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Abstract: The purpose of the article is to identify the crimes committed in the U.S.
during the subprime financial crisis and extract political criminal lessons
from them. In order to understand the structural and circumstantial
criminogenic factors that operated during each of the five phases of the
crisis, our analysis will use Hyman Minsk’s and Charles Kindleberger’s
financial instability modelling as the theoretical framework and, to identify
the crimes committed during each phase, will cross-reference the economic
causalities identified by the financial literature as essential to the development
of the housing bubble and to the outbreak of the crisis with the criminal
convictions, administrative penalties and civil settlements resulting from
fraudulent behaviours related to the subprime crisis in the U.S. Despite
the importance of systemic problems to the outbreak of the crisis, and the
recognition that financial crime was not its main cause, we conclude that
inherent fragilities of the financial system, associated with the development
of a criminogenic environment within many financial institutions, fostered
the occurrence of several forms of misbehaviour, among which some had
a criminal nature with a common fraudulent core and a similar modus
operandi of taking the reward and passing along the risk to others within
all stages and levels of the mortgage origination and securitization food
chain. The main value of the research is the adoption of Minsky’s and
Kindleberger’s financial instability modelling as the theoretical framework
in order to understand the economic causalities that were essential to the
development of a financial bubble and the outbreak of the subprime crisis
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and the cross-reference of those causalities with the convictions and set-
tlements in different legal scopes, namely administrative, civil and criminal
ones.

Crise financeira, crise do subprime, crime financeiro, fraude financeira,
fatores crimindgenos

O objetivo do artigo é identificar os crimes cometidos nos EUA durante
a crise financeira do subprime e extrair ligdes politicas criminais. A fim
de compreender os fatores criminégenos estruturais e circunstanciais
que operaram durante cada uma das cinco fases da crise, nossa analise
usard a teoria da instabilidade financeira de Hyman Minsk e Charles
Kindleberger como referencial tedrico e, para identificar os crimes cometidos
em cada fase, vai cruzar as causalidades econdmicas identificadas pela
literatura financeira como essenciais para o desenvolvimento da bolha
imobilidria e para a eclosdo da crise com as condenagdes criminais, pe-
nalidades administrativas e acordos civis decorrentes de comportamentos
fraudulentos relacionados a crise do subprime nos Estados Unidos. Apesar
da importancia dos problemas sistémicos para a eclosdo da crise e do re-
conhecimento de que a criminalidade financeira ndo foi sua principal
causa, concluimos que as fragilidades inerentes ao sistema financeiro,
associadas ao desenvolvimento de um ambiente criminégeno em muitas
instituicGes financeiras, fomentaram a ocorréncia de vérias formas de
desvio de comportamento, entre as quais alguns com natureza criminosa
tendo um nucleo fraudulento comum e um modus operandi semelhante
de receber a recompensa e repassar o risco a outros em todas as fases e
niveis da cadeia de criagdo e securitizagdo de hipotecas. O principal
diferencial da pesquisa é a adogao da teoria da instabilidade financeira
de Minsky e Kindleberger como referencial tedrico para entender as cau-
salidades econdmicas que foram essenciais para o desenvolvimento da
bolha financeira e a eclosdo da crise do subprime e o cruzamento destas
causalidades com condenagdes a acordos em diversos ambitos legais, no-
meadamente administrativo, civil e criminal.

“At particular times a great deal of stupid people have a
great deal of stupid money... At intervals.... the money of
these people — the blind capital, as we call it, of the country
— is particularly large and craving; it seeks for someone
to devour it and there is a ‘plethora’; it finds someone,
and there is ‘speculation’; it is devoured, and there is
‘panic’”. Walter Bagehot ‘Essay on Edward Gibbon’
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I. Introduction

Despite the fact that the subprime crisis was preceded, in the previous three
decades alone, by more than one hundred episodes of financial crises! in all
countries around the world but one (the notable exception here is Portugal)?, the
social and economic consequences of the 2007-2008 crisis led the OECD to classify
it as “the most serious economic slowdown since World War II”(KeeLey & Love, 2010,
p. 9) and the European Parliament to label it as “the biggest economic and financial
crisis since the depression of the 1930s”3. The European Parliament also emphasised
that “unemployment rates in all Member States, and especially the southern
Member States, have risen significantly as a result of this crisis” and that “the
effects of this crisis are particularly serious for vulnerable people”*. More than a
decade after it’s outbreak it is well established that the subprime crisis brought
severe economic and social consequences to society virtually in all countries,
causing a sharp drop in industrial production around the world, a severe increase
in unemployment rates, the collapse in the asset market and a sharp increase in
state debt in most countries in the world (fig. 1).

In fact, because of the crisis, in 2009 it was the first time since the Second
World War that the global economy shrank, with the world’s GDP falling by 2,1%
(KeeLey & Love, 2010, P. 32; WolF, 2015, p. 90). Also, it is estimated that, at its peak,
this crisis may have created 80 million jobseekers globally causing high rates of in-
voluntary unemployment in many countries around the globe, but especially in
the most hardly hit countries, like Greece and Spain, in which unemployment rates
reached 28% and 26%, respectively (before the crisis, both had rates around 8%),
as well as Ireland (14%) and Portugal (12%; CHANG, 2014, P. 90; WoLr, 2015, p. 86-87).

! In its 2001 report “Finance for Growth” the World Bank outlines that “recent decades
have seen a record wave of crises: by millennium-end, there had been 112 episodes of
systemic banking crises in 93 countries since the late 1970s — and 51 borderline crises
were recorded in 46 countries. These crises both were more numerous and expensive,
compared with those earlier in history, and their costs often devastating in developing
countries” (WORLD BANK, 2001, p. 75).

2 According to REINHART & ROGOFF, in the period between the World War II and the
subprime crisis “all except Portugal experienced at least one post-war crisis prior to
the recent episode”. 2009, p. 150-153.

3 European Parliament resolution of 12 March 2013 on the impact of the economic crisis
on gender equality and women’s rights (2012/2301(INI))

4 European Parliament resolution of 12 March 2013 on the impact of the economic crisis
on gender equality and women'’s rights (2012/2301(INI))
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Even in the United States, with historically low unemployment rates, 5,5 million
jobs were lost from October 2008 to the end of 2009, with the unemployment rate
reaching 10%, alongside with a $648 billion loss in GDP for the five quarters from
the beginning of October 2008, which resulted in an average of $5,800 in lost
income for each U.S. household (SwagEL, 2010). Although emerging economies had
a quick recovery starting from 2010 (WoLr, 2015, p. 89-93), the great recession in
the aftermath of the crisis hit high-income economies hard and, according to the
OECD, in 2012 the GDP per capita was below the 2007 level in twenty-two of its
thirty-four members, including Greece (-26%), Ireland (-12%), Spain (-7%), the UK

(-6%) and the U.S. (-1,4%; CHANG, 2014, p. 89).

1. Industrial Production and World Trade
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The global reach of the crisis and its disastrous consequences led to many
variants of the same questions regarding what happened, why it happened and,
as asked by Queen Elizabeth Il in November 2008 when visiting the London School
of Economics, “why did nobody notice it?”°¢. These questions were all inserted in
alarger and intense debate about the fundamental flaws in the architecture of the
financial system that enabled the development of a bubble and the outbreak of
the crisis and the need for its reform within countries and at an international and
transnational level. Within the financial and political spectrum, the analysis of the
causes and the consequences of the crisis focused on the development of economic
policies aimed at limiting its harmful effects in the economy and society (which
based bail-out programs and countercyclical measures to jump-start the economy),
and the adoption of legal and administrative reforms in the financial system to
prevent the recurrence of this type of financial instability’.

As Martin WOLF explains, “In response to the Queen’s question, the British Academy
convened a forum on 17 June 2009. Shortly after these deliberations, a reply was sent
to her Majesty. In brief, it argued that the big failures lay in not recognizing how large
the risks were to the system as a whole, how bad management was, and how big the
mess bequeathed by the crisis would turn out to be” (WOLF, 2015, p. 194).

Although most economists and policymakers indeed did not realize the existence of a
financial bubble until it was too late, it is not correct to establish that nobody saw it
coming. In fact, not only there were some traders who noticed the development of a
housing bubble and started betting against it as soon as 2004, but there was also a
paradigmatic alert coming from the then IMF’s chief-economist Raghuram RAJAN in a
study entitled “Has Financial Development made the World Riskier?”, presented at the
2005 Jackson Hole Conference (RaJAN, 2010, p. 3).

7 While in the U.S., the investigation that took place in the Senate (Wall Street and The
Financial Crisis: Anatomy of Financial Collapse, 2011) contributed to the creation of
the Dodd—Frank Wall Street Reform and Consumer Protection Act (later replaced, in
2017 during the administration of Donald Trump, by the Financial Choice Act), in
Europe the conclusions of the High-Level Group on Financial Supervision in the EU,
chaired by Jacques de Larosicre (aka, the Larosiére Report) led to the reform of the
European financial supervision structure by the approval of the Regulation n.° 1092/2010
on European Union macro-prudential oversight of the financial system and establishing
a European; the Regulation n.° 1093/2010, establishing a European Supervisory Authority
(European Banking Authority); the Regulation n.° 1094/2010, establishing a European
Supervisory Authority (European Insurance and Occupational Pensions Authority); the
Regulation n.° 1095/2010, establishing a European Supervisory Authority (European
Securities and Markets Authority); and the Regulation n.° 1096/2010, conferring specific
tasks upon the European Central Bank concerning the functioning of the European
Systemic Risk Board.
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Because of its damaging consequences, there was yet another scope of debate
in the aftermath of the crisis, related to the identification of misconducts and the
accountability of wrongdoers with civil and administrative penalties, but especially
with criminal ones. Within the scope of the criminal doctrine, there was an intense
debate regarding the capacity of the criminal system to prevent and overcome
financial crises as well as criminal law’s legitimacy to act in the financial sector
(Siva Dias, 2014, p. 51; Robrigues, 2019, p. 11). As outlined by Anabela Miranda
RODRIGUES, no other economic crisis has brought such a great challenge to criminalists
and raised so difficult questions as: were there crimes during the crisis? Can anyone
be held accountable? Which role does criminal law plays when facing crisis with
a global reach (Robrigues, 2017, p. 16; RobriGues, 2019, p. 11)? In the U.S., David
O. FriEDRICHS brought several related questions such as “who or what is to blame
for this economic and financial crisis? (...) Given the extraordinary breadth of
assigning blame for the financial crisis, how can ‘crime’ and ‘criminality’ be
disentangled from all for this? Which, if any, are criminal who belong behind bars?
Should all the financial institutions and entities involved be criminally prosecuted?”
(FrIEDRICHS, 2013, pp. 5-6). Finally, in Spain, Eduardo DemeTrIO CRESPO raised other
doubts like “who was responsible for the crisis and who benefited from the it?”,
“Why didn’t economic criminal law played any preventive function whatsoever in
order to avoid the most regrettable consequences?”, “Are there suitable criminal
norms, or can there be so, capable of understanding from the technical legal
perspective or theoretical legitimacy the behaviour of the bank representatives
who largely led to the catastrophe?”(Crespo, 2014, p. 11).

In this context, there was a deep discussion about the legitimacy and the ef-
fectiveness of the criminal law in the financial system and the complex issue
regarding if and how criminal law can contribute to overcome financial crises (Siva
Dias, 2014, p. 51) and which role can the criminal enforcement system play when
facing financial crises with a worldwide nature (RobriGues, 2017, p. 11). The first
scope of debate in the aftermath of the crisis was whether the misconducts that
led to its outbreak had a criminal nature and, if so, who was responsible for them.
This analysis split the penal doctrinal in two opposed positions: on the one hand,
there was a view that understood that it would be impossible for any criminal
conviction to occur once the outbreak of the crisis resulted from a systemic failure
caused by structural problems and, ergo, human misconduct did not constitute
the main factor to the crisis(Siva Dias, 2014, pp. 51-52; Ropricues, 2017, p. 23;
RobRriGUES, 2019, p. 18-19; Crespo, 2014, pp. 11-12). On the other hand, however,
there was another doctrinal position that perceived that, even recognizing that
systemic problems were essential to the development of the financial bubble and
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outbreak of the crisis, there were several misbehaviours that exceeded the limits
of mere morality or recklessness reaching the criminal level, which made it possible
to punish specific economic agents for their concrete contributions to the crisis
(Siva Dias, 2014, pp. 51; RobriGUEs, 2017, p. 18).

According to the first view, once the development and outbreak of the crisis
resulted from a systemic failure arising from autonomous mechanisms of the
financial system, it would be impossible to identify individual “bad apples” operating
the economy with a Machiavellian behaviour, because each economic player was
guided by the invisible hand of the market and lacked individual control over
financial causality (Siva Dias, 2014, pp. 51-52; RobriGUEs, 2019, pp. 18-19; CRrespo,
2014, p. 11-12). In sum, it was the gear that controlled the pawns and not the
opposite (Sitva Dias, 2014, p. 52). This perspective understands that although many
of the misbehaviours before and during the crisis may have been reckless orimmoral,
they were not criminal in nature once they exploited legal loopholes in the search
for profit. This position is well summarized by a speech given by former U.S. President
Barack Obama in a press conference on 6 October 2011:

Well, first on the issue of prosecutions on Wall Street, one of the biggest problems
about the collapse of Lehmans [sic] and the subsequent financial crisis and the
whole subprime lending fiasco is that a lot of that stuff wasn’t necessarily illegal,
it was just immoral or inappropriate or reckless. That’s exactly why we needed
to pass Dodd-Frank, to prohibit some of these practices.

