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Dedication

For Jacob Mai and Louis Van

May you live the American Dream . . .
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Preface

The American Dream

I AM ONE OF THE lucky ones. I profited off the housing bust. I leveraged the Great Recession to live the American Dream.

In May 2009, with the housing market in free fall, I bought a foreclosure. I scrounged money saved living in a nonprofit housing complex near the University of California at Berkeley, where I’d gone to school, and, with help from my parents, my wife’s parents, and my grandmother, cobbled together a down payment on a two-bedroom house.

The house isn’t much. It’s boxy, a thousand square feet, up a hill on the southern edge of San Francisco, but from my favorite chair in the living room, I can see the Pacific Ocean. Like millions of other Americans, my home is now my primary source of wealth. It’s my hope for retirement and my backup plan for financing my children’s college education. Eight years after I bought it, my mortgage payments are lower than what many of my friends and colleagues pay to rent their apartments. In the morality play of recession and recovery, my experience shows the good guys can win, and the profiteers sometimes lose.

Before I bought it, the home had fallen into foreclosure, subject to a scheme hatched by three Filipino American women who flipped San Francisco real estate between one another, artificially driving up the purchase price. The first woman bought the house for $547,000 in 2003, quickly defaulted on the new mortgage, and then unloaded the house for the generous sum of $663,000. The seller repaid what was owed to the bank, but since the resale price had been much more than what she paid, the result was a huge profit. Given that banks pay the full amount of the purchase price to the seller, those earnings came out of the loans issued to the second buyer.

That was in 2004. The trio did the same thing again for $825,000 in 2007, just before the crash of 2008–09. Each time, property records show, the women put down almost no money. Credit flowed free and easy, and nobody from any of the banks appeared to ask any questions. Through this system, the women were able to clear more than $100,000 in profit each time they sold.

Besides this hustle, the women divided up the home, splitting the kitchen in two with cheap Sheetrock to create an extra bedroom. They rented the house out to undergrads from nearby San Francisco State University, who doubled up in rooms (and painted the living room a fluorescent-lime green). But the $2,500 the speculators collected each month in rent did not come close to covering their monthly mortgage payments, which—thanks to the ballooning purchase prices and ever-larger amounts of debt—came to nearly $4,000, excluding property tax and insurance. Again they defaulted on their mortgage. Previously, that might simply have been the cue to pull the same six-figure trick as before, but here the three women ran out of luck. When property values collapsed in the bust, the speculators were left without access to easy credit, and their small real estate empire crumbled. In April 2008, when they lost the house to foreclosure, the mortgage on the house was $44,000 greater than it was when they’d taken it out the year before. Nevertheless, in less than five years they had managed to pocket hundreds of thousands of dollars from banks that did not care if the loans they were making were in any way responsible.

“People were doing things they never should have been doing,” our agent, Menelva Boyd, said when we told her about the scheme. Menelva, a sixty-eight-year-old African American divorcée from Tyler, Texas, was also a neighbor of ours in the nonprofit housing complex. She’d spent weeks driving us to open homes in her silver Nissan Ultima before locating this foreclosure—which was discounted on account of its confusing tenant situation.

My wife, Ngoc, and I hadn’t been looking for a home on top of this hill. I wanted to live closer to the shops and streetcar line that ran down Ocean Avenue—from City College of San Francisco, to the tony neighborhood of West Portal, and then into a tunnel that sped commuters downtown each morning.

And yet, when I saw the house, I felt like we had won the lottery. A third-generation San Franciscan who has never felt at home anywhere else, I had previously given up the possibility of raising my own children in the city of my birth. Successive waves of gentrification had driven real estate prices far beyond the modest means of working journalists, and the housing bubble had made things worse. Now, thanks to the bust, a home had miraculously fallen into my price range. If I could pull this off, we would have the peace of mind that came with our own piece of land. We would know that if we worked hard and made our mortgage payments, we could never be evicted. Secure in the locked-in payments of a fixed-rate mortgage, we’d be able to breathe easy with the knowledge that there would be no landlord to skimp on repairs, jack up the rent, or try to force us out in favor of wealthier tenants.

