis added].?°

In addition to viewing standardization as a primary approach by
which MBS entered the bond category, what the three accounts above
have in common is the implicit assumption that the acceptance
of MBS as bonds began and ended with pass-through securities, an
assumption my work seeks to unpack.

Innovation-Acceptance Process as a Change in Beliefs

Taking a step back from the context of MBS, the existing literature on
financial innovation also pays limited attention to the innovation—
acceptance process. Existing work in finance assumes innovations
to be driven by demand, supply, or financial intermediaries’ efforts
to match demand and supply.?' To date, the literature has assumed
away the need for research on the innovation—acceptance process,
that is, the process by which the innovation suppliers match the
needs of innovation’s target customers by postulating that the same
processes that apply to technological innovations also apply to finan-
cial innovations.

Scholars of technological innovation have argued that the develop-
ment of customers’ conceptual framework about innovation is a key

19. Krippner, Capitalizing on Crisis, 69-70.

20. Smith and Taggart, “Bond Market Innovations,” 26-27.

21. For a recent review of financial innovation literature, see Lerner and Tufano,
“Consequences of Financial Innovation.”
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prerequisite for innovation acceptance.?? Paired with an observation
that “in the early stages, the new product is defined largely in terms of
the old,”?3 this argument implies that framing an innovation in terms
of existing products may play an important role in the innovation—
acceptance process. The empirical work on innovator strategies has
found support for this argument; however, this work did not investi-
gate the changes in beliefs associated with such framing.

Specifically, the empirical studies of the innovation—acceptance
process have considered the use of design and labeling strategies by
the innovators. In their study of Edison’s efforts to facilitate the adop-
tion of electricity, Hargadon and Douglas make the case for the role of
product design in helping facilitate innovation acceptance.?* Edison’s
design, for example, framed electricity in terms of gas by transfer-
ring lampshades—an element technically unnecessary with electric
lighting—from gas lamps to electric lamps. The authors used the
Edison case to argue that innovation design affects how customers fit
the innovation into their conceptual frameworks and, consequently,
the likelihood of innovation acceptance.

In their study of the use of category labels in framing innovations,
Zunino and his coauthors observe that the labels used to categorize
innovations exhibit persistence.?® In other words, rather than invent-
ing new labels for each new product generation, innovators consis-
tently opt to use existing labels. This finding suggests that innovators’
choices of labels are limited by the usefulness of these labels in helping
the customers make sense of the innovation.

The research to date has not directly examined the evolving rela-
tionship between innovators’ design and labeling strategies and
customers’ beliefs. Thus, the question of how these interact in the
innovation—acceptance process remains unanswered.

Contribution

This article seeks to offer a perspective that complements existing
accounts of how MBS diffused. While acknowledging the role of gov-
ernment in the diffusion of MBS, I focus on the role of investors and
investor beliefs in shaping the development of securitization. In so
doing, I seek to understand how and when MBS became accepted as
bonds by investors. My approach conceptualizes the design of indi-
vidual securities as an outcome of negotiations between MBS issuers

22. Clark, “Interaction of Design Hierarchies and Market Concepts,” 244.

23. Ibid., 245.

24. Hargadon, and Douglas, “When Innovations Meet Institutions.”

25. Zunino, Grodal, and Suarez, “Familiarity, Creativity and the Adoption of
Category Labels.”

Downloaded from https://www.cambridge.org/core. University of Pennsylvania Libraries, on 08 Aug 2018 at 15:46:51, subject to the Cambridge Core terms of use,
available at https://www.cambridge.org/core/terms. https://doi.org/10.1017/es0.2017.45


https://www.cambridge.org/core/terms
https://doi.org/10.1017/eso.2017.45
https://www.cambridge.org/core

12 VINOKUROVA

and investors. I fill the gap in the existing literature’s understanding
of the evolution of MBS over time by considering the six MBS designs
issued between 1970 and 1983.26 Taken together, the different product
designs represent a record of how the negotiations evolved over time.
Tracing the design of multiple generations of products enables me to
explain how investors came to believe that MBS were bonds. This
comprehensive analysis also allows me to shed light on the role
played by mortgage-backed bonds (a type of MBS that has received
little attention in the existing literature) in promoting the acceptance
of MBS as bonds.?”

The focus on the securities’ design allows me to resolve the puzzle
of how securities with unbond-like features came to be accepted as
bonds. To the extent that the literature on securitization acknowl-
edges the evolution of MBS, it follows the logic of the category imper-
ative literature in economic sociology, which implicitly assumes the
boundaries of the target category to be fixed. Presented with fixed
boundaries, an innovator has two options: either change the product
to fit it into an existing category or create a new category.?® The exist-
ing literature on securitization assumes that MBS issuers followed
the former path because “designers of securities will be so concerned
with marketability that they will have more than enough incentives
to adhere to standards.”?°

Examining the designs of the different MBS generations led me
to a different conclusion about the process by which MBS became
accepted as bonds from the standardization accounts found in the
existing literature. Specifically, as I argue in the remainder of the article,
MBS issuers achieved acceptance for their products by changing the
boundaries of the bond category. They accomplished this by intro-
ducing mortgage-backed bonds—securities with features that at first

26. My choice of 1970 as a starting point is consistent with the existing liter-
ature. Quinn, in “Government Policy, Housing, and the Origins of Securitization,”
describes 1970 as the year the first “modern MBS” was issued (127). See Quinn
also for a survey of government experiments with securitization before 1970. Allen
and Santomero similarly argue in “Theory of Financial Intermediation”: “The market
for mortgage-backed securities in the US dates back to the 1950s at least but it was
not until the 1970s that it became important in terms of the volume outstanding”
(1470).

27. Quinn mentions mortgage-backed bonds (MBBs), citing Sellon and
VanNahmen. Quinn, “Government Policy, Housing, and the Origins of Securi-
tization,” 132. However, Sellon and VanNahmen only describe one of the three
types of MBBs that I analyze, and they do not articulate the role played by MBBs
in promoting the acceptance of MBS. Sellon and VanNahmen, “Securitization of
Housing Finance.”

28. For the creation of a new category, see Khaire and Wadhwani, “Changing
Landscapes.”

29. Merrill and Smith, “Property in Law and Economics,” 387.
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closely conformed to those of the bond category. They then gradually
added mortgage features to the products while continuing to claim
membership in the bond category. I argue that the introduction of
multiple generations of these securities over time helped shift the
boundaries of the bond category to include MBS.

My work contributes to the existing literature on financial inno-
vation and the innovation literature more broadly by shedding light
on the role of customer beliefs in the innovation—acceptance process.
Specifically, my work documents the evolving relationship between
the design and labeling strategies deployed by innovators and cus-
tomers’ beliefs. Indeed, my work highlights the importance of lan-
guage in the innovation—acceptance process. Marc Bloch articulated
the historians’ professional frustration that people fail to change their
language when they change the meaning of the words.?° I find that in
the context of innovation, such failure can be strategic in facilitating
acceptance of the innovation.

Tracing the Evolution of MBS

My research on the emergence, evolution, and acceptance of MBS
as bonds draws on nearly four hundred primary and secondary
source documents, which I collected between 2010 and 2016. The
data collection for this project proceeded in two stages. I began by
interviewing a select group of current and former industry partici-
pants and regulators who were involved in the development of the
MBS market.

Between 2008 and 2010, I conducted twenty-one semistructured
interviews to understand which organizations participated in the
evolution of MBS, what roles these organizations played, and how
they interacted with each other. In choosing the individuals I inter-
viewed and the organizations they represented, I relied on theoret-
ical sampling, continuing to recruit interviewees until I covered
the entire MBS value chain.?! To improve my understanding of the
decision-making processes of practitioners in the field, I also read
ethnographies of financial markets,3? transcripts of National Public
Radio interviews with mortgage-industry players and consumers, and

30. Bloch, Historian’s Craft, 34.

31. Theoretical sampling is an approach developed by Glaser and Strauss, in
Discovery of Grounded Theory. In contrast to statistical sampling, which seeks to
select a sample representative of population as a whole, theoretical sampling is
driven by a question; in this case: How did the different parts of the MBS value
chain come together?

32. Abolafia, Making Markets; Zaloom, Out of the Pits; Ho, Liquidated.
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14 VINOKUROVA

published practitioner accounts.?? I used these materials along with
transcripts of my detailed notes from the interviews to compile lists
of organizations, individuals, and securities instrumental in the evo-
lution of the MBS market.

In the second stage of document collection, I searched online
databases ABI Inform/Global and ProQuest Historical Newspapers,
using as keywords the names of the organizations,3* individuals,3®
and securities®® associated with the development of the MBS market.
I also searched WorldCat, an online bibliographic catalog, for man-
uals, pamphlets, and white papers either authored by or describing
the activities of the securities’ issuers, rating agencies, regulators,
and industry trade associations. I supplemented my searches of the
online databases with reading published academic manuscripts
dealing either with MBS directly or the history of mortgage lend-
ers.?” I followed the reading by crosschecking the references of these
papers against the sources in my document collection and adding
the relevant sources to it. When specific industry publications were
not available from public sources, I requested copies directly from
the authors.

These efforts yielded a collection of 379 publications, including
13 books and 366 industry documents and periodicals spanning the
period from 1960 to 2008. The industry documents included pro-
spectuses of individual securities, annual reports of the securities’
issuers and the issuers’ regulators, as well as listings of the individ-
ual securities in regulatory filings and rating agencies’ publications.
The periodicals section of the document collection includes stories
from major newspapers,®® general interest business magazines,39
magazines focusing on investing,%® as well as trade publications

33. Lewis, Liar’s Poker; Einhorn, Fooling Some of the People; Tett, Fool’s
Gold.

34. These included “Federal National Mortgage Association (FNMA or Fannie
Mae),” “Government National Mortgage Association (GNMA or Ginnie Mae),”
“Federal Home Loan Mortgage Corporation (FHLMC or Freddie Mac),” “Salomon
Brothers,” “First Boston,” “Merrill Lynch,” etc.

35. These included “Lewis Ranieri,” “Frank Fabozzi,” etc.

36. These included “mortgage-backed securities (MBS),” “mortgage-backed
bonds (MBBs),” “pass-through certificates,” “pay-through certificates,” “guaranteed
mortgage certificate (GMC),” “pay-through bonds,” “collateralized mortgage obli-
gation (CMO),” “real estate mortgage investment conduit (REMIC),” etc.

37. For the evolution of thrifts, I read Haveman, “Between a Rock and a Hard
Place”; for developments in mortgage banking, I read Jacobides, “Industry Change
through Vertical Disintegration.”

38. The major newspapers included the Chicago Tribune, Los Angeles Times,
New York Times, Wall Street Journal, and Washington Post.