The financial sector is very creative and they are always looking for ways to make
money. That’s their job. And if there are loopholes and rules that can be bent
and arbitrage to be had, they will take advantage of it. So without commenting
on particular prosecutions — obviously that’s not my job; that’s the Attorney
General’s job —a | think part of people’s frustrations, part of my frustration, was
a lot of practices that should not have been allowed weren’t necessarily against
the law, but they had a huge destructive impact. And that’s why it was important
for us to put in place financial rules that protect the American people from
reckless decision-making and irresponsible behavior.®

On the opposite side, even recognising that the human misconduct was not
the main cause of the crisis and accepting the importance of systemic problems
to its outbreak, another doctrinal perspective arouse as a counterpoint to the
former. In line with the “widespread consensus that inappropriate remuneration

8 https://obamawhitehouse.archives.gov/the-press-office/2011/10/06/news-conference-
president.
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practices in the financial services industry ... induced excessive risk-taking and thus
contributed to significant losses of major financial undertakings”®, as concluded
by the European Commission, this point of view understands that the incentive
problem was not restricted to reckless behaviours that undermined the resilience
of financial institutions in the long-run, but also acted as a breeding ground to the
development of new operational possibilities of crime in grey areas of legality (Siva
Dias, 2014, pp. 46-47; FEoo SANCHEz, 2010, pp. 26-27). This position is well translated
in the criticism made by former Federal Reserve chairman Alan Greenspan, who
recognizes not only that there where frauds during the subprime bubble, but also
identifies them as an important issue that needed to be dealt with:

There are two fundamental reforms we need to get: adequate capital and, two,
to get far higher levels of enforcements of fraud statutes, existing ones. I'm not
even talking about new ones. Things were being done which were certainly illegal
and fairly criminal in certain cases. Fraud, fraud is a fact. Fraud creates very con-
siderable instability in competitive markets. If you cannot trust your counterparties,
it won’t work. And indeed, we saw that it didn’t.*°

The present analysis is located within the scope of this debate and seeks to
identify “incorrect behaviours before which one should consider / question whether
in any case they could reach legal-penal relevance” (FEnoo SANcHEz, 2010, pp. 26-27)
and extract political criminal lesson from them. In that context, it is important to
clarify that although the goal of this research is to identify the crimes and the
frauds committed in the U.S. in each phase of the subprime crisis and extract
lessons from them, it is not our goal to find guilty or pinpoint and shame specific
economic actors. Rather, our main focus is to identify the crimes and the criminal
lessons that can be extracted from the crisis and understand how the criminal en-
forcement system can contribute to avoid the occurrence of financial crisis in the
future.

The importance of this analysis is clear not only because the structure of the
financial system and its dominant practices has shown to be delinquent and crim-
inogenic, but also because the harms caused by financial criminality has proven
to be exponentially greater than other forms of conventional crime (FRIEDRICHS,

? European Commission recommendation of 30 April 2009 on remuneration policies in
the financial services sector (2009/384/EC).

10 Apud MAYER/CAVA/BAIRD, 2014, pp. 517-518.
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2013, pp. 6-7). As a consequence, “[i]f we are to diminish the chances of a repeat
of the 2008 financial meltdown, and more broadly the global financial crisis linked
to this meltdown, we must identify the conditions that were central to this crisis
and the policies needed to address them effectively”*2.

The main difficulty in this debate is the lack of conceptual tools in the criminology
field to reliably identify financial crimes and the limits between the legal and illegal
speculation (ZuNica RobriGuEs, 2012, p. 33). In fact, because the fraudulent character
of many misbehaviours was hidden within the complexity of financial engineering
manoeuvres, the main focus on the doctrinal and the criminal enforcement system
debates was not “who committed this crime?”, but rather “was that conduct
criminal?” (Robrigues, 2019, p. 15; Crespo, 2014, pp. 8-9). Considering that the
complexity and sophistication of the frauds require an interdisciplinary approach
(FrIEDRICHS, 2013, p. 4), in order to overcome this doctrinal struggle and understand
both the structural and circumstantial criminogenic factors that operated during
each phase of the crisis, our analysis will use Hyman Minsk’s and Charles KINDLEBERGER'S
financial instability modelling as the theoretical framework. To identify the crimes,
the frauds and the swindles committed during each phase, we will cross-reference
the economic causalities identified by the financial literature as essential to the
development of the housing bubble and to the outbreak of the crisis with the
criminal convictions, administrative penalties and civil settlements resulting from
fraudulent behaviours related to the subprime crisis in the U.S.

II. Structural and circunstancial criminogenic factors of the financial criminality
Several years after the outbreak of the crisis, it is possible to state not only

that there were several misbehaviours with a criminal nature, as a consequence
of the development of a criminogenic environment within many financial institutions

Another reason for this analysis is the lack of debate around financial criminality. As
Michel Picard explains “[p]olices forces have focused on criminal organizations for
decades by mainly targeting drug trafficking, prostitution and bank robberies, to name
but a few. Little focus has been directed at financial market issues, either because this
is not seen as prime target or no one has or had the expertise to effectively examine
these issues, consequently disregarding any financial related investigative information”.
PicarD, 2008, pp. 383-397.

12 FRIEDRICHS, 2013, p. 16. As the author concludes (ibid., p. 19) “the criminogenic
conditions that have had such demonstrably harmful consequences in bringing about
a massive financial meltdown should be outlawed to the extent possible”.
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(Maver/Cava/BairD, 2014, p. 545), but also, as we shall see below, thousands of
people were convicted because of felonies related to the subprime bubble. However,
even recognizing that “[t]he subprime mortgage lending frauds have ultimately
been one of the root causes of the massive financial crisis of 2008 and beyond,
with countless victims” (FRriebricHs, 2010, pp. 173), it does not mean that financial
crime was the main cause of the crisis®3. It wasn’t. If anything, the financial criminality
during the crisis was a structural and, more importantly, a circumstantial by-product
of the financial system and the prevailing remuneration practices in the financial
services industry during the first decade of the twenty-first century*.

In order to understand both the structural and circumstantial criminogenic
factors that acted as a breeding ground for criminal behaviour during the subprime
crisis, it is important to acknowledge that the financial sector has several inherent
vulnerabilities that jeopardize countless legal assets, like maturity mismatch risks,
agency problems, informational asymmetry, and incentive problems, to name a
few. Once financial crimes are opportunity driven (Picard, 2008, p. 385/389), some
of those intrinsic fragilities can act as criminogenic factors that might foster the
development of criminal behaviour,'> depending on the market incentives, the pre-
vailing remuneration practices and the systematic organization of the financial
sector in a determined moment (TERRADILLOS BAsoco, 2012, pp. 125-126).

Among the structural fragilities inherent to the financial system, there are three
essential vulnerabilities that can act as criminogenic factors. In the first place, once it
integrates the services sector, the financial system is based on an immaterial activity,
which makes it hard for consumers (specially financially illiterate ones)?® to reasonably

13 Tt does not mean either that financial crime cannot constitute the main trigger for a
crisis: in Italy, the Cyrio-Parmalat scandal, which caused 14 billion Euros in losses due
to accounting fraud, market manipulation and other criminal misconducts; and, in the
U.S. the Enron bankruptcy, due to fraudulent manipulations and accounting fraud, are
paradigmatic examples of it. FOFFANI, 2012, pp. 13-14, 16-17. TERRADILLOS BAsoco,
2012. CrEsPO, CATALAYUD, 2014, pp. 60-61; FALCONI, 2012, p. 36-37.

4 As accurately described by David FrRIEDRICHS (2013, pp. 6-7), “the structure of the
present financial system, its culture, and its collective practices and policies are fun-
damentally criminal and criminogenic”.

5 Following David Friedrichs, we understand that “broadly defined, the concept of
‘criminogenic conditions’ refers to conditions that promote criminal activities and
actions”. FRIEDRICHS, 2013, p. 16.

16 Tt is important to mention, following Luis MAXIMO DOS SANTOS (2009, p. 75), that
“experience learning tends to be reduced, as consumers, at least individual ones, do
not engage in financial contracts very regularly”.
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evaluate the quality of financial products before its acquisition and even after the first
acts of consumption (MAximo pos SanTos, 2009, pp. 73-74). Because it is based on
fiduciary products, this activity has a greater potential for manipulation and defrauding
(TiEDEMANN, 1993, p. 264), which enables the occurrence of fraud between counterparts.
Secondly, as finance involves transactions in sophisticated and complex instruments,
it is also an activity with a particularly intense problem of informational asymmetry,
making it easier for the fraudulent character of determined contracts to be hidden
within the complexity of financial engineering manoeuvres (Siva Dias, 2014, p. 46).
Finally, as an immaterial activity, once the main parameter of performance
evaluation of a financial agent is not the impact on the real economy, but rather the
results or profits in a determined period®’, the financial sector also has a severe incentive
problem in its remuneration system that may fuel misbehaviour in the form of financial
criminality through different forms of fraud in order to meet remuneration clauses,
benchmarks or standards. As it is going to be detailed ahead, each of those structural
fragilities emerged during the crisis as circumstantial criminogenic factors and acted
as a breeding ground to different forms of financial criminality (FRIEDRICHS, 2013, p. 16).
In fact, the development of a remuneration system based on the short term,
often linked to the performance of a single year and “accounting standards that
allowed the payment of profits on signing the deal, instead of during its lifetime”28,
created a scenario of moral hazard in which the expectation of immediate profit
outweighed the assessment of the long-term economic consequences®. Associated
with the absence of claw-back provisions or penalties in the event subsequent
losses (FERGUSON, 2012, pp. 20, 42, 77), the prevailing remuneration system led to
the breakage of the essential link between credit decisions and the consequences
of its risks (FRIEDRICHS, 2013, pp. 16-17; FRrIEDRICHS, 2010, p. 169). This resulted in
reckless behaviours that undermined risk management policies of financial institutions
and their long-term resilience, as well as immoral behaviours developed within

17" As Raghuram RAJAN (2010, p. 124) describes it, money is the measure of both the
work and the worth in the sector.

8 'WOLF, 2015, p. 134. In a similar sense, Roman TomasIc (2011, p. 13) concluded that
“[t]he financial crisis revealed the enormous risks that had been taken by banks and
financial institutions and the effect of the short-sighted bonus culture that had driven
much business activity in recent years”.

1 As outlined by David FrIEDRICHS (2013, pp. 16-17) “[t]he fact that the government
has felt obligated to bail out financial institutions and corporations deemed too big to
fail and has, furthermore, imposed no significant negative consequences in relation to
the other criminogenic conditions (...) has created a situation of ‘moral hazard’”.
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the limits of legality (Zufica RobriGues, 2012, pp. 28-29) and new operational
possibilities of financial criminality (Sitva Dias, 2014, pp. 46-47).

Concurrently, the context of financial liberalization in the years preceding the
crisis — which represented the materialization of the predominant belief in the
market’s capacity to optimally allocate resources —led to the development of several
new financial products, especially the different forms of derivatives that triggered
the crisis like collateralized debt obligations (CDOs), synthetic collateralized debt
obligations and CDOs squared, as well as credit default swaps (CDSs) (Wotr, 2015,
pp. 124-125). Besides contributing to the development of risk-management models
that failed to identify the early signs of a financial bubble, the high degree of so-
phistication and complexity of the financial innovation also enabled new white-collar
crime operative techniques (Forrani, 2012, p. 11; FERGUSON, 2012, p. 74; FEOO SANCHEZ,
2010, pp. 20-21; Siva Dias, 2014, pp. 58) embodied in different forms of fraud and
swindles taking advantage of information asymmetry against agents of lesser financial
literacy (FEuoo SANcHEz, 2010, pp. 18-19. RaiaN, 2010, p. 121). Furthermore, new
financial instruments and innovative accounting methods based on “hyperreal”
financing arrangements and “fancy finance techniques” aided fraudulent overstating
of investments and understating of expenses, which “enabled the emergence of a
new generation of illegal financial statement fraud” (Reurink, 2016, p. 13).

Despite having a common fraudulent core and a similar modus operandi of
“taking the reward and passing along the risk to others” (Maver/Cava/BaIrD, 2014,
p. 545) at all levels of the mortgage securitization food chain, the different forms
of financial criminality were the result of a particular economic context within
the development and burst of the financial bubble in the U.S. housing market.
In this context, in order to identify and analyse the crimes committed during the
subprime crisis, it is necessary to understand that both the development of the
crisis and its outbreak are consistent with Hyman Minky’s and Charles KINDLEBERGER'S
financial instability modelling and, as such, the study of each of Minky’s five stages
in a bubble can help identify the criminogenic factors in action in each moment.

III. Theoretical framework: Minsky’s and Kindleberger’s financial instability
modelling

Since the first financial crisis recognized as such — the “tulipmania” that broke
out on the Dutch stock market in 1636-37 (CatariNO, 2010, pp. 37-38) —the concrete
causalities identified in the financial literature as responsible for successive and
different episodes of severe instability led to the development of many theoretical
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models to explain the origin, evolution and spread of financial crises (QuELHAS, 2012,
p. 142). Based on these models, policymakers developed the regulatory framework
that shapes the financial system, the supervisory response as well as the regulatory
toolbox that guarantee to financial authorities several specific intervention tools
ranging from normative powers, authorization regimes and a wide range of prudential
supervision powers (CorpEeIro, 2006, pp. 252-253; MoreNo, 2014, p. 27).

