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History and major causes of US banking disintermediation 
Céline Choulet and Yelena Shulyatyeva 
The US economy financing model evolved over a long period of time. The regulatory and institutional 
framework, including banking and market regulation designed in the 1930s-40s, as well as the creation of 
federal mortgage guarantee and refinancing agencies, contributed to its transformation. The way American 
households allocate their savings and the status of the US dollar as an international reserve currency 
further accommodated the process of banking disintermediation. 

 

The US financial system is widely known to be 
substantially different from the euro area financial system. 
It is heavily market-dominated while financial systems in 
continental Europe remain universally bank-dominated. 
The relative size and role of the banks as compared to 
nonbank financial institutions and capital markets differ 
widely. The share of loans carried on bank balance 
sheets highlights the difference. In the euro area, bank 
loans 1  account for more than 70% of total lending to 
households and nonfinancial business whereas in the US, 
bank loans account for just under half this figure. 

Yet, such a dominance of nonbanks and markets has not 
always been the case in the US. The US financial system 
has changed significantly over the past 35 years. In 1980, 
banks still held 60% of total debt instruments (loans and 
debt securities) held by the domestic financial sector 2 . 
While insurance companies and pension funds have long 
been important credit providers, other types of nonbank 
financial institutions such as Government-Sponsored 
Enterprises (GSEs), Asset-Backed Securities (ABS) issuers 
and mutual funds rose in prominence over the last few 
decades. As a result, total nonbank lending significantly 
outpaced bank lending beginning in the 1990s. By the late 
1990s, all nonbank financial institutions held around two-
thirds of total debt instruments while banks held the 
remaining third3. Since then, their respective shares have 
stayed relatively stable. The takeoff in overall capital 
markets financing of the US economy (debt securities, 
equities and mutual fund shares) also highlights the 
transformation in the financing model of the US economy. 
The debt and equity share surged from 40% in the 1970s to 
around 65% in the 2000s, and has remained substantial 
since then (the remaining part consisting in loans). 

The history of US banking disintermediation may 
benefit the Europeans who are facing a challenge of 
altering how the economy is financed. However, 
preservation of bank loan supply remains crucial. In a 
traditional bank-dominated economy, banks take 
deposits from their customers and make loans to 
borrowers such as firms or households. These loans 
create more deposits. This means that lower bank 
lending may result in lower deposits. The term 
“banking disintermediation” refers to a situation 
where banks no longer hold the loans they originated 
on their balance sheets but sell them off; borrowers 
go directly to the capital markets rather than to banks 
to obtain a credit; or savers invest directly in 
securities, such as government and private bonds, 
asset-backed securities, stocks, rather than leaving 
their money in savings accounts on banks’ balance 
sheets. Banking disintermediation does not mean that 
no more loans are originated. In a disintermediated 
economy, corporations rely more extensively on 
capital markets, but households still need loans. 
While these loans are originated by banks and 
nonbanks, most of them eventually are transformed 
into tradable securities. 

These trends began to emerge in the US in the 1980s-
1990s. However, there is no simple and univocal 
explanation to the process of disintermediation. It has 
resulted from a series of interdependent events, 
regulatory changes, policy decisions, historic events, 
macroeconomic conditions and cultural factors. In this 
paper, we explore the factors that we believe have 
contributed the most to banking disintermediation in  
the US. 
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First, we look back to the regulatory and legal 
framework, enacted in the 1930s-1940s, that, although 
with no intentional master-plan, created the necessary 
conditions for the development of a market-based 
financial system several decades later. Notably, as 
market interest rates surged in the 1980s, caps on bank 
deposit interest payments (Regulation Q) triggered the 
emergence of substitutes to bank deposits and put 
depository institutions at a disadvantage relative to other 
financial institutions, which offered attractive savings 
products to households and competitive funding 
solutions. In the 1970s, the development of pension 
funds had a positive impact on the capital market depth 
and liquidity and contributed to lengthening of the 
average maturity of savings. 

Second, we explain how housing policies enacted after 
the Great Depression and throughout the 1960s-1980s 
significantly contributed to the transformation in the 
financing model of the US economy. Indeed, 
disintermediation significantly accelerated over the 
course of the 1980s with the takeoff in securitization of 
loans. Securitization was strongly supported by the 
introduction of federal guarantees in the secondary 
mortgage market. The creation of GSEs planted the 
seeds for linking mortgage markets with broader capital 
markets. The GSE’s role was to create a strong 
secondary mortgage market for housing loans in order 
to provide a stable source of funding for residential 
mortgages across the country, particularly for low- and 
moderate-income households. GSEs helped the 
practice of securitization to gain prominence throughout 
the 1980s and allowed the transition of the financing 
model of the US economy from an “originate to hold” 
model to an “originate to distribute” model. 

Finally, specific to the US, some factors allowed US 
capital markets to attract funds. Notably, the demand for 
long-term savings on the part of American households 
and foreign investors’ demand for US long-term debt 
securities such as Treasuries or Agency mortgage-
backed securities further accommodated the process of 
disintermediation. Thus, the growing role of the US 
dollar as an international reserve currency and the 
confidence of investors that the United States 
government will always honor its debt contributed to the 
development of financial markets in the US. 

The financial regulations designed in the 
1930-40s created the necessary conditions 
for the development of a market-based 
financial system 

The Glass–Steagall Act (GSA) of 1933 was passed by 
Congress in reaction to the collapse of a large portion of 
the American commercial banking system after the 1929 
market crash. The Act established the Federal Deposit 
Insurance Corporation (FDIC), which was designed to 
guarantee the safety of a depositor's accounts and to 
put an end to bank runs. A separate provision of the 
GSA - Regulation Q – prohibited the payment of interest 
on demand deposits and imposed interest rate ceilings 
on various other types of bank deposits, including 
savings and time deposits. Over time, Regulation Q 
made bank deposits less attractive relative to other 
savings products and helped boost fund industry growth, 
particularly, money market mutual funds. The same Act 
separated commercial from investment banking. 
Deposit-taking entities were no longer allowed to 
underwrite, invest or trade in securities, with the 
exception of underwriting government-issued bonds. 
The repeal of the part of the GSA that prohibited 
affiliations among banking companies, securities 
companies and insurance companies in 1999 boosted 
corporate bond issuance. 

Regulation Q triggered the development of substitutes to 
bank deposits 

Arguments used to justify deposit interest rate ceilings 

Three main arguments were used to justify Regulation Q 
requirements (Gilbert, 1986). One objective was to 
shield bank profits by limiting the competition for 
deposits. Congress felt that competition for deposits not 
only reduced bank profits by raising interest expenses, 
but also could have caused banks to seek riskier 
investments and make high risk loans in order to cover 
the costs. A second objective of interest rate ceilings on 
deposits was to encourage country banks to lend more 
in their local communities rather than hold balances with 
larger banks in financial centers. A final argument was 
that the deposit interest rate ceiling would compensate 

http://en.wikipedia.org/wiki/Deposit_account
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banks for the costs incurred by the newly introduced 
deposit insurance premiums. Interest rate ceilings were 
first imposed on commercial banks in the mid-1930s. 
The ceilings were extended to thrift institutions, such as 
mutual savings banks, savings and loan associations in 
1966 as policymakers believed the competition for 
deposits between commercial banks and thrifts as one 
of the reasons of the rise in residential mortgage interest 
rates and the subsequent slowdown in lending growth. 