39. These included Business Week, Forbes, and Fortune, among others.

40. Including, among others, Barron’s, Crain’s, Kiplinger’s, and Money.

”
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for the different industry groups involved in creating, buying, and
selling MBS.4! The resultant combination of primary and secondary
sources enabled me to trace how the investor beliefs and the MBS
products evolved from 1970 to 1987.

Specifically, I used these documents to trace the lineage of each
MBS product design in order to compare and contrast the features
over four generations. To understand these features, I catalogued
the six designs of MBS products issued between 1970 and 1983
(the study period), with the sixth finally accepted as a bond by the
bond investors. Because I am interested how the evolution of MBS
shifted the boundaries of the bond category, I also include a sev-
enth design, which was launched in 1987 after the bond category
expanded to include MBS. I examine these seven designs, their
features, how each design differed from its predecessor, and the
resultant products’ appeal or lack thereof to bond investors and
mortgage lenders.

My findings suggest that the MBS issuers succeeded in part due
to their reliance on a process complementary to Bloch’s articulation
of how word meanings change.?? In the case of MBS, the change in
the meaning of the word “bond” was a result of continuously label-
ing MBS as bonds while changing the attributes of the products to
include more mortgage attributes. After sketching out the background
for the emergence of MBS between 1960 and 1970, I make the case
for a change in the meaning of the bond category. I first present the
historical narrative as if such a change had not taken place and high-
light the questions such a narrative would leave open. I then present
the more complete historical narrative with evidence of change in the
meaning of the category.

From Mortgages to Mortgage-Backed Securities, 1960-1970

Starting in the 1960s, mortgage lenders and government officials
charged with housing policy in the United States saw attracting bond
investors and, more specifically, pension fund capital to the mortgage
market as critical to helping mortgage lenders meet the growing

41. T focused on publications that target mortgage lenders (American
Banker, Bottomline, Mortgage Banking, Savings Bank Journal, Savings and
Loan News, Real Estate Review, etc.); bond investors (Bond Buyer, Fixed Income
Investor, Institutional Investor, Pensions and Investments, Pension World,
etc.); and regulators (Federal Reserve Bank of New York Quarterly Review,
Review—Federal Reserve Bank of St. Louis, Federal Home Loan Bank Board
Journal, etc.).

42. Bloch, Historian’s Craft, 34.
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16 VINOKUROVA

demand for housing.*® Pension fund capital was needed in the mort-
gage markets because without it the markets went through cycles of
funding shortages.

This was because cycle after cycle of interest rate increases cre-
ated the expectation of rising interest rates, which drove investors
out of the mortgage market, thus grinding residential mortgage lending
to a halt.#* This expectation triggered investor flight from mortgages
because investors did not want their money locked-up in the then
predominant long-term fixed-interest-rate mortgages, which, after
interest rates went up, would pay lower interest rates than other secu-
rities in the market. The investor flight left mortgage lenders with
limited capital for financing residential mortgages, thus making hous-
ing credit unavailable to consumers. This flight from the mortgage
market would eventually lead to the Savings and Loan crisis in the
late 1980s—early 1990s.45

Mortgage lenders and government officials believed that the mort-
gage investors’ sensitivity to fluctuations in interest rates was due to
the their short-term investment horizons. The solution to this problem
was seen in attracting new investors with longer time horizons who
would thus be less sensitive to interest rate fluctuations.® Pension
funds’ long investment horizons made them less sensitive to interest

43. Thomas W. Enots, “Mortgagees Turn to Pension Funds: Bankers Push
Efforts to Persuade Trustees to Buy More Property Loans,” New York Times,
April 24, 1960, R1. Enots describes government officials working hand-in-hand
with mortgage industry participants in selling pension funds on mortgages:
“Trustees of the nation’s biggest pension funds were told by Government offi-
cials, bankers and housing specialists that mortgages were too profitable to
ignore despite the complexities of investing in them. The attractions of loans
backed by the Federal Housing Administration and the Veterans Administra-
tion were emphasized.”

44. These halts, also described by observers as crunches or pinches, occurred
for instance, in 1960 (ibid.); 1966 (Van Cleave, “Capital Markets: Money Drought
Pushes Bond Yields to New Highs,” Barron’s, November 24, 1969, 38); 1969
(David Ganis, “All about the GNMA Mortgage-Backed Securities Market,” Real
Estate Review 4 (1974): 55—65); and 1974 (Dana L. Thomas, “Ginnie Mae’s Kid
Sister: Privately Insured Mortgage Pass-Throughs Score on Wall Street,” Barron’s,
November 14, 1977, 3, 22, 24.)

45. Savings and loan associations, as mortgage lenders, retained mortgages in
their portfolios and traditionally funded their mortgage lending with short-term
deposits. The rising interest rates meant that these mortgage lenders had to pay
more interest to the depositors than the older mortgages in their portfolios were
generating. This difference resulted in financial losses, driving mortgage lenders’
interest in securitization as an opportunity to get older, lower interest rate mortgages
off their books.

46. The government’s focus on attracting new mortgage investors had to do
with a lack of clarity on how to combat rising interest rates. Pursuit of deflationary
policies was an alternative to securitization in resolving the problems faced by
mortgage lenders.
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rate changes,*” and their access to large sums of capital made them
ideal candidates for remedying mortgage-funding shortages.

However, pension funds resisted investing in mortgages because
they viewed mortgages as inferior investments compared to bonds,
the securities into which pension funds traditionally invested.*® The
smaller denominations of mortgages meant that bond investors had to
buy a greater number of mortgages than bonds in order to invest the
same amount of money. Buying more securities involved more effort
that translated into higher staffing costs per dollar invested.#® The
credit quality of individual mortgage loans was also hard to analyze
because in lieu of an explicit credit rating, each mortgage included a
voluminous file of documents, the contents of which varied from loan
to loan. Moreover, the mortgage loan buyers were responsible for
collecting the principal and interest payments from the end mortgage
borrowers—a responsibility the pension funds viewed as inconvenient.

By contrast, bonds came in large denominations, had easy-to-
understand credit ratings, and standardized documentation. Bond
investors also received the interest and principal payments from the
bond issuers without having to invest in a separate payment—collection
function. Pension funds resisted the mortgage lenders’ sales efforts
in part because they lacked the capabilities (that is, staff and functional
expertise) necessary for investing in mortgages. Pension funds were
not willing to make organizational changes and spend money on
developing new areas of expertise in order to invest in mortgages.

As a result of these differences between mortgages and bonds, the
efforts to frame mortgages as either an attractive investment from an
economic perspective or a way for pension funds to fulfill their social
obligations fell on deaf ears.5% The cost differential between investing
in mortgages and bonds translated into a lack of liquidity in the mort-
gage markets that mortgage lenders and government officials sought
to remedy.

The Kaiser Commission, appointed by President Lyndon Johnson
in 1968 to analyze the problems of financing housing, described the
problem of selling mortgages to investors as follows:

47. See the Appendix (in Supplementary Material) for a more detailed discussion
for the interaction between changes in interest rates and bond market development.

48. Eileen Shanahan, “Indirect Support of Housing Urged: Administration
Attempting to Persuade Businessmen to Help on Investments,” New York Times,
March 16, 1970, 65, 67.

49. Some observers estimated the increase in staffing costs associated with
mortgage investing to be as high as three orders of magnitude: “Management of the
corporate bond might require 1/100 of an employee; the mortgage portfolio could
require ten employees.” Kanner, “Financing Ideas,” 344.

50. “Secondary Conference: Work Harder to Sell Loans to Pension Funds,
Experts Say,” Savings & Loan News, March 1982, 70-73.
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18 VINOKUROVA

A mortgage is not the most appealing investment to many inves-
tors. Often it is not easily converted into cash without a substantial
discount. ... Mortgages require investors or their servicing agents to
have special staffs which add to the cost of investing in them, costs
that may prove prohibitive for smaller investors. A Federally guar-
anteed debenture would overcome all of these problems and prove
attractive to all lenders.5?

In keeping with the commission’s recommendation, the desire to
attract bond investors’ capital to the mortgage market led to the cre-
ation of MBS, securities that addressed the bond investors’ objections
to investing in mortgages directly while channeling money into the
mortgage market. The MBS proponents were explicit about the new
securities’ purpose: “The new financing device would aim at captur-
ing larger portion of the investment portfolios of pension and trust
funds for housing.”? Thus, the creation of MBS was rooted in these
efforts to attract pension funds’ capital to the mortgage market. For a
timeline of MBS market events, see Table 1.

Mortgage-backed securities were created in response to pension
funds’ resistance and were designed to address their specific objec-
tions to mortgage investing. The groundwork for the creation of new
securities was laid in the 1968 Housing and Urban Development Act,
in which Congress authorized (quasi-) government agencies to issue,
and government agencies to guarantee the repayment of, certain types
of MBS, thus making MBS more attractive to the bond investors. The
act split the activities of the Federal National Mortgage Association
(FNMA, or Fannie Mae), the government agency charged with buying
mortgages from mortgage banks, into a new federal agency called the
Government National Mortgage Association (GNMA, or Ginnie Mae).
It then spun off the remainder of Fannie Mae as a private corpora-
tion with a congressional charter. Both Fannie Mae and Ginnie Mae
were authorized to issue mortgage-backed securities, and Ginnie Mae
was also authorized to provide federal guarantees to securities issued
by (quasi-) government agencies, including Fannie Mae and Federal
Home Loan Mortgage Corporation (FHLMC, or Freddie Mac).>® The
federal government’s guarantee of MBS repayment enabled MBS
issuers to claim that MBS were comparable to government bonds and
thus should be treated as such.5*

51. President’s Committee on Urban Housing, Report of the President’s
Committee on Urban Housing, 131-132.

52. Robert J. Samuelson, “To Help Housing Government Plans New-Type
Security,” Washington Post, August 2, 1969, D9.

53. Housing and Urban Development Act of 1968, [82 STAT], Section 804.

54. David A. Loehwing, “Fat Years and Lien: Mortgage Bankers Seem to
Flourish in Any Kind of Economy,” Barron’s, December 7, 1970, 3, 10, 14.
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Table 1 Timeline of MBS market developments

Year Event

1968 Congress authorizes the issuance of mortgage-backed securities
guaranteed by the full faith and credit of the U.S. government.

1970 First pass-through certificates are issued by a number of mortgage
lenders.

1970 First agency mortgage-backed-bonds (agency MBBs) issued by Federal

Home Loan Mortgage Corporation (Freddie Mac) and Federal National
Mortgage Association.