In the late 1990s and in the first half of the subsequent decade, the predominant
faith on market efficiency and on the theory of rational expectations, by which the
pursue of self-interest would prone movements of supply and demand towards
equilibrium, created a widespread idea that modern macroeconomic policy had
tamed the problems related to the business cycle. The core belief —well portrayed
by Ben Bernanke’s speech “The Great Moderation”, in 2004%° — was that macro-
economic volatility was a thing of the past that had been overcome, among other
reasons, because “monetary policy had become much better” and that regulators
“understood much better how the economy works”2!,

However, as became clear after the crisis, this idea blocked policymakers from
recognizing the size of the risks to the system as a whole, the inaccuracy of the risk
management models and the dimension of the economic consequences (Wolr,
2015, p. 194). As described by Martin WoLr (2015, pp. 195-196), this constituted
an intellectual failure once “[t]he economics that dominated academe and has
shaped thinking for several decades proved useless in predicting, tackling or even
imagining the biggest financial debacle in the world’s most advanced economies
for eighty years”. With the lack of response and interpretative tools to understand
the ongoing crisis in the orthodox monetarist theory, policymakers turned to
economists outside of the mainstream economics and found in Hyman Minsky’s and
Charles KINDLEBERGER's financial instability modelling a consistent reference to tackle
the panic and the following economic recession (WoLF, 2015, p. 196; MARTIN, p. 232).

Based on Keynes' theoretical propositions to explain the economy’s susceptibility
to fluctuations, Hyman Minsky analysed the liability structure of economic units
and the relationship between operating income of firms and its debt service
payments (the cash flow approach) to develop a three-part taxonomy regarding
types of finance: hedge finance, speculative finance and Ponzi finance?. As
KINDLEBERGER (2005, pp. 27-28) describes, a company would be situated in the first

20 BERNANKE, 2004. More information regarding this speech can be found on note 73.
21 RAJAN, 2010, p. 101; in the same sense, KRUGMAN, 2008, p. 10.
2 MINSKY, 2008, pp. 230-232; also regarding this theme: QUELHAS, 2012, pp. 17-19.
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type, the hedge finance, if “its anticipated operating income is more than sufficient
to pay both the interest and scheduled reduction in its indebtedness”. The speculative
finance would assemble firms in which the “anticipated operating income is sufficient
so it can pay the interest on its indebtedness; however, the firm must use cash
from new loans to repay part or all of the amounts due on maturing loans”. Finally,
the Ponzi finance (named after Charles Ponzi, who operated a financial scam in
the 1920s with this base), would group the companies in which the “anticipated
operating income is not likely to be sufficiently large to pay all of the interest on
its indebtedness on the scheduled due dates; to get the cash the firm must either
increase its indebtedness or sell some assets”.

According the Minsky’s hypothesis, the economy has endogenous fragility by
which “a steady growth pattern evolves into a speculative boom” (Minsky, 1974,
p. 267), as an increase in credit supply in good times during economic booms
followed by a sharp decline during economic slowdowns can jeopardize the financial
health of companies’ balance sheet, by pushing some firms with a hedge finance
to the group involved in speculative finance (“if there is a shortfall of income”, ip.,
2008, p. 231), as well as pushing some companies in this group to a Ponzi finance
scheme (“by a rise in interest or other costs or a short fall in income”, p., ibid., p.
231). This, as a consequence, increases the fragility of the financial system and the
likelihood of financial crisis (KINDLEBERGER, 2005, p. 25).

By this model, the business cycle and the inherent instability of the economy
may create a financial bubble throughout five stages (WoLr, 2015, pp. 121-122; QUELHAS,
2012, pp. 23-28): “displacement”, in which a trigger event raises great optimism among
investors related to at least one important sector of the economy (KINDLEBERGER, 2005,
p. 25-26); “boom” and “euphoria”, when fuelled by an expansion of credit, first, asset
prices start rising and, second, the belief on an ever rising prices breaks down market
discipline and banks and investors extend credit to dubious borrowers; “profit taking”,
when the financial bubble stops rising and intelligent investors start taking profits;
and, “panic”, in which a sharp fall in prices causes the burst of the previous bubble,
triggering a rush to liquidity by investors, the bankruptcy of highly leveraged financiers
and an economic crash followed by a systemic crisis and a recession?.

3 According to KINDLEBERGER (2005, p. 32-33), once the Minsky cycle is complete, the
panic will remain until the occurrence of one of the following consequences “prices
have declined so far and have become so low that investors are tempted to buy the less
liquid assets, or until trade in the assets is stopped by setting limits on price declines,
shutting down exchanges or otherwise closing trading, or a lender of last resort succeeds
in convincing investors that money will be made available in the amounts needed to
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As it is going to be detailed in the next part of this research, the adoption by
economists and policymakers of Minsky’s and KIiNDLEBERGER'S financial instability
modelling to understand the subprime crisis steamed from its own characteristics
of development, evolution and outbreak in the U.S. economy, especially because
in its main core was a financial bubble. In fact, in this crisis, the displacement event
that triggered an economic boom was the Federal Reserve decision, in 2001, to
reduce short-term interest rates, which caused an initial rise in housing prices. The
initial decline in the cost of funds was associated with an increased flow of cheap
foreign capital to the U.S., a National Homeownership Strategy to foster low-income
housing loan and the development of different types of financial products, notably
derivatives, which induced an economic boom and a period of euphoria that caused
prices to run away from fundamentals.

In the fall of 2005, the bubble began to fade when, to tackle inflation, the Fed
started to raise the interest rates from which it became increasingly difficult for
new mortgages to be sold and default rates in previous mortgages began rising.
Although housing prices continued to rise for a while, in the spring of 2006 prices
started to fall and the whole momentum of the boom was reversed. The panic
started in the U.S. on August 9, 2007, when the French bank BNP Paribas announced
the suspension of withdrawals from three of its funds related to U.S. mortgages,
giving birth to the first global financial crisis of the twenty-first century. The final
stage of the crisis, when the panic became international, started September 15,
2008, when the American investment Bank Lehman Brothers filed for bankruptcy.

IV. The development of the subprime crisis
1. First phase of the crisis: the birth of a bubble

In the late 1990s, the demand in the U.S. economy was heavily sustained by
a stock-market bubble related to the sectors of informational technology and com-
munications, which stimulated a boom in corporate investment (Ralan, 2010, p. 5;
Wolr, 2015, p. 168). In 2000, when the now called Dot-com bubble bust causing
a meltdown on the overvalued tech stocks, the U.S. economy fell into a recession
interrupting a growth of 39 straight quarters (NATIONAL CoMMISSION ON THE CAUSES OF
THE FINANCIAL AND EcoNomic CRrisis IN THE UNITED STATES, 2011, p. 83). If the economy

meet the demand for cash and that hence security prices will no longer decline because
of a shortage of liquidity”.
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was already weak, shortly after there was another shock, due to the terrorist attack
of September 11%, 2001 (WoLr, 2015, p. 164). Officially, the recession in the aftermath
of this crisis was declared over in only eight months and by late 2001, though
slowly, both U.S. industrial production and the GDP were rising?*. Despite a quick
recover of output, however, this economic recovery was a jobless one and the un-
employment rate rose steadily for two and a half years, while it took thirty-eight
months to restore all lost jobs (KrRugmaN, 2008, p. 151; Raian, 2010, p. 85; fig. 2).
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Figure 2 — INDUSTRIAL PRODUCTION AND UNEMPLOYMENT IN THE U.S.
ON THE POST-DOT COM BUBBLE

Source: Fred — Federal Reserve Economic Data https://fred.stlouisfed.org/

2 As explained by Paul KRUGMAN, “in the United States the official starting and ending

of recessions are determined by an independent committee of economists associated
with the National Bureau of Economic Research. The committee looks at a variety of
indicators — employment, industrial production, consumer spending, GDP. If all these
indicators are going down, a recession is declared. If several of them turn up again,
the recession is declared over” (2008, p. 151).
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Although, in America, postwar recoveries prior to the 1990s were brief, taking
on average two quarters to recover output and eight months to restore employment
to preceding levels, the jobless recovery of the 1990-1991 recession — in which
whereas production levels took only three quarters to recover, the jobs lost were
recovered only after twenty-three months — showed that the United States are
singularly not prepared for jobless recoveries. In fact, because of its weak safety
net, with unemployment benefits lasting for short periods (on average six months)
and a affordable health care system historically tied to jobs, unemployment in the
United States is a source of a great deal of uncertainty and anxiety, which makes
most American voters less tolerant to downturns® than citizens in other industrial
countries (RaJan, 2010, pp. 84-85).

The political pressure to create new jobs steaming from the Dot-com bubble
recession piled on a wider feeling of being left behind among American voters,
rising from a growing inequality of incomes in the preceding three decades, by
which between 1975 and 2005 the wages of the 10 percent richer Americans
increased 65% more than the growth in earnings of the 90 percent of the general
population. Due to this widening in the 90/10 differential, in 2005 the richer received
five times more than the bottom 90* percentile, as opposed to three times more
in 1975 (Raian, 2010, p. 24).

One of the reasons that explain this growing inequality lies on the “college
premium”, the difference in wages between who has a bachelor’s degree and who
has just a high school one?. While acknowledging that educational inequality
reduces opportunity, politicians understood that even if better education could
make a difference, the impacts would be perceived only in the future. So, in order
to address the needs of their voters in the short-term, politicians looked for other
strategies and found in easier credit an immediate solution to increase the population’s
purchasing power. As a matter of fact, easy credit had a payoff structure that was
precisely what politicians looked for: whereas the costs would all lie in the future,
it would have a large positive impact in the present, achieving simultaneously many
goals like pressuring up housing prices — which made householders feel wealthier

2> Raghuram RAJAN argues that this may have costed George H. W. Bush’s re-election.
RAJAN, 2010, p. 85.

26 Inthat sense, according to RAJAN’S (2010, p. 24) lesson, “[t]he 2008 Current Population
Survey by the Census Bureau indicated that the median wage of high school graduate
was $27,963, while the median wage of someone with an undergraduate degree was
$48,097 — about 72 percent more. Those with professional degrees (like an MD or
MBA) earn even more, with a median wage of $87,775”.
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fostering an increase in consumption —, as well as creating more jobs and generating
bigger profits both in the financial sector and in the real economy (Rasan, 2010, p.
31).

In this context, in order to address this political pressure and stimulate the
economy, the Federal Reserve started to reduce short-term interest rates, cutting
it from 6,5% in January 2001 to 1% in June 2003 (RaJAN, 2010, p. 105). The best
equipped sector to spend more than its income and lead the economic recovery
was the corporate one but, because it had just experienced an investment spree
during the Dot-com bubble with a financial deficit that reached 4% of the GDP, in
spite of the easy monetary policy, gross business investment was in a downward
trajectory: after it peaked at 13,6% in the second quarter of 2000, in the second
quarter of 2003 it fell to 10,1%, following which it increased modestly to 11,8% in
the second quarter of 2007 (WoLr, 2015, p. 168).

With the corporate sector unwilling or unable to spend more than its savings,
the deficits could only be run by the government and householders (by 2003, their
combined deficit was around 3%). With tax cuts and unfunded wars in Afghanistan
and Iraq, President George W. Bush managed to turn the fiscal surpluses achieved
during the Clinton Administration into deficits (FErcusoN, 2012, p. 53). But once
the U.S. householder sector has had a tradition of being a net provider of savings
rather than an investor, persuading it to play the opposite role was harder. The
way to do so, was though the housing sector which would be stimulated by a two
branched strategy: the reduction of the interest rates to rock-bottom historic lows,
which would generate a rise in house prices and stimulate a residential construction
boom and a National Homeownership Strategy (WoLr, 2015, p. 168).

As a consequence of the cut in interest rates, between 2000 and 2003 prime
mortgage rates fell by 3% and, as a result, the same monthly payment that afforded
a $180,000 house in 2000 could pay off a $245,000 home in 2003 (FErGuson, 2012,
p. 85). Although appealing to a market range, lower interest rates only had the
potential to reduce mortgage payments but would not necessarily enable to become
house buyers families who could not pay the initial down payment of a mortgage
and its monthly debt services or who could not put enough money aside to sustain
a moderate drop in house prices and still keep a positive equity (KrRugman, 2008,
pp. 148-149). Nevertheless, the U.S. government could promote affordable housing
for low-income groups throughout two government-sponsored enterprises (GSEs)
called Fannie Mae and Freddie Mac.

Fannie Mae was created in the 1930s, still on the ashes of the Great Depression,
to fulfil the gap left by the termination, in 1936, of the Home Owner’s Loan
Corporation (HOLC), institution set after the 1929 crash to buy defaulted mortgages
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from banks and restructure them to be sold back in the secondary market. It was
born initially as the Federal National Mortgage Association (FNMA, from which it
got its name) to provide a financing alternative to banks by buying mortgages
insured by the Federal Housing Administration (FHA), packaging and securitizing
them. In 1968, Fannie was split in two with the creation of a new privatized Fannie
Mae that raised funds by issuing bonds or securitized claims to the public and the
creation of the Government National Mortgage Association (GNMA, latter Ginnie
Mae) designated to continue to insure, package and promote the securitization of
mortgages?’. Freddie Mac, in turn, was created in 1970 as the Federal Home Loan
Mortgage Corporation with a purpose similar to Fannie’s and was privatized not
long after (Ralan, 2010, pp. 32-34).

