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Risks related to nonbank mortgage lending in the United States
Highlights
Nonbank lenders are now big players in the US mortgage market

They dominate the market for loans to low-income families guaranteed by the federal government

These alternative lenders are subject to far less regulation than mainstream banks; they are heavily reliant

on short-term funding and have only a slim cushion of resources to weather a shock

They pose a financial stability risk—a systemic liquidity risk

If a crisis hits, the taxpayer could be on the line—for considerable amounts

Federal regulators are only beginning to become aware of the risk exposure

Increasing risk in the US leveraged loan market is on
everyone's lips, but there has been little or no talk about
the risks embedded in the dominance of nonbank
lending in the US housing market. But, since the
financial crisis, commercial banks have retreated from
the market and these financial institutions—nonbank
lenders—quickly stepped in to fill the vacuum. They are
increasingly dominant, especially for loans to low-
income households. This system works well in times of
growth, but it has yet to be tested during periods of
financial stress, a downturn in the real estate markets
or a recession. As Federal Reserve Chairman Jerome
Powell put it, the risk has shifted and is now outside the
banking system.

The objective of this paper is to bring to light the
systemic risk that arising from the outsize presence of
nonbanks in US residential mortgage lending. We will
first measure how big a presence they have in the
market, before going on to review the vulnerabilities in
their lending model and operating structures. Lastly, we
will examine the risks to financial stability posed by
these institutions.

Nonbanks have carved out a bigger
market share since the financial crisis

Lending in the US real estate market has changed
utterly since the 2008 financial crisis. Nonbank lenders
have gained significant market share and now
originate more than 50% of mortgages: 53.6% in
2018, according to the Home Mortgage Disclosure Act,
up from just over 20% before the financial crisis. In
2018, six nonbank lenders were included in the Top 10
financial institutions that dominated mortgage
origination for home purchase or refinancing. Leading
the pack is Quicken Loans, followed by United Shore
Financial Services LLC (in 3rd place) and Loan Depot
(in 5th place). Wells Fargo bank was in the number 2
spot.

The following graph gives a clear picture of the extent
of their gains. Of the 25 biggest lenders, nonbanks
accounted for 51.3% of mortgage originations in the first
three quarters of 2019, compared with a little less than
10% in 2009.
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Nonbanks also grew their share of the mortgage
servicing market to almost 50% in 2018. Loan
servicing consists of collecting capital and interest
payments from borrowers on behalf of the end investor,
as well as collecting and paying taxes and insurance on
the loan. According to the Conference of State Bank
Supervisors (CSBS), the mortgage servicing market is
80% concentrated in the biggest nonbank players.
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After the financial crisis, banks—especially the big
banks—scaled back their presence in mortgage
lending. There are several reasons for this
development: the substantial costs incurred when the
subprime crisis hit, arising primarily from forced loan
redemptions in legal proceedings, and tougher
regulations, including higher  equity  capital
requirements. Banks either pulled out of housing loans
or restricted mortgage lending to a more affluent
clientele.

Enter the nonbanks. Some adopted new technologies
to reduce distribution costs and capture more
customers. Nowadays, borrowers can apply for a
mortgage in a few clicks from the comfort of their own
home.

Nonbanks have an outsize share of lending to
households with weaker credit ratings

Nonbanks have substantially increased their presence
in lending backed by mortgage guarantees offered by
federal agencies, which are intended to keep lending
flowing and to make home ownership an option for more
people. Nonbank lenders play a big role in originating
loans sold and securitized by federally backed
agencies, Freddie Mac (58% in September 2019,
according to data compiled by the Urban Institute) and
Fannie Mae (55% in September 2019). These loans are
implicitly guaranteed by the federal government against
the risk of default, since Freddie Mac and Fannie Mae
were taken over by the government in 2008.
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Nonbank lenders’ share of loans securitized and
guaranteed by Ginnie Mae stood at 86% in
September 2019, which is considerable and far
higher than its pre-crisis level. These loans are
granted to the most vulnerable households under a
federal program and are, for the most part, guaranteed
by the Federal Housing Administration (FHA) and the
Department of Veterans Affairs (VA).
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They are riskier: the loan-to-value ratio is high and
households either have higher debt-to-income ratios
and/or weak credit ratings. Investors have the
advantage of knowing that the state guarantee will kick
in if the borrower defaults.

Nonbanks’ share of the mortgage servicing market for
loans guaranteed by Ginnie Mae is higher than for
lending backed by Freddie Mac and Fannie Mae.