Rising competition for household savings 

During the first 30 years under Regulation Q ceiling 
rates on time and savings deposits were sufficiently high 
to put no effective constraint on the interest rates paid 
by most commercial banks (Chart 1). However, market 
rates started to rise from the 1960s4. 1966 marks the 
year when for the first time market rates jumped above 
the ceilings rates for at least some categories of bank 
deposits (Chart 2). The regulators increased the ceilings 
in the period between 1955 to 1986 several times, but 
market rates continued to exceed what commercial 
banks and thrifts were allowed to pay on interest bearing 
deposits, making them less attractive for depositors. In 
the high interest rate environment of the 1970-80s, 
Regulation Q yielded significant unintended 
consequences. Indeed, sharp increases in interest rates 
in late 1979 and early 1980 induced outflows of small-
denomination deposits 5  from commercial banks and 
thrifts into higher yielding money market mutual funds 
(MMFs). MMFs were not subject to reserve 
requirements or Regulation Q ceilings and became a 
very attractive cash-management alternative to bank 
deposits. MMFs grew dramatically in the late 1970s 
when the Federal Reserve’s tight monetary policy 
pushed the money market interest rates as much as 10 
percentage points above ceiling rates (DeYoung, 2009). 
In this period, flow of household funds out of bank 
deposit accounts into MMFs surged (Chart 3). 

Finally, Regulation Q failed to achieve its stated goals of 
restraining competition for deposits or increasing the 
supply of mortgage loans. Instead, it triggered the 
development of bank deposit substitutes like money 
market deposit accounts. This contributed to 
disintermediation of savings. In the same vein, the 
Eurodollar  market  (bank  deposits  denominated  in US 

 
 
 

 
 
 

 
 
 

dollars located outside the United States) initially 
grew up largely as a means of avoiding the regulatory 
costs involved in dollar-denominated financial 
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intermediation, such as Regulation Q, deposit 
insurance fees, reserve requirements (He and 
McCauley, 2012). Larger banks were in a better 
position to bypass these regulations through the 
Eurodollar market and to offer non-deposit 
alternatives to their depositors while smaller banks’ 
lending growth was more constrained (Koch, 2014). 
With the change in the financing model of the 
economy (Chart 4) (see below) and the growing 
sophistication in off bank balance sheet savings 
products (Chart 5), bank deposits dropped to just 40 
percent of GDP in 2000 from around 65% in the mid-
1980s (Chart 6)6. 

 
 
 

 
 
 
 

 
 
 

 
 
 
These unintended effects forced the Federal Reserve to 
loosen and eventually remove entirely the interest rate 
restrictions imposed by Reg. Q. Ceilings for savings 
accounts and time deposits were gradually phased out 
during the period 1981-1986. As of March 31, 1986, all 
caps on deposit interest payments had been eliminated 
except for the ban on demand deposit interest, which 
was then the only remaining substantive component of 
Reg. Q. The prohibition of interest-bearing demand 
deposit accounts was effectively repealed by the Dodd-
Frank Act of 2010. Beginning July 21, 2011, banks have 
been allowed, but not required, to offer interest-bearing 
demand deposits. 

Market regulation contributed to a lenghtening of the 
maturity of household savings 

Stable framework for US capital markets 

In order to restore confidence in the markets following 
the Great Depression Congress passed a series of key 
regulatory acts that shaped the US primary markets 
(Securities Act of 1933), the secondary markets 
(Securities and Exchange Act of 1934) and the 
regulatory regime of the fund industry (the Investment 
Company Act of 1940 and the Investment Advisor Act of 
1940). This legislature, that underwent very limited 
adjustments until today, shaped a stable and 
sustainable backbone of US capital markets and a 
strong asset management industry, contributing to the 
process of banking disintermediation. 
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US pension system forces households to invest into 

long-term securities 

The soundness of the US capital markets also helped 
define the current shape of the US pension system 
which was built in the 1940-50s. The movement for 
pension reform gained some momentum when the 
Studebaker Corporation, an automobile manufacturer, 
closed its plant in 1963. Its pension plan was so poorly 
funded that Studebaker could not afford to provide all 
employees with their pensions. After years of 
investigation and several bills introduced to Congress, 
the Employee Retirement Income Security Act of 1974 
(ERISA) was enacted. ERISA does not require 
employers to establish pension plans. Likewise, as a 
general rule, it does not require that plans provide a 
minimum level of benefits. Instead, it regulates the 
operation of a pension plan once it has been established 
by requiring the plans to meet certain minimum 
standards. The legislature helped restore public trust in 
the pension system. 

Today, retirement assets make up around 35% of total 
household financial assets (Chart 7). Private sector 
pension plans and individual retirement plans make up 
the majority of total retirement market assets (around 
70%), with federal, state and local pension plans share 
standing at just around 20%. Life insurance companies 
annuities account for the remaining 10% share. In the 
US, retirement plans are classified as either defined 
benefit plans (DB) or defined contribution plans (DC), 
depending on how benefits are determined. 

 

 

In a defined benefit (or pension) plan, benefits are 
calculated using a fixed formula that typically factors in 
final pay and service with an employer, and payments 
are made from a trust fund specifically dedicated to the 
plan. Because under the DB plan, companies were 
responsible for delivering a set pension amount to their 
employees during their retirement, the entirety of the 
investment risk fell squarely with the firm. While 
companies still service the old DB plans, they 
discontinued offering new DB plans. The share of 
private DB plans fell below 15% of household retirement 
assets as of late. 

By contrast, in a defined contribution plan, each 
participant has an account, and the benefit for the 
participant is dependent upon both the amount of 
money contributed into the account and the 
performance of the investments purchased with the 
funds contributed to the account. Examples of DC 
plans in the United States include Individual 
Retirement Accounts (IRAs) and 401(k) plans. In such 
plans, the employee is responsible, to one degree or 
another, for selecting the types of investments toward 
which the funds in the retirement plan are allocated. 
This may range from choosing one of a small number 
of pre-determined mutual funds to selecting individual 
stocks or other securities. IRAs and private DCs make 
up almost 60% of total retirement market assets (Chart 
8). Since the majority of retirement assets are held in 
DC plans, the amount the average US retiree gets 
upon retirement directly depends on how their assets 
are invested over time. 
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More generally, the development of pension funds had a 
positive impact on the capital market depth and liquidity 
and contributed to lengthening of the average maturity 
of savings (see Part 3.1). The need to maximize the 
return on pension assets and the combination of bull 
markets and product innovations in the 1980s and 
1990s supported the continuing growth of the fund 
industry until today. According to the Investment 
Company Institute (ICI), the US Investment companies7 
represented USD 18.2 trillion in total net assets at year-
end 2014, holding 30% of US corporate equity, 26% of 
US municipal securities, 46% of commercial paper and 
11% of US government securities. Among them, mutual 
funds managed 48% of household IRA assets (55% of 
other DC plans). 

A progressive reduction in corporates’ dependence on banks 
for funding needs 

Competition from markets came very early. As early as 
the 1920s, the development of debt markets provided 
nonfinancial corporations with alternative funding 
sources to bank loans (Peach, 1941; Carosso, 1970). In 
the high interest rate environment of the 1960-70s, 
search for yield on the investor’ part and companies’ 
need for less expensive financing contributed to a rise in 
market-based intermediation with the development of 
commercial paper, corporate bonds and junk bonds. 