Despite having private shareholders that benefited from its profits, as gov-
ernment-sponsored enterprises both Fannie Mae and Freddie Mac had government
benefits, like the exemption from state and local income taxes and a line of credit
directly from U.S. Treasury, along with public duties to support housing finance
(ip., ibid., p. 34). In order to fulfil its public mandates, the agencies would purchase
mortgages that met certain credit standards and size limits issued by private
institutions, removing those loans from the balance sheet of those banks before
its maturity period, thus allowing those institutions to offer more mortgage-loans
in the market. The agencies would then guarantee these mortgages against default
and assemble large pools of this loans to subsequently sell to investors some shares
of the payment received from borrowers, a process known as securitization (RAJAN,
2010, p. 34).

While a singular loan is a highly illiquid asset because of its individual risk of
default, the combination of a large pool of loans (be it housing mortgage, automotive,
student or credit card loans) creates a new financial asset with a lower risk and
higher liquidity — the so-called Asset-Backed Security (ABS) (CHANG, 2014, p. 237).
The derivatives issued by Fannie Mae and Freddie Mac (called so because they are
“financial assets that ‘derive’ their value from the prices of underlying assets, such
as stocks or bonds, indices, or interest rates”, Wotr, 2015, p. 128) were a specific
type of ABS called collateralized debt obligation, or CDO, which, once based on
mortgage loans were also known as Mortgage-Backed Securities, or MBS (FERGUSON,
2012, pp. 351-352, 354). The securitization of mortgages and the commercialization
of MBSs were pioneered by Fannie Mae and, until the housing bubble, were con-
centrated mostly in prime mortgages (KrRueman, 2008, p. 149).

27 This financial engineering will be detailed ahead.
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In the beginning of the 2000s, both Fannie Mae and Freddie Mac were regulated
by the Department of Housing and Urban Development (HUD), which was created
in 1992, during the Clinton Administration, by the Federal Housing Enterprise Safety
and Soundness Act. The HUD had powers to determine the amount of funds both
agencies were required to allocate to low-income housing and, as a part of the
National Homeownership Strategy, this number increased steadily from 42% in
1995, to 50% in 2000 and, finally, was pushed up to 56% in 2004 (RaJaN, 2010, pp.
36-38). As a consequence of this increase in the mandated percentage of assets
destined to low-income, the volume of subprime lending by Fannie Mae and Freddie
Mac grew from $85 billion a year in 1997, to $446 billion in 2003, after which it
stabilized at between $300 and $400 billion per year until 2007. In that period,
both agencies combined represented 54% of this market and, although they lost
the lead to the private initiative from 2004 to 2006, because of the collapse of the
subprime market funding it reached 70% of the market in 2007 (Raan, 2010, p.
38; KRUGMAN, 2008, p. 174).

Besides the direct role performed by both agencies in the National
Homeownership Strategy, their intervention also provided a collateral effect by
contributing for the private initiative to boost the housing market, specially the
subprime and Alt-A range. First, once the houses were used as the collateral of the
loan, the rise in prices resulting from the capital increase in the low-income housing
market would reduce the risk of losses in mortgage loans because if the borrower
couldn’t meet the debt service or even the initial low payments, with a higher price
the lender could simply sell the house and avoid losses (KRugmaN, 2008, p. 149).
Secondly, as government-sponsored money, the private sector knew that the U.S.
Treasury would stand behind the agencies’ debt (which actually happened in
September 2008), which would guarantee the liquidity of both subprime mortgages
and Mortgage-Backed Securities issued based on them?:. As a result, the private
initiative took advantage of the creditworthiness of the securities issued by Fannie
Mae and Freddie Mac to promote non-agency securities.

Although Fannie Mae and Freddie Mac issued Mortgage-Backed Securities
for decades, “non-agency” securities —that is, MBSs issued with loans that did not
meet the agencies’ standards — were relatively recent, dating to the beginning of

2 In fact, as described to the Financial Crisis Inquiry by Jim Callahan, former Salomon

Brothers trader and CEO of PentAlpha, the question regarding securitizations handled
by Fannie and Freddie, “was not ‘will you get the money back’ but ‘when’”. NATIONAL
COMMISSION ON THE CAUSES OF THE FINANCIAL AND EcONOMIC CRISIS IN THE UNITED
STATES, 2011, p. 68.
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the 1990s as a side effect of the savings and loans crisis of the 1980s. After the oc-
currence of a financial disaster involving savings and loan associations and U.S.
mutual funds?®, in 1989 the U.S. Congress instituted the Resolution Trust Corporation
(RTC) to take over $402 billion in loans and real state assets from thousands bankrupt
banks and thrift institutions (NATioNAL COMMISSION ON THE CAUSES OF THE FINANCIAL AND
Economic CRrisis IN THE UNITED STATES, 2011, pp. 68-69). Although in the following years
the RTC managed to sell $6,1 billion of its mortgages to Fannie Mae and Freddie
Mac, most of the loans in its balance sheet did not meet the agencies’ standards
and so the RTC officials turned to the private sector to enhance the asset recovery
values (FEDERAL DEPOSIT INSURANCE CORPORATION, 1998, pp. 408-409), which managed
to securitize $25 billion mortgages and helped investors to become more familiar
with this specific financial engineering (NATIoNAL CoMMIsSION ON THE CAUSES OF THE
FINANCIAL AND Economic CRisis IN THE UNITED STaTes, 2011, pp. 69-70).

Once “private-label” securities did not meet agency’s standards and were not
guaranteed by government-sponsored enterprises, the solution found to overcome
investor’s concern regarding the risk of those assets was to integrate the rating
services® into the financial engineering to analyse and rate the underlying pool of
mortgages, the transaction structure, the expected cash flows and the projection
of potential losses (FEDERAL DEPOSIT INSURANCE CORPORATION, 1998, p. 410; NATIONAL
CommissioN ON THE CAUSES OF THE FINANCIAL AND Economic CRisIS IN THE UNITED STATES,
2011, pp. 68-69). In a further effort to make those assets more appealing to private
investors, the payments were subject to another layer of financial engineering by
being divided into “tranches” that received the amount of principal and interest
payments in different orders. The earliest MBSs were commonly divided into two
tranches: one less risky, that received the payment of principal and interest first
and was guaranteed by an insurance company; and one more risky tranche, which
did not have any guarantee and endured the initial losses (NATIONAL COMMISSION ON
THE CAUSES OF THE FINANCIAL AND EconoMic CRisIS IN THE UNITED STATES, 2011, pp. 70-71).

2 About the savings and loans crisis, see KINDLEBERGER, 2005, pp. 172-175. About the
frauds committed during this crisis, see FRIEDRICHS, 2010, p. 175-177 and BLACK,
2013, pp. 171-173.

As a consequence, according to the conclusion of the FDIC report, “[a]lmost all mort-
gage-backed securities are either guaranteed by a government-sponsored entity (Fannie
Mae, Freddie Mac, or Ginnie Mae), or rated by national credit rating agencies (Standard
& Poor’s Rating Services, Moody’s Investors Services [Moody’s], Duff & Phelps Credit
Rating Co., or Fitch Investors Services, L.P.) on the basis of private credit enhancement”
(FEDERAL DEPOSIT INSURANCE CORPORATION, 1998, p. 411).

30
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This structure was successful at first and helped the subprime market to increase
its value during the mid-1990s from $70 billion in 1996 to $135 billion in 1998.
However, because the riskier tranches usually were kept by the originator of the
mortgages, allied to the fact that the value of many subprime assets proved to be
inflated, adverse conditions following the Russian debt crisis and the collapse of
the Long-Term Capital Management hedge fund, in 1998, caused a disruption in
the subprime market. As a consequence of the “flight to quality” and the decline
in demand for riskier assets following the Russian crisis, the interest rates for subprime
originators rose causing problems in many institutions that depended on short-term
financing, which, in turn, resulted in 8 of the top 10 subprime lenders to file for
bankruptcy, to cease operations or be sold to other firms (NATIoNAL COMMISSION ON
THE CAUSES OF THE FINANCIAL AND Economic CRisis IN THE UNITED STATEs, 2011, pp. 74-75).

This episode contributed to a change in the structure of the securitization processes
with the addition of more tranches with different risks and payment streams, tailored
according to investors’ demands. Generally, those securities were divided in senior
tranches, the safest ones, normally rated triple-A by rating agencies; mezzanine
tranches, the ones situated between the safest and the riskier; and junior tranches,
also known as “equity”, “residual”, or “first-loss”, because received only the cash flow
that was left over after all the other investors already received their shares (fig. 3).

Each tranche would have a different priority claim over the flow of payments,
a different interest rate and a different repayment schedule. While the riskier
tranches would pay higher interest rates, holders of upper seniority tranches expected
the payments flows to be uninterrupted (NatioNAL CommissioN ON THE CAUSES OF THE
FINANCIAL AND EcoNomic CRrisis IN THE UNITED STATES, 2011, pp. 149-150). Obviously, this
scheme still posed risks, so as the last feature to make it more appealing was the
introduction of a credit default swap (CDS), by which a financial guarantor charged
an annual fee and compromised to repay any losses if a default was verified.

This new structure with multiple tranches became increasingly more commoninthe
late 1990s and beginning 2000s and, by 2004, the two tranched mortgage-backed securities
practically vanished (NATioNAL CommissioN ON THE CAUSES OF THE FINANCIAL AND Economic CRisis
IN THE UNITED STATES, 2011, p. 133). Despite the overall market acceptance of these multitranche
structures, though, tranches rated other than triple-A could be hard to sell, even offering
higher returns. So, in order to meet market’s expectations, financial intermediaries started
to buy low-investment grade tranches, such as BBB or A, to repackage them into yet
another security — the so called “CDO squared” —, following the idea that pooling several
low-graded mortgage-backed securities together would create additional diversification
benefits and, thus, increase its safety (NatioNAL CoMMISSION ON THE CAUSES OF THE FINANCIAL
AND Econowmic CRisis IN THE UNITED STaTes, 2011, pp. 127-128; fig. 4).
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Financial institutions packaged subprime, Alt-A and other mortgages into securities. As long
as the housing market continued to boom, these securities would perform. But when the
economy faltered and the mortgages defaulted, lower-rated tranches were left worthless.

1 Originate RMBS
Lenders extend mortgages, including TRANCHES
subprime and Alt-A loans. Low risk, low yield
Pool of
Mortgages
2 Pool
SENIOR
Securities firms CEES TRANCHES
purchase these loans
and pool them.
First claim to cash flow
from principal & interest
payments...

3 Tranche
Residential mortgage-backed
securities are sold to
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Figure 3 — MORTGAGE-BACKED SECURITIES (MBS).

Source: National Commission on The Causes of The Financial and Economic Crisis
in The United States (2011, p. 73)
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Collateralized debt obligations (CDOs) are structured 3. CDO tranches
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Figure 4 — CDO SQUARED

Source: National Commission on The Causes of The Financial and Economic Crisis
in The United States, 2011, p. 128.

Rating agencies generally agreed with that logic and, as a consequence, nearly
80% of these new CDOs were rated AAA, even though they were based on lower-rated
tranches of previous mortgage-backed securities. As a consequence, by 2005 the
MBSs creators became the dominant buyers of mezzanine tranches, which pushed
up the prices of these tranches and pressured the whole chain of mortgages se-
curitization, inflating even more the housing bubble (NATIONAL CoMMISSION ON THE
CAUSES OF THE FINANCIAL AND Economic CRisis IN THE UNITED STATEs, 2011, pp. 132-133).

More than fostering the consolidation of the private sector in the low-income
housing market, financial innovation performed a central role to increase the
supply of credit to the real state sector. Because of the securitization process
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nearly 60% of all MBSs’ tranches issued during the housing boom were rated AAA,
while typically less than 1% of all corporate bonds are classified as such by rating
agencies (Rajan, 2010, p. 134; KRugMAN (2008), 150). In fact, in January 2008, while
only 12 companies around the world were rated triple-A, there were nearly 64.000
structured finance instruments with this rating grade (WoLr, 2015, p. 172). Those
high-rated assets were especially attractive because offered a higher return than
corporate securities with similar valuation (Rajan, 2010, p. 135.)%, which also
helped to expand the market range of this type of securities to different kinds of
institutional investors that can only buy the safest bonds, such as pension funds,
charity foundations and insurance companies (KRuMAN, 2008, p. 150; CHANG, 2014,
p. 238). As a last outcome, the combination of higher return with an apparent
lower risk also contributed to channel foreign cheap capital from a global savings
glut to the United States.

In the ending of the 1990s and the beginning of the twenty-first century, the
world had a huge pool of savings divided in three categories of net capital exporters
looking for a safe and dynamic destination: China and other emerging Asian countries
which, as a consequence of the financial crisis occurred in Latin America and Asia
during the 1990s and early 2000s%?, cut off investment3 and undervalued their
currencies to increase its reserves in foreign money and directed their investments
to assets abroad —notably the U.S. —, in order to avoid exchange crisis and internal
slumps (KRugMAN, 2008, p. 177); developed countries with export-oriented economies
and a high savings rate due to aging populations, notably Japan and Germany
(WoLr, 2015, pp. 159-160; ReiINHART/ROGOFF, 2009, pp. 209-210); and oil exporters,
like Gulf countries, Russia and Norway, with increased surpluses arising from an
increase in oil prices due to a combination of stagnant supply and a growth in
demand from fast-growing emerging countries, particularly China (WoLr, 2015, pp.
151-152).