1973 Agency MBBs are discontinued.

1974 Federal Home Loan Bank Board authorizes the issuance of private MBBs
by savings and loan associations.

1975 First pay-through certificates issued by Freddie Mac.

1975 First public offering of private MBBs issued by California Federal Savings
and Loan Association.

1979 Pay-through certificates are discontinued.

1981 First public offering of pay-through bonds issued by PHM Credit
Corporation.

1983 First Collateralized Mortgage Obligations (CMOs) issued by Freddie Mac.

1986 Congress authorizes the issuance of Real Estate Mortgage Investment
Conduits (REMICs), a type of CMO.

1987 First REMICs are issued by a number of mortgage lenders.

Between 1970 and 1983, MBS issuers pursued two different
approaches to convince bond investors to invest in MBS—one entailed
bringing the design of MBS closer to that of bonds and the other
focused on expanding the boundaries of the bond category to include
products that incorporated mortgage features. To showcase the differ-
ences between the two approaches, I first discuss the evolution of the
market as if MBS issuers only employed the first approach and high-
light the questions that this narrative would leave open. I then present
evidence for the combined use of both approaches and show how the
incorporation of the second approach into the narrative helps enrich
the understanding of the process by which MBS were accepted as
bonds. Such exposition provides an opportunity for a counterfactual
analysis of the efforts to turn bonds into mortgages and to convince
bond investors to accept MBS.

Turning Mortgages into Bonds: Evolution of Mortgage-Type
MBS, 1970-1983

In responding to bond investors’ objections to mortgage investing, a
range of federal and state laws, regulatory rulings, and consumer pref-
erences constrained mortgage lenders’ ability to redesign residential
mortgages. Consequently, instead of changing the features of individ-
ual mortgages, in 1970 mortgage lenders responded to bond investors’
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20 VINOKUROVA

objections to the small denomination and complex documentation of
individual mortgages by pooling multiple mortgages. They then used
these pools to issue pass-through certificates—standardized secu-
rities, with the mortgages serving as securities’ collateral. The new
securities were called pass-through certificates because they passed
through the principal and interest payments from the mortgage bor-
rowers, whose mortgages were pooled, to the investors. Pass-through
certificates represented fractional ownership in a pool of mortgages
and were guaranteed by GNMA.55

Such pooling allowed mortgage lenders to aggregate enough mort-
gages to match the minimum denomination size of bonds, to which
the pension funds were accustomed,®® thus removing the bond inves-
tor objections to mortgage denomination size and lack of standardized
documentation and credit ratings. Also, the servicing of the securities
was assigned to a third party, thus obviating the need for the investors
to develop a separate payment—collection function.

MBS issuers had high hopes for the prospects of pass-through
certificates capturing a share of the bond investors’ portfolios.?”
Bundy Colwell, board chairman and president of the Colwell Company,
at that time the fifth-largest mortgage bank in the United States active
in the issuance of pass-throughs, remarked, “More and more, this is
the way mortgages will be marketed. They will tap markets, partic-
ularly pension funds and other institutions that are not equipped
to handle mortgages as such. All they have to do is treat them like
bonds.”%8

Others in the mortgage industry shared Colwell’s enthusiasm for
pass-through certificates. Louis Nevins, a director at the National
Association of Mutual Saving Banks, described the function of pass-
through certificates as follows: “What the security does is to transform

55. Pass-through certificates guaranteed by the Government National Mortgage
Association (GNMA) were nicknamed GNMAs or Ginnie Maes, a derivative of
Ginnie Mae, the name MBS traders also used to refer to the agency itself. Either
explicit or implicit government repayment guarantees assured the credit quality of
the vast majority of mortgage-type MBS issued during the period described in this
article.

56. The private-label MBS that lacked government repayment guarantees
were first issued in 1977, but did not achieve popularity until the early 1990s, well
after MBS were accepted as bonds.

57. The term pass-through certificate appears to be a neologism, created in
reflection of the securities’ function of passing the principal and the interest from
the mortgages through to the securities’ investors. The Housing and Urban Devel-
opment Act referred to the securities that would become pass-through certificates
as “trust certificates.” Housing and Urban Development Act of 1968, [82 STAT],
Section 804, 542.

58. Loehwing, “Fat Years and Lien,” 3.
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the mortgage into a bond-type instrument.”®® This suggests that pass-
through certificates were the first attempt by the MBS issuers to turn
mortgages into bonds.

Despite these claims of similarity of the new securities to bonds,
pass-through certificates differed from bonds on three significant attri-
butes. As a result of the securities’ cash flows being closely tied to the
cash flows of the underlying mortgages, the new securities retained
mortgage features such as monthly payment frequency and uncertainty
in when the mortgages backing the securities would be repaid. First, the
monthly payment frequency differentiated pass-through certificates
from bonds that typically made semiannual interest payments.

Second, the uncertainty in pass-through certificate repayment dates
was introduced by a provision in most U.S. government-insured mort-
gages that borrowers could repay their mortgage loans at any time
without incurring a penalty. Such early repayment, also known as
prepayment, could occur, for instance, if borrowers chose to refinance
their loans. The prepayment risk was a problem because it exposed
investors to the possibility that they would not receive the interest for
which they had paid upfront when buying the mortgage. This could
happen, for instance, if an investor who paid for the mortgage as if pay-
ments would be made over the next thirty years, but the mortgage was
repaid after only ten years. In this case, investors would have paid for
twenty more years’ worth of interest payments than they received. The
other facet of prepayment risk was that more such early repayments or
refinancings occurred when interest rates went down as compared with
when the mortgage was originally issued. This meant that the investors
would have to reinvest the repayments they received in a lower interest
rate environment than the one in which they had originally invested.

Third, like individual mortgages, pass-through certificates did not
constitute a debt obligation of their issuer. In issuing the securities,
the mortgage lender sold assets to the investors rather than incur a
debt obligation. By contrast, bonds made semiannual payments of
interest, returned their principal once at a predetermined date, and
were issued as debt obligations.

As the evidence I present below indicates, bond investors’ resis-
tance to accepting new securities focused on the first two issues: the
monthly payment frequency and the prepayment risk.

59. Mutual savings banks were a type of thrift institution, a mortgage lender
that held mortgage loans in their portfolio (in contrast to mortgage banks that sold
the mortgage loans) after originating them. Savings and loan associations were
the other major type of thrift institution. Thrift was a common term for describing
savings and loan associations and mutual savings banks. Louis H. Nevins,
“Mortgage-Backed Securities—A Multifaceted Investment Tool,” Savings Bank
Journal 53 (1972): 23—41.
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Addressing Beliefs about the Monthly Payment Frequency and
Prepayment Risk

Bond investors were reluctant to invest in securities that made monthly
payments. Lewis Ranieri, a bond trader who became one of the driving
forces behind MBS market development, later recalled:

We created problems for the accountants because the pass-throughs
were monthly pay securities and all the other bonds were semian-
nual. In fact, after John Hancock bought a mortgage security, my
customer came back two months later and said, ‘Gee, Lewis, I love
this stuff but I can’t buy anymore because my back office is threat-
ening to quit.” We needed to overcome the bookkeeping inconve-
nience of a security that paid interest monthly.5°

As this suggests, even bond investors who could be sold on the
idea of MBS were deterred by the mismatch between the securities’
payment patterns and the bond investors’ back office processes. Even
the compounding advantage the monthly payment frequency offered
over the semiannual payments, that is, the interest would compound
twelve times a year rather than only two times was insufficient to
overcome the investors’ reluctance to deal with securities making
monthly payments.5?

In addition to payment frequency as a major barrier to the accep-
tance of pass-through certificates, even mortgage bankers promoting
the acceptance of the new securities acknowledged the bond investors’
concerns about prepayment risk. The acknowledgment is evident in
the language that mortgage lenders adopted to describe the issue,
specifically their use of bond terms such as “accelerated payments” and
“call protection” (protection from prepayment risk). Phillip Kidd, the
assistant director of research for the Mortgage Bankers’ Association,
characterized the problem of prepayment risk as follows:

The only feature the “bond” man looks for today that the mortgage
banker [issuing pass-through securities] cannot provide is assurance
of call protection. Accelerated cash flows through prepayments and

60. Ranieri, “Origins of Securitization,” 36.

61. According to the manual put together by investment bankers specializing
in pass-through certificates, this lack of appreciation led to underestimation of
the securities’ yields: “Another reason for the underestimation of the comparative
yields on Ginnie Maes is the failure to take into account the compounding effect
of monthly payments upon yield. Since most bonds pay interest semiannually,
adjustment factors must be used to equate their yields with Ginnie Mae yields.”
GNMA Mortgage-Backed Securities Dealers’ Association, Ginnie Mae Manual,
12-13. The mortgage securities traders addressed the monthly payment challenge
to calculating yield by developing yield conversion tables displayed the monthly
compounding of the interest.
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foreclosures can be estimated from FHA statistics, but the bond man
would still fear a further acceleration if interest rates fell sharply
and borrowers refinanced their mortgages. Neither FHA nor VA
[Veterans Administration] mortgages permit a prepayment penalty.
Historically, this type of prepayment is rare and a drop so sharp
as to induce refinancing in interest rates seems unlikely in the fore-
seeable future.®?

Kidd’s characterization suggests that the prepayment risk in pass-
through certificates stemmed from a mortgage attribute that pass-through
certificates inherited from mortgages and that MBS issuers could
not control: the absence of prepayment penalties. Nevins’s analysis
echoed Kidd’s description of bond investors’ prepayment risk con-
cerns, suggesting that prepayment risk hindered the acceptance of
MBS by the bond investors: “The modified pass-through security is
more like a bond than a mortgage, but the holder still has no protec-
tion against accelerated payments.”63

Thus, the features of pass-through certificates that were closely
related to mortgages interfered with bond investors’ acceptance
of MBS. The monthly payments of principal and interest posed
accounting and back office challenges, which hampered investors’
ability to handle new securities using their existing processes.
The combination of monthly payments and prepayment risk
made it more difficult to calculate yield, an important metric on
which bond investors compare and price securities.®* The inves-
tors’ inability to compute yield hindered the development of the
MBS market because it made it difficult for the investors to buy
and sell mortgages. The mortgage securities traders addressed
the challenge of computing yield in the presence of prepayment
risk by developing industry wide conventions about prepayment
expectations.