Sources of vulnerabilities
Heavy reliance on short-term financing

Unlike banks, nonbank lenders do not hold deposits to
tap to fund loans. Instead, their loans are funded
through lines of credit with commercial banks with
the mortgage as collateral. Funding is short-term, two-
week loans for the most part, the time required to sell
the mortgage on to investors (primarily federal
agencies) and for securitization.

Nonbanks are also dependent on these credit lines to
meet their obligations in their mortgage servicing
activity, when the borrower falls behind in their monthly
payments. In this case, nonbank lenders are required to
advance funds to investors (interest payment) and to
pay the taxes and insurance on the loan.

The level of liquidity held by nonbanks is much lower
than that of banks. Generally speaking, the biggest
players hold just enough cash and assets available for
sale to cover a few months of ongoing expenses and
interest payments.
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Specialized in a single activity

Unlike banks, nonbanks derive their income only from
loan origination and/or the mortgage servicing
business, raising concerns about their vulnerability in
the event of a shock or if the real estate market sours.

Poorly capitalized

Nonbank lenders have fewer resources to weather
shocks. Their assets—the mortgage loan or the
mortgage servicing rights—are very often used as
collateral and could be seized by the banks if they get
into difficulty. What's more, asset values could fall in a
crisis scenario, squeezing liquidity. They have small
amounts of capital and a large percentage of nonbanks
would not be profitable.

Lighter regulation

In contrast to banks, nonbank lenders are not
supervised by the Fed or the FDIC (Federal Deposit
Insurance Corporation). Instead, they are overseen by
State financial regulators, such as the Conference of
State Bank Supervisors and the American Association
of Residential Mortgage Regulators. They also follow
the rules set by government agencies. Stress testing by
Fannie and Freddie is less exacting than the stress
tests performed by the Fed. Ginnie Mae is working on
developing a stress test framework to step up scrutiny
of nonbank lenders and may call on third parties (the
main rating agencies) to rate the biggest operators. The
main problem for regulators is the scarcity of available
data to evaluate risk, since nonbank firms are not listed
on a stock exchange.

Risk of undermining financial stability in
the event of a shock or a downturn

If there is a downturn in the real estate market, if
economic growth stalls or a recession hits,
nonbanks’ mortgage loan origination for home
purchase and mortgage servicing business leave
them exposed to risk. As unemployment climbed as a
result, households would be squeezed, and payment
delinquency and default rates would rise.

Nonbanks are also exposed to the risk of a steep
rise in interest rates on loan origination for
mortgage refinancing. A sharp hike in interest rates
would reduce demand for refinance loans, which would
negatively impact on income streams for nonbanks and
leave them more vulnerable. Nonbank lenders have
fewer resources to draw on to weather a shock or a
downturn.

T “Liquidity crises in the mortgage market,” Brookings
Papers on Economic Activity, March 2018

Systemic liquidity risk

A paper by three Federal Reserve Board economists
and two University of California, Berkeley professors,!
draws attention to the systemic liquidity risk related to
the size of the nonbanking sector in the United States
mortgage market.

In a situation of heightened financial tension, recession,
or a downturn in the real estate market, commercial
banks could close off the credit lines granted to
nonbanks and to move quickly to seize the collateral if
terms are not met—precisely when nonbank lenders
most need funding. But, as we pointed out above,
besides short-term funding, nonbanks have few
resources to ride out a potential shock.

Risk is more acute for the mortgage servicing
business...

Nonbanks are even more vulnerable to liquidity
pressures in their mortgage servicing activities.
Loan servicers are required to continue making interest,
tax and insurance payments when a borrower can no
longer meet their monthly payments. Although the
servicing nonbank will be reimbursed in the long run,
either by federal agencies or by selling the asset, they
still need to finance the advances in the intervening
period, which may be difficult in case of shock.

... especially for securities backed by Ginnie Mae

Liquidity risk is greater for loans securitized and backed
by Ginnie Mae: default rates are higher in this market
and nonbanks are required to service the loans for a
longer period before they eventually recoup the
amounts from federal agencies (mainly the FHA and
VA). They might also take a capital loss. Nonbanks play
an outsize role in funding loans securitized and
guaranteed by Ginnie Mae, which exposes them to
greater liquidity and credit risk.

Risk of contagion to the entire nonbanking sector

Problems at one nonbank lender could generate fear
about viability across the nonbanking sector, based on
similarities in their funding structure and operating
model.

No access to emergency liquidity from the Fed
Unlike commercial banks supervised by federal

agencies, nonbanks can’t access emergency liquidity
from the Fed.
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Risk of massive nonbank failures

Cut off from short-term funding and unable to meet their
obligations, many lenders could face bankruptcy, as
happened during the subprime crisis, when half of all
nonbanks collapsed.