31 As Raghuram RAJAN (p. 39) summarizes, “[lJow risk and high return — what more
could the private sector desire?”.

32 Especially the Tequila crisis in 1994 (Mexico), the Asian financial crisis of 1997, the
Russian crisis of 1998, the Brazilian crisis of 1999 and the crisis in Argentina in 2002.

3 The fact that in the Asian countries more seriously hit by the crisis, especially Indonesia,

Malaysia, the Philippines, South Korea and Thailand, the investment was reduced by
10% of the gross domestic product, justifies the argument that at least a part of the
savings pool in the global economy was a “investment dearth” rather than a “savings
glut”. It is important to point out, though, that China was a mixed picture once in the
2000s it had both an increasing savings and investment rate. WOLE, 2015, pp. 161-162.
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Even though this excess of saving in the global economy was allocated to two
groups of capital-importing economies, that is, the U.S. and the peripheral Europe®*
— Western, Southern and Eastern European countries —, more than two thirds of all
savings of the surplus countries were invested in America (Wotr, 2015, p. 160;
REINHART/RoGOFF, 2009, p. 210). As a consequence, the values of GSE securities (MBSs
issued by Fannie Mae and Freddie Mac) held by foreign parties grew steadily from
about $186 billion in 1998 to $348 billion in 2000 and $875 billion by 2004 (NATIONAL
CommissioN ON THE CAUSES OF THE FINANCIAL AND EcoNomic CRisiS IN THE UNITED StaTes, 2011,
p. 104). This contributed for the profits of American financial firms to soar as well as
for the growth of the U.S. financial sector, which doubled its size from nearly 4% of
GDP in mid-1970s to almost 8% by 2007 (REINHART/RoGOFF, 2009, p. 210). Allied to an
easy monetary policy and a public incentive to the housing market throughout gov-
ernment-sponsored enterprises, the intense flow of foreign capital to the U.S. economy
completed the incentives for a increase in supply of credit, especially housing
mortgages, which caused an huge increase in prices in the real state sector®.

2. Second and third phases of the crisis: the boom and the Euphoria

After the bust of the Dot-com bubble and the beginning of a recession in the
U.S., the Federal Reserve started to cut short-term interest rates in order to stimulate
the economy. This “displacement event” led to an initial increase in housing prices
and a decrease in the cost of credit, making buying houses particularly attractive
(WoLr, 2015, p. 158. KrugmAN, 2008, p. 148). With prices in the real state sector
picking up, as more householders perceived mortgages to be affordable, there was
a boost in home construction — sector that incidentally was already favoured by
lower interest rates with which constructors borrowed (Ralan, 2010, p. 105). This,
in turn, ended pressuring up even more housing prices. Although house prices
were already in an upward trajectory during the 1990s, rising on average at an
annual rate of 5,2% between 1995 and 2000, in the five years that followed, the
appreciation rate rose to 11,5% per year on average, with real house prices soaring

3 Not by accident, those two groups of large capital importers were the economies most
hardly hit by the crisis.

3 In fact, according to the conclusion of Raghuram RaJAN, “[t]he borrowing was not
driven by a surge in demand: instead it came from a greater willingness to supply credit
to low-income households, the impetus for which came in significant measure from
the government” (2010, p. 40).
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by more than 12% in 2005 alone (ReINHART/RoGOFF, 2009, p. 207). As outlined by
Carmen REINHART and Kenneth RoGorr, the housing boom preceding the crisis was
so extraordinary that “[b]etween 1996 and 2006 (the year when prices peaked),
the cumulative real price increase was about 92 percent — more than three times
the 27 percent cumulative increase from 1890 to 1996!” (ip., ibid,, p. 102)%¢.

Even though homebuyers knew, from long experience, that it is not possible
to purchase a house without financial conditions to meet the debt service of the
mortgage, this extreme appreciation in housing prices caused a profound change
in lending practices by enabling an overuse of adjustable-rate mortgages (ARM),
that is, mortgages with an affordable low payment rate for the first years followed
by periodically adjusted rates (KrRugmaN, 2008, pp. 148-149; NaTioNAL COMMISSION
ON THE CAUSES OF THE FINANCIAL AND EcoNomic CRisis IN THE UNITED STATES, 2011, p. 105).
With housing prices in the rise, when the time came for borrowers to make higher
payments, the increased value of the property would allow them to refinance once
again with a low rate, in a scheme by which a seemingly endless run-up in prices
would postpone the higher and unaffordable monthly payment to the future by
being repeatedly swept into a new and larger refinanced loan (REINHART/ROGOFF,
2009, p. 213; RaJaN, 2010, pp. 127-128). It was indeed a sweet deal and it resulted
in an increased use of adjustable-rate mortgage: by 2001, only 4% of new prime
mortgages chose ARMs, proportion that rose to 10% in 2003 and 21% in 2004.
Among subprime borrowers, ARMs were already the dominant practice but still
increased from 60% to 70% of mortgages (NATIONAL COMMISSION ON THE CAUSES OF THE
FINANCIAL AND Economic CRisis IN THE UNITED StaTes, 2011, p. 85).

Despite seeming appealing and secure, however, this model had fundamental
flaws once it could only work as long as housing prices were rising, making it possible
for a refinancing contract, and provided that interest rates remained low, allowing
the refinance deal to have affordable payments. Obviously, it was supposed that
lenders would have integrated these conditions into the evaluation of the risk,

36 It is important to mention, however, that this growth was uneven, as the FCIC shows:

“In Florida, average home prices gained 4,1% annually from 1995 to 2000 and then
11,1% annually from 2000 to 2003. In California, those numbers were even higher:
6,1% and 13,6%. In California, a house bought for $200,000 in 1995 was worth $454,428
nine years later. However, soaring prices were not necessarily the norm. In Washington
State, prices continued to appreciate, but more slowly: 5,9% annually from 1995 to
2000, 5,5% annually from 2000 to 2003. In Ohio, the numbers were 4,3% and 3,6%.
Nationwide, home prices rose 9,8% annually from 2000 to 2003 — historically high,
but well under the fastest-growing markets” (NATIONAL COMMISSION ON THE CAUSES
OF THE FINANCIAL AND EcoNoMiC CRiSIS IN THE UNITED STATES, 2011, p. 85).
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reinforcing market discipline in order to avoid losses. Yet, they did not and ended up
relaxing their standards because of two central reasons: in the first place, lenders
came to believe in an ever-rising house prices®’, mostly influenced by an asymmetrical
monetary policy, the so called “Greenspan Put”, by which the Federal Reserve made
it clear that it would not intervene to tame an unsustainable rise in asset prices, but
would keep liquidity conditions to prop up prices again if things went wrong — that
is, the Fed was “ready to pick up the pieces if a bubble bust” (Raian, 2010, p. 102).

The second reason why lender’s concern regarding the quality of the loans and
the real possibility of repayment decreased was simply because most lenders did
not hold the mortgages through its maturity and, so, did not face the risk of losses
if the loans defaulted (KrRuemaN, 2008, p. 149). This was possible because of the
advances in the securitization processes by which even riskier mortgages, when as-
sembled in a large pool of loans, could integrate a highly rated tranche of a
Mortgage-Backed Security (KRuemAN, 2008, p. 149). Obviously, not all mortgages
issued during this period were securitized and sold to investors in the secondary
market and it was possible to identify two different approaches in the business: on
the one hand, there were originators who made loans to hold through maturity
(strategy known as originate-to-hold), which had a strong incentive to follow market
discipline, underwriting mortgages carefully and taking into consideration all risks.
On the other hand, however, there were brokers that issued loans to sell for securitization
purposes (the originate-to-distribute approach) in which there were virtually no risks
if mortgages defaulted other than reputational ones (NATIONAL COMMISSION ON THE
CAUSES OF THE FINANCIAL AND EcoNomic CRrisis IN THE UNITED STATEs, 2011, p. 89).

With the U.S. financial system flooded with cheap foreign capital eager for high
rate assets and investors who would buy MBSs easily without asking too many questions,
the originate-to-distribute approach increased considerably, undertaking more than
half of all mortgages issued in the years preceding the crisis and boosting the rate of
loans securitization (in 2000, nearly half of all subprime mortgages were securitized —
52% —, a few years later, in 2003, it reached 63%: NATIONAL COMMISSION ON THE CAUSES OF
THE FINANCIAL AND Economic CRisis IN THE UNITED StaTes, 2011, p. 88). In that context, as
Raghuram RalaN teaches, “[t]he private financial sector did not suddenly take up
low-income housing loans in the early 2000s out of the goodness of its heart, or because
financial innovation permitted it to do so” (Ralan, 2010, p. 42): with lower interest rates

37 As JP Morgan’s CEO Jamie Dimon told to the Financial Crisis Inquiry Commission, “In
mortgage underwriting, somehow we just missed, you know, that home prices don’t go
up forever and that it’s not sufficient to have stated income”. NATIONAL COMMISSION ON
THE CAUSES OF THE FINANCIAL AND EcONOMIC CRISIS IN THE UNITED STATES, 2011, p. 111.
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and the Greenspan Put guaranteeing to traders that “the Fed would not limit their gains,
but if bets turned sour, the Fed would limit the consequences”(ip., ibid., p. 113), investors
started to move to longer-term riskier assets with higher returns (ip., ibid., p. 109).

As other highly rated assets had lower returns, investors craved for mort-
gage-backed securities, especially the ones with higher yields, notably loans made
to the subprime and Alt-A range and to borrowers who failed to meet stronger
standards or who had little or no documentation (“no-doc loans”). As a result, the
amount of subprime mortgage skyrocketed, reaching $310 billion in 2003 (nearly
doubled from 2001; NatioNAL ComMMISSION ON THE CAUSES OF THE FINANCIAL AND EcoNOMIC
CRrisis IN THE UNITED STaTES, 2011, p. 88) and almost half of the $3 trillion in MBSs issued
in the next four and a half years until mid-2007 (FErcuson, 2012, p. 55; fig. 5). Although
until 2003 more than half of the securitization was issued by Fannie Mae and Freddie
Mac, in 2004 the private initiative caught up reaching 58% of the market and, with
a growth of more than 30% in the two years that followed, private-label MBSs took
the lead reaching a market share of 63% and a value of $1,15 trillion in 2006, out
of which 71% were subprime or Alt-A (NATIONAL COMMISSION ON THE CAUSES OF THE
FINANCIAL AND Economic CRisiS IN THE UNITED STATEs, 2011, pp. 102, 105).

In 2006, 5600 billion of subprime loans were originated, most of which were
securitized. That year, subprime lending accounted for 23.5% of all mortgage
originations.
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Figure 5 — SUBPRIME MORTGAGE ORIGINATIONS
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in The United States, 2011, p. 70.
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In a scenario in which higher risk meant bigger profits, both brokers and
financial intermediaries started not only to focus its efforts in low-income mortgages,
because of its higher return, but also favoured the volume of mortgages issued in
detriment of its quality, rushing to originate and package loans without checking
the creditworthiness of the borrower (Rajan, 2010, p. 44; NATIONAL COMMISSION ON
THE CAUSES OF THE FINANCIAL AND Economic CRisis IN THE UNITED STATES, 2011, p. 117). In
addition, the association of a remuneration system based on the short-term, with
payments made commonly by the signature of the deal instead of during its maturity,
and the absence of claw-back provisions or compensation clauses in the event of
subsequent losses, there was a breakage of the essential link between credit
decision and its consequences (FERGUsON, 2012, pp. 42, 77), which caused prices
to run away from fundamentals and market discipline to be broken down resulting
in the deterioration of credit quality and the ultimate subprime fiasco.

Along with all the harmful consequences caused by reckless and immoral be-
haviour, however, the economic context and the market incentives that led to the
subprime crisis also worked as the breeding ground for many different types of
financial criminality, which not only piled up on the economic debacle following
the outbreak of the crisis but deepened its consequences. For instance, “mortgage
origination fraud is believed to have been a major contributor to the collapse of
the subprime mortgage market in the United States and the subsequent global
financial crisis of 2007-2008” (ReuRrINK, 2016, p. 25). With a common fraudulent
core of taking the compensation and passing along the risk along the mortgage
origination, securitization and distribution chain, the first range of crimes was
located at the initial point of this process within the relationship between brokers
and borrowers, under the form of mortgage fraud which, as we shall see, was
strongly influenced by the prevailing remuneration practices and the process of
mortgage analysis and concession.

2.1. Economic boom, euphoria and crime

In order to identify the first range of crimes most commonly committed during
the development of the subprime crisis and understand the circumstantial criminogenic
factors that fuelled them, it is important to recall that the financial system has
structural fragilities that can act as breeding ground to different forms of financial
crime and, as a consequence, “fraud is an inherent element of the fragility of
finance ... [that] should be seen as an exacerbating consequence of the fragility of
a system based on trust and so liable to excesses of both trust and mistrust” (WoLr,
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2015, pp. 122-123). As mentioned earlier, once it is based on an immaterial activity
and on fiduciary products, the financial activity has a special potential for manipulation
and defrauding between counterparts, which, associated with an incentive problem
in its remuneration system, may foster different kinds of swindle and crime.

As a by-product of the financial system, thus, financial criminality is the con-
sequence of both structural fragilities of the sector and the circumstantial oppor-
tunities®® and incentives in a determined market and a particular moment, developing
its operational pattern based on the systematic organization of the sector (TERRADILLOS
Basoco, 2012, pp. 125-126). Because of the importance of trust in the development
of credit relations® and once finance often implicates complex instruments whose
quality cannot be fully assessed until things go wrong, the level of fraudulent
behaviour is highly influenced by the economic moment and, so, “[i]n Minsk’s good
times, when people are prone to believing just about anything, the level of fraud
rises, but it mostly remains invisible. In bad times, when people want their money
back, the fraud is revealed” (WoLr, 2015, p. 122).