[One such convention that gained popularity] assumed that no
loan [in the pool backing pass-through securities] prepays for the
first twelve years, and that one the first day of the thirteenth year,
every loan prepays. Everyone understood that the yield pro-
duced by this formula could be the real investment yield only
by accident. ... This formula, which was used for the better part of
the decade, was never intended to reflect true investment return. It
was simply a convention that enabled Lehman Brothers, Salomon

62. Phillip E. Kidd, “GNMA Mortgage-Backed Security: The Wave of the
Future,” Mortgage Banker, April 1970, 36-42, 41.

63. Nevins, “Mortgage-Backed Securities,” 42.

64. Seiders, “President’s Commission on Housing,” 339.
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Brothers, Merrill Lynch, and others to compute prices and yields
on a consistent basis. It simply enabled traders to talk to each
other.5®

Bond investors rejected pass-through certificates because of these
problems; however, traditional mortgage investors familiar with the
monthly payment and prepayment risk challenges switched their
mortgage investments from buying individual mortgage loans to pass-
throughs to benefit from the cost savings associated with the larger
denominations, standardized documentation, and government repay-
ment guarantees offered by the new securities. MBS issuers antici-
pated this development:

Most likely, traditional single-family mortgage investors—mutual
savings banks and savings and loan associations—will give the
warmest reception to the instrument. These financial institutions
already know the drawbacks of direct investment in single-family
mortgages—costly review of mortgage documents, loss of income
due to long foreclosure litigation, and low liquidity. Moreover, they
have lived for years with the problem of reinvesting monthly amor-
tization and know how to tie it into their cash flow needs.56

The new securities’ appeal to traditional mortgage investors made
their failure to attract new investors even more obvious, leading to a
search for other solutions:

The purchase of GNMA securities by [traditional] mortgage buyers
has always distressed the architects of the program and the govern-
ment officials who intended that GNMAs [pass-through certificates]
would be used to tap the vast wealth of pension funds. In 1971,
many market observers openly charged issuers and dealers with
taking the easy way out, selling to the same old mortgage buyers
instead of devoting the time and effort required to bring new money
into the mortgage market.5”

65. Ranieri, “Origins of Securitization,” 35. Over time, MBS issuers analyzed
prepayment behavior of mortgages to assess the realism of this convention. Such
analysis by both practitioners and academics became the basis for the develop-
ment of tranching tools, discussed later in this section.

66. Kidd, “GNMA Mortgage-Backed Security,” 39—40. In part, the traditional
mortgage investors’ enthusiasm was due to pass-through certificates reducing
the cost of mortgage investing while retaining the favorable tax status of investing
in real estate. In reflecting on the history of the market development, a Barron’s
reporter wrote: “The early buyers of Ginnie Maes were thrift institutions, which
immediately realized big tax breaks from them” (Thomas, “Ginnie Mae’s Kid
Sister,” 3).

67. Ganis, “All about the GNMA Mortgage-Backed Securities Market,” 61.
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MBS issuers responded to the lack of bond investor interest in pass-
through certificates by issuing new securities with different attributes
and positioning these securities as responding to bond investors’
concerns about investing in pass-through certificates. The evolution
of MBS from mortgages toward bonds and how each subsequent
generation of mortgage-type MBS became more bond-like in its attri-
butes is shown in Figure 1. The attribute values of pass-through cer-
tificates closely matched those of mortgages on the mortgage—bond
spectrum.

Moving Ever Closer to Bonds

In 1975 the Federal Home Loan Mortgage Corporation (FHLMC, or
Freddie Mac), a quasi-government agency created for the purpose
of securitizing mortgages, issued the first pay-through certificate, a
security structured like a pass-through certificate but with semian-
nual rather than monthly interest payments.®® To switch the secu-
rities from monthly to semiannual payments, the securities’ issuers
accumulated and reinvested the monthly payments received from the
mortgage borrowers before passing the payments on to the investors.
The pay-through certificates explicitly targeted bond investors whose
accounting systems did not allow them to invest in pass-through
certificates.® The switch in the securities’ payment frequency from
monthly to semiannually (depicted in Figure 1) made pay-through
certificates more like bonds and less like mortgages on the payment
frequency dimension, thus becoming another step in turning mort-
gages into bonds.

Despite Freddie Mac’s success in recruiting Wall Street’s most
prominent bond dealers to distribute pay-through certificates,”® the
new securities failed to generate sufficient bond investor interest to
make up for the additional costs incurred by the issuer in transforming
the monthly mortgage payments into semiannual payments to the

68. Pay-through certificate was the trade name given to the securities,
and while the term’s etymology is not clear, the name evokes the securities’
close relationship to pass-through certificates. The trade name differed from
Freddie Mac’s proprietary name for the security: guaranteed mortgage certifi-
cate (GMC). The traders informally referred to the securities as “Freddie Mac
motorcycles.” John H. Allan, “Boom in Mortgage-Backed Securities,” New York
Times, November 20, 1977, F5.

69. This delay in passing on the principal payments to the investors also dis-
qualified the pay-through certificates from the “real estate investment” tax status,
thus ruling out investments in the new securities by traditional mortgage investors.
Ronald D. Struck, “Mortgage Backed Securities: A Primer,” Pension World, February
1978, 16-21.

70. “Ginnie Mae’s Kid Brother Grows Up,” Forbes, June 15, 1977, 100-102.
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Figure 1 Turning mortgages into bonds.

Note: Each row in the figure represents a year in which a new type of security was issued.
Each column represents a different type of security, with each of the three rows
representing the security’s value along the attributes of conventional bonds. The bond
values of the attributes are shaded in dark gray, the mortgage values in light gray, and
the values between those of bonds and mortgages in medium gray. If a security was
discontinued, it was removed from the figure in the years following the discontinuation.

investors. When mortgage origination volumes fell in 1979, pay-through
certificates were discontinued.”?

Undeterred by their lack of success with the first generation
of pay-through certificates, in the next generation MBS issuers
sought to address bond investors’ objections to the presence of
prepayment risk in MBS. They accomplished this through the
development of tranching, an approach that divided the prepay-
ments received from mortgage borrowers among different classes

71. “FHLMC Three-Tiered Bonds Score Big,” Savings Institutions 104 (1983):
116-119. Between 1975 and 1979, Freddie Mac sold $2.95 billion of pay-through
certificates. (Federal Home Loan Mortgage Corporation, Secondary Market in
Residential Mortgages, 50). By contrast, more than $195 billion of pass-through
certificates were issued between 1970 and 1982 (Joseph C. Hu, “Secondary Market:
The American Model,” Mortgage Banking, April 1991, 14-23). Pass-through certif-
icates continue to be issued to this day.
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or tranches of investors.”? Prior to the development of tranching,
each pool of mortgages backed a single security with a single stated
maturity. This structure, employed in pass-through and pay-through
certificates, divided the prepayment risk among the investors in pro-
portion to the size of their investment, with all investors incurring
prepayments at the same time.

By contrast, the securities with tranched prepayment risk were
designed as multiclass pay-through certificates. This meant that instead
of a pool of mortgages backing a single class or tranche of securities, the
issuer directed the cash flows from a single pool of mortgages to multiple
security classes or tranches with different maturities. To make this struc-
ture work, at first, all the prepayments were applied to the outstanding
principal of the shortest-maturity tranche until its holders were paid off
in full. After that, the prepayments would be applied to the principal of
the next-shortest maturity tranche, and so on. In theory, this mechanism
offered the longer-maturity tranches a degree of protection from prepay-
ment risk as long as the shorter-maturity tranches remained outstand-
ing.”® The multiclass pay-through certificates column of Figure 1 depicts
the attributes of these securities.

In 1983, as it was preparing to issue this new type of pay-through
certificate, Freddie Mac obtained a letter from the Internal Revenue
Service (IRS, the federal agency responsible for tax policy enforcement
and interpretation) allowing the agency to issue the new security with-
out exposing security investors to undesirable tax consequences.
Originally, both pass-through and pay-through certificates were
issued through grantor trusts, which are legal structures that allow
the securities to avoid the problem of double taxation. Without grantor
trusts, the interest payments on the mortgages could have been taxed

72. The term tranching derives from the French tranche (slice). The earliest
reference to the possibility of introducing this slicing system, made in 1971, refers
to tranched securities as being “serialized pass-through security” (Phillip E. Kidd,
“One Year Old and Going Strong!” Mortgage Banker, May 1971, 24—-31, 38—40). The
word “serialized” was still used to describe collateralized mortgage obligations
in 1985 (Sullivan, Miller, and Kiggins, “Mortgage-Backed Bonds,” 159). However,
shortly thereafter, this usage gave way to tranche and tranching (Kenneth J. Hicks,
“Mortgage Market Sees REMICs as Real Peach: Real Estate Mortgage Investment
Conduit Helps Generate Industry Firsts,” American Banker, July 17, 1987, 5).

73. Early on, market observers, such as Federal Reserve economists, ques-
tioned the efficacy of tranching at managing prepayment risk (Estrella and
Silver, “Collateralized Mortgage Obligations”). Both before and after securities
with tranched prepayment risk were introduced, the market participants acknowl-
edged that “no matter how nicely you package a mortgage you still have to come
to grips with the basic issue of how to price the instrument” (Peters, “Termination
Distributions of FHA Insured Residential Mortgages,” 1), and that the efficacy of
prepayment risk management offered by tranching fundamentally depended “on the
behavior of the underlying instrument, the residential mortgage” (Sega, “Mortgage-
Backed Securities,” 349—350).
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twice: once when they were received by the entity managing the
security and then again when they were disbursed to the investors.
The use of the grantor trust structure, borrowed from inheritance law,
was contingent on passive pass-through of the cash flows from the
mortgage borrowers to the investors. In other words, the use of the
grantor trust structure limited the trustees’ ability to manipulate cash
flows. The IRS letter permitted the splitting of the prepayment cash
flows among investor tranches without annulling the grantor trust
status of the investment vehicle.”* However, an hour before Freddie
Mac was expected to register the new security with the Securities and
Exchange Commission, it received notice that the IRS had withdrawn
the letter. Industry participants attributed the withdrawal to the Reagan
administration’s desire to take credit for the new security solving
the mortgage market shortages.”® Specifically, the administration was
hoping to take credit for the new security by sponsoring legislation
that at the time was titled Trusts for Investments in Mortgages.”®

The withdrawal left Freddie Mac with three possible courses of
action: cancel the issue entirely, proceed with the issuance of the secu-
rity as designed with investors incurring adverse tax consequences,
or change the security design by structuring it as a debt obligation
of the issuer rather than as a sale of assets (the typical design of both
pass-through and pay-through certificates) to avoid adverse tax conse-
quences for the investors. Freddie Mac had already bought $1 billion
worth of mortgage loans in order to issue the new securities, so can-
celing the issue was not an option. The second option was unlikely to
appeal to investors, so it opted for the third course of action.””

74. Hu, “Secondary Market, 16; “FHLMC Three-Tiered Bonds Score Big,”
Savings Institutions 104 (1983): 118.

75. Fink, “Role of Pension Funds,” 121.

76. Michael Smilow, “Move Toward Mortgage Securitization,” Mortgage
Banking 44 (December 1983): 25—28. Despite the administration’s optimism about
the passage of this legislation, its provisions did not materialize until 1986 as part
of that year’s Tax Reform Act.