Still, there were complications. I worried that if we did buy the house, we wouldn’t be able to move in. The garage was full of junk hoarded by one of the women, a thin, forty-four-year-old with hip, rectangular eyeglasses, who—together with another one of the three speculators—had sold the home at a hefty profit in 2007, when all appeared fine in the housing market. Now she was claiming to be a tenant, creating a sticky legal situation that drove away other prospective buyers. But we needed to move. Ngoc was pregnant with our first child, and though we had rearranged our apartment to fit a crib in our bedroom, we knew we would soon need more space than our affordable-housing unit could provide.

Our families urged us to be aggressive. Ngoc had come to the United States as a refugee in 1975, the result of the courageous actions of her father, a lieutenant in the South Vietnamese navy. On April 30, the day Saigon fell to the Communist North Vietnamese, he loaded his family onto a boat and steered it to an American base in the Philippines. After the US government flew them to a resettlement camp in Arkansas, her family made a series of brief moves—first to the cold of western Michigan, where they were sponsored by a Christian family; then to not-much-warmer upstate New York, where they reunited with other members of the Nguyen clan—before settling in Southern California.

Ngoc’s parents toiled for decades as factory workers in the aerospace industry. Her father, a swing-shift machinist, logged hundreds of hours of overtime, while her mother labored six days a week making brake parts on an assembly line. But like millions of other immigrants, their path to the American Dream also had a lot to do with savvy real estate investments. In 1979, just four years after they arrived in the States, the two pooled together their life savings—much of which they had carried out by hand in the form of gold bars as they fled Vietnam—and bought a small single-story bungalow near LA’s Griffith Park for $24,000 in cash. By 1987, the home had already increased in value. So, they went to Bank of America and took out a $30,000 home equity loan to finance the purchase of a Minimart and a small apartment building in the San Fernando Valley. Two more apartment buildings followed. While the women who speculated on our house were in it for the quick flip, Ngoc’s family invested for the long haul. They never stopped working their blue-collar jobs, and dedicated their nights and weekends to maintaining the buildings themselves. They made money month after month charging rent on the apartments. Eventually they sold them, using the profits to buy a Laundromat and then a small medical building on Ball Street in Anaheim—a stone’s throw from Disneyland. As property values increased, their wealth grew, their future secure.

“Buy property,” was one of her father’s favorite sayings. After the crash, it seemed to begin every conversation. “You want to find something in a neighborhood that’s up and coming—not one that’s hot right now. You’ll end up paying too much.” Failing to buy during the downturn, when the nation’s housing market was having a 50-percent-off sale, was simply not an option.

Ngoc’s parents offered—or rather insisted—on helping us with the down payment. “Think of your family. Think of your future,” her father said. During visits to their Los Angeles–area home, we spent hours looking at online real estate listings together. He could talk of little else.

My own parents’ story was less dramatic but offered the same message. I was raised in San Francisco, the son of a nurse and a college professor whose smartest financial decision had been to buy a three-bedroom house two blocks from Golden Gate Park in 1975. According to family lore, my paternal grandfather, who lived in Toledo, Ohio, couldn’t believe the $75,000 purchase price and ranted that my parents had been fleeced. But with the passage of years, the home proved to be a bargain. By the time Ngoc and I began looking for a house after the bubble burst, my parents’ mortgage was all paid off. They, too, were able and eager to help.

So, on May 23, 2009, I walked six blocks to the credit union where I’d banked since I graduated from high school in 1995, and applied for a loan. The loan officer, Richard Ruiz, looked at our tax returns, the money we’d saved living in an affordable-housing complex, and the help we expected to get from our family. “Let me see what I can do,” he said. A half hour later, he came back with a letter we could show to the sellers’ real estate agent. We would become homeowners.

THREE MONTHS AFTER we bought the house, we negotiated the women’s exit. After consulting a lawyer, I gave them three months’ free rent—during which time they continued to pocket $2,500 a month from the San Francisco State students—after which they promised to deliver the building vacant.