A rise in default rates or in financial difficulties
experienced by nonbanks could lead to tightening the
flow of credit for borrowers, especially for the most
vulnerable groups. Large-scale failures could also
make it difficult for Fannie, Freddie and Ginnie to
transfer loan servicing operations to other nonbanks. It
is not certain that the banks could step into the breach,
which would disrupt the supply of credit in the
mortgage market, amplify the recession and pose a
financial stability risk.

Partial exposure for banks

Commercial banks have exposure to nonbanks through
the credit lines they grant to fund loan origination and
servicing. According to the FDIC, bank loans granted to
nonbanks increased seven-fold between 2010 and Q2
2019 to exceed $400 billion, which is less than 5% of
banks’ total loan book. Fewer than 11% of banks grant
this type of credit. Banks could be hit by major losses
on these short-term credit lines in times of financial
stress—as we saw in 2008—but the FDIC considers
the risk to be relatively low. These credit lines are
backed by other collateral in addition to the mortgage
loan. They include multiple lender protections and are
very closely scrutinized. If nonbanks fail to meet their
contractual obligations, banks can cancel their credit
lines and seize the collateral. The risk of forced
redemptions of mortgage loans in a dispute is borne not
by the banks, but by the nonbank originators.

Risk for the taxpayer

In the event of massive bankruptcy of nonbanks, the
financing of the real estate market would be greatly
disrupted, especially for low income households. Ginnie
Mae operates on the assumption that loan servicers
have adequate resources to absorb a substantial share
of credit losses before the government steps in. Yet, this
does not seem to be the case. In addition to the losses
that the government is on the line for under implicit or
explicit state guarantees, it could be called on to

intervene more broadly to backstop the nonbanking
system and prevent dislocation in the real estate
market—at a potentially very high cost to the taxpayer.

The risks to financial stability are starting to dawn
on regulators

Last December 3rd saw the Financial Stability
Oversight Council highlight the potential risk that
nonbanks could pose for financial stability for the first
time. Its report recommends continued extensive
coordination between federal and state agencies to
gather and share data on the sector to identify the risks
and tighten supervision.

Conclusion

Today nonbank lenders are key players in the US
mortgage finance market. They account for a large
proportion of loans to the most vulnerable households.
Regulation is lighter compared to banks and they have
fewer resources to weather a storm in the market, a
marked slowdown, a recession or a sharp hike in
interest rates. One of the main vulnerabilities arises
from their heavy reliance on short-term funding,
especially on the servicing side of the business for loans
securitized and guaranteed by Ginnie Mae. If default
rates or interest rates rise significantly, the risk is that
many nonbanks would find themselves exposed as
banks withdraw their lines of credit, just when they most
need the liquidity. Considering the dominance of
nonbanks in the mortgage loan market, large-scale
nonbank failures represent a risk for financial stability.
The authorities are beginning to take notice of the risks
and are calling on federal and state regulators to step
up cooperation to gather and share more data on the
sector to give a clearer picture of the risks and to
enhance supervision. There is still much to do.

Text completed on 10th january 2020
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Legal information

This document is intended for professional clients in accordance with MIFID. It may not be used for any purpose other than that for
which it was conceived and may not be copied, distributed or communicated to third parties, in part or in whole, without the prior
written authorization of Ostrum Asset Management.

None of the information contained in this document should be interpreted as having any contractual value. This document is
produced purely for the purposes of providing indicative information.

This document consists of a presentation created and prepared by Ostrum Asset Management based on sources it considers to be
reliable. Ostrum Asset Management reserves the right to modify the information presented in this document at any time without
notice, and in particular anything relating to the description of the investment process, which under no circumstances constitutes a
commitment from Ostrum Asset Management.

Ostrum Asset Management will not be held responsible for any decision taken or not taken on the basis of the information contained
in this document, nor in the use that a third party might make of the information.

Figures mentioned refer to previous years. Past performance does not guarantee future results. Any reference to a ranking, a rating
or an award provides no guarantee for future performance and is not constant over time. Reference to a ranking and/or an award
does not indicate the future performance of the UCITS/AIF or the fund manager.

Under Ostrum Asset Management’s social responsibility policy, and in accordance with the treaties signed by the French
government, the funds directly managed by Ostrum Asset Management do not invest in any company that manufactures, sells or
stocks anti-personnel mines and cluster bombs.