77. As “a corporate instrumentality of the United States” (Federal Home Loan
Mortgage Corporation, Offering Circular, 3), Freddie Mac was exempt from income
taxes in 1983 (Federal Home Loan Mortgage Corporation, Report of the Federal Home
Loan Mortgage Corporation, 35). Consequently, the debt obligation status of collater-
alized mortgage obligations (CMOs) had no impact on Freddie Mac’s tax liabilities.
However, this decision impacted Freddie Mac’s balance sheet, as the issuance of
CMOs as debt obligations of the issuer meant that the $1.7 billion of CMOs Freddie
Mac issued in 1983 increased its liabilities by $1.7 billion dollars ($1 billion from
the inaugural deal and $700 million from a subsequent deal), or 38 percent of its
1982 liabilities (ibid., 26, 31). Freddie Mac’s 1983 annual report went to great lengths
to frame CMOs as a sale of assets rather than an addition of liabilities to its balance
sheet and to emphasize the securities’ success with pension funds. These framing
efforts suggest that the failure of CMOs would have had significant repercussions for
the viability of Freddie Mac as a going concern and its ability to raise funds.

’»
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Laurence Fink, one of the participants in the transaction, later
reflected on the ease with which the transformation of the pay-through
certificates into debt obligations occurred: “Basically what we did
was to take the prospectus, scratch out GMC [Guaranteed Mortgage
Certificate, Freddie Mac’s proprietary name for pay-through certifi-
cates] and write in CMO [collateralized mortgage obligation].”78

Fink’s account is corroborated by the major newspaper coverage
of the securities’ transformation. Articles in three major newspapers,
reproduced in Figure 2, document the transformation of the security
from a pay-through certificate to a collateralized mortgage obligation,
occurring in only two weeks’ time.

The May 16 New York Times article in Figure 2 previewed the
issuance of a new type of pay-through certificates. The May 17 Wall
Street Journal article warned of a one-week delay in the issuance of
pay-through certificates to resolve what Freddie Mac termed “tech-
nical tax issues.” The June 1 Los Angeles Times article heralded
the issuance of collateralized mortgage obligations. Bond investors
accepted the resultant CMO securities as bonds. Such acceptance was
manifest in the pension funds’ demand for the new securities and the
inclusion of CMOs in indexes of corporate bonds, which served as
benchmarks for evaluating the bond investors’ performance.”® Thus,
the bond investors’ acceptance of the 1983 issue of CMOs as bonds
marked success for the MBS issuers’ efforts to turn MBS into bonds.

The acceptance of MBS by the bond investors was embodied in
investor demand for MBS. By 1991 MBS comprised more than half
the assets of an average mutual fund specializing in government
bonds.8% By 1992 commentators listed MBS as the largest segment of
the U.S. bond market.8!

Making Sense of Mortgage-Type MBS Success

The narrative of mortgage lenders’ success at selling MBS to bond
investors presented so far, while linear and accurate, is incomplete.
This narrative leaves unanswered questions of interest to scholars
interested in the evolution of bond investors’ beliefs with respect to
MBS. These questions include: Why were CMOs accepted as bonds
despite offering bond investors only tenuous protection from prepay-
ment risk? Why were CMOs accepted as bonds instead of forming

78. Fink, “Role of Pension Funds,” 121.

79. Richard Hamecs, “CMOs and How They Grew,” Mortgage Banking 44
(1984): 9-15.

80. David Carey, “Risky Business,” Financial World 161 (December 1991/
January 1992): 106—107.

81. Marlene G. Star, “Use of Mortgage-Backeds Doubles,” Pensions and
Investments 20 (1992): 3, 37.

Downloaded from https://www.cambridge.org/core. University of Pennsylvania Libraries, on 08 Aug 2018 at 15:46:51, subject to the Cambridge Core terms of use,
available at https://www.cambridge.org/core/terms. https://doi.org/10.1017/es0.2017.45


https://www.cambridge.org/core/terms
https://doi.org/10.1017/eso.2017.45
https://www.cambridge.org/core

30

VINOKUROVA

May 16, 1983

Freddie Mac
Sets Offering

501 an underwriting
mﬂlcmlsdl:qlhth-sthwnCor—

The offering
malnmﬂupu&rﬂaﬁeﬁ security,”
5. Atwater, vice president of
rhmnom.w resterday.
mnde 50 I.nrge an offering, we
start introducing it to prospective in-
vestors Mendaymmﬂns before pric-
ing the issue mung an actual
salesdm he said. “What we can say
mu&nlmlnuawmhesnldln
multiples of $25,000."
The $1 billicn offering, aimed at in-
g the flow of funds
market, will consist of

May 17, 1983

Freddie Mac Delays
Offering of Certificates
At Treasury’s Request

Dy Wars Sounicr Jnunnas Staff Re Y
NEW YORK-The Federal e

Mortgage Co

1 billion [puaranteed mort, cerun
te] offering sc or
of a request from the '.I‘wasury De-
pariment.
Freddie Mac, the corporation s

known. sad the rrea.wry Department
wanted the offering ddawd Lo resolve “cer-

Kenneth mn‘mn president of Freddie
Mae, said he hasn't any details nr| what tax
Pl'wll'lﬂs had to be settled. But he added:

t to resalve whatever problems
ma)' o«:ur in time to make the oilenng mext

June 1, 1983

Freddie Mac sald it will offer
$1billion in securities, -

‘The Federal Home Loan Mort-
gage Corp. said the proposed offer-
ing is the largest public issue of a
mortgage-related security in US.
history, andispnﬂod'?redd.iellacs

1 cbliga ?
uldwdlhesemedhyﬂhluon in
conventional home mortgages, in-
cluding mortgages that the corpora-

tion has committed to buy between
April 27 and May 9, 1 All the
maortgages in the special programs
were originated after May 1, 1982,
Freddie Mac's recent purchases al-
low lenders “to clean off their
shelves,” and the $1 billion in
proceeds from the sale will be used

mmchmns

loans the Federal agency has commit-
ted to purchase from mortgage lend-
ers in the last three weeks, according

agency. “All
been made to home buyers since
May 1, 1882," she added.

“collateralized mort-

gage obligations”
i.e. pay-through bonds
(Los Angeles Times, 1983)

“guaranteed mortgage

certificates”
i.e. pay-through certificates
(Wall Street Journal, 1983)

“guaranteed mortgage

certificates”
i.e. pay-through certificates
(New York Times, 1983)

Figure 2 The timeline of Freddie Mac’s pay-through certificates turning into
pay-through bonds.

their own category of securities? What role, if any, did the seemingly
incidental change in the securities’ debt obligation attribute play in
the acceptance of CMOs by the bond investors?

In keeping with my focus on the importance of reconstructing
the history of innovation acceptance, this narrative can be thought
of as what market participants may remember after they accept the
innovation.

To gain insight into the questions that the narrative leaves open
so far, it is necessary to understand the second approach MBS issuers
employed to facilitate the acceptance of MBS by bond investors;
namely, the efforts directed at expanding the bond category boundaries
outward toward mortgages. I now turn to this task.

Turning Bonds into Mortgages: Evolution of Bond-Type MBS
1970-1983

In 1970, in addition to pass-through securities (mortgage-type MBS),
the evolution of which was described earlier, MBS issuers also intro-
duced mortgage-backed bonds (MBBs). The features of these securities
initially closely conformed to the bond category, which is why I refer
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to the different generations of MBBs as bond-type MBS. The evolu-
tion of these securities alongside mortgage-type MBS is depicted in
Figure 3, which also presents the issuance numbers for all seven MBS
designs discussed in this article.

1970 Generation 1: Bonds with Mortgage Collateral

In announcing the first generation of mortgage-backed securities to
the business press, Woodward Kingman, president of the Government
National Mortgage Association (GNMA or Ginnie Mae), the federal
agency guaranteeing the securities’ repayment, focused on the salience
of payment frequency and certainty of repayment timing attributes in
making a distinction between two types of MBS (mortgage-type and
bond-type):

The first securities to be issued, [Kingman] said, will be of the “pass
through” type in which mortgage principal and interest payments are
passed through as they are collected to holders of the securities. ...
Another new type of mortgage-backed security expected from the
Federal government is the bond-type security. It is designed, like
other bonds, to pay interest regularly and principal at maturity.5?

Like the pass-through certificates first issued in 1970, bond-type
MBS came in larger denominations than mortgages, carried govern-
ment repayment guarantees, and assigned servicing to a third party,
with the latter two features obviating the need for the investors to
either analyze the securities’ creditworthiness or create and manage
their own servicing functions.

The first generation ofbond-type MBS was issued by quasi-government
agencies, Fannie Mae and Freddie Mac, and were consequently
referred to by market participants as agency MBBs. Agency MBBs
were positioned as an attractive option for pension funds interested
in mortgage investing. In speaking to the press, the GNMA officials
focused on the advantages of investing in agency MBBs as compared
with buying mortgages directly: “What makes the bonds more attrac-
tive than actual mortgage loans to pension funds, according to GNMA
officials, is the absence of a need for the pension funds to service
the mortgages—collect monthly payments, and, if the homeowner
defaults, foreclose on the loan.”83 Agency MBBs were targeted explic-
itly at bond investors: they bore the mortgage-backed bond label

82. “New Mortgage Securities to Be Offered by Government Unit within Two
Weeks,” Wall Street Journal, February 16, 1970, 7.

83. Robert J. Samuelson, “Mortgage Rates Increase, But Easier Credit Looms,”
Washington Post, April 24, 1970, D13.
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Figure 3 Turning mortgages into bonds and turning bonds into mortgages.

* Total issuance divided by the number of years during which the securities were issued.

1 For the period 1970-1982, see Hu (“Secondary Market,” 15).

2 For the period 1975-1979, see Federal Home Loan Mortgage Corporation
(Secondary Market in Residential Mortgages, 50).

3 For the period 1981-1985, see Sullivan, Miller, and Kiggins (“Mortgage-Backed
Bonds,” 159).

4 For the period 1983-1992, this includes the issuance of REMIC and non-REMIC
type CMOs; see Kuhn (“Pass up CMO Pass-Throughs,” 23-24).

5  For the period 1975-1984, this number includes both public and private securities
issued; see Fisk, Walrath, and Robinson, (“Mortgage Securities Open the Door to
Many New Financing Techniques,” 40).

6  For the period 1970-1973, see Ganis (“All about the GNMA Mortgage-Backed
Securities Market,” 57).

and offered protections from both credit and prepayment risks. The
business press echoed GNMA officials’ description of the similarities
between agency MBBs and bonds: “Like normal bonds, the new secu-
rities will pay interest rates at regular intervals (semiannually) and
the principal on the maturity date.”84

While both mortgage-type and bond-type MBS were backed by
a federal government repayment guarantee, the bond-type MBS was

84. Ibid.
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structured in a way that made the issuing agencies responsible for
bearing prepayment risk. The investors were protected against this
risk unless the agency issuing the security defaulted. By contrast,
pass-through certificates transferred the prepayment risk to inves-
tors, which meant that the government guarantee in pass-through
certificates only covered credit risk (the risk that a mortgage would
default), in which case the government would repay the principal
of the mortgage.

