
MBA Research Monograph Series

The Residential  
Mortgage Market and  
Its Economic Context  
in 2007

January 30, 2007



Primary author:
Michael Fratantoni, Ph.D., Senior Director, Single-Family Research  

and Economics

Contributing authors:
Douglas G. Duncan, Ph.D., Senior Vice President and Chief Economist,  

Research and Business Development

Jay Brinkmann, Ph.D., Vice President, Research and Economics

Orawin Velz, Ph.D., Director, Economic Forecasting, Research and  
Business Development



Mortgage Bankers Association� The Residential Mortgage Market and Its Economic Context in 2007    i

Introduction and Executive Summary . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1

Global Capital Markets, Monetary Policy 
and the Supply of Mortgage Credit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7

Decelerating Housing Markets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .15

The Composition of New Mortgage Originations 
and Outstanding Mortgage Debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .19

Trends in Mortgage Delinquencies and Foreclosures .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .  .31

The Outlook for the Year Ahead .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .  .39

Table of Contents



ii    The Residential Mortgage Market and Its Economic Context in 2007� Mortgage Bankers Association



Mortgage Bankers Association� The Residential Mortgage Market and Its Economic Context in 2007    1

Introduction and  
Executive Summary

The purpose of this monograph is to provide a brief overview of the primary economic trends impacting 
the housing and mortgage markets as of the beginning of 2007.  In doing so, it provides readers with 
an economic context for the market developments we are anticipating, and for the policy issues that 
are likely to be the focus of policymakers and the industry over the next year.
	 The discussion begins with an overview of the macroeconomic factors that impact the supply of 
mortgage credit, then moves to a discussion of the current state of the housing and mortgage markets, 
including origination activity and trends in mortgage performance.  The report ends with a discussion 
of MBA’s economic and mortgage finance outlook as of January 2007.

Key points:

•	 The U.S. economy is strong and resilient. The economy will continue to grow in 2007, but at a 
slightly below trend rate of growth.

•	 The housing market is nearly back to normal. The housing market will regain its footing by 
mid-to-late 2007, depending on what measure is used. Home sales and starts will likely begin to 
increase in mid-2007, but, given the large inventory overhang, prices are unlikely to show any 
significant increase until late 2007 or early 2008.

•	 The residential finance market is fundamentally sound and working efficiently.  The housing 
market will continue to benefit from low long-term interest rates. For ARM borrowers, we expect 
short-term interest rates to be steady going forward. 

•	 As they always will, consumers are choosing products that fit the current economics of  
the market.
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•	 Mortgage originations will fall in 2007 relative to 2006 given the decline in home sales and 
diminished refinance activity.

•	 Delinquency rates are evolving as any seasoned observer of the mortgage market would expect 
them to do. Barring any unexpected downturn in the economy, the recent increase in mortgage 
delinquency rates will likely peak by the end of 2007, but at levels well below those of past peaks. 
This lower peak will come despite the change in the composition of outstanding loans, namely a 
larger proportion of subprime loans in recent years.

Global capital markets, monetary policy and the supply of mortgage credit:

•	 The primary reason for the relatively low level of long-term interest rates is the massive inflows 
of global capital into U.S. fixed income markets. These capital inflows are the flip side of the 
historically large U.S. trade deficit.

•	 The composition of foreign holdings of U.S. long-term debt securities has changed over time 
with a greater volume of foreign investment being directed into mortgage-related securities. 
This is one reason spreads between mortgage and Treasury rates are tighter than they might 
otherwise be.

•	 The U.S. economy has settled into a solid pace of growth, and the job market is still quite strong.

•	 Beginning in June of 2004, the Fed raised the fed funds target 17 straight times in quarter point 
increments. It is not surprising that the economy, and the housing market in particular, has slowed 
from a previously brisk pace in the face of tighter monetary policy.

•	 Several foreign central banks have either begun or have continued to raise their target rates in 
response to domestic inflationary pressures. For global investors, this is yet another incentive to 
move out of U.S. assets, putting additional downward pressure on the dollar.

Decelerating housing markets:

•	 In 2006, the pace of home sales, both for new and existing homes, declined fairly abruptly.

•	 This decline took place on a national basis. In most cases, sales volumes returned to levels last seen 
in 2003, a strong sales pace at that time, but not nearly as robust as seen in 2004 and 2005.

•	 As the sales pace dropped, the months supply of unsold homes quickly ramped up. This buildup 
in inventory changed the dynamics of most housing markets, making them much more favorable 
for buyers and reducing the rate of price appreciation.

•	 Over the past five years, according to the OFHEO index, home prices at the national level have 
increased at a greater than 9 percent rate. Over the most recent 12 months, this pace slowed to 
less than 8 percent, and the annualized quarterly rate in the third quarter decelerated further to 
less than 3.5 percent.
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•	 The states in the Northeast and Midwest that have experienced home price declines have been 
those with relatively weak employment growth, out-migration of population, or both.