Additional Notes

This material has been provided for information purposes only to investment service providers or other Professional Clients,
Qualified or Institutional Investors and, when required by local regulation, only at their written request. This material must not be
used with Retail Investors.

In the E.U. (outside of the UK and France): Provided by Natixis Investment Managers S.A. or one of its branch offices listed below.
Natixis Investment Managers S.A. is a Luxembourg management company that is authorized by the Commission de Surveillance
du Secteur Financier and is incorporated under Luxembourg laws and registered under n. B 115843. Registered office of Natixis
Investment Managers S.A.: 2, rue Jean Monnet, L-2180 Luxembourg, Grand Duchy of Luxembourg. ltaly: Natixis Investment
Managers S.A., Succursale Italiana (Bank of Italy Register of Italian Asset Management Companies no 23458.3). Registered office:
Via San Clemente 1, 20122 Milan, Italy. Germany: Natixis Investment Managers S.A., Zweigniederlassung Deutschland
(Registration number: HRB 88541). Registered office: Im Trutz Frankfurt 55, Westend Carrée, 7. Floor, Frankfurt am Main 60322,
Germany. Netherlands: Natixis Investment Managers, Nederlands (Registration number 50774670). Registered office:
Stadsplateau 7, 3521AZ Utrecht, the Netherlands. Sweden: Natixis Investment Managers, Nordics Filial (Registration number
516405-9601 - Swedish Companies Registration Office). Registered office: Kungsgatan 48 5tr, Stockholm 111 35, Sweden. Spain:
Natixis Investment Managers, Sucursal en Espafia. Serrano n°90, 6th Floor, 28006, Madrid, Spain.

In France: Provided by Natixis Investment Managers International — a portfolio management company authorized by the Autorité
des Marchés Financiers (French Financial Markets Authority - AMF) under no. GP 90-009, and a public limited company (société
anonyme) registered in the Paris Trade and Companies Register under no. 329 450 738. Registered office: 43 avenue Pierre
Mendés France, 75013 Paris.

In Switzerland: Provided for information purposes only by Natixis Investment Managers, Switzerland Sarl, Rue du Vieux College
10, 1204 Geneva, Switzerland or its representative office in Zurich, Schweizergasse 6, 8001 Zirich.

In the British Isles: Provided by Natixis Investment Managers UK Limited which is authorised and regulated by the UK Financial
Conduct Authority (register no. 190258) - registered office: Natixis Investment Managers UK Limited, One Carter Lane, London,
EC4V 5ER. When permitted, the distribution of this material is intended to be made to persons as described as follows: in the United
Kingdom: this material is intended to be communicated to and/or directed at investment professionals and professional investors
only; in Ireland: this material is intended to be communicated to and/or directed at professional investors only; in Guernsey: this
material is intended to be communicated to and/or directed at only financial services providers which hold a license from the
Guernsey Financial Services Commission; in Jersey: this material is intended to be communicated to and/or directed at professional
investors only; in the Isle of Man: this material is intended to be communicated to and/or directed at only financial services providers
which hold a license from the Isle of Man Financial Services Authority or insurers authorised under section 8 of the Insurance Act
2008.

In the DIFC: Provided in and from the DIFC financial district by Natixis Investment Managers Middle East (DIFC Branch) which is
regulated by the DFSA. Related financial products or services are only available to persons who have sufficient financial experience
and understanding to participate in financial markets within the DIFC, and qualify as Professional Clients or Market Counterparties
as defined by the DFSA. No other Person should act upon this material. Registered office: Office 504-D, 5th Floor, South Tower,
Emirates Financial Towers, PO Box 118257, DIFC, Dubai, United Arab Emirates.

In Japan: Provided by Natixis Investment Managers Japan Co., Ltd., Registration No.: Director-General of the Kanto Local Financial
Bureau (kinsho) No. 425. Content of Business: The Company conducts discretionary asset management business and investment
advisory and agency business as a Financial Instruments Business Operator. Registered address: 1-4-5, Roppongi, Minato-ku,
Tokyo.

In Taiwan: Provided by Natixis Investment Managers Securities Investment Consulting (Taipei) Co., Ltd., a Securities Investment
Consulting Enterprise regulated by the Financial Supervisory Commission of the R.O.C. Registered address: 34F., No. 68, Sec. 5,
Zhongxiao East Road, Xinyi Dist., Taipei City 11065, Taiwan (R.O.C.), license number 2018 FSC SICE No. 024, Tel. +886 2 8789
2788.
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In Singapore: Provided by Natixis Investment Managers Singapore (name registration no. 53102724D) to distributors and
institutional investors for informational purposes only. Natixis Investment Managers Singapore is a division of Ostrum Asset
Management Asia Limited (company registration no. 199801044D). Registered address of Natixis Investment Managers Singapore:
5 Shenton Way, #22-05 UIC Building, Singapore 068808.