As Charles KINDLEBERGER outlines, during the progress of economic booms and
euphoric periods, the increase in wealth — specially to other’s — may foster greed
in some agents inducing them to “skate close to the edge of fraudulent behaviour
because of an apparent increase in the reward-risk ratio” and to seek for profit
by “cutting corners and bending rules and deceiving the public” (KINDLEBERGER, 2005,
p. 168) throughout different forms of fraud, embezzlement and defalcation.
Furthermore, because during an economic euphoria the levels of trust in counterparts
are high and investors’ caution is thrown to the wind — with lenders becoming less
risk-averse, makings loans that previously seemed too risky and, overall, believing
even in the most dubious borrowers (KINDLEBERGER, 2005, p. 73) —, the level of
violations of both moral and legal norms increases, with many believing that they

3 As described by Michel Picard “Opportunity is a flexible characteristic of financial
crimes and varies depending on the type of criminals involved. Types of financial
crimes committed can vary as much as the criminal organizations and criminal businessmen
involved. But, in general, the opportunity crystallizes when a weakness in a procedure
has been discovered. Opportunities appear when a risk exists. Therefore, in the financial
environment, as well as in many other environments, a criminal or fraudulent transaction
is usually the result of a risk management failure” (PICARD, 2008, p. 385).

3 According to the lesson of Antonio José AVELAs NUNES, the word “credit comes from
the Latin credere, which means to believe, to trust in”. As a consequence, even if the
lender is not absolutely sure that the borrower will be able to pay on time, he “has to
trust it enough to, according to his economic calculation, be willing to grant the credit”
(AVELAS NUNES, 2001, p. 117-118).
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“can make a big fortune and keep it if the rule-breaking is undetected; [and that]
they may still get to keep half of it if they’re caught” (ip., 2005, p. 168).

The subprime crisis was no exception and, just like other economic booms
and euphoria moments, the excess of optimism and the expansion of credit also
fostered reckless and immoral behaviours, as well as the occurrence of financial
criminality (WoLr, 2015, p. 123). Although some Ponzi-like fraudulent schemes*°
are based on the creation and development of an artificial financial bubble to
deceive fools into investing on an unsustainable scam (KINDLEBERGER, 2005, p. 190),
the widespread mortgage frauds perpetrated during the subprime mania were
based on a spontaneous financial bubble, developed within the U.S. housing sector,
and used the rise in housing prices and adjustable-rate mortgages (ARM) to mislead
new borrowers into buying houses, as a consequence of the prevailing remuneration
system received by brokers.

2.2. Housing bubble and mortgage fraud

The initial point of the mortgage origination and securitization process was
the broker who sold mortgages to homebuyers and, generally, had two types of
relationship with lenders: either integrating the staff of the company or being out-
sourced independent brokers. Once the intervention of independent brokers
lowered costs by avoiding the payment of full-time sales team and the creation of
individualized branches while also permitted a faster expansion and a wider geo-
graphical reach, during the boom the numbers of mortgages originated by them
increased from 55% in 2000, to 68% in 2003, when it reached its peak (NATIONAL
CommissioN ON THE CAUSES OF THE FINANCIAL AND Economic CRisIS IN THE UNITED STATES,
2011, p. 91). For brokers, especially independent ones, the remuneration system
was centrally based on fees coming from the borrower, the lender, or both (ip.,
2011, p. 90). Once paid when signing the deal and with no claw back clauses related
to the performance of the mortgage during its maturity, brokers had no interest

40 Asdescribed by Arjan REURINK, “Ponzi schemes are often characterized as investment

scams wherein investors’ returns are generated by capital coming in from new investors
rather than the success of the underlying business ventures”, scheme usually portrayed
as “stealing from Peter to pay Paul”. As the author explains, “[t]he circular nature of
Ponzi schemes requires that new investors keep coming in and earlier investors stay
invested; as soon as new investors stop joining or earlier investors want to redeem their
investments, the scheme starts to collapse” (REURINK, 2016, pp. 40-41).
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in the credit relation other than the up-front fees and, as a consequence, the loan’s
performance matter little (Rajan, 2010, p. 130).

Traditionally, mortgage decisions were based on the four C’s: credit quantity,
quality and duration; capacity for paying for it, based on the amount and stability
of income; capital availability to pay debt service, closing costs and maintaining
reserves; and collateral, that is, the value and condition of the property financed
by the mortgage and used to guarantee the credit (NATIONAL COMMISSION ON THE
CAUSES OF THE FINANCIAL AND Economic CRisIS IN THE UNITED StaTES, 2011, p. 67;
MAYER/CavA/BAIRD, 2014, p. 547). Previously, the judgment call for a mortgage
concession depended on a careful and meticulous analysis of the prospective
borrower, with both a personal interview and a detailed review of employment
and income paperwork, to assess whether the homebuyer was able and willing to
meet the debit service and how the strength in one aspect of the valuation could
balance off potential weaknesses in others (Ralan, 2010, p. 129).

However, with the introduction and a wide adoption by lenders of automated
systems of standardized data for mortgage underwriting, replacing the slow and
bureaucratic manual applicant review process, all that seemed to matter for a loan
to be approved was the numeral credit scores of the borrower (NatioNAL COMMISSION
ON THE CAUSES OF THE FINANCIAL AND EcoNomic CRisIS IN THE UNITED STATES, 2011, p. 72;
RaJAN, 2010, p. 129). Regardless of its greater efficiency, thought, in an automated
system the information that summarized credit quality was easily identifiable and
manipulated and, so, brokers knew which numbers they needed to emphasize to
have a prospective loan approved (RalaN, 2010, p. 129). Once the fees were
proportional to the amount of the loan and the interest rates paid by the borrower
—in the case of the last, being commonly paid a “yield spread premium” on
higher-interest loans (NATIONAL CoMMISSION ON THE CAUSES OF THE FINANCIAL AND EcONOMIC
CRrisis IN THE UNITED STATES, 2011, p. 90) —, brokers had a huge incentive to focus on
nothing else other than the hard pieces of information that would get a good-looking
numerical credit score and the higher possible fee.

Because many financial intermediaries like independent mortgage lenders
and both investment and commercial banks usually did not hold to these loans
and as rating agencies mainly focused on the credit numbers, the second defense
line of credit assessment (the first located in the relationship between broker and
borrower) was neglected which resulted in the overall deterioration of the quality
of the mortgage credit in the U.S. “even though the hard numbers continued to
look good till the very end” (Ralan, 2010, p. 129). Yet, this was not the only
consequence and, so, the mortgage procedures and prevailing remuneration system
for brokers also fostered the occurrence of predatory lending and created the
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breeding ground for different types of mortgage fraud in which “the purpose is to
induce a lending institution to make a loan it would have otherwise refused”
(REURINK, 2016, p. 25). According to the FBI, the misconducts related to lending
practices in the housing sector fostered two types of fraud, namely, Fraud for
Housing and Fraud for Profit, emphasizing that “[e]ach mortgage fraud scheme
contains some type of ‘material misstatement, misrepresentation, or omission
relied upon by an underwriter or lender to fund, purchase or insure a loan’”*! and
that “[t]hese schemes involve falsifying a borrower’s financial information—such
as income, assets, liabilities, employment, rent, and occupancy status—to qualify
the buyer, who otherwise would be ineligible, for a mortgage loan” (FEDERAL BUREAU
OF INVESTIGATION, 2011, p. 17).

As the agency explains, the first form of swindle — also known as “Fraud for
Property” —is committed by the borrower throughout “misrepresentations regarding
his income or employment history to qualify for a loan” in order to “acquire and
maintain ownership of a house under false pretences” (FEDERAL BUREAU OF INVESTIGATION,
200543, p. D1). As such, this type of fraud involves usually a single loan and “although
applicants may embellish income and conceal debt, their intent is to repay the
loan” (FEDERAL BUREAU OF INVESTIGATION, 2011, p. 17). The second form of scam — also
referred to as “Industry Insider Fraud” —, on the other hand, is committed by brokers
against borrowers, and involves different forms of equity skimming, falsely inflating
the value of the property, or issuing loans based on fictitious properties in order

4 Inits 2010 Mortgage Fraud Report, the FBI mentions that “[m]ortgage fraud perpetrators

include licensed/registered and non-licensed/registered mortgage brokers, lenders,
appraisers, underwriters, accountants, real estate agents, settlement attorneys, land
developers, investors, builders, bank account representatives, and trust account representatives”
and also explains that the mortgage fraud origination occurrences include different
types of wrongdoing like “loan origination schemes, foreclosure rescue, real estate
investment, equity skimming, short sale, illegal property flipping, title/escrow/settlement,
commercial loan, and builder bailout schemes”. FEDERAL BUREAU OF INVESTIGATION,
2011, p. 4. About each type of fraud, see pages 17-22 of the aforementioned report.
This view was initially mentioned in testimony of Chris Sweckeder, then Assistant
Director of the Criminal Investigative Division Federal Bureau of Investigation, before
the House Financial Services Subcommittee on Housing and Community Opportunity,
in October 7, 2004 (Available at https://archives.fbi.gov/archives/news/testimony/fbis-
efforts-in-combating-mortgage-fraud).
Afterwards, it was repeated in the 2005 “Mortgage Fraud Operation ‘Quick Flip*” press
release and in all “Financial Crimes. Report to the Public” from 2005 to 2011. For more
information regarding each individual report and its source, see the Official Agencies
and Public Organisms References at the end of the paper.
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to receive a fee. Even recognizing the existence of many mortgage fraud schemes,
the FBI emphasized that the main focus of its efforts during the first decade of the
twenty first century were the crimes perpetrated by insiders, once it represented
80% of the existing investigations and mortgage fraud reports®.

Still according to the agency, the intervention of independent brokers was
one of the criminogenic factors for the occurrence of this type of fraud once “[t]he
increased reliance by both financial institutions and non-financial institution lenders
on third-party brokers has created opportunities for organized fraud groups,
particularly where mortgage industry professionals are involved”. By then, the
main scam practices were associated, first, to misleading borrowers into accepting
a loan using deceptive or high-pressure sales tactics, especially the occurrence of
predatory lending practices; and second, fraudulently modifying the terms of the
mortgage by overstating the value of house, counterfeiting signatures or deceitfully
modifying the interest rates regime, all in order to guarantee a higher fee.

In that context, at the core of the practices of predatory lending — which, as
the FBI explains, is a practice that usually targeted the most vulnerable people and
“typically effects senior citizens, lower income and challenged credit borrowers
[and] forces borrowers to pay exorbitant loan origination/settlement fees, sub-prime
or higher interest rates, and in some cases, unreasonable service fees” (FEDERAL
BUREAU OF INVESTIGATION, 20053, p. D2) —was the abuse of asymmetry of information
between the insider and the borrower-victim, exploiting a Ponzi-like scheme
throughout the offer of adjustable-rate mortgages (ARMs) (KrugmaN, 2008, p. 147;
FERGUSON, 2012, p. 56).

As mentioned before, in order to reach a wider market range, brokers offered
loans with teaser initial rates, which required little of even no payment in the first

42 Ttis worth mentioning that this percentage was initially mentioned in the 2005 Report

and replicated until the 2007 Report. Starting from the 2008 until the 2010-2011 Report,
thought, it no longer mentions the proportion and only states that “[cJurrent investigations
and widespread reporting indicate a iigh percentage of mortgage fraud involves collusion
by industry insiders, such as bank officers, appraisers, mortgage brokers, attorneys,
loan originators, and other professionals engaged in the industry”. (Italics mine).

4 FEDERAL BUREAU OF INVESTIGATION, 2005a, p. D1. Regarding the involvement of
organized criminal groups in the mortgage fraud schemes, it is worth mentioning that
in its 2010 Report the FBI states that “[t]here have been numerous instances in which
various organized criminal groups were involved in mortgage fraud activity. Asian,
Balkan, Armenian, La Cosa Nostra, Russian, and Eurasian organized crime groups
have been linked to various mortgage fraud schemes, such as short sale fraud and loan
origination schemes” (FEDERAL BUREAU OF INVESTIGATION, 2011, p. 5).
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two or three years — the hybrid adjustable-rate mortgages such as 2/28s and 3/27s
—and enabled borrowers to meet the monthly payments and demonstrate they
could manage the payment schedule (NaTioNAL CoMMISSION ON THE CAUSES OF THE
FINANCIAL AND Economic CRisis IN THE UNITED STATES, 2011, pp. 105-106). Eventually,
though, interest rates would rise sharply, increasing the monthly payment by two
or even three times. With a higher debt service, if the borrower managed to
establish a creditworthiness with its lender, had a higher income or somehow a
stronger collateral (for example by the appreciation of the property), they could
refinance the loan with a similar or possibly a better interest rate, postponing the
unaffordable payment to the future. If unable to refinance, however, the borrower
would have to sell the house to repay the mortgage; if neither selling the house
nor meeting the higher payment were possible, however, the borrower would have
to default (Ip., p. 106).