•	 These same states have experienced high or increasing levels of mortgage delinquencies and 
foreclosures.

•	 On a national basis, we anticipate that home prices will increase only at low single-digit rates 
over the next couple of years.

The composition of new mortgage originations and outstanding mortgage debt:

•	 As with home sales volumes, the volume of purchase mortgage applications declined in 2006. 
Again, this is well below volumes seen in 2004 and 2005, but still a solid year.

•	 Refinance volumes are well below the refi boom that stretched from 2001 through 2003. It is 
likely that some portion of the end of 2006 pickup in refinance activity reflects borrowers paying 
off ARM loans that either had already or were about to reset to higher payments.

•	 30-year fixed mortgage rates peaked in June of 2006 above 6.8 percent, then fell sharply after 
the Fed paused at their June meeting. At one point in the fall of 2006, the 30-year rate dropped 
below 6 percent.

•	 Interest only (IO) loans, with both adjustable- and fixed-rates, and payment option loans that 
allow negative amortization, have become a very important part of the market. In the second half 
of 2005 and the first half of 2006, IOs accounted for about 25 percent of the dollar volume of 
originations. In addition to their use as affordability products, these products offer homeowners 
an innovative and flexible means to more actively manage their home equity. 

•	 The share of the market accounted for by the government lending programs, FHA and VA, has 
decreased considerably in recent years. Gaining market share have been the prime and subprime 
segments.

•	 Much of the stock of outstanding loans has been originated in the past three years. This has 
implications for mortgage delinquencies and foreclosures, as loans tend to hit their peak delinquency 
rates three to five years after origination. We estimate that more than 80 percent of outstanding 
loans have been originated since 2002.

•	 The ARM share of outstanding mortgages has grown from about 18 percent in 2003 to about 
25 percent as of the third quarter of 2006.

•	 With the home price gains of the past few years, there has been a substantial growth of home 
equity, even for recently originated loans. Even if home prices remain flat or decline somewhat 
from their current level, most homeowners have built up a cushion of equity over the last several 
years that could act as a buffer in any downturn.
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Trends in mortgage delinquencies and foreclosures:

•	 Mortgage lenders stand to lose financially when loans do not perform, and thus have significant 
incentives to prevent foreclosures. Historically, on a national basis, mortgage lenders’ loss 
mitigation efforts have helped three out of four borrowers who enter the foreclosure process 
avoid a foreclosure sale.

•	 Mortgage delinquencies are still caused by the same things that have historically caused mortgage 
delinquencies: “life events,” such as job loss, illness, divorce or some other unexpected challenge. 
Foreclosures following delinquencies may be caused by the inability to sell a house due to local 
market conditions after one of the above items has occurred.

•	 As we had expected, delinquency rates increased across the board in the third quarter. However, 
increases in delinquency rates were noticeably larger for subprime loans, particularly for subprime 
ARMs. This is not surprising given that subprime borrowers are more likely to be susceptible to 
the cumulative increases in rates we have experienced, and the slowing of home price appreciation 
that has resulted.

•	 The percentage of loans in the foreclosure process was 1.05 percent of all loans outstanding at 
the end of the third quarter, an increase of six basis points from the second quarter of 2006.  
A basis point is 0.01 percentage points.

•	 Across all loan types, the states with the highest overall delinquency rates were Mississippi, Louisiana 
and Michigan. Based on foreclosure inventory rates across all loan types, the top three states 
were Ohio, Indiana and Michigan. From the third quarter of 2005, 44 out of 51 states saw their 
delinquency rates increase, while 35 states saw an increase in the foreclosure inventory rate.

•	 The most important driver for the elevated serious delinquency rates in the Midwest is the 
persistent loss of employment, especially manufacturing employment, which is a result of ongoing 
productivity gains. Loss of employment is one of the most common unanticipated shocks to 
household finances.

•	 There are many false claims about mortgage lenders profiting from foreclosures. In reality, every 
party to a foreclosure loses — the borrower, the immediate community, the servicer, mortgage 
insurer and investor.

•	 The market is working, responding to a changing economic environment quickly and appropriately. 
In response to mortgage payment performance that has deteriorated somewhat from the very 
strong performance of recent years, investors have demanded higher returns in the form of wider 
credit spreads, particularly for loans originated in 2006.
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•	 These price signals from the capital markets directly and immediately impact the rates that 
mortgage lenders can offer to borrowers, in this case particularly to borrowers with blemished 
credit. The result of these adjustments in the capital markets will be that risk-adjusted returns 
will be equalized across segments of the market. Far from being a problem, these clear market 
signals will help the market to more efficiently maintain its equilibrium.

•	 We would strongly caution policymakers to avoid any regulatory or legislative actions that would 
impede the ability of the market to respond to changes in underlying economic conditions or 
continue to be innovative in creating credit solutions for borrower needs. An important role of public 
policy should be to facilitate efficient markets, as these will ultimately benefit consumers.