Commercial and Industrial loans became less attractive 
than commercial paper and corporate bonds 

The increase in interest rates above Regulation Q 
ceilings in the late 1970s contributed to large outflow of 
funds from bank deposits (see Part 1.1) and made it 
difficult for banks to raise funds to meet the strong 
corporate loan demand existing at that time. The 
outflows of funds from bank deposits and the regulatory 
costs, such as reserve requirements and FDIC fees, 
hampered banks’ ability to offer competitive rates to 
corporates. Finally, reliance on open market funds 
offered the potential for substantial savings to corporate 
borrowers compared to the cost of bank credit (Chart 9). 
Banks encouraged their financially strongest customers 
to issue commercial paper8 and offered back-up lines of 
credit. Many potential commercial paper borrowers who 
formerly relied exclusively on bank short-term credit now 
turned to the commercial paper market (Abken, 1981; 

Weelock, 1993). Brokerage firms and other financial 
institutions began to create money market mutual funds, 
which pooled small investors’ funds to purchase 
commercial paper (Sherman, 2009). As nonfinancial 
firms acquired familiarity with open market finance 
during the 1970s, they gradually reduced their reliance 
on short-term bank loans. The ratio of nonfinancial 
commercial paper to commercial and industrial (C&I) 
loans at commercial banks, rose from about 7 percent in 
the mid-1970s to almost 15 percent in 1982, the ratio 
peaked in 2000 (Chart 10). 

 

 
 
 

 
 
 

Junk bonds provide an even cheaper source of 
financing for fast-growing companies 

Before 1980, very few junk bonds were issued. Once 
information costs were reduced, the high yield bond 
market really opened up. Initially, the public junk bond 
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market consisted almost entirely of “fallen angels,” or 
bonds whose initial investment grade ratings were 
subsequently lowered. The market began to change in 
1977, when bonds that were rated below investment 
grade from the start were first issued in significant 
quantities (Taggart, 1987; Altman, 2006). Investors’ 
search for higher-yielding securities had enhanced 
interest in lower-grade bonds, so new issues offered a 
way to satisfy this demand. At the same time, the 
changing industrial structure was stimulating the growth 
of a number of medium-sized firms whose lack of credit 
history prevented them from qualifying for investment 
grade bond ratings. Junk bonds afforded such firms 
direct access to investors and thus provided a 
potentially lower-cost alternative to borrowing through 
financial intermediaries. Junk bonds as a share of 
corporate bonds outstanding grew above 10% in the late 
1980s from just around 2% in the late 1970s (Chart 11). 

 

 
 
The adjustments to the Glass-Steagall Act supported 
corporate bond markets 

By the end of the 1970s, technological change and 
rapidly evolving conditions in financial markets had 
made the Glass-Steagall Act untenable. Portions of the 
old regime were dismantled. In 1987 the Federal 
Reserve allowed commercial bank holding companies to 
operate “Section 20” subsidiaries to underwrite 
corporate securities in limited amounts, and in 1989 
began relaxing restrictions in the GSA that had banned 
commercial banks from underwriting corporate 
securities. Corporate bonds9 posted double-digit growth 

in the late 1980s. The passage of the Graham-Leach-
Bliley Act in 1999, which repealed the part of the GSA of 
1933 that prohibited affiliations among banking 
companies, securities companies and insurance 
companies, boosted corporate bond growth further as 
banks were now allowed to underwrite corporate debt 
(Chart 12). The repeal of the last provisions of the GSA 
also allowed for the emergence of broad banking (Barth, 
Brumbaugh and Wilcox, 2000). The Sarbanes–Oxley 
Act of 2002, that was enacted as a reaction to a number 
of major corporate and accounting scandals, including 
Enron and Worldcom, helped restore investors’ 
confidence in corporate financial statements further 
supporting the corporate bond market. 

 

 
 
Capital markets financing started to prevail in the late 
1990s 

The structure of the corporate debt (loans versus debt 
securities, including commercial paper and corporate 
bonds) remained relatively stable from the 1950s to the 
beginning of the 1990s. In the late 1990s-early 2000s 
the corporate share of debt securities financing rose 
sharply to around 60% of total debt liabilities and 
reached 68% in recent years. The share of debt 
securities financing rose at the expense of the share of 
loans which fell during this period (Chart 13). Even 
though there has been greater demand for market 
financing than loans on both sides of the Atlantic since 
2010, in June 2015, the share of debt in the form of 
securities was still five times higher in the United States 
(68% against 14% in the euro area) (Charts 14&15) (see 
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Box 1 for the details on the different accounting 
treatment of US vs euro area non-financial business). In 
the US, this increase in market financing was coupled 
with a decrease in the share of loans carried on bank 
balance sheets. While around 70% of loans from 
financial institutions to non-financial corporates were 
reported on bank balance sheets in the beginning of the 
1980s, this share progressively declined in the following 
years (in favor of finance companies, mutual funds and 
ABS issuers). Now, less than 50% of corporate loans 
are carried on bank balance sheets, so that bank loans 
account for only 15% of corporate debt (Chart 16). 

 

 
 

 
 

 
* The split between holders is supposed unchanged since Q1 2014 (last 
available breakdown) 
 

 

Box 1. Treatment of non-financial noncorporate business under US vs euro area accounting rules 
 

In the Flow of Funds Accounts of the United States, the Federal Reserve provides separate balance sheet data for the households and 
nonprofit organizations sector (L.101) and the nonfinancial business sector (L.102). The nonfinancial business sector is the sum of two 
sub-sectors: the nonfinancial corporate business sector (L.103) and the nonfinancial noncorporate business sector (L.104). The 
nonfinancial corporate business sector consists of all private for-profit domestic nonfinancial corporations while the nonfinancial 
noncorporate business sector consists of partnerships and limited liability companies, sole proprietorships and individuals who receive 
rental income. 
 

In the European Central Bank’s statistics, in accordance with the methodological framework of the European System of Accounts 2010, 
the households sector (S14-S15) consists of households and non-profit institutions serving households (NPISHs) but also includes 
household firms. These cover sole proprietorships and most partnerships that do not have an independent legal status. Thus, contrary to 
US data, the common practice in Europe is to aggregate households and the self-employed in one group. The nonfinancial corporations 
sector (S11) includes all corporate enterprises. 
 

In order to provide comparable figures on the non-financial corporates’ debt structure, in this note, we only refer to the nonfinancial 
corporate business sector in the US (L.103) (Chart 17). As nonfinancial noncorporates generally do not have access to capital markets, 
this methodological choice overstates the importance of bond financing to the nonfinancial business sector as a whole. If we consider all 
the "nonfinancial business" and add nonfinancial corporate loans and noncorporate business loans together, then total loans amount 
rises to 57% of total debt (Chart 18) against 32% if we only consider corporates. This figure is very close to the share of loans in total 
debt of French nonfinancial corporates (61.1%). Yet, in reality, the disintermediation of financing for French corporates has not reached 
the same stage. 
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The rise of securitization, in the 1980s, was 
strongly supported by the introduction of 
federal guarantees in the mortgage market 
The US housing policy and particularly the introduction of 
federal guarantees in mortgages markets helped transform 
the funding structure of the US economy. The creation of 
GSEs planted the seeds for linking mortgage markets with 
broader capital markets. The GSE’s role was to create a 
strong secondary mortgage market for housing loans in 
order to provide a stable source of funding for residential 
mortgages across the country, particularly for low- and 
moderate-income households. The development of 
securitization and asset management techniques in the 
1980s helped the ‘originate to distribute’ model to take hold 
in the US. Under this model, banks move the loans they 
originate off balance sheets by using securitization vehicles 
instead of keeping these loans on the balance sheets. 