Although it was clear for some buyers that the monthly payments would even-
tually become unaffordable in a foreseeable future, the brokers mislead the
borrowers (often fraudulently) about the real possibility of handling the mortgage
arguing that once house prices were rising “by the time borrowers had to make
higher payments, their house prices would have risen, and they could refinance
once again into low rate” (Ralan, 2010, p. 127). In this context, the fraudulent
behaviour of brokers against the house buyers arouse not only from the lack of
adequate information regarding the specificities of the mortgage deals but specially
from the quality of information disclosed about the overall evolution of the housing
market and its impact on the contract, particularly regarding the real possibility of
refinancing, with the misleading idea that because the housing prices were rising
it would be possible to refinance, instead of providing the real full disclosure that
the possibility of refinancing existed only as long as prices went up, condition that,
as we now know, did not keep up.**

4 In this context, it is important to emphasize that several decisions made by borrowers

were not sufficiently informed. As Arjan REURINK teaches, because “[f]inancial
information acts as the linchpin for financial market transactions ... [t]o assess the
current status and future performance of the issuer and ultimately to establish the
perceived value of a financial instrument, both accurate information and the expertise
necessary to interpret that information are essential. Therefore, no type of financial
market participant can make proper decisions with regard to engaging or not engaging
in financial contracts and to buying or disposing of financial instruments unless they
—are adequately informed about the specificities of the contracts and instruments under
consideration;

— are adequately informed about the status of the issuer of those rights;
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By using this omission to mislead the buyers, thus, brokers explored the
housing bubble as a “natural Ponzi scheme in which people keep making money
as long as there are more suckers to draw in” (KRumAN, 2008, p. 147) and profited
abusing the widespread lack of financial literacy among house buyers, especially
low-income ones: as the study of two Federal Reserve economists estimated
(NATIONAL ComMMISSION ON THE CAUSES OF THE FINANCIAL AND EcoNomic CRisis IN THE UNITED
StaTES, 2011, p. 90), at least half of borrowers who used adjustable-rate mortgages
underestimated how costly the rates could reach, while more than one third did
not fully understand how much their interest rates could reset at one time*. As a
consequence, with Wall Street investment and commercial banks eager for raw
material to securitize and sell and an inflating bubble increasing housing prices,
the short-term remuneration system created the incentive to keep the volume of
mortgage origination up, even if it meant abusing the asymmetry of information
throughout fraudulent behaviour (Maver/Cava/Bairp, 2014, p. 547).

However, misleading borrowers into an unnecessary of unsuitable mortgage
was not the only scam used by brokers to profit and, once the fees received were
proportional to both the amount of the loan and the interest rates in the mortgage,
the fact that many borrowers did not understand the most basic aspects of the
contract also fostered the fraudulent adulteration of contractual provisions,
deception and misrepresentations of loan terms. As a consequence, there were
several reports of overvaluation of houses, forged signatures, creation of phony

—are adequately informed about the broader market dynamics that might have an impact
on the contract or instrument in the future; and

—have at least a certain degree of competence necessary to interpret and extract meaning
from all this information with regard to the future performance of the contract” (REURINK,
2016, p. 4).

4 As a matter of fact, even recognizing that borrowers in general “appear to have a
reasonably accurate understanding of the broad terms of their mortgages”, the mentioned
study, carried out by Brian Bucks and Karen PENCE, concludes that “ARM borrowers
seem to underestimate significantly how much their interest rates can increase”,
concluding that “[b]eyond underestimating the possible extent of their interest rate
changes, many ARM borrowers in the SCF [Survey of Consumer Finances] report that
they don’t know these contract terms. Thirty-five percent of ARM borrowers did not
know the value of the per-period cap on interest rate changes. Similarly, 44 percent of
respondents reportedly did not know the values of one or both of the two variables used
to calculate the lifetime cap on interest rate changes. Specifically, 41 percent of
respondents did not know the maximum interest rate that could be charged over the
life of the loan, and 20 percent did not know the interest rate at origination”. BUCKS/PENCE,
2008, pp. 221-223.
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paperwork and insertion of illegitimate fees (NATioNAL CoMMISSION ON THE CAUSES OF
THE FINANCIAL AND EcoNomic CRisis IN THE UNITED STATEs, 2011, p. 90). In fact, as MAver
and others describe (Maver/Cava/BaIrRD, 2014, p. 548),

if a customer wanted a fixed-rate loan, and if more money (and higher commissions)
could be made by selling him an adjustable rate mortgage, it was a fairly simple
matter to put a few fixed-rate loan documents on the top of the stack at closing,
and bury the real documents (the ones with the upward-accelerating adjustable
rate that would kick in two or three years later) near the bottom of the stack.

Furthermore, with the expansion of the market, one of the main issues
regarding fraudulent behaviour against prime and subprime borrowers alike was
the occurrence of fraudulent inflated appraisals, by which “[p]erpetrators will
either falsify the appraisal document or employ a rogue appraiser as a conspirator
in the scheme who will create and attest to the inflated value of the property”
(FEDERAL BUREAU OF INVESTIGATION, 2011, p. 18). Although it is important to recognize
that by then the real state sector in the U.S. was developing a bubble and that
periods of boom and euphoria can lead asset prices in general to run away from
fundamentals (RalaN, 2010, p. 110)— which indeed happened —, in this context the
overvaluation of houses was also heavily driven by pressure against appraisers, re-
portedly driven most frequently by brokers*® — whose fees where proportional to
the value of the contract — as well as from real state agents and even lenders and
borrowers (NationAL CommissiON ON THE CAUSES OF THE FINANCIAL AND EcoNomic CRIsIS IN
THE UNITED STATES, 2011, p. 91). As a consequence, the levels of appraisers that
reported felling pressured to restate, adjust or change property valuations increased
from 55% in 2003 to 90% in 2006, with over two-thirds (68%) reporting that the
lack of compliance with this kind of demand led to losing the client, and 45%
reporting not getting paid at all for the appraisal (OcToBeR RESEARCH CORPORATION,
2006, pp. 4-6).

Inflated appraisals were especially harmful for borrowers, which would not
only have to pay a larger loan and higher interest rates but would “also experience
a personal financial loss when the true value is later discovered” (FEDERAL BUREAU

4 According to the 2007 National Appraisal Survey conducted by the OCTOBER RESEARCH
CORPORATION (2006, p. 5), conducted as a follow-up to the 2003 National Appraisal
Survey, among all appraisers who related felling pressure to restate/adjust/change
property valuations, 71% reported receiving uncomfortable pressure from mortgage
brokers, 56% from real estate agents and 35% from consumer and lenders.
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OF INVESTIGATION, 2011, p. 19) ending up with a negative equity, that is, a mortgage
that is worth more than the house itself*’. Although inflated appraisals offered a
higher risk of losses for lenders in the case of default, once that risk was passed
along to investors within the securitization processes, besides hurting the borrower,
inflated appraisals also harmed who subscribed the MBSs issued based on these
over valuated mortgages because, if the house is worth less than the loan, there
is no way for it to be repaid fully. In fact, as Paul Krueman (2008, p. 169), “homeowners
with negative equity are prime candidates for default and foreclosure, no matter
what their background. For one thing, some of them may simply ‘walk away’ —to
walk out on their mortgage, figuring that they will end up ahead financially even
after losing the house”.

Regardless of the operational pattern of each type of fraud, it is important
to recognize that all forms of fraud for profit identified during the housing bubble
were inserted in a wider context of misconduct typical of the financial sector,
characterized as the deliberate sale of unsuitable financial products for consumers
with lower financial literacy, exploiting informational asymmetry to profit at the
expense of the misplaced trust, practice known as misseling (LimAa Reco, 2018, p.
219; REURINK, 2016, p. 53). As a consequence of the immateriality of the financial
activity and because it is based on fiduciary products, the poor quality of a financial
advice by an industry insider can be translated either into the commercialization
of financial products or services that are unsuitable and inappropriate to the
personal characteristics and objectives of a determined consumer (personal
misseling) or the advertising and sale of unrealistic, misleading or exaggerated
future performance of a financial product or service (aggregate misseling) (Lima
ReGo, 2018, pp. 219-220).

Even recognizing that not all practices of misseling have a criminal nature®,

47 In fact, because of an overvaluation in housing prices during the bubble — although not
necessarily due to fraudulent appraisals —, Paul KRUGMAN (2008, p. 169) estimates that,
by 2008, there were “probably around 12 million American houseowners with negative
equity”, not far from the 11,1 million estimated by CoreLogic in the fourth quarter of
2010, which represented 23,1% of all residential properties and approximately $750
billion (FEDERAL BUREAU OF INVESTIGATION, 2011, p. 8).

4 Raghuram RAJAN (2010, pp. 125-126) exemplifies different forms of misseling which,
even morally questionable, are not fairly criminal: “Did the trader make her returns by
being more astute than others like her, or did she make it by front-running her clients
(trading ahead of a large client order so as to make money when that client’s order moved
prices)? Did the mortgage broker make his fees through offering a variety of sensible
options to the professional couple who were looking to upgrade their house, or by urging
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itisimportant to acknowledge that the informational asymmetry between the financial
costumer and the industry insider may act as the breeding ground for fraudulent
behaviour. And, in that sense, during the booming phase of the housing bubble,
fraudsters took advantage not only of the insider’s knowledge and experience within
a wide range of sectors like construction, finance, house appraisal, brokerage, sales,
law and business, to exploit the vulnerabilities of the mortgage and the banking sectors
— as the FBI outlines, using its “high level of access to financial documents, systems,
mortgage origination software, notary seals, and professional licensure information
necessary to commit mortgage fraud” (FEDERAL BUREAU OF INVESTIGATION, 2011, p. 5) —
but also abused of every possible form of informational asymmetry to profit against
the most vulnerable victims. It is not by chance, thus, that one of the favoured victims
of predatory lending practices were immigrants*, which not only had little domain
over financial complexities but would be easily fooled due to the lack of understanding
of the English language itself*C. As Charles FErGuson (2012, p. 58) describes,

[t]here was also a lot of flat-out fraud, often very cruel, committed against immigrants
who didn’t speak English and/or had no financial experience. They were simply
lied to — about the size of the loan, the size of the payments, the real interest rate
—and told to sign documents they couldn’t understand or even read. (...)

Illegal immigrants were particularly easy to defraud because they were afraid to
go to the police. The presence of large numbers of non-English-speaking illegal
immigrants was unquestionably one reason that so much of the bubble was con-
centrated in the states of California, Arizona, and Florida, as well as parts of New
York populated by recent immigrant

an elderly couple to refinance into a mortgage they could not afford? Although the former
course is preferable in each case, the latter is easier for the trader or broker; and because
the wrong choice also makes money, has few immediate consequences, and sets off new
alarm bells, it is the one is most tempting”.

4 In that context, according to the FBI (2011, p. 5), “[m]ortgage fraud perpetrators have
been known to recruit ethnic community members as co-conspirators and victims to
participate in mortgage loan origination fraud”.

30 The testimony given by Kevin Stein, from the California Reinvestment Coalition, to
the Financial Crisis Inquiry Commission is very explanatory regarding the misleading
sale of ARMs to immigrant borrowers: “consumers testified to being sold option ARM
loans in their primary non-English language, only to be pressured to sign English-only
documents with significantly worse terms. Some consumers testified to being unable
to make even their initial payments because they had been lied to so completely by
their brokers” (NATIONAL COMMISSION ON THE CAUSES OF THE FINANCIAL AND ECONOMIC
CRisis IN THE UNITED STATES, 2011, p. 109).
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As the misconducts identified during the booming phase of the bubble
shows, the complexities of the mortgage contract and consequent asymmetry
of information created a point of friction between industry insiders and
borrowers (AsHCRAFT/SCHUERMANN, 2008, p. 11), which, associated with a severe
incentive problem in the prevailing remuneration system enabled the occurrence
of different forms of abusive behaviour. With an overall decline in credit
standards and a deterioration in the processes of due diligence regarding
lending practices, in the context of an economic euphoria that took place, many
financial institutions developed a criminogenic environment (Maver/Cava/BAIRD,
2014, p. 545), which fostered the occurrence of several forms of fraudulent mis-
behaviour that proved to be no only intentional but fairly criminal (NATIONAL
CommissioN ON THE CAUSES OF THE FINANCIAL AND Economic CRIsIS IN THE UNITED STATES,
2011, p. 160).

This, however, was not unnoticed and, as soon as June 2004, the FBI established
a program specifically for mortgage fraud investigation within the Financial Crimes
Section of the FBI’s Criminal Investigative Division®! and, by the end of 2005, a
jointinitiative from the FBI, the Department of Housing and Urban Development
(HUD), the Office of the Inspector General (OIG), the United States Postal Inspection
Service (USPS), the Internal Revenue Service (IRS) and the Department of Justice
(DOJ) warned of a “growing epidemic of mortgage fraud” referring to this type
of felony as the “fastest growing white collar crime in the United States” (FEDERAL
BUREAU OF INVESTIGATION, 2005c¢). More than being directly approached by potential
victims, the main launcher of investigations regarding mortgage fraud by the
agencies were Suspicious Activity Reports (SARs) filed by financial institutions
to the Financial Crimes Enforcement Network (FinCEN), a division integrating
the Treasury Department. And, indeed, both the period of expansion of the
housing bubble and the subsequent panic saw a great increase of potentially
fraudulent behaviours reported, rising from 4.225 in 2001 to 93.508 in 2011, as
our compilation of SARs filed by federally-insured financial institutions shows

(fig. 6).