When we moved in, everything was gone, including some of the things they were supposed to leave behind—a refrigerator, stove, and washer-drier—but we didn’t make an issue of it, as the Obama administration was helping us remodel. The Internal Revenue Service sent a check for $8,000; technically a tax credit for first-time home buyers. We used the money to hire a family friend to paint the exterior, demolish the Sheetrock wall that divided the kitchen, restore scuffed hardwood flooring, and build a deck off a second-floor bedroom that provided access to the backyard. We were able to take a stimulus tax credit for that, too, for energy efficiency, because when adding the deck, we replaced old, leaky windows with an insulated sliding door.

This, of course, was how the stimulus was supposed to work. Many economists argued that these tax credits did little to help the recovery because they rewarded relatively privileged people—like me—who probably would have bought anyway. But knowing we would get an $8,000 stimulus check put us over the top in our debate over whether to buy the foreclosure. Once we purchased the house, it gave us money to put people to work.

It was a story visible all around our southwest San Francisco neighborhood. Soon after we finished our reconstruction, an elderly Chinese immigrant bought the crumbling home next door. He moved in with his grown son, a union member who delivered room service at one of the downtown hotels. They proceeded to fix it up, planting cherry blossom trees and African amaryllis in a backyard that had been overgrown with weeds. Through our son’s day care, we met another recently arrived family: a community college instructor married to an urban gardener who ran a nonprofit that restored native plants. They, too, had combined frugal savings practices with family help to achieve the American Dream.

During this period, contractors’ trucks were so ubiquitous in my neighborhood that I naively assumed the housing crisis allowed many young people like me to become homeowners. But as a business reporter writing for the New York Times, I came to see how rare my experience was.

Most of the people foreclosed on during the crisis were not scam artists but hardworking victims of a down economy, or decent people taken in by aggressive salesmen hawking predatory mortgage products. Big banks, which had received a multitrillion-dollar taxpayer bailout, did little to help struggling borrowers. In March 2010 the US Treasury Department estimated that six million home loans were at least sixty days delinquent, but the government reported that only 230,801 Americans had renegotiated their loans with the help of the Making Home Affordable program,1 the part of the bank bailout that was supposed to help homeowners stave off foreclosure.

Getting assistance was hard for everyone, but institutional racism meant that African American and Latino borrowers, who banks had consistently given worse terms to during the boom, found it especially hard to access government programs designed to help during the bust. In surveys, housing counselors reported that as they dealt with the bureaucratic hell of recalcitrant banks’ mortgage modification programs, their black and brown clients were far more likely to be told that the lender had lost their documents or that their applications were incomplete. The result was that while a majority of people who lost their homes were white, people of color were disproportionately impacted. As of June 2010 the nonprofit Center for Responsible Lending estimated that 11 percent of African American and 17 percent of Latino homeowners had already lost their homes or were “at imminent risk of foreclosure”—compared with 7 percent of whites.2

The story of Theodros Shawl was typical. Until October 2011, the forty-year-old chiropractor had owned a three-bedroom, two-bathroom bungalow in West Oakland, a hardscrabble neighborhood with streets lined with dilapidated homes that had long been a center of African American political organizing on the West Coast. In 1966, it gave birth to the Black Panther Party. Shawl bought the house for $335,000 in 2004, his first since emigrating from Ethiopia in 1990. In the intervening seven years, he’d rebuilt its foundation and replaced its aging plumbing and electrical systems. “I liked the fact that it was an older home that I could repair and paint and fix there on the weekends,” he told me. “I was always at Home Depot. I was living the American Dream.”

Shawl paid for that maintenance by taking out loans against the value of his property, which, on paper, at least, increased over time. Gradually, the amount he owed went up rather than down, and his payments increased. This wasn’t a problem for Shawl, who made a good living. But in the fall of 2011, after he was sidelined with a wrist injury, he fell behind on his payments and lost the home to foreclosure. At the time, Shawl owed about $400,000. If Bank of America “had been willing to reduce my balance to three hundred thousand, I would have been able to afford to keep it,” he told me. But the bank—which had been saved by a $45 billion taxpayer bailout3—wasn’t willing to pass that relief on to him.