Securitization has roots in the history of the US housing 
market 

The rationale of securitization 

Traditional bank lending has four functions: originating, 
funding, servicing, and monitoring. Originating means 
making the loan, funding implies that the loan is held on the 
balance sheet, servicing means collecting the payments of 
interest and principal, monitoring means managing the risk 
profile of loan portfolios. Securitization allows to transform 
pools of immobile, illiquid assets (as mortgage loans) into 
tradable securities, such as mortgage-backed securities 
(MBS10). Banks no longer hold the loans they originate on 
balance sheets. Instead, they sell them off to a securitization 
vehicle (Rosen, 2007). The rise of securitization in the 1980s 
matched very well with the US regulatory agenda, as the 
leverage ratio began to constrain growth in banks’ balance 
sheets11. At a time when money market mutual funds and 
junk bonds issuance expanded, securitization developed as 
an efficient and cheaper way to fund bank loans. The 
emergence of a new class of interest-bearing securities drew 
more funds out of bank deposits. Those new securities 
offered a more attractive return and were better tailored for 
specific investor needs. It became an important source of 
collateral for repurchase agreements or for derivatives 
positions in particular (Gorton, 2010). 
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The transformation of the housing finance system 

The roots of securitization go back to housing regulation of 
the 1930s to the 1980s and to the cultural importance of 
homeownership in the United States. The post-war time 
period of growth of the ‘middle class’ in America is 
particularly important in this respect. The New Deal 
policies passed during the Great Depression framed the 
US housing market. Before this time the federal 
government did not intervene in housing. The large  
 

majority of mortgage loans were on a short-term, 
renewable basis, frequently involving high interest rates 
and were retained on banks’ balance sheets. But the 
Great Depression hurt the housing market so badly that 
the government decided to help revitalizing it and boost 
home ownership through several pieces of legislation. 
These reforms set the stage for a new institutional 
framework shifting the role of lenders and granting a key 
role to federal guarantees (see Box 2). 

 
 

Box 2: After the Great Depression, housing policies shaped a new housing finance system 
 

Several pieces of legislation, aiming to provide a stable source of funding for residential mortgages and boost home ownership, have 
progressively transformed the housing finance system and promoted the role of federal guarantees in the secondary mortgage market: 
 

- The Federal Home Loan Bank Act of 1932 created the FHLBank System. This system was designed to serve as a reserve credit 
system to support housing and provide relief to troubled homeowners and lending institutions. It established twelve regional Federal 
Home Loan Banks. It also provided the FHLBanks with authority to borrow up to USD 215 million from the US Treasury and to issue tax-
free bonds as a source of loan funds (known as “advances”) for the benefit of member institutions (savings and loan associations, 
cooperative banks, insurance companies); 
 

- The Home Owners Loan Act of 1933 established the Home Owners Loan Corporation (HOLC). It was capitalized with USD 200 million 
in treasury funds and allowed to issue bonds up to USD 2 billion to finance operations for three years. The HOLC was authorized to 
refinance the mortgages of home owners threatened with foreclosure and to make cash advances to pay taxes and to fund necessary 
housing repairs; 
 

- The National Housing Act of 1934 established the Federal Housing Administration (FHA). Through the FHA, the federal government 
began to insure mortgages issued by qualified lenders, providing mortgage lenders protection from default. If a borrower failed to make a 
payment, the FHA was required to cover the unpaid balance. This was financed through insurance premiums, fees, and interests on 
invested reserves. FHA also expanded the use of fixed-rate, longer-term mortgages; 
 

- The Housing Act of 1937 created the United States Housing Authority to control the subsidies to be paid by the US government to local 
public housing agencies (LHAs) to improve living conditions for low-income families; 
 

- The Federal National Mortgage Association (FNMA or “Fannie Mae”) was created in 1938 as an amendment to the 1934 Act. Originally, 
Fannie Mae was a federal government agency. Its mandate was to act as a secondary mortgage market facility that could purchase, 
hold and sell FHA-insured loans. Through its operations, Fannie Mae created liquidity in the mortgage market, providing lenders with 
cash to fund new home loans. One of the objectives was to raise levels of home ownership and the availability of affordable housing. 
The mortgage market remained relatively unchanged following the creation of Fannie Mae until 1944, when was created the Veterans 
Administration (VA) mortgage insurance program. Fannie Mae began to purchase VA-guaranteed loans in 1948 and its business grew 
rapidly; 
 

- The Federal National Mortgage Association Charter Act of 1954 transformed Fannie Mae from a government agency into a public-
private, mixed ownership corporation; 
 

- It was not until 1968, however, in response to the need to further broaden the funds base available for mortgages that the housing 
finance system began to resemble its current form. The Housing and Urban Development Act was enacted in 1968 to help low- and 
moderate-income families to gain further access to home ownerships. Congress established the Government National Mortgage 
Association (GNMA or “Ginnie Mae”) as a government owned corporation, a structure it retains to this day, and privatized “Fannie Mae” 
which role became to purchase and retain “conventional conforming loans”12; 
 

- Through the Emergency Home Finance Act of 1970, Congress established the Federal Home Loan Mortgage Corporation (FHLMC or 
“Freddie Mac”), to help savings and loan associations manage the challenges associated with interest rate risk. The FHLBanks originally 
capitalized Freddie Mac with a USD 100 million contribution. Freddie Mac issued the first conventional loan mortgage-backed security 
(MBS) in 1971. 
 

- Between 1966 and 1982, inflation and the Federal Reserve’s efforts to fight it, drove mortgage rates to unprecedented heights. In a 
step to deal with its high exposition to interest rate risk (its business activities were focused on purchasing mortgage loans and holding 
them in its portfolio), Fannie Mae initiated in 1981 a program to issue MBS similar to the program Freddie Mac had already established. 
 



 

    

economic-research.bnpparibas.com Conjoncture January 2016  13 

    

 

 
 

- In 1982, the Commission on housing estimated that the economy “could no longer rely so completely on a system of highly regulated 
and specialized mortgage investors and a single type of mortgage instrument”. It called for a new legal and regulatory structure and a 
broader-based housing finance system. It set the stage for an expansion of Freddie Mac’s and Fannie Mae’s activities in the mortgage-
backed securities area.  
 

- In 1989, Freddie Mac’s corporate structure was reorganized to one similar to Fannie Mae’s: a for-profit corporation owned by private 
shareholders rather than by the FHLBanks. 
 

Sources: Colton (2002), BNP Paribas 
 

 

Federal guarantees were a game changer 

Securitization industry was born in the 1970s with 
the issuance of “pass-through” securities13 or MBS by 
Ginnie Mae (1970), Freddie Mac (1971) and Fannie 
Mae (1981). Legislation played a key role in the growth 
of the secondary mortgage market, particularly through 
the activities of Fannie Mae and Freddie Mac, which 
grew remarkably from the 1980s. Innovative securities 
structures broadened the investor base, allowing more 
funds to move from securities markets into mortgage 
markets and reducing mortgage rates for home buyers. 

 

The business model of the Government Sponsored 
Enterprises (GSEs) 

“Ginnie Mae”, “Fannie Mae” and “Freddy Mac” as we know 
them today were set-up in the 1960s (see Box 2). Ginnie 
Mae is the only “government-owned enterprise” (benefiting 
explicit guarantee from the US federal government), while 
Fannie Mae and Freddie Mac are "government-sponsored 
enterprises" (GSEs), which are federally chartered 
corporations, but still privately owned by shareholders 
(without explicit guarantee from the US federal government 
even if they are considered de facto or "effective" 
beneficiaries of a federal guarantee after the US government 
rescued them from insolvency in 2008) (see Schema). 