•	 We expect the housing market to fully regain its footing between the middle and the end of 2007. 
In the meantime, we anticipate some further increases in delinquency and foreclosure rates in the 
quarters ahead.
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Over the past fifty years, we have seen two interest rate regimes. From the 1950s through 1980, 
interest rates increased as inflation spiraled upwards. Then, beginning with Chairman Volcker, and 
continuing with Chairmen Greenspan and Bernanke, the Fed has committed to maintaining a low 
inflation environment, resulting in a sustained downward trend in long-term interest rates.

10-YEAR TREASURy, FED FUNDS RAtE AND MORtGAGE RAtE

Source: Federal Reserve Board, Freddie Mac

	 Today, we operate in increasingly globalized markets. One outcome of this trend has been what 
former Chairman Greenspan referred to as a “conundrum” — even though the Federal Reserve has 
raised its short-term interest rate target 4.25 percentage points over the last 3 years, long-term rates 

Global Capital Markets, 
Monetary Policy and 
the Supply of Mortgage Credit
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have remained relatively flat. Although long-term inflationary expectations are well-contained, and 
economic growth is forecasted to be somewhat below trend, the primary reason for the relatively low 
level of long-term rates is related to the massive flows of global capital into U.S. financial markets.

TREASURy YIELD CURVE

Source: Federal Reserve Board

	 These capital inflows are the flip side of the historically large U.S. current account deficit. This 
country imports more than it exports by a considerable margin: the deficit is about 7 percent of GDP. 
The deficit must be financed with borrowings from abroad, both from foreign official (government) 
and private investors.

U.S. CURRENt AccOUNt

Source: Bureau of Economic Analysis
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	 This imbalance in terms of trade and capital flows is also unprecedented in that almost every 
region of the world is a net lender to the U.S. As shown in the chart below, Asia including Japan, the 
oil exporting countries and Europe have been running current account surpluses while the U.S. has 
had increasingly large current account deficits.

CURRENt AccOUNt BALANcES AROUND tHE WORLD

Source: “Europe and Global Imbalances.” Philip Lane and Gian Maria Milesi-Ferretti

	 The series of ever larger yearly deficits has steadily eroded the net foreign asset position of the 
U.S., making the country the world’s largest debtor. An examination of the composition of these 
borrowings shows that it is primarily in the form of debt securities. The U.S. net position in bank 
loans, equity securities and foreign direct investment (FDI) is approximately balanced.

NEt FOREIGN ASSEt POSItIONS (PERcENt Of GDP): EUROpE AND tHE U.S.

Source: “Europe and Global Imbalances.” Philip Lane and Gian Maria Milesi-Ferretti
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	 The composition of foreign holdings of U.S. long-term debt securities has changed over time, 
though. According to UBS, in 2006, 44 percent of central banks around the world were approved to 
invest in MBS and ABS, up from 2 percent in 1998. Only 3 percent of central banks invest only in 
U.S. Treasuries, down from 31 percent 4 years ago. UBS estimates that central bank purchases alone 
can absorb half of the net new 2007 supply of MBS and ABS. Additional demand will come from 
“stabilization funds” held by the oil exporting countries and private foreign investors. All of this 
implies that GSEs and domestic banks are unlikely be large net purchasers of mortgage securities in 
the year ahead, as there will be substantial competition for these assets from foreign investors.

CHANGING COmpOSItION Of FOREIGN HOLDINGS

Source: U.S. Department of Treasury

	 One impact of this diversification by foreign investors and others out of Treasuries and into 
mortgages and other debt securities is that spreads across fixed-income markets have been compressed. 
Some describe this as a result of investors “reaching for yield,” accepting additional risk for less than 
the historically required excess return. Mortgage spreads continue to be narrow for much of the 
market, although spreads on the lower-rated tranches of subprime securities have widened recently 
following increased levels of subprime delinquencies, as the failure of some subprime lenders has 
caused investors to recalibrate their expectations of losses on these securities.



Mortgage Bankers Association� The Residential Mortgage Market and Its Economic Context in 2007    11

YIELD SpREAD: 30-YEAR FIXED MORtGAGES AND 10-YEAR TREASURIES

Source: Federal Reserve Board

	 As economist Herb Stein famously noted, trends that are not sustainable tend to reverse. The 
same will be true for this trend of ever larger current account deficits. Most likely, the reverse will 
come through a gradual decline in the foreign exchange value of the dollar, which will increase the 
price of imports for U.S. consumers, and decrease the price of U.S. exports for foreign consumers. In 
the past year, export growth has been above import growth, but it will need to grow much more to 
significantly reduce the trade deficit.
	 There is a chance that foreign investors could suddenly lose confidence in the dollar, leading to 
a precipitous decline in its value. This would coincide with a sharp decline in the value of U.S. debt 
securities, leading to a spike in interest rates. This scenario is unlikely, but is possible, and should be 
on radar screens as we move ahead. Note that the chart below regarding the exchange rate is trade 
weighted, giving greater weight to countries who are primary trading partners of the U.S. 

EXcHANGE RAtE

Source: Federal Reserve Board