INDEED, MOST OF the beneficiaries of the foreclosure crisis were not first-time home buyers who secured a thirty-year fixed mortgage with family support. Instead, they were a new breed of corporate landlord that bought up entire neighborhoods and held the homes in shell companies, with the true identities of their owner unknown to most of the new tenants. In Oakland, for example, a nonprofit organization called the Urban Strategies Council found that between January 2007 and October 2011, more than 40 percent of the 10,508 homes that went into foreclosure in the hard-hit city had been purchased by real estate investors—usually with cash.4

After Bank of America took Theodros Shawl’s bungalow, it sold it to a shell company called REO Homes 2 LLC, which purchased 171 foreclosures in Oakland after the bust.5 The sale price? Just half the balance Shawl was seeking in mediation: $152,000.

Two months later, the company put the home back on the market as a rental, describing it as a “gorgeous remodeled Craftsman-style house” with a converted basement, a large deck, and a backyard. This turn of events confounded economic expectations. Rents were already high. On paper, at least, all the economic incentives favored homeownership. For example, Shawl’s old home was listed for a daunting $2,595 a month—a price that would allow the new, corporate owner to repay the entire cost of the purchase in less than five years. Most of the other homes in the limited liability company’s portfolio were being rented out at similarly high prices. Public records showed that, on average, the company paid $139,000 per home—meaning that if families had bought these houses with traditional thirty-year mortgages, they would have ended up paying about $600 a month, not counting taxes and insurance. By buying at the bottom, they—like me—would also have insulated themselves from rising rents, keeping down costs as the economy recovered. With each monthly payment, they would have been paying down the principal, building equity, and generating wealth to pass on to the next generation. Instead, all that wealth would go to the shell company’s investors.

THE RISE OF these corporate landlords drove a generational transfer of wealth from hundreds of thousands of individual homeowners to a handful of well-heeled bankers and titans of private equity. But wasn’t this just the way of the market? If someone wanted to buy one of those $139,000 homes, he or she just needed to get there first, before REO Homes or whichever LLC was trying to scoop up the local housing stock. The problem was that the system was rigged in favor of the speculators. In fact, as the years passed and the economy recovered and jobs returned, banks still refused to lend to individuals and families, and the nation’s homeownership rate continued to fall, until, in 2016, eight years after the crash, it hit its lowest level in more than fifty years. Like the wave of foreclosures themselves, this credit desert particularly harmed people of color, with the homeownership gap between blacks and whites opening wider than it was during the Jim Crow era, when discrimination was legal and encouraged by the government.

These developments had sweeping implications. In America, the average homeowner boasts a net worth that is a hundred times greater than that of a renter: $200,000 for homeowners compared with $2,000 for renters, according to the US Census Bureau.6

This is not because homeowners make a hundred times more money than renters. (Homeowners take home about twice as much every month, according to the government.) Rather, it is because owning a home represents the only way for most middle-class families to save money. Researchers at the nonpartisan Brookings Institution found the average middle-class household spends nearly 80 percent of its income on just five essentials: housing, food, clothing, health care, and transportation. In other words, most of a family’s money is gone before they can even think about going to the movies or sending their children to college.7 The news gives us daily updates on the Dow Jones Industrial Average, but figures from the US Census Bureau tell us this is largely irrelevant to most Americans’ savings plans. Indeed, only 20 percent of American families own stocks or mutual funds, and the average household has about $4,000 in the bank.

So, month after month, most of a family’s income disappears. Clothing is worn until it is discarded. Food is eaten. Health care dollars disappear into the accounts of insurance companies and hospital chains. Gas money is burned up by a car that, if purchased, loses value the moment it is driven off the lot. Only housing, representing 35 cents of every dollar spent by the average middle-income family, has the chance to retain, or even increase, in value. Every month, when a homeowner makes a mortgage payment, she basically makes two payments. The first is a tax-deductible check to the bank that covers the interest, and the other is to herself, in the form of additional equity in her home.