 
 

Schema. Explicit vs implicit federal guarantees 
 (“effective” after the US government placed the two GSEs under conservatorship) 

 

 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
 
 
 
 
 

 
 
 

Explicit federal guarantee Implicit federal guarantee 

Ginnie Mae 
(government-owned enterprise) 

Fannie Mae and Freddie Mac 
(government-sponsored enterprises) 

explicit guarantee explicit guarantee 

Ginnie Mae guarantees the timely payment of principal and 
interest on RMBS to investors. It only guarantees securities 
backed by single-family and multifamily loans insured by 
government agencies. 
Ginnie Mae neither originates nor purchases mortgage 
loans. It does not purchase, sell, or issue securities. Instead, 
private lending institutions approved by Ginnie Mae originate 
eligible loans, pool them into securities, and issue the Ginnie 
Mae MBS. 

Fannie Mae and Freddie Mac have the same business 
model. They buy mortgages from lenders, pool those 
loans together and then sell them to investors as MBS 
in the open market. They guarantee MBS against 
defaults on principal and interest payments. 
Fannie Mae and Freddie Mac can also retain the 
mortgages or MBS in their portfolios, along with MBS 
that they buy to private issuers. They fund these 
assets by issuing agency debt. They are forbidden 
from originating loans. 

US federal government 
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For a fee, Ginnie Mae guarantees timely payment of 
principal and interest on mortgage-backed securities 
(MBS) collateralized by federally insured or guaranteed 
loans (mainly loans insured by the FHA or the VA). 
Ginnie Mae MBS do not expose investors to any credit 
risk, as it is covered by the explicit agency guarantee, or 
any counterparty risk, as the issuer default risk is 
covered by Ginnie Mae. By guaranteeing the servicing 
performance of the issuer – not the underlying collateral 
– Ginnie Mae protects itself from the credit risk of the 
mortgage loans. Ginnie Mae securities are the only MBS 
to carry the full faith and credit guaranty of the US 
government. 

As government-sponsored private corporations 
(government-sponsored enterprises, GSEs), Fannie 
Mae and Freddie Mac are limited to operating in the 
secondary “conforming conventional” mortgage market. 
They can neither lend money directly to households in 
the primary market, nor deal in mortgages with balances 
above a certain size (“conforming loan limits”). Their 
activities take two broad forms, a “credit guarantee” 
business and a “portfolio investment” business (Frame, 
Fuster, Tracy and Vickery, 2015). They buy conforming 
mortgages from banks, thrifts or mortgage banks. They 
can keep those loans on their own balance sheets or 
pool them together and issue MBS, called “agency 
MBS”. The two GSEs promise investors timely 
payments of principal and interest, even if there are 
defaults on the underlying loans. In return of this 
guarantee, they receive a periodic fee, an insurance 
premium coming out of borrower’s interest payment. 
They can also retain or buy agency MBS and non-
agency MBS. They fund these purchases by issuing 
“agency debt”. 

GSEs and private issuers: Crowding-out or knock-on 
effect? 

The GSEs’ debt securities and MBS have never 
benefited from the full faith and credit guaranty of the 
federal government. Nevertheless, before the financial 
crisis, most investors generally assumed that the 
government would not allow Fannie Mae and Freddie 
Mac to default on their obligations14. That perception of 
an implicit federal guarantee stemmed from the legal 
status of government-sponsored enterprises rather than 

as fully private entities; from two past episodes in which 
federal government assisted trouble government-
sponsored enterprises (US GAO, 1990); by the inclusion 
of their securities in the “agency” market along with 
securities that had explicit federal backing. It was 
reinforced by the specific benefits that the two entities 
received that result in lower operating and funding costs. 
They did not have to register their securities with the 
Securities Exchange Commission; they were exempt 
from state and local corporate income taxes; they had a 
line of credit with the Treasury; they were required to 
hold very little capital to protect against losses. This 
allowed the two GSEs to become key players in the 
secondary market for mortgage loans. 

The perception of a federal guarantee enabled the two 
entities to borrow in the capital markets at significantly 
low interest rates. It also caused investors to place a 
higher value on MBSs guaranteed by the GSEs than on 
MBSs guaranteed by private mortgage insurers and 
allowed the enterprises to charge lower guarantee fees 
compared to those charged by private companies. As a 
result, Fannie Mae and Freddie Mac have been able 
over the decades to issue debt and MBS at lower yields 
than their stand-alone financial strength ratings would 
otherwise warrant, by 20 to 40 basis point (Nothaft, 
Pearce and Stevanovic, 2002; Ambrose and Warga, 
2002, Passmore, 2005). This funding advantage was 
partially passed on to borrowers in the form of lower 
cost of credit. Prior to the financial crisis, conforming 
mortgages had lower interest rates than jumbo loans 
(mortgages with principal balances above the 
conforming loan limits), with estimates of the gap 
ranging from 10 to 30 basis points depending on the 
sample period and estimation approach (Kaufmann, 
2014; DeFusco and Paciorek, 2014). Today, GSEs’ debt 
securities and MBS continue to benefit from sustained 
demand as they enjoy a favorable regulatory treatment 
under Basel 3 rules (in particular in the risk-weighted 
capital ratio and the Liquidity Coverage Ratio). 

At first glance, it might appear that GSEs may have 
crowded out private MBS issuers (until at least 2004). 
However, it could also be true that federal guarantees 
supported growth of the private segment by indirectly 
funding it. Indeed, Fannie Mae and Freddie Mac 
bought large amounts of privately issued MBS. By the 
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end of 2007, they owned over USD 300 billion of non-
agency MBS and funded those purchases by issuing 
debt securities backed by the implicit guarantee from 
the US federal government. The GSEs also promoted 
it by standardizing the securitization process (CBO, 
2014). 

Private-label securitization deals emerged in the late 

1970s. 

Over the course of the 1980s, a favorable legal, tax 
and accounting securitization framework was shaped. 
This framework supported growth of private-label 
securitizations (securities issued and insured by 
private companies without government backing). 
Private securitization covered mortgage-related and 
consumer loans such as credit cards, auto loans, 
student loans, home equity loans etc. While 
government agencies and government-sponsored 
enterprises (GSEs) provided a bulk of housing 
financing in the late 1990s - early 2000s (80% until 
2003), private securitization grew rapidly between 
2004 and 2006. Private-label residential MBS (RMBS) 
issuance in the United States increased from USD 27 
million in 1976 to USD 69 billion in 2000 and USD 686 
billion in 2006, making up 43% of RMBS and 26% of 
total mortgage-related issuance in 2006 (see Charts 
19 & 20). The share of all types of private mortgage-
related securities, such as RMBS, CMBS 15, CMO16 , 
home equity and manufactured housing, increased 
from 18% in 1996 to 52% in 2006 (Chart 21). 

 
 

 

 
 
 

 
 
 

Agencies lost their market share between 2004 and 
2006 as a result of the limits set on GSEs’ portfolio 
growth and the rise in large and/or risky home loans that 
did not meet GSE’s eligibility criteria. Private issuance 
growth was associated with a decline in lending 
standards over the period (CBO, 2010; FHFA, 2010). 
The financial crisis interrupted this trend. While private-
label securitization collapsed in the wake of the crisis, 
agency-related issuance remained firm as the two GSEs 
were rescued from insolvency by the US government 
and placed under the conservatorship of the Federal 
Housing Finance Agency (FHFA17). 