To further the securities’ similarity with conventional bonds, the
agencies issuing bond-type MBS also recruited investment banks to
structure and distribute the new securities. This recruitment helped
shape technical aspects of the new securities, such as the deal’s cash
flows, the amount of collateral used for issuing the agency MBBs, and
the price that the issuers charged for the securities. The participation
of investment banks in the MBS issuance also had symbolic value:
bond-type MBS were structured and distributed by the same actors
who structured and distributed conventional bonds. Investment
banks became the first bond value chain participants to take part in
MBS issuance.

Much work went into issuing bond-type MBS. The agencies
designed the securities to address bond investors’ objections to
investing in mortgages by making the attributes of the resultant secu-
rities match those of conventional bonds. Moreover, the agencies also
secured explicit government repayment guarantees, recruited invest-
ment bankers, and involved senior government officials in marketing
the securities.?> The issuers’ hard work to enable the securities’ success
notwithstanding, the bond investors’ response to the securities proved
discouraging.

Originally, Fannie Mae and Freddie Mac, at the time both
government-sponsored entities (that is, private companies with con-
gressional charters) were authorized to issue the securities and were
planning to bring to market MBBs with both short-term (one- to five-
year) and long-term (twenty- to twenty-five-year) maturities.6 The
bond investors bought the short-term MBBs, but the agencies were
not able to sell long-term MBBs except at eyebrow-raising losses.

85. According to the business press description of government officials’
attempts to market MBS issues, their tactics ranged from completing a “barnstorm-
ing tour” of bank-owned pension funds (Ivan Silverman, “Ginnie Mae Expected to
Make Debut Today in the Public Market,” Wall Street Journal, May 19, 1970, 25)
to attempts to “jawbone” bank and industry executives to convince the managers
of private pension funds to invest in mortgages (Shanahan, “Indirect Support of
Housing Urged,” 65).

86. For overview of the securities’ maturity range, see Silverman, “Ginnie
Mae Expected to Make Debut Today in the Public Market,” 25.
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Fannie Mae’s issuance of long-term MBBs was first postponed, and
then shelved for good.?” In discussing one of the few long-term MBB
issues that Freddie Mac was able to sell, industry participants were
positive that the issue would be sold at a loss:

One incredulous mortgage banker noted privately: “[The interest
Freddie Mac was paying to the investors was] more than the yield on
the mortgages underlying the [Freddie Mac’s twenty-five-year MBBs]
bonds. How can they pay interest they don’t earn?” ... No one, includ-
ing top FNMA (Federal National Mortgage Association, or Fannie
Mae) officials who held a directors’ meeting in Miami Beach concur-
rently with the MBA [Mortgage Bankers’ Association] convention,
thought that the FHL Mortgage Corp. [FHLMC or Freddie Mac] could
possibly break even on its first offering of mortgage-backed bonds.8

The investors’ lack of interest in long-maturity MBBs meant that
securities’ issuance failed to solve the problem of attracting long-term
capital to the mortgage market. The issuance of short-term bond-type
MBS proved impractically costly for the agencies because they could
issue non-collateralized short-term bonds without incurring the
expense of structuring and maintaining collateral for the securities.
Consequently, Fannie Mae and Freddie Mac discontinued the issu-
ance of agency MBBs in 1973.8°

Unlike pass-through certificates, the features of which were closely
tied to mortgages, agency MBBs possessed all the attributes of conven-
tional bonds, as depicted in Figure 3, and claimed membership in the
bond category by carrying the bond label. Pairing the bond label with
mortgage collateral was the first step in opening the boundaries of
the bond category to securities with mortgage features. In the ensuing
generations of bond-type MBS, the MBS issuers worked to shift the
boundary of the bond category further toward mortgages by changing
the design of bond-type MBS to make them more mortgage-like while
continuing to carry the mortgage-backed bond label and, thus, claiming
membership in the bond category.

87. “Institutional Investors Snap up Ginnie Mae’s $400 Million Bond Issue,”
Wall Street Journal, August 27, 1970, 16.

88. Trevett Matthews, “MBA Criticizes FHL Mortgage-Backed Bonds!” Bank-
ing, December 1970, 81-82.

89. GNMA Mortgage-Backed Securities Dealers’ Association, Ginnie Mae
Manual, 5. In total, the agencies issued only $2.6 billion of securities (Ganis, “All
about the GNMA Mortgage-Backed Securities Market,” 57), a number dwarfed by
the more than $195 billion issuance of pass-through certificates between 1970 and
1982 (Hu, “Secondary Market,” 15). For the issuance volume of all the MBS dis-
cussed in this article, see Figure 3.
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1975 Generation 2: Bonds with Mortgage Collateral and
Prepayment Risk

The agencies’ withdrawal from the issuance of MBBs was driven by
a combination of market response to agency MBBs and the impetus
for developing private solutions to the mortgage funding problems,
which continues to animate U.S. policymaking.

After the agency MBBs were discontinued, private mortgage lenders
started issuing their own mortgage-backed bonds. First issued in 1975,
private MBBs addressed the bond investors’ objections to investing in
agency MBBs by offering securities with shorter maturities than the
long-term issues of agency MBBs. Private MBBs’ maturities of eight
to ten years fell between the short- and the long-term versions of the
first generation of bond-type MBS.? In the words of William Scheu,
president of First Federal Savings & Loan of Rochester (New York),
one of the first mortgage lenders to issue private MBBs: “The maturity
[of private MBBs] and average life happened to fit very well with the
requirements of our investors.” Scheu here used the bond term “aver-
age life” to refer to the period over which a conventional thirty-year
mortgage remained outstanding before it was repaid. The match
between the mortgage average life and the maturity of the MBBs
meant that the issuance of private MBBs helped the securities’ issuers
achieve a match between the duration of their assets—mortgage loans
in their portfolios—and liabilities—mortgage-backed bonds.%

The issuance of private MBBs required a series of regulatory and
institutional changes. The collaboration among mortgage lenders,
investment bankers, government regulators, and rating agencies was
instrumental in spurring these changes. The following describes the
role of the Loeb, Rhoades & Co., an investment bank, in helping bring
about such collaboration:

[Loeb, Rhoades had] “already developed its concept for mortgage-
backed bonds to the point where it felt it would be acceptable to the
Federal Home Loan Bank Board and would meet the requirements
being defined for the Board’s [then] proposed mortgage-backed
bond regulations,” explained association President Scheu in his
case study. “Just as importantly, Loeb, Rhoades had been work-
ing closely with Standard & Poor’s rating agency in developing a

90. In absence of MBBs, the issuers’ liabilities consisted of short-term deposits,
leading to a mismatch between the maturity of the issuers’ assets and liabilities,
which led to mortgage funding shortages and the mortgage lenders’ financial fragility,
eventually contributing to the Savings and Loan crisis in late 1980s and early 1990s.
White, S&L Debacle.

91. “Mortgage-Backed Bonds: A Way to Leverage a New Lift from Old Loans,”
Savings & Loan News, April 1976, 81.
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rationale for rating such bonds. As a result, Standard & Poor’s policy of
not rating any security issue of a savings association was modified.”%?

The change in Federal Home Loan Bank Board (FHLBB) regulations
helped bridge the gap between mortgages and bonds by allowing
mortgage lenders to issue debt obligations, something mortgage lend-
ers were previously not allowed to do.?% Standard & Poor’s decision to
rate the resultant securities further legitimated mortgage lenders’ role
as bond issuers, marking the acceptance of the mortgage lenders’ new
role by yet another group of bond value chain participants, an accep-
tance that helped further narrow the gap between mortgage lenders
and bond issuers.

In switching the type of issuer from quasi-government agency to
private firms, MBS issuers changed the template to which the bond-
type MBS conformed from that of government bond to that of corpo-
rate bond. In practice, this translated into the introduction of credit
and prepayment risk into bond-type MBS. Agency MBBs, which were
modeled on government bonds, were treated by the markets as not
needing a credit risk rating because “it is considered inappropriate to
apply a credit rating, which implies a non-zero probability of default
to securities issued or guaranteed by the United States Treasury or one
of its agencies.”®* By contrast, private MBBs, like corporate bonds,
were subject to credit risk (the risk of investors not being paid back),
so their issuance necessitated credit rating agency participation.

What differentiated private MBBs from both corporate bonds and
agency MBBs was the presence of prepayment risk. Like corporate bonds,
private MBBs had credit risk. However, unlike most corporate bonds,
private MBBs had collateral, the existence of which translated the pres-
ence of the credit risk in the securities into the presence of prepayment
risk. This was because a default of the issuer could trigger the sell-off of
the collateral to pay off the bondholders before the bonds were due.%

92. Tbid.

93. Prior to 1973, the FHLBB prohibited mortgage lenders under its supervision
from issuing debt obligations. The MBS issuers and investment banks successfully
lobbied for further changes in the regulatory framework that allowed mortgage lenders
such as savings and loan associations to issue mortgage-backed bonds (“Government
Weighs S&L Bond Sale Idea as a Way to Lessen the Mortgage Pinch,” Wall Street Jour-
nal, September 14, 1973, 2). The FHLBB was the primary regulator for thrift institu-
tions, a subset of mortgage lenders that held mortgage loans in their portfolios.
This subset included saving and loan associations and mutual savings banks.

94. Askin, “Rating of Mortgage-Backed Securities,” 501.

95. During the Savings and Loan crisis, a number of private MBB issuers were
taken over by other thrifts. The takeover gave the new firms the option to repay the
MBBs that carried higher interest rates and to keep the lower interest rate securi-
ties that required lower payments to investors outstanding; thus, bringing to life
investors’ concerns about both prepayment and extension risk, respectively. Ben
Weberman, “Pariah Bonds,” Forbes, April 2, 1990, 195.
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While agency MBBs in theory could have had this problem, govern-
ment repayment guarantees effectively took care of the issuer-default
scenario, thus protecting the investors from prepayment risk.

Bond investors were wary of private MBBs because they were not
familiar with the credit quality of the mortgage lenders issuing the
securities.?® Private MBBs issuers attempted to make up for this lack
of familiarity and concerns about prepayment risk by overcollateraliz-
ing the securities they issued by 75 percent to 100 percent and replen-
ishing this collateral as mortgages were paid off. This meant that the
issuers had to provide up to twice as much collateral as the amount
of the bonds that they were issuing.%” Mortgage lenders’ willingness
to do this won over the rating agencies, which assigned the highest
credit rating to the new securities, but failed to sway most bond inves-
tors. Despite the changes in the securities’ design to address bond
investors’ objections to the length of the securities’ term and concerns
about the mortgage lenders’ credit-worthiness, bond investors contin-
ued to reject mortgage-backed bonds as an investment vehicle.%

Asnoted earlier, private MBBs addressed the bond investors’ objec-
tions to the long maturity periods of agency MBBs, and the recruit-
ment of credit agencies furthered the similarity between private
MBBs and corporate bonds. However, even as these changes made
the securities more appealing to bond investors, the securities also
increased the investors’ exposure to prepayment risk, thus simultane-
ously moving the securities closer to the position of mortgages along
the prepayment risk dimension.