By buying up large numbers of homes during the bust, real estate magnates removed properties from the market and stole this opportunity from millions of Americans. These speculators were part of a great but inglorious US tradition. In every generation, there are people who hold their money, waiting for a crisis, so they can pounce and profit off the pain of others, often creating financial dynasties that last generations. Their organized disaster profiteering has been with us since at least the Civil War. The Panic of 1873, a multiyear economic collapse spawned by inflation and rampant speculation by railroad tycoons, allowed John D. Rockefeller, founder of the Standard Oil Company, to buy out his competitors and corner the oil market, while industrialists Henry Clay Frick and Andrew Carnegie gobbled up large sections of Pittsburgh and its nearby mining assets and launched US Steel. President John F. Kennedy’s father, Joseph Kennedy, famously shorted the stocks of America’s largest corporations after the 1929 stock market crash and then used the Great Depression to amass an empire’s worth of real estate, liquor companies, and movie studios.

The very phrase “American Dream” comes from this dark period, coined in 1931 by Pulitzer Prize–winning historian James Truslow Adams in an immodestly titled book, The Epic of America. An early selection of the Book of the Month club, it was a runaway best seller. What made the country unique, Adams argued, was opportunity. America, he proclaimed, was not like the Old World of Europe, where vast sums of wealth passed from kings, queens, and lords as a result of their noble birth. It was a place where success was based on hard work. “The American dream,” he wrote, is a “dream of being able to grow to the fullest development as a man or woman, unhampered by barriers which had slowly been erected in older civilizations, presented by social orders which had developed for the benefit of classes rather than for the simple human being of any and every class.”8

To some extent, that may seem like a call for unfettered capitalism and free markets, but Adams was a New Dealer who believed the government should intervene to make sure everyone had the chance to live the American Dream. “The project is discouraging today, but not hopeless,” he wrote, as leaders “are beginning to realize that, because a man is born with a particular knack for gathering in vast aggregates of money and power for himself, he may not on that account be the wisest leader to follow nor the best fitted to propound on a sane philosophy of life.”9

This vision of the American Dream wasn’t against capitalism or moneymaking per se, but it was against amassing money simply for money’s sake. It was in favor of a certain type of moral capitalism, where people worked hard not only to make money but also to help their families and their communities. For Adams, the stakes in curtailing the power of gluttonous billionaires were high. Allowing them to effectively own the country would be “the failure of self-government, the failure of the common man to rise to full stature, the failure of all that the American Dream has held of hope and promise for mankind.”10

FROM OUR EARLIEST days in school, most of us are taught that the United States has always been a nation of homeowners and that homeownership is central to the American way of life. But the reality is that until President Franklin Delano Roosevelt launched his New Deal during the Great Depression, the franchise of ownership in America was overwhelmingly rural. Slavery and its legacy meant that very few African Americans owned homes, but nor did the vast majority of city-dwelling whites. For the first 150 years of our republic, the federal government didn’t help city dwellers buy homes. It simply encouraged them to move. In 1862 President Abraham Lincoln signed the first of several Homestead Acts, this one granting up to 160 acres of land to settlers who farmed it for five years. “Go West, young man, and grow up with the country,” the influential New York newspaper publisher Horace Greeley wrote in 1865.11 Still decades later, homeownership remained scarce not only in a major metropolis such as New York City but also in small towns and frontier cities such as Omaha and Saint Louis, where the homeownership rates in 1890 were 26 percent and 21 percent, respectively.12

That year, the frontier “closed” with the displacement of Native Americans from large sections from Oklahoma, the last time the federal government would hand large amounts of land to white settlers by expropriating it from American Indians. The era of western expansion was over. The industrial revolution was pushing an increasing number of Americans to cities, as the United States was no longer an agrarian society. Three-fifths of Americans lived in homes that were not on farms, and, the Census Bureau found, 63 percent of them rented.13