As private MBS issues vanished, the secondary market 
is again dominated by government agencies and GSEs. 
In 2014, Fannie Mae and Freddie Mac owned or 
guaranteed 45% of home mortgage debt outstanding 
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(Chart 22) and about 65% of new residential mortgage 
loans (according to the CBO). Through its financial 
commitment to the two GSEs and its other mortgage 
programs, the federal government backed about 80% of 
all new residential mortgages (CBO) and 60% of home 
loans outstanding (Chart 22)18. 

 

 
 
 

It is difficult to know whether the private-label market 
would have recovered quickly in the absence of the 
GSEs, but the crisis demonstrated how fragile a fully 
private secondary market would be. More than seven 
years later, Fannie Mae and Freddie Mac still remain in 
conservatorship and policymakers remain divided on what 
their ultimate fate should be. Even if they are considering 
a range of proposals to encourage a larger private role in 
the secondary mortgage market, the withdrawal of federal 
guarantees seems not to be in the agenda. 

Private securitization issuance in the United States is 
currently running at one quarter the level observed in 
2005 (Chart 23), but is slowly recovering. The recovery is 
supported by a modest pick-up in issuance of private 
asset-backed securities (ABS) and commercial mortgage-
backed securities (CMBS). Strong consumer demand for 
cars and trucks has been a driving force behind the 
domestic economic recovery as consumer borrowing for 
autos has grown tremendously. More recently, growth in 
ABS has been supported by credit cards backed issuance, 
as strong demand for autos finally broadened to a wider 
range of goods and services (Chart 24). As of 2014, autos 
and credit cards backed issuance made up two thirds of 
total ABS backed issuance. 

 
 

 
 

In comparison, in Europe, securitized products issuance 
not only contracted strongly since 2008 (Chart 25) but 
more than 50% of securities issued in the first three 
quarters of 2015 were retained on the banks’ balance 
sheets (54.5% of outstanding in Q2 2015), presumably 
for repo or other secured financing. 
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The US financial system underwent an extensive 
transformation in the 1980s 

By the end of the 1980s, the US financial system 
became heavily market-dominated while financial 
systems in continental Europe remained universally 
bank-dominated. The surge in securities markets and 
the takeoff in securitization greatly contributed to the 
decline in regular banking activities such as originating 
and holding loans on balance sheet, starting in the 
1980s (Chart 26). In December 1951, American banks 
still held nearly 44% of financial assets, compared to 
only 6 % for other financial intermediaries. Other 
financial institutions started to play a growing role in the 
end of the 1970s and, after about thirty years, held 43% 
of financial assets in 2007 (Chart 27). Notably, US 
brokers-dealers’ and ABS issuers’ share of financial 
intermediation grew rapidly as financial flows 
progressively shifted from the balance sheets of 
commercial banks and savings and loans to the capital 
markets (Adrian and Shin, 2010). The share of financial 
assets held by securitization vehicles (ABS issuers and 
GSEs) rose from only 1% in December 1951 to 18% by 
the end of 2007 (Chart 28). 

Since the beginning of the 2000s, bank loans account 
for only a third of the debt of households 19 and non-
financial corporations (after having peaked at 55% in 
1974), a share which is less than half the figure for the 
euro area (Chart 29). The substitution of creditors is 
more visible for home mortgage loans, a segment that 
was largely securitized. Since the 2000s, only 30% of 
household mortgage loans are held on US bank balance 
sheets20. 70% of loans outstanding were either sold to 
issuers of mortgage-backed securities or, to a smaller 
extent, originated and kept by mortgage companies 
(Chart 30). Although the data gathered under the Home 
Mortgage Disclosure Act tend to underestimate the size 
of the secondary market for mortgage loans 21 , the 
numbers do reveal the fact that these loans stay on the 
originator’s balance sheet only temporarily (Bhutta, 
Popper and Ringo, 2015). Overall, about 80% of 
household mortgage loans originated in 2014 were sold 
during that year. Banks reported selling more than 
three-fourths of their originations (they accounted for 
over one-half of all reported mortgage originations) while 

mortgage companies sold nearly all the loans they 
originated (they accounted for 45% of mortgage 
originations). Credit unions sold half of their originations. 
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US economy indebtness also supported 
disintermediation 

Beyond the regulatory and institutional framework, the 
size of capital markets depends on the volume of funds 
being channeled towards them. In this regard, the need 
for long-term savings on the part of American 
households and the foreign investors’ demand for US 
long-term debt securities, such as Treasuries or Agency 
mortgage-backed securities, further accommodated the 
process of disintermediation. These aspects are specific 
to the US. The absence of these conditions in Europe 
may be creating a major obstacle to the development of 
market finance. 

American households are heavily in debt but they also invest 
more extensively in financial assets 

The debt ratio of the American households rose 
sharply from around 70% in the beginning of the 
1980s to a high point of 124% at the end of 2007 and 
after the crisis fell to just above 100% at the end of 
2014, as the Federal Reserve easy monetary policy 
allowed households to refinance at lower rates and 
pay down some of the existing debt (Chart 31). 
However, at its current level of 103% of GDP, the US 
household debt remains significantly higher than the 
current average debt ratio of the households of  
the euro area, which stood at 61% in June 2015 
(Chart 32). 
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American and European households not only have 
different levels of debt, they also differ greatly in the way 
they allocate their savings. This is usually explained by 
differences in tax rules, a lack of trust of European retail 
investors in financial markets, a lack of adequate 
financial expertise or just higher risk aversion but it can 
also be related to the way households deal with their 
liquidity constraints. While in the euro area households 
engage in liquid precautionary saving to smooth their 
outlays during the economic cycles, American 
households opt for short-term borrowing when they lack 
funds which allows them to adopt, as explained below, a 
longer horizon when allocating their savings. Thus, 
consumer credit stood at 6% of GDP in the euro area at 
the end of 2014 against 19% in the US. 

As American households are heavily in debt, saving 
rates in the US remain extremely low in comparison to 
other countries. However, American households also 
invest more extensively in financial assets (saving 
accounts, pension or insurance contracts, direct 
holdings of securities or mutual fund  
shares …). Financial assets held by the households 
currently account for 420% of GDP in the United States 
against 210% in the euro area. In addition, the savings 
of the American households are invested into long-term 
securities to a larger extent. In the euro area, most 
households either deposit their savings at a bank or 
invest them in real estate, or they may save via a 
pension or insurance contract. In the US, direct holdings 
of equities and mutual fund shares also account for a 
significant share of households’ financial assets. In June 
2015, 35% of the financial assets of the households in 
euro area consisted in deposits and shares of money 
market mutual funds (29% in France), against only 15% 
in the United States22. Conversely, the capital markets 
share in household financial assets was much higher in 
the United States (78% of the total of the financial 
assets of the households) than that in the euro area 
(62%). In the US, retirement savings and equities form 
the bulk of long-term savings (Charts 33 & 34). 