According to the testimony of Chris Sweckeder, then Assistant Director of the Criminal
Investigative Division Federal Bureau of Investigation before the House Financial
Services Subcommittee on Housing and Community Opportunity, October 7, 2004.
Available at https://archives.fbi.gov/archives/news/testimony/fbis-efforts-in-
combating-mortgage-fraud.
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Mortgage Fraud Suspicious Activity Reports (SARs)

and Dollar Losses Reported 2001-2011
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Figure 6 — SARS VS DOLLAR LOSSES REPORTED

Even though not all reports turned into a formal investigation and not all in-
vestigations tuned into criminal prosecutions, several of the misbehaviours associated
to the lending practices and the fraudulent disclosure of information from brokers
to borrowers proved to be both wilful and criminal, which, according to the
Department of Justice of the United States, resulted in 2.760 criminal convictions
for mortgage fraud between 2009 and 2011, with the number of convictions more
than doubling from 2009 (555) to 2011 (1.118)°2. In spite of the numbers, though,
it is important to outline that most criminal convictions were of lower-level
employees, with the higher-level executive convicted for wrongdoings related to
mortgage origination fraud being Lorraine Brown, the former CEO of Lender
Processing Services Inc., a Florida-based company hired by Wall Street banks to
prepare and file subprime mortgages paperwork. In 2013, Lorraine Brown was
sentenced to serve five years in prison, followed by two years of supervised release
and ordered to pay a fine of $15,000 after pleaded guilty to conspiracy to commit
mail and wire fraud®® due to her role in a six-year scheme in which more than one

32 U.S. DEPARTMENT OF JUSTICE OFFICE OF THE INSPECTOR GENERAL AUDIT DIVISION, 2014,

p. 9. Still according to the DoJ, in 2010, there were 1.087 convictions.

3 As the Department of Justice clarified, according to Brown’s plea agreement, in order

to generate a greater profit, under her direction her employees “began forging and
falsifying signatures of authorized personnel on the mortgage-related documents that
they had been hired to prepare and file with property recorders’ offices”, which generated
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million mortgage-related documents were fraudulently signed and notarized
(Maver/Cava/BaIrRD, 2014, pp. 566-567; Rex, 2019, pp. 104-105).

Along with the criminal convictions there also were civil compositions in
response to wider allegations of abuses related to mortgage lending and faulty
foreclosures processing, as the example of the $25 billion settlement made with
the State Attorneys of 49 States and the Department of Justice and the five largest
mortgage services companies which represented nearly 60% of the market in the
U.S., namely, Bank of America Corporation, JPMorgan Chase & Co., Wells Fargo &
Company;, Citigroup, Inc., and Ally Financial, Inc., formerly GMAC>*. As a compensation
for different types of violation like “robo-signed” affidavits, deceptive practices
related to loan modifications, failures to offer non-foreclosure alternatives before
foreclosing on borrowers with federally insured mortgages and filing improper
documentation in federal bankruptcy court, the agreement required the financial
institutions to implement new mortgage loan servicing standards as well as the
payment of fines, most of which aimed at reducing the principal debt or refinancing
loans of borrowers with negative equity and other forms of debt relief*.

As a last feature, it is worth mentioning that in the Paragraph 11 of its Exhibit
F, the agreement expressly excludes releasing claims related to “(c) any criminal
liability” committed in the primary market, associated to the process of issuing
new mortgages, as well as felonies committed in the secondary market (detailed
in the next topic) such as frauds related to the purchase of mortgages or securities
based on this type of loan at any point of the securitization chain®®. It is important

$60 million in gross revenue between 2003 and 2009. https://www.justice.gov/opa/pr/
former-executive-florida-based-lender-processing-services-inc-sentenced-five-years-
prison.

3 Alongside this agreement, there were also other settlements with other financial

institutions like HSBC, American Home Mortgage Servicing (AHMSI), Homeward
Residential Holdings, Litton, Ocwen, National SunTrust and National PHH. All
agreements can be found at http://www.nationalmortgagesettlement.com.

Regarding individual aspects of the deal and the usage of the fines, see https://www.jus-
tice.gov/opa/pr/federal-government-and-state-attorneys-general-reach-25-billion-
agreement-five-largest.

As stated in the agreement: “(11) Notwithstanding any other term of this Release, the
following claims of the United States are specifically reserved and are not released:
(c) Any criminal liability;”

(e) Any and all claims whether legal or equitable, in connection with investors or
purchasers in or of securities or based on the sale, transfer or assignment of any interest
in a loan, mortgage, or security to, into, or for the benefit of a mortgage-backed security,
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to note so, because the prevailing remuneration practices and the financial
engineering used by financial institutions during the housing bubble fostered not
only fraudulent behaviour against vulnerable house buyers, but acted as the
breeding ground for crimes even between financial experts within the secondary
market (which Michel Picarp [2008 p. 385, 389] recalls as “expert to expert relationship
instead of a client to expert relationship”). To identify and analyse them, though,
it is essential to understand the process of securitization of subprime mortgage
credit and the prevailing business practices during the housing bubble.

2.3. The secondary market and the securitization process and business

In the years preceding the crisis, the business of mortgage origination and se-
curitization was divided in three types of companies, namely, independent mortgage
lenders, commercial banks and thrifts and Wall Street investment banks. In a highly
lucrative market of mortgage securitization, investment banks faced the competition
of the largest commercial banks and thrifts, which had developed its own specialized
units with securitization skills and no longer needed their aid to structure and
distribute its MBSs (NAaTIoNAL COMMIsSION ON THE CAUSES OF THE FINANCIAL AND ECONOMIC
CRrisis IN THE UNITED STATES, 2011, p. 88). In order to meet the growing supply of capital
and guarantee its market share, both commercial and investment banks moved
into the mortgage origination, securitization and distribution chain, either by
purchasing smaller subprime originator companies and integrating them to the
holding company®” — a “vertically integrated” model engaging the institution in

trust, special purpose entity, financial institution, investor, or other entity, including but
not limited to in the context of a mortgage securitization or whole loan sale to such
entities (“Securitization/Investment Claims™). Securitization/Investment Claims include,
but are not limited to, claims based on the following, all in connection with investors
or purchasers in or of securities or in connection with a sale, transfer, or assignment of
any interest in loan, mortgage or security to, into, or for the benefit of a mortgage-backed
security, trust, special purpose entity, financial institution, investor, or other entity”.

57 “Lehman Brothers, the fourth-largest investment bank, purchased six different domestic
lenders between 1998 and 2004, including BNC and Aurora. Bear Stearns, the fifth
largest, ramped up its subprime lending arm and eventually acquired three subprime
originators in the United States, including Encore. In 2006, Merrill Lynch acquired First
Franklin, and Morgan Stanley bought Saxon Capital; in 2007, Goldman Sachs upped
its stake in Senderra Funding, a small subprime lender” (NATIONAL COMMISSION ON THE
CAUSES OF THE FINANCIAL AND EcONOMIC CRIsIS IN THE UNITED STATES, 2011, p. 88).
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every link of the mortgage and securitization process —, or by negotiating with
companies concentrated in niches specialized at mortgage origination (NATIONAL
CommisSION ON THE CAUSES OF THE FINANCIAL AND EcoNomic CRisIS IN THE UNITED STATES,
2011, p. 68, 88), such as New Century, Ameriquest and Countryside, by then the
largest in the market.

In either approach, the securitization process started with the broker who
brought together the borrower and the lender and managed to sell loans for the
house buyers. The subprime market origination was then dominated by a small
number of large firms, with 93% of all subprime loans issued by the top 25 lenders
in 2003, and 90,5% in 2006, opposed to 47% in 1996 (Ip., p. 88; ASHCRAFT/SCHUERMANN,
2008, p. 4). The creation of raw material to securitize demanded funding and usually
depository institutions such as commercial banks could use its internal capital to
issue new mortgages. Mono-line arrangers that were not authorized to receive
deposits, like thrifts and independent mortgage lenders, raised capital through
short-term lines of credit, usually partnering with commercial or investment banks
who offered “warehouse lines” and, in turn, bought the loans issued; or using the
issued mortgages as collateral either for short-term commercial paper programs
or for repurchase agreements (REPO market) (NATIONAL COMMISSION ON THE CAUSES OF
THE FINANCIAL AND Economic CRisis IN THE UNITED STaTes, 2011, p. 113).

Commercial paper was usually cheaper, which contributed to an increased
usage from $4 billion by five companies in 2001, to $43 billion borrowed by 19
different entities in 2006 (Ip., 2011, p. 114). However, this form of financing offered
liquidity risks once these papers would have to be reissued regularly, within days
or weeks. In order to mitigate these risks, some banks offered a service of liquidity
puts by which, in exchange for a fee, the institution would purchase at a previously
set price, any commercial papers that no investors were willing to buy when it
reached the deadline for it to be rolled over (Ip., 2011, p. 138). Citigroup was one
of the main users of this financial engineering with its CDO branch issuing commercial

In a similar sense, Charles FERGUSON (2012, pp. 60-61) clarifies that “as the bubble got
under way, several large traditional banks, financial conglomerates, and a// of the major
investment banks acquired predatory or subprime mortgage lenders of their own. Citigroup
snapped up Associates First in 2000, one that a consumer advocate called ‘an icon of
predatory lending’. Lehman bought six subprime lenders by 2004, Washington Mutual
bought eight, and Bear Stearns three. First Franklin, one of the larger subprime lenders,
was taken over by Merrill Lynch in 2006. Those that remained independent formed tight
relationships with the investment banks that purchased their loan and also supplied them
with the general financing, managed their stock and bond offerings, and invested the
personal wealth of their executives”.
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papers backed by mortgages or MBSs and the Citibank commercial bank offering
liquidity puts for a 0,10% or 0,2% fee annually. Once the bank was required to hold
0,16% of capital against the amount money offered as liquidity put, the fee charged
was enough to cover the capital requirement and keep a profit, at least during the
booming years of the bubble. Throughout this period, Citigroup offered $25 billion
in liquidity puts and, although it was believed that this service was virtually risk-free,
the outbreak of the crisis catapulted all of it to Citibank’s balance sheet and
contributed for it to almost fail (Ip., 2011, pp. 138-139). Other than Citigroup, only
a few institutions offered these services, such as Bank of America, AlG, BNP Paribas,
the German bank WestLB, and the French Societé Générale (Ib., 2011, p. 139).
One common form of financing was the so-called “Shadow Banking System”>g,
which used an arrangement invented in 1984 by Lehman Brothers known as auc-
tion-rate security by which individuals lent money for an institution on a long-term
basis, up to thirty years, and at frequent intervals, often once a week, the borrowing
institution held a auction in which potential new investors would bid to replace
old investors who wanted to leave (KrRumAN, 2008, pp. 158-159). This arrangement
provided simultaneously a secure source of long-term funding for borrowers while
addressed the liquidity need of lenders who could ready access their capital, in a
scheme that managed to guarantee for investors higher rates than traditional bank
deposits alongside with lower rates than lenders would have to repay in long-term
bank loans (ip., 2008, p. 159). The main issue with this system, thought, was that
its attractiveness for both borrowers and lenders turned out to be also the source
of its great weakness: by using auction-rated securities to by-pass bank regulations
and avoid mandatory liquidity reserves and deposit insurance fees, it made its op-
erations cheaper; however, once at its essential feature it performed the functions
of a conventional bank, the lack of a competent regulator and a lender of last resort
exposed its capital to risks of conventional banking, such as bank runs (as indeed

% As Martin WoLF (2015, p. 20) teaches the expression “Shadow Banking System”
was created in 2007 by the fund-manager of the Pacific Investment Management
Company (PIMCO), Paul McCulley at the Jackson Hole Conference. As the author
describes, “it created new forms of non-deposit near-money — notably, money-market
funds, predominantly held by households, which financed supposedly safe short-term
securities, and repos (repurchase agreements), a form of secured lending by corporate
treasurers to investment banks and the investment-banking operations of universal
banks (banks that provide both retail and investment-banking services). It allowed
companies increasingly to issue commercial paper instead of relying on conventional
bank loans. It converted conventional loans into tradeable asset-backed securities and
CDOs” (Ip., p. 129).
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happened in 2008), without the protection of the equivalent banking safety net
(WoLr, 2015, pp. 128-129)°.

The second step in the securitization chain was located at the securities firm
(or a specific branch inside a wider bank holding structure) where the CDO manager
was responsible for the selection, approval and acquisition of mortgages that
would constitute the poll of loans, which would then be structured into tranches
to be offered to investors. While the mortgage originator profited, first, from
the fees paid by the borrower and, second, from a premium fee of anticipated
interest payments on the principal when selling the loans for securitization
(ASHCRAFT/SCHUERMANN, 2008, p. 3), the firm responsible for the securitization of
mortgages collected a percentage of the sales amount to the investors as discounts,
concessions or commissions — usually between 0,2% and 1,5% (NATIONAL COMMISSION
ON THE CAUSES OF THE FINANCIAL AND EcoNomic CRisis IN THE UNITED STATES, 2011, p. 118).
More than selecting the collateral, the CDO manager could also perform as servicer,
that is, being responsible for the management of the portfolio, offering costumer
service for borrowers, collecting loan payments and supervising both foreclosures
and the property dispositions, for which they received a periodic fee based on the
amount of assets managed and, in some cases, on performance (ASHCRAFT/SCHUERMANN,
2008, p. 3)%°.

The key for the Mortgage-Backed Security created by the financial intermediary
to be advertised and sold to investors was the rating and, thus, credit rating agencies
(CRA) were essential to analyse and grade each tranche, providing basic guidelines
regarding the collateral, the structure of the deal, the expected cash flow and the

% The best description of this fragility was given in 2008 by former President and Chief

Executive Officer of th