Homeownership was available only to the rich, and the inability for most Americans to buy their own home was at the heart of the wealth gap. It wasn’t just that wages were low; there was also almost no way for working people to finance a major purchase. Bankers such as the emerging John Pierpont “J. P.” Morgan didn’t make home loans that allowed working-class Americans to acquire property. Instead, their focus was large and industrial: they financed railroad barons, the builders of steel mills, and other tycoons of the Gilded Age. The mortgages that did exist were usually offered by builders and life insurance companies, but they were decidedly short term—usually no longer than five years—during which time many borrowers paid interest but very little, if any, principal. At the conclusion of the loan’s truncated term, the borrower would be required to come up with the entire amount, then called a “bullet” payment. If the borrower couldn’t manage that (and most usually couldn’t), he could refinance into a new loan, also short term and including a bullet payment provision. Property values usually went up over time, and banks could always take the house if the borrower couldn’t refinance. Still, the requirement to put down half the purchase price and repay the rest so quickly put homeownership out of reach. Hardworking families had no choice but to crowd into buildings that lacked proper plumbing and frequently caught fire. “Dirt and resolution reign in the wide hall-way, and danger lurks on the stairs,” muckraking journalist Jacob Riis wrote in his 1890 opus on New York City tenements, How the Other Half Lives:

The arched gateway leads no longer to a shady bower on the banks of the rushing stream, inviting day dreams with its gentle repose, but to a dank and nameless alley, shut in by high brick walls, cheerless as the lives of those they shelter. The wolf knocks loudly at the gate in the troubled dreams that come to this alley, echoes of the day’s cares. A horde of dirty children play about the dripping hydrant, the only thing that thinks enough to make the most of it: it is the best it can do. These are the children of tenements, the growing generation of the slums; this is their home.14

The tenements’ residents, Riis wrote, were hardworking families: Irish bricklayers, Italian produce vendors, and owners of Chinese laundries. “New York’s wage-earners have no other place to live, more is the pity. They are truly poor for having no better homes; waxing poorer in purse as the exorbitant rents keep rising.”15

Riis’s work sparked outrage, leading to the creation of modern building codes and health and safety standards. However, neither Riis nor other prominent progressives of his day made the argument that these industrious Americans should be given a path to homeownership, so they could build wealth and pass it on the next generation. Instead, Riis offered this: “The tenement has come to stay and must itself be the solution of the problem with which it confronts us. This is the fact from which we cannot get away, however we may deplore it.”16 At the time, 1.5 million people lived in Manhattan, two-thirds of them in tenements.17 The homeownership rate there was 6 percent.18

As even more Americans moved to the cities, the nation’s homeownership rate declined further. Their incomes devoted to landlords instead of to mortgages, working Americans had no means to save, and wealth became increasingly concentrated. The federal government paid little attention—that is, until the 1917 Russian Revolution led politicians to worry. Income inequality in the United States had become so severe that comparisons between working Americans and the elites and Russian peasants and the tsar did not seem far off to many. When, in 1917, the US Socialist Party leader Eugene V. Debs declared “class war is our war and our only war” and opposed America’s entry into World War I on the grounds that its proponents were “lined up side by side with the vultures of Wall Street . . . with Morgan, Rockefeller, Schwab [Charles M. Schwab, the steel magnate] and company,”19 it resonated because those families had amassed vast fortunes, while the vast majority of Americans had almost nothing. According to researchers at UC Berkeley, the richest 1/10th of 1 percent of America’s families held a greater share of the country’s wealth in 1917 than the bottom 90 percent combined. (The Berkeley researchers found that in today’s dollars, rich families were worth $65 million, on average, more than four thousand times the equivalent of the average of $17,000 held by the overwhelming majority of Americans. As I’ll explain, the wealth gap narrowed over the ensuing decades, but the researchers found that most Americans began losing ground in 1986, and when the housing bust hit, the wealth gap exploded. By 2012, the top 1/10th of 1 percent again owned as much as the overwhelming balance of the American people.)20

President Woodrow Wilson argued that increasing homeownership was key to preventing Communism in the United States. People who owned property, the former Princeton University president reasoned, would be invested in the capitalist system. But Wilson did little that actually made it easier for families to buy homes. Instead, he pushed public relations over policy. In 1917 the US Department of Labor launched an Own-Your-Own-Home campaign, handing out “We Own Our Own Home” buttons to schoolchildren and distributing pamphlets saying it was a “patriotic duty” to cease renting.21 Such impossibly aspirational trinkets were as far as the federal government was willing to go.

The effort continued in the 1920s under Herbert Hoover, who, as commerce secretary, headed up the quasigovernmental Better Homes in America organization, which likewise carried out a public relations campaign to promote homeownership. Problem was, there was still no way for working-class people to get loans without a bullet payment at the end of five years.