In Hong Kong: Provided by Natixis Investment Managers Hong Kong Limited to institutional/ corporate professional investors only.

In Australia: Provided by Natixis Investment Managers Australia Pty Limited (ABN 60 088 786 289) (AFSL No. 246830) and is
intended for the general information of financial advisers and wholesale clients only .

In New Zealand: This document is intended for the general information of New Zealand wholesale investors only and does not
constitute financial advice. This is not a regulated offer for the purposes of the Financial Markets Conduct Act 2013 (FMCA) and is
only available to New Zealand investors who have certified that they meet the requirements in the FMCA for wholesale investors.
Natixis Investment Managers Australia Pty Limited is not a registered financial service provider in New Zealand.

In Latin America: Provided by Natixis Investment Managers S.A.

In Uruguay: Provided by Natixis Investment Managers Uruguay S.A., a duly registered investment advisor, authorised and
supervised by the Central Bank of Uruguay. Office: San Lucar 1491, oficina 102B, Montevideo, Uruguay, CP 11500. The sale or
offer of any units of a fund qualifies as a private placement pursuant to section 2 of Uruguayan law 18,627.

In Colombia: Provided by Natixis Investment Managers S.A. Oficina de Representacion (Colombia) to professional clients for
informational purposes only as permitted under Decree 2555 of 2010. Any products, services or investments referred to herein are
rendered exclusively outside of Colombia. This material does not constitute a public offering in Colombia and is addressed to less
than 100 specifically identified investors.

In Mexico Provided by Natixis IM Mexico, S. de R.L. de C.V., which is not a regulated financial entity, securities intermediary, or an
investment manager in terms of the Mexican Securities Market Law (Ley del Mercado de Valores) and is not registered with the
Comision Nacional Bancaria y de Valores (CNBV) or any other Mexican authority. Any products, services or investments referred
to herein that require authorization or license are rendered exclusively outside of Mexico. While shares of certain ETFs may be
listed in the Sistema Internacional de Cotizaciones (SIC), such listing does not represent a public offering of securities in Mexico,
and therefore the accuracy of this information has not been confirmed by the CNBV. Natixis Investment Managers is an entity
organized under the laws of France and is not authorized by or registered with the CNBV or any other Mexican authority. Any
reference contained herein to “Investment Managers” is made to Natixis Investment Managers and/or any of its investment
management subsidiaries, which are also not authorized by or registered with the CNBV or any other Mexican authority.

The above referenced entities are business development units of Natixis Investment Managers, the holding company of a diverse
line-up of specialised investment management and distribution entities worldwide. The investment management subsidiaries of
Natixis Investment Managers conduct any regulated activities only in and from the jurisdictions in which they are licensed or
authorized. Their services and the products they manage are not available to all investors in all jurisdictions. It is the responsibility
of each investment service provider to ensure that the offering or sale of fund shares or third party investment services to its clients
complies with the relevant national law.

The provision of this material and/or reference to specific securities, sectors, or markets within this material does not constitute
investment advice, or a recommendation or an offer to buy or to sell any security, or an offer of any regulated financial activity.
Investors should consider the investment objectives, risks and expenses of any investment carefully before investing. The analyses,
opinions, and certain of the investment themes and processes referenced herein represent the views of the portfolio manager(s) as
of the date indicated. These, as well as the portfolio holdings and characteristics shown, are subject to change. There can be no
assurance that developments will transpire as may be forecasted in this material. Past performance information presented is not
indicative of future performance.

Although Natixis Investment Managers believes the information provided in this material to be reliable, including that from third party
sources, it does not guarantee the accuracy, adequacy, or completeness of such information. This material may not be distributed,
published, or reproduced, in whole or in part.

All amounts shown are expressed in USD unless otherwise indicated.

QJOI0,

www.ostrum.com

Ostrum Asset Management

Asset management company regulated by AMF under n° GP-18000014 — Limited company with a share capital of 27 772 359 euros —
Trade register n°525 192 753 Paris — VAT: FR 93 525 192 753 — Registered Office: 43, avenue Pierre Mendes-France, 75013 Paris —
www.ostrum.com

Ostrum’ mafiateot. - Ap” NATIXIS

ASSET MANAGEMENT INVESTMENT MANAGERS

www.ostrum.com