The status of the US dollar as an international reserve 
currency has also supported US capital markets 

The growing role of the US dollar as an international 
reserve currency could also have been a determining 
 

 
 
 
 

 
 

factor in the disintermediation process. By the early 1960s, 
the US dollar’s fixed value against gold, under the Bretton 
Woods system of fixed exchange rates, was seen as 
overvalued. A sizable increase in domestic spending on 
Great Society programs and a rise in military spending 
caused by the Vietnam War gradually worsened the 
overvaluation of the dollar. As a result, investors 
demanded higher returns on dollar investments, thus 
pushing interest rates higher. By March 1968, the Gold 
Pool disintegrated and the seven leading central banks 
agreed to replace it with a two-tier system of official and 
private gold prices. The Bretton Woods system dissolved 
between 1968 and 1973. In August 1971, US President 
Nixon announced the suspension of the dollar’s 
convertibility into gold and by March 1973 the major 
currencies began to float against each other. From the 
1970s, the removal of controls on capital flows fostered 
the internationalization of financial markets. 
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The accumulation of current account deficits resulted 
in a negative net international investment position 
with respect to the rest of the world from the 
beginning of 1980s. The negative position regularly 
grew deeper as capital inflows exceeded outflows 
until reaching approximately 25% of GDP. These 
capital inflows mainly took the form of acquisitions of 
long term government securities (USD 5°380 bn held 
by non-resident investors out of the total of USD 
10 675 bn on June 30th, 2014, which represents 
50%). In addition, the inflows consisted of 
investments in private bonds (the proportion of 
foreign holdings stood at 25%) and securities issued 
or guaranteed by the US GSEs (11%) while the 
outgoing American capital was invested mainly in 
foreign equity shares. Throughout the 2000s, holding 
by the non-resident investors of long term US debt 
securities (USD 9 000 bn at the end of December 
2013), whether the investments were made in 
Treasuries or Agencies (the net position stood at 
USD -5 500 bn) or private debt (USD -1 200 bn) 
clearly exceeded that of the US investors in foreign 
bonds (USD 2 300 bn). It is extremely probable that 
the confidence of investors that the United States 
government’s will always honor its debt and agency 
debt to foreign investors left more room for US 
residents to invest in corporate or ABS bonds. The 
less constraining regulation framework of the time 
(low risk weight for securitizations, absence of 
constraints relating to size or leverage) and the 
search for collateral and yields could have spurred 
some European banks, penalized by a margin 
squeeze, to invest in US securitized bonds (in 
particular certain Irish banks or German 
Landesbanken). All the more as they had cheap 
access to US dollars funding through US money 
market funds. These developments boosted demand 
for securitized assets and further promoted banking 
disintermediation. 

 
 

 
 

          
 
 

The key ingredients of banking disintermediation in the 
US began to form after the Great Depression and began 
transforming the nature of financial intermediation in the 
1980s. This process took several steps, driven by a mix 
of regulatory, political, market and macroeconomic 
factors. US policy-making has provided continuous 
incentives to the development of a market-based 
financing model over time from the Glass-Steagall Act in 
the 1930s to the development of government agencies 
and GSEs in the 1970s, which benefitted from either 
explicit or implicit guarantees from the US federal 
government. Specific to the US, households and 
corporations’ strong confidence in markets, a wider use 
of consumer credit that facilitates long-term savings, the 
US dollar’s status as an international reserve currency 
and the accumulation of current account deficits from 
the beginning of the 1980s have allowed a strong 
development of deep and liquid capital markets with a 
wide variety of instruments, thereby supporting the 
process of banking disintermediation. 

It is premature to assess the impact of the post-2008 
crisis regulations on US banking disintermediation. At a 
first glance, the process of disintermediation is gradually 
resuming with investors’ search for yield. Additionally, 
the recent post financial crisis legislature (Dodd-Frank 
Act and Basel III) made it more expensive for banks to 
fund their assets, increasing the significance of non-
banking financing. In order to avoid the collapse of the 
US financial system in the middle of the crisis, the US 
federal government and the Federal Reserve stepped in 
to provide public “safety nets” not only for insured 
depository institutions but also for primary dealers, 
GSEs, Money Market Funds or for specific institutions 
(as Bear Stearns and AIG) and key credit markets (as 
commercial paper and asset-backed commercial paper 
markets). The Federal Reserve stated that no financial 
institution should be considered as “too big to fail” 
anymore and recently issued a new rule prohibiting its 
emergency lending programs to be used for the purpose 
of aiding specific companies to avoid bankruptcy or 
resolution. However, its pragmatism and its enforcement 
ability had given rise to the expectation that it would do 
so again if another such calamity were to occur and 
further supported investors’ confidence in capital 
markets. The crisis also revealed that the dominance of 
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nonbanks and markets in financing the economy 
brought with it not only economic benefits but also risks 
to financial stability and urged for a more suitable 
monitoring and regulation of institutions and markets in 
the shadows. 

Whatever the evolution of the regulatory framework in 
the coming years is, the US market-based financing 
model as well as the “originate to distribute” model are 
unlikely to change in a dramatic way. Although there is 
some discussion about reforming GSEs and reducing 
their market share, there are no concrete plans to 
withdraw the federal guarantees from the mortgage 
market, the only real measure that could call into 
question the American financing model. 
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NOTES 
 