“The finance of home building especially for second mortgages, is the most backward segment of our whole credit system,” Hoover, now president, fumed at a 1931 national planning Conference on Home Building and Homeownership. “It is easier to borrow eighty-five percent on an automobile and repay it on the installment plan than to buy a home on that basis—and generally the house requires a higher interest rate.”22 But despite his rhetoric, Hoover, like Wilson before him, did little to force the banking industry to help Americans buy homes. And as the Great Depression deepened following the 1929 stock market crash, his relief efforts focused on subsidizing financial institutions rather than tottering homeowners. Instead, in a move eerily repeated eighty years later after the 2008 housing bust, Hoover created a new government agency to pump money into banks, propping them up, with the idea that it would eventually trickle down to working-class families.

That did not transpire. In its first two years, the Hoover program received forty thousand applications from individual borrowers for direct loans. Three were approved.23 Progressives, and some Democrats, called it a “millionaires’ dole.” And as with the Great Recession, activists argued that the banks’ failure to lend to individual home buyers was holding back the entire economic recovery. “Millions of families would jump at the chance if homeownership were really put within their reach,” the housing reformer Edith Elmer Wood wrote in 1930. “The building trades would go to work again, other industries would follow in their wake, and the present era of depression would be over.”24 But it would take a new president to help the country realize the dream.

IN US HISTORY, few policies have brought us closer to a universal American Dream than the New Deal. Though, as we’ll discuss later, its appalling racism barred millions of African Americans from purchasing their own places to live—powering a racial wealth gap that would span the century—the impact of its housing programs was dramatic. Thanks to Franklin D. Roosevelt’s sweeping plan, the US economy emerged from the Great Depression fundamentally changed—not only richer than when it began but also more economically equal, as white working-class families were empowered to own their own homes and control their own destinies.

By 1945, the year World War II ended—shortly after FDR’s sudden death three months into his unprecedented fourth term in the White House—an astounding 50 percent of city-dwelling Americans owned homes. That figure rose to 54 percent in 1950 and surpassed 60 percent in 1960, by which time thirty-two million US families owned their own homes—twice as many as in 1940.25 The postwar boom was a golden age in terms of prosperity and income equality. At the center of it was the way Franklin Roosevelt’s New Deal made homeownership an integral part of the middle class. By the year 2000, more than two-thirds of Americans owned their own homes.26

This book is about the latest group of vulture capitalists, who were smart enough to pull their money out of the mortgage market before the Great Recession and then canny enough to jump back into the market in a stunning—and highly profitable—reversal. Throughout it, you’ll meet businessmen (yes, all of them are men) who made billions betting big after the bust, often with the help of the government. Years later, they presented themselves as daring risk takers who saved the United States from economic disaster. But the truth is they took advantage of a rigged system, buying so low that they risked comparatively little, especially when we, the taxpayers, agreed to pick up their losses.

I call these magnates Homewreckers because of the way they caused and then profited off a historic decline in US homeownership. Though the ultimate owner of Theodros Shawl’s home was a young speculator from Southern California, many of the biggest players turned out to be close friends and associates of Donald Trump, and, in many ways, their moves during the Great Recession mirrored those of Donald’s father, Fred, who built the family fortune by buying foreclosures on the cheap during the Great Depression. It should not be a surprise, then, that Donald Trump cheered for a housing bust during the boom that preceded it. “I sort of hope that happens,” he said in a taped conversation for students at his Trump University real estate seminar program in 2006. “People like me would go in and buy like crazy.”27

Not for the first time, Donald was all bluster. His money stayed in golf courses and casinos, and one company, Trump Entertainment Resorts, declared bankruptcy in 2009.28 It was his friends and sometime business partners who would buy homes and trade them on Wall Street. The Homewreckers had a lot in common with the future president. Like Trump, many were real estate moguls with Hollywood connections who regularly traded in their wives for younger models. And most of them maintained a residence in a small patch of Manhattan not far from his signature building, Trump Tower, which rises fifty-eight floors above Fifth Avenue in Midtown Manhattan—although, of course, that was only one of their many homes. Now, ensconced in power following Trump’s election, these capitalists are creating new financial products that threaten to make the wealth transfers of the bust permanent. This book is that story.