The change in the type of issuer took the value of the prepayment
risk attribute from an outright “No” in agency MBBs to a conditional
“No, if the issuer is solvent” in private MBBs. Despite introducing
prepayment risk into bond-type MBS, private MBBs retained the
“mortgage-backed bond” label. The private MBBs’ issuance intro-
duced the notion that a security could combine the bond label with
exposure to prepayment risk, thus moving the securities closer to
mortgages on the mortgage-bond spectrum. This introduction took MBBs
another step in the journey toward making bonds more mortgage-like
(see Figure 3).

96. “Two Firms Created to Package Conventional Mortgage Securities,”
Savings & Loan News, December 1978, 21-23.

97. Standard & Poor, Standard & Poor’s Rating Guide to Corporate Bonds,
117; Steve Joseph, “Pay-Through Bonds: Another Way of ‘Selling’ Low-Coupon
Mortgages,” Savings Bank Journal 63 (1982): 23-32.

98. Between 1975 and 1983, only $7 billion of securities were issued (Fisk,
Walrath, and Robinson, “Mortgage Securities Open the Door to Many New Financ-
ing Techniques,” Bottomline 1 [1984]: 40—44). The securities were discontinued
in 1992.
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The acceptance of private MBBs was hindered by bond investors’
lack of familiarity with the mortgage lenders’ credit quality and the
bond investors’ perception of the overcollateralization and collateral
replenishment provisions as insufficient to make up for these concerns.
While bond investors were concerned about the quality of private
MBBs, the securities’ issuers were dissatisfied with having so much
of their loan portfolios tied up in overcollateralization.

1981 Generation 3: Bonds with Mortgage Collateral and Prepayment
Risk Issued by Shell Corporations

Pay-through bonds, the third generation of bond-type MBS, first
issued in 1981, attempted to address both investor and issuer con-
cerns. Investment bankers described pay-through bonds as a hybrid
of bond-type and mortgage-type MBS.99 Pay-through bonds were
issued as debt obligations but passed the mortgage prepayments to
the investors as they occurred. In the previous MBB design, the mort-
gage lenders replenished the securities’ collateral as mortgages were
paid off, thus, at least in part, protecting the investors from prepay-
ment risk. However, the design of pay-through bonds addressed the
bond investors’ concerns about the mortgage lenders’ credit quality
by legally separating the mortgage lenders’ finances from the securities’
collateral.

This separation meant that instead of issuing the securities directly,
the mortgage lenders set up shell corporations and transferred the
mortgage loans, constituting the securities’ collateral, to these enti-
ties. The shell corporations issued the securities and transferred
the proceeds from securities’ issuance to the mortgage lenders as pay-
ment for the mortgage loans in the collateral. The legal separation
between the mortgage lenders and the shell corporations, holding the
pay-through bond collateral, meant that the mortgage lenders could
no longer replenish the securities’ collateral as the borrowers paid off
the loans. The mortgage lenders’ inability to replenish the collateral
translated into the full transfer of prepayment risk associated with the
mortgage loans in the MBBs’ collateral to the investor.

Thus, the efforts to address bond investors’ concerns about the credit
risk associated with the MBBs triggered two changes in the attributes
of MBBs. The first was that the securities now fully transferred the
prepayment risk associated with mortgages in the securities’ collateral
to the investors. The second was that the use of shell corporations
diluted the meaning of the debt obligation attribute. As a result of
these changes, the attributes of pay-through bonds approached those

99. Joseph, “Pay-Through Bonds,” 29.
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of pay-through certificates (see Figure 3). The new securities carried
more prepayment risk than their predecessor bond-type designs; were
issued as debt obligations of shell corporations rather than of mort-
gage lenders; and some issues even featured monthly payment
frequencies typical of mortgages, rather than semiannual payment
frequencies of bonds.

Like the predecessor bond-type securities, the pay-through bonds
also helped shift the boundary of the bond category closer to MBS by
retaining the bond label, despite acquiring more mortgage features.
Marc Bloch famously observed: “To the great despair of historians,
men fail to change their vocabulary every time they change their cus-
toms.”1%0 In case of the evolution of MBS, failure to change the vocab-
ulary that described the different generations of mortgage-backed
bonds was strategic. In mortgage lenders’ trade publications, the MBS
issuers referred to different generations of MBBs by the securities’
trade names, cautioning the readers not to confuse the different secu-
rity types. For example, one commercial banking textbook warned:
“There are two types of bonds backed by mortgage loans and they
should not be confused. This section deals with the mortgage-backed
bond [private MBB] while the pay-through bond is covered in the next
section.” 191 By contrast, in marketing the securities to investors, the
issuers consistently used the same label to present all three generations
of the bond-type securities. Excerpts of tombstones—advertisements
for the three generations of MBBs—are reproduced in Figure 4. Note
the use of the same “mortgage-backed bond” label in all three gener-
ations of MBBs.

In labeling MBBs, the issuers deployed two different strategies.
They changed the securities’ trade names to communicate the differ-
ences in the different generations of securities to the trade insiders.
However, they preserved the same label when presenting the
securities to the general public. The disconnect between the two
labeling strategies suggests that the MBS issuers strategically used
the “mortgage-backed bond” label to change the meaning of the bond
category and thus to expand the category’s boundaries.

The pay-through bonds did not achieve commercial success,
despite addressing some issuer concerns and the needs of some bond
investors.'92 However, the use of the bond label in pay-through bonds
shifted the perception of what it meant to be a bond. As the quote
below suggests, by the 1980s market participants saw the differences

100. Bloch, Historian’s Craft, 34.

101. Brick, Commercial Banking, 195.

102. Only $1.5 billion of securities were issued. Sullivan, Miller, and Kiggins,
“Mortgage-Backed Bonds,” 159.
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Generation 1: Agency MBBs:

$200,000,000Mortgage Backed Bonds|
fully guaranteed as to principal and interest by
Government National Mortgage Association,
issued by Federal National Mortgage Association

Due October 1, 1990—coupon 8%%, price 100

Source: “Display Ad 76.” Wall Street Journal, Sep. 14, 1970, p. 23.

Generation 2: Private MBBs:

$38,600,000
PHM Credit Corporation

15%% |Mortgage-Backed Bonds|Series A,
Due April 1, 2009

Source: “Display Ad 111.” Wall Street Journal, Oct. 18, 1976, p. 33.

Generation 3: Pay-through bonds:

375,000,000

California Federal
Savings and Loan Association

7%% | Mortgage-Backed Bonds| Series B, Due June 15,1984

S

e
Source: “Display Ad 140.” Wall Street Journal, Apr 24, 1981, p. 47.

[ denotes the label of the mortgage-backed security

Figure 4 The use of “mortgage-backed bonds” label in marketing three gen-
erations of bond-type MBS (1970-1981).

in the debt obligation attribute as the only remaining difference between
mortgage-type and bond-type MBS and, by extension, between mortgage-
type MBS and bonds:

The pooling of residential mortgages to make them the basis of
mortgage-related securities has been practiced for well over a
decade. The overwhelming majority of mortgage securities issued
so far have been mortgage pass-throughs [mortgage-type MBS], and

Downloaded from https://www.cambridge.org/core. University of Pennsylvania Libraries, on 08 Aug 2018 at 15:46:51, subject to the Cambridge Core terms of use,
available at https://www.cambridge.org/core/terms. https://doi.org/10.1017/es0.2017.45


https://www.cambridge.org/core/terms
https://doi.org/10.1017/eso.2017.45
https://www.cambridge.org/core

How Mortgage-Backed Securities Became Bonds, 1960-1987 41

a smaller portion have been mortgage-backed bonds [bond-type MBS].
The primary distinction between the two is that pass-throughs are
issued as sales of assets by the issuer, while bonds are carried on the
issuer’s books as debt.103

By the early 1980s, the market participants succeeded in associating
mortgage collateral with bonds to such a degree that bond traders
found it necessary to explain why pass-through certificates, the total
issuance of which dwarfed the MBB enterprise, were not bonds. The
commercial banking textbook, cited earlier, distinguished the two
security types: “The pass-through certificate, although backed by
mortgage loans, is not a bond because it arises through the sale of
assets and thus it is not an obligation of the issuer.”104

Despite failing to achieve commercial success, the issuance of
bond-type MBS succeeded in changing the meaning of the bond cat-
egory and moving the boundary of the category toward incorporating
mortgage attributes such as prepayment risk.

Summary: Explaining the Acceptance of MBS as Bonds

The expansion of the bond category boundary via issuance of MBBs
sheds further light on the process by which CMOs were accepted by
bond investors. Namely, prior to the issuance of CMOs, MBS issuers
expanded the boundary of the bond category toward mortgages by
introducing three generations of mortgage-backed bonds that car-
ried mortgage collateral and increased exposure to prepayment risk.
This expansion left the debt obligation attribute as the sole distinc-
tion between pass-through or pay-through certificates and bonds.
The changes in the meaning of the bond category suggest that the
seemingly incidental change in the CMO debt obligation attribute is
what enabled the securities to cross the boundary from non-bonds
to bonds. An important counterfactual question that remains unan-
swered is: What might have happened if the IRS had not forced
MBS issuers to change the 1983 securities from guaranteed mortgage
certificates into collateralized mortgage obligations? It is not clear
whether the GMCs would have won the same easy acceptance as
CMOs.

103. Joseph C. Hu, “The Revolution in “Securitizing” Residential Mortgages,”
Real Estate Review 14 (Summer 1984): 42-50.

104. Brick, Commercial Banking, 195. By 1983 the issuance of pass-through
certificates totaled $195 billion, exceeding the total issuance of all the other MBS
launched before that date by more than an order of magnitude (Hu, “Secondary
Market,” 15).
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Considering only the evolution of mortgage-type MBS, the first
approach employed by the MBS issuers focuses attention on the pre-
payment risk attribute and the efficacy of tranching in dealing with
it as the key mechanism for garnering bond investors’ acceptance.
However, taking into account the issuance of MBBs, the second approach
to facilitating the acceptance of MBS by moving the boundary of the
bond category outward fosters an appreciation of the role played by
the debt obligation attribute in defining the bond category membership.
Each generation of MBBs represented an outward shift and, conse-
quently, a new frontier in setting the boundaries of the bond category.
Each generation of mortgage-type MBS fell outside the boundaries of
the bond category. However, the change in the debt obligation attribute
from the original multiclass pay-through certificate design to CMO
made CMOs the first type of MBS securities that fell inside the bound-
aries of the bond category, as set by the previous generations of MBBs.