1 Banking intermediation refers to the share made up by depository institutions in the overall amount of financing granted to domestic non-
financial agents. Unfortunately, available data do not allow assessing this accurately (for example, we can’t evaluate the placements of banks 
in securities issued by nonfinancial corporations or their role in the preparation and execution of fund raising on the equity and bond markets). 
Another problem is that equities outstanding are reported at market value. To calculate equities outstanding restated for valuation effects, it is 
generally recommended to proceed with an accumulation of flows starting from an initial outstanding. The size of share buybacks by US non-
financial corporations and the relatively short horizon of European temporal series rule out the possibility of making this calculation over very 
long periods. That’s why we focus our analysis solely on the financial debt of non-financial agents and on banking intermediation in the narrow 
sense of the term, that is on the share of loans to households and nonfinancial corporates carried on bank balance sheets. This is an 
imperfect measure of the share of bank intermediation since the financial liabilities of US non-financial corporations are comprised of equities 
(74%) (valued at market value), debt instruments (18%) and loans (8%); compared to 65%, 5% and 30%, respectively for non-financial 
corporations in the Eurozone. 
2 Debt instruments include debt securities (commercial paper, corporate and foreign bonds, Treasuries, Agency- and GSE-backed securities, 
municipal securities) and loans (mortgages, consumer credit, other types of depository institution loans, other loans and advances). The 
domestic financial sector is defined as domestic banks and nonbank financial institutions, excluding the monetary authority. 
3 The growth of US capital markets and the decrease in traditional banking activities might not be viewed as a decline of the banking industry. 
For example, the growth in underwriting or servicing fees earned by banks could mitigate some lost interest income from traditional loans. 
Equally, the fall in the weight of depository institutions in the financial system should not make us forget their close relationship with other 
financial institutions (inside a banking group or through financial contracts). Obviously, the boom in markets and financial innovation in the 
1980s profoundly changed the role of credit intermediaries in the US, gumming the lines between the various players. We will not analyze 
relationships between banks and non-banks in this paper. 
4Federal government expenditures exceeded receipts since 1969. A negative balance of payments, growing public debt incurred by the 
Vietnam War and Great Society programs caused the dollar to become increasingly overvalued. In 1971 more and more dollars were being 
printed in Washington, then being pumped overseas, to pay for government expenditure on the military and social programs. It escalated to 
the point where holders of the dollar started to lose faith in the ability of the U.S. to cut budget and trade deficits and demanded higher returns 
on dollar investments, thus pushing interest rates higher. However, most of the increase in market interest rates since the mid-1960s resulted 
from rising inflationary rate expectations. Inflation picked up in the late 1960s, ratcheting up from about 3% in 1966 to nearly 6% in 1971. In 
1973-1974, the first of two major “oil shocks” increased the price of petroleum four-fold, dramatically raising energy costs for both consumers 
and businesses. Workers’ wage demands outpaced the rate of productivity growth, driving up unit labor costs for businesses. The annual 
inflation rate spiked to over 10% in 1974 and again in each of the three years from 1979 to 1981. The origins of the Great Inflation of 1965 to 
1984 are widely believed to be Federal Reserve policies that allowed for an excessive growth in the supply of money. The Great Inflation 
began and continued largely because monetary policymakers felt constrained to accommodate expansionary fiscal actions. More generally, 
monetary policymakers felt that they needed to support the administration’s and Congress’s desire for low unemployment above all else, 
allowing for expansionary monetary policy as inflation kept creeping higher. Rising inflation resulted in higher inflation expectations, in turn 
pushing up the level of interest rates. 
5 Deposits in denominations of USD 100 000 or more were made exempt from Regulation Q in June 1970. According to some studies, 
Regulation Q altered the allocation of wealth in the economy, causing those with relatively small savings to forego billions of dollars in interest 
income they might otherwise have earned (Gilbert, 1986). 
6 In the early 2000s, the exceptional growth in loans, sustained by the development of securitization (see Part 2), led to a huge rise in 
deposits. The recent financial crisis arrested investors’ willingness to invest in risky assets and led to an explosion in cash deposits. From 
2009, this trend was supported by the Fed’s asset purchases. Indeed, through its Quantitative Easing program, the Federal Reserve mainly 
bought assets from nonbank financial firms (as Government Sponsored Enterprises), the households sector (inc. hedge funds and private 
equity funds) and foreign investors. Since most of the sellers lack deposit accounts at the Fed (except GSEs), these purchases had to be 
credited to the account of the sellers’ clearing bank – creating reserves at the Fed on the asset side of bank balance sheets – and to the 
sellers’ bank deposit accounts – creating bank deposits on the liability side of bank balance sheets. 
7 Open-end mutual funds, closed-end funds, exchange-traded funds and unit investment trusts. 
8 The Securities Act of 1933 requires that securities offered to the public be registered with the Securities and Exchange Commission. 
Registration requires extensive public disclosure, including issuing a prospectus on the offering, and is a time-consuming and expensive 
process. Most commercial paper is issued under Section 3(a)(3) of the 1933 Act which exempts from registration requirements short-term 
securities as long as they have certain characteristics (maturity, denomination …). 
9 Unlike government securities, the securities of GSEs, or municipal debt securities, corporate debt securities are subject to the registration 
with the Securities and Exchange Commission (SEC) and reporting provisions of the Securities Act and the Exchange Act of 1933. To a great 
extent therefore, regulation of the initial offering of debt securities is similar – even identical – to the regulation of equity offerings. Beginning in 
the 1980s the fixed income market changed as hold-to-maturity investors were replaced by institutional investors who actively trade fixed 
income securities. The introduction of shelf registrations in SEC in 1982 gave a boost to corporate bond market development by allowing 
issuers to access the market on short notice. Shelf registration is a process authorized by the SEC under Rule 415 that allows a single 
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registration document to be filed by a company that permits the issuance of multiple securities. Before each offering and sale is actually made, 
the company must file just a relatively short statement regarding material changes in its business and finances since the shelf prospectus was 
filed. 
10 Mortgage backed securities (MBS) are bundles of mortgages which are packaged together as one instrument and sold like a bond. The 
payments from all the individual mortgages are then distributed to the holder of the mortgage backed security. MBS are secured by a 
mortgage, or more commonly a collection ("pool") of mortgages. 
11 The leverage ratio was introduced very early in certain parts of the US (dates back to the early 1900s) but it only became a constraint for all 
US banks from the 1980s. 
12 In order to be “conforming”, a mortgage loan must meet certain criteria that would allow Fannie Mae and Freddie Mac to purchase the loan. 
The most significant of the criteria is the loan limit, which refers to the maximal amount of the loan. Other criteria include standards for debt-to-
income ratios and financial documentation that must be submitted by the borrower to support the loan. 
13 A “pass-through” is a pool of fixed-income securities backed by a package of assets. A servicing intermediary collects the monthly payments 
from issuers and, after deducting a fee, remits or passes them through to the holders of the pass-through security. The most common type of 
pass-through is a mortgage-backed certificate, where homeowners' payments pass from the original bank through a government agency or 
investment bank to investors. 
14 In the midst of the financial crisis, the investors’ perception has proved right as the government did bail out the GSEs by p lacing them into 
conservatorship. 
15 The mortgages of private label MBS may be residential (RMBS) or commercial (CMBS) depending on the type of loans they are backed 
with. 
16 A collateralized mortgage obligation (CMO) is a type of mortgage-backed security in which principal repayments are organized according to 
their maturities and into different classes based on risk. A collateralized mortgage obligation is a special purpose entity that receives the 
mortgage repayments and owns the mortgages it receives cash flows from (called a pool). The mortgages serve as collateral, and are 
organized into classes based on their risk profile. Income received from the mortgages is passed to investors based on a predetermined set of 
rules, and investors receive money based on the specific slice of mortgages invested in (called a tranche). 
17 FHFA is an independent regulatory agency responsible for the oversight of the GSEs. Its function is to ensure that the GSEs operate in a 
safe and sound manner so that they serve as a reliable source of liquidity and funding for housing finance and community investment. 
18 Based on the methodology proposed by Frame, Fuster, Tracy and Vickery (2015), we estimate that both GSEs held on their balance sheet 
(in plain form or as securitized loans) or had securitized and sold (with the effective guarantee of the federal government) close to 45% of 
outstanding home loans (around USD 4 500bn out of USD 9 900bn in total outstanding). This methodology consists in adding together 1. the 
stock of securities backed by home loans issued by Fannie Mae and Freddie Mac and sold to third parties, 2. the securities issued by the 
GSEs and retained on their balance sheet, and 3. portfolios of loans and non-agency mortgage-backed securities purchased by GSEs for 
investment purposes. To avoid any double-counting, cross-holdings have been excluded (MBS issued by Fannie Mae and held by Freddie 
Mac, and vice versa). If we also take into account Ginnie Mae securities backing non-conventional loans and non-conventional loan portfolios 
held for investment purposes by the two GSEs, close to 60% of outstanding home loans (around USD 6 000bn) were covered, at least to 
some extent, against credit risk by the federal government in 2014. This evaluation overlooks the fact that conforming conventional loans with 
a LTV ratio of over 80% must be supplemented with private insurance covering initial losses. Also, for all conforming loans, mechanisms for 
sharing credit risks with investors have been introduced recently. 
19 In order to provide comparable figures (see Box 1), “US households” refer in this note to the households sector and to the nonfinancial non 
corporate business sector (tables L.101 and L.104 in the Flow of Funds Accounts of the United States). 
20 Household mortgage loans are valued by weighting mortgage loans on bank assets by the weight of households (as debtors) for this type of 
loan. 
21 The HMDA data tend to underestimate the size of the secondary market: loans sold during a calendar year different from the year of 
origination are reported as having been kept on the originator’s balance sheet. 
22 In the Flow of Funds, as some items on the household financial account are deduced through subtraction, household assets can include 
assets held by domestic hedge funds, private equity funds and personal trusts. 
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