The two narratives together suggest that MBS issuers used two
approaches to address bond investors’ concerns about prepayment
risk present in MBS but not in bonds. The first narrative outlines
a technical approach, that is, the introduction of tranching as a risk
management tool to convince investors that they need not worry
about the risk. The second narrative outlines a semantic approach
that combines technical and rhetorical elements. This approach
entailed introducing securities, which combined the bond label with
exposure to prepayment risk. By opening the boundaries of the bond
category to prepayment risk, this approach removed prepayment risk
from the list of attributes on which MBS differed from bonds.

The speed with which MBS issuers converted a security that fell out-
side the boundaries of the bond category into a security that fell inside
the category’s boundaries following IRS’s change in its stance toward
guaranteed mortgage certificates in 1983 offers evidence of the effec-
tiveness with which prior generations of MBS bridged the gap between
mortgage-type MBS and bond category boundaries. It took fifteen years
to bridge the gap, from 1968 (when the securities were authorized by an
act of Congress) to 1983 (when CMOs were accepted as bonds). By con-
trast, after the bridging was complete, it took only fifteen days to cross
the bond category boundary. The change in the CMO design from a pay-
through certificate to a pay-through bond, triggered by the last-minute
IRS decision, completed the process of turning MBS into bonds.

Erasing the Role Played by Debt Obligation from Memory

Understanding the process by which bond investors accepted
MBS as bonds is especially important given the market developments
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that followed. Shortly after CMOs were accepted as bonds, the federal
Tax Reform Act of 1986 created the Real Estate Mortgage Investment
Conduit (REMIC), a vehicle for issuing MBS that allowed investors
to treat the securities as debt instruments regardless of whether
the issuer elected to structure the securities as sale of asset or debt
obligation.

This change was important because the treatment of the securities’
issuance had implications for the financial viability of MBS issuers.%®
Namely, issuing securities as debt obligations posed accounting prob-
lems for mortgage lenders:

Currently, many CMO issuers, such as home builders, book the
bonds as debt. Many mortgage bankers, however, view the mort-
gages behind the bonds as assets and treat the issue of CMO bonds
as a sale of assets. For these mortgage bankers, calling CMOs debt
threatens to skew their balance sheets—with possibly disastrous
effects.106

The change in the law allowed investors to enjoy the tax benefits
of treating MBS as debt independently of the accounting treatment
elected by the MBS issuers, making it easier for market participants
to forget the innovation—acceptance process.

The issuance of pay-through bonds built on the previous generations
of MBS by featuring monthly payments and explicitly transferred pre-
payment risk to the investors while carrying the “bond” label. Such
changes effectively altered the meaning of the bond category from
three attributes that a security had to have to be considered a bond
down to one—was it a debt obligation of its issuer? By the 1980s, the
answer to that question was the last remaining difference between
mortgage-type and bond-type MBS.

The 1986 Tax Reform Act eliminated the debt obligation attribute
as relevant to determining whether MBS were bonds, thus making it
easier for bond investors to forget the pivotal role this attribute played
in the acceptance of MBS as bonds. The acceptance of the REMIC
securities helped extend the belief that all mortgage-backed securities,
not just CMOs, were bonds.10”

The success of the semantic approach in removing investors’
concerns about prepayment risk is evident in the aftermath of the

105. The act was a reincarnation of the earlier Trusts for Investments in Mort-
gages proposal.

106. Lee Berton and Ann Monroe, “Rule Could Force Mortgage Bankers out of
CMO Market,” Wall Street Journal, March 29, 1984, 41.

107. $550B of REMIC and non-REMIC CMOs was issued between 1983 and
1992. Susan E. Kuhn, “Pass up CMO Pass-Throughs,” Fortune, August 10, 1992,
23-24.
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refinance boom of 1990-1993, during which tranching tools failed to
manage prepayment risk in CMOs. While this failure prompted some
market observers to question whether CMOs were bonds, other market
participants responded by formally changing the meaning of the bond
category.1%® Such changes were reflected in the definition of bonds
used by financial dictionaries following the early 1990s meltdown.
One dictionary published in 1996 defined a bond as: “Traditionally,
a written unconditional promise to pay a specific principal sum at a
determined future date, and interest at a fixed or determinable rate on
fixed dates. Increasingly, the promise to pay has become conditional,
and the principal, interest, and payment dates have become contingent
in real world instruments.”199

The definition is evidence that rather than changing MBS to make
the securities comply with prepayment risk standards of the bond cate-
gory, MBS issuers succeeded in changing the bond category to include
securities, the repayment of which was conditional and contingent.
These changes in the definition of a bond also suggest that while MBS
issuers may have set out to shift the boundaries of the bond category
strategicallyin orderto facilitate the acceptance of MBS, these changes
had broader implications for the meaning of the bond category. Changing
the meaning of the bond category without changing the category’s
label allowed MBS issuers to take advantage of the perception of
safety associated with the bond category while selling products that
subjected the investors to a range of risks.

Learning from the Acceptance of MBS

This article contributes to the understanding of the process by which
financial innovations diffuse by offering a detailed account of the
evolution of MBS structures between 1970 and 1983, and how
this evolution helped bring about the acceptance of MBS as bonds.
To my knowledge, this is the first article to argue that MBS issu-
ers achieved the acceptance of MBS as bonds by expanding the
boundaries of the bond category. The evidence I present suggests that
MBS issuers achieved this expansion by first introducing two types
of MBS—a mortgage type, the features of which closely resembled
mortgages, and a bond type, the features of which conformed to the

108. Shiebler, for instance categorizes MBS as exotic investments (William
N. Shiebler, “CEO Finance: The All-Weather Bond Portfolio,” Chief Executive,
November/December 1992, 68—69. Osterland uses the term “mortgage-backed
mutants” to describe CMOs (Andrew Osterland, “Mortgage-Backed Mutants,”
Financial World, December 6, 1994, 116—119).

109. Gastineau and Kritzman, Dictionary of Financial Risk Management, 37.
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bond category. Over the next thirteen years, MBS issuers proceeded
to make the mortgage-type MBS more bond-like and the bond-type
MBS more mortgage-like while continuing to claim membership in
the bond category. This process allowed MBS issuers to expand the
boundaries of the bond category to include products with unbond-like
features.

This work fills the gaps in the existing literature’s understanding
of the process by which the MBS market developed. Specifically,
my account suggests that taking the success of MBS for granted, the
approach represented by Krippner and Davis is problematic inasmuch
as it obscures the distinct strategies used by financial innovators in
promoting their products. Shedding light on these strategies allows
me to document the mechanism by which MBS were accepted as
bonds; namely, the expansion of bond category boundaries. Under-
standing this process helps me account for why MBS exhibit risks
that Gennaioli, Shleifer and Vishny term “unattended.”110

My findings also enrich the understanding of the role of the gov-
ernment in promoting securitization. The existing literature implies
two dichotomous views of government agency in the development
of the MBS market. One view suggests that the government exerted
total control and thus deserves full credit for the success of MBS.
The other view suggests that the government was a tool skillfully
deployed by MBS issuers and, more specifically, investment bankers,
who changed government policy through lobbying. My findings offer
a way to reconcile these two competing views. Specifically, my analysis
supports a view of the interaction between government officials and
private actors as one of collaboration, working together toward a com-
mon goal of promoting the secondary markets for mortgages.

My findings also have implications for the role played by stan-
dardization in promoting the acceptance of MBS by the bond market
participants. I find that in seeking the acceptance of MBS as bonds,
MBS issuers went beyond making their products conform to the fea-
tures of the bond category. While they engaged in some conformance,
MBS issuers also actively shifted the boundaries of the bond category.
They achieved this shift by recruiting bond value chain participants
to structure, distribute, and rate their products; by issuing products
that claimed membership in the bond category; and by gradually add-
ing mortgage features to these products.

One reason understanding the process by which MBS achieved
acceptance as bonds is important is the fragility of the market partic-
ipants’ memory about the process. My findings suggest that the same

110. Gennaioli, Shleifer, and Vishny, “Neglected Risks, Financial Innovation,”
452,
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actors who worked hard to convince investors that MBS are bonds
forgot about the differences between MBS and the meaning of the
bond category prior to the acceptance of MBS. Arguably, these differ-
ences came back to the fore after the 2008 financial crisis. How long
the memories of the differences persist remains to be seen. My analysis
is a useful starting point for drawing the connections between the
process by which, in Quinn’s words, financial firms learned “to stop
worrying and love securitization” and the 2008 crisis.’!

My approach also showcases an aspect of financial history that has
received little scholarly attention, namely, understanding the process
by which financial products evolve and a method for unpacking this
evolution. Specifically, I treat security prospectuses as fossil records,
helpful in shedding light on the negotiations that took place among
the financial market participants. These records enable scholars to
reconstruct the evolution of financial products and financial markets
more broadly.

This article offers a historically grounded explanation of how
credit market participants came to accept MBS as bonds. In so doing,
it contributes to an understanding of the history of the development
of the most recent market for MBS in the United States and sheds
light on the role played by credit market participants’ beliefs in the
acceptance of new financial products. I find that MBS issuers used
two approaches to change beliefs and promote the acceptance of
MBS as bonds: turning mortgages into bonds and turning bonds
into mortgages.

Both approaches relied on changing the structure of MBS. In the first,
MBS issuers made mortgage-type MBS more bond-like. In the second,
they introduced mortgage attributes into bond-type MBS to change
the meaning of the bond category. Understanding both approaches is
important, as they may be representative of approaches used by mar-
ket participants to promote the diffusion of other financial innova-
tions. Indeed, given market participants’ short memories, it is crucial
that both scholars and practitioners understand the process by which
innovation—acceptance occurs.

Tracking the belief changes inherent in the innovation—acceptance
process is also important because they reflect assumptions made at
the time of an innovation’s acceptance. The information about these
assumptions gets lost because of the human tendency to believe
in the immutability of one’s own beliefs over time. That is, people
believe that they believe what they have always believed. Marc Bloch
described the historian’s frustration that people do not change their

111. Quinn, “Government Policy, Housing, and the Origins of Securitization,”
135.
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language when they change the meaning of the words.'? The equiv-
alent despair for the decision maker is that not changing the words
leads to a forgetting of what the words once meant.

My work calls attention to the importance of investigating the role
played by both customer and the innovator beliefs in the innovation—
acceptance process. Future studies could consider how such changes
in beliefs, once forgotten, can bring about unintended consequences
of innovation-acceptance.

By constructing a biography of mortgage-backed securities, this
article opens the door for a new genre of financial history: biogra-
phies of financial instruments. The evidence from the MBS market
suggests that such biographies are crucial for our ability to capture
what financial instruments with the same names looked like at differ-
ent points in time. Future biographies of other financial instruments
could substantiate or disprove this article’s suggestion that the mech-
anisms documented may characterize diffusion of other financial
instruments. In addition to their value to historians, such biographies
would make for a richer, more nuanced understanding of the credit
markets and financial markets more broadly. Such understanding
could inform public policy as well as financial decision making.

SUPPLEMENTARY MATERIAL

To view supplementary material for this article, please visit https://
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