The Homewreckers

A Cast of Characters

Thomas J. Barrack Jr., founder and CEO, Colony Capital; contrarian investor; chairman of President Donald Trump’s inaugural committee

James Christopher “J. C.” Flowers, managing director and CEO, J. C. Flowers & Co.; private equity investor specializing in financial services

John Paulson, founder, Paulson and Co., and hedge fund manager whose firm made $15 billion betting against the US mortgage market

Jamie Dimon, chairman and CEO, JPMorgan Chase, America’s biggest bank by assets

Sean Hannity, Fox News personality, real estate investor

Jared Kushner, real estate investor, senior advisor to his father-in-law, President Donald J. Trump

Steven T. Mnuchin, US Treasury secretary; former chairman and CEO, OneWest Bank

Joseph Otting, US comptroller of the currency; former CEO, OneWest Bank

Wilbur L. Ross Jr., US secretary of commerce; founder, WL Ross & Co.; bankruptcy expert; buyer of BankUnited

Stephen A. Schwarzman, chairman and CEO, the Blackstone Group; buyer of BankUnited; investor in Invitation Homes

George Soros, Hungarian American investor who once “broke the Bank of England”

John Thain, former chairman and CEO, CIT Group; buyer of OneWest Bank

Donald Trump, president of the United States

Fred Trump, home builder, father of the president of the United States
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Financial Freedom





Chapter 1

The Salesman

RICHARD HICKERSON WAS SEVENTY-NINE YEARS old, dying of cancer, with a lesion the size of a tennis ball that was slowly taking over his liver.

Dick, as everyone called him, had been a garrulous man. Generously overweight and given to wisecracks and Hawaiian shirts, he’d spent almost his entire life in and around Los Angeles, with the exception of the four years as a navy cook after World War II and the two years he worked in Arizona when his children were young.

Dick had lived a good life, retiring at age sixty-seven from a career at the local water department, but now it was coming to an end. His doctors prescribed painkillers to make his chemotherapy easier, but it wasn’t enough. He drank, hiding spent vodka bottles around the house so that his children wouldn’t see them.

His seventy-seven-year-old wife, Patricia, was also sick, three years into the downward spiral of Alzheimer’s disease. A former executive at a company that printed personal and business checks, she had lost the ability to comprehend simple financial transactions such as making change or paying bills. On her worst days, Patricia experienced hallucinations. “Please, please—you have to come get me,” she said during a call home to her eldest daughter, Sandy Jolley, after she was hospitalized for knee replacement surgery. “They have locked me in the basement with little children who are screaming.”

When Patricia returned home from the hospital, she was docile, submissive, childlike. She stopped tending to the rose bushes she’d planted alongside the row of fruit trees in their backyard. She had enjoyed computer games such as Solitaire but stopped playing them because she could no longer do the math required to play cards.

The dementia was hard for Sandy to take. A fiercely independent woman, with straight brown hair and intense green eyes, Sandy had, at age fifty-three, moved back home to take care of her parents. She loved them, but the role did not come naturally.

Sandy had left home at nineteen for an ill-fated marriage to an airline pilot, divorced, and then raised their daughter, Kristin, as a single mother, spending much of the 1980s selling computer hardware up and down the West Coast. She was driven; the sort of woman who has an opinion about everything—a trait she tried to balance by rigorously practicing meditation and yoga.

Now, with Kristin grown, Sandy did her parents’ shopping, paid their bills, and did their laundry—all while working as an event planner for an organization that sponsored networking luncheons for professional women at hotels and conference centers in downtown Los Angeles and Beverly Hills. However, her job allowed her to work from home much of the time.

Enfeebled by their illnesses, the Hickersons did what a lot of old people do as the end nears: they watched TV in the living room for hours. Dick would sit in his favorite chair, with his golden retriever, Travis, in his lap; Patricia, on the sofa. Dick usually picked the station. He loved reruns of The Rockford Files, a 1970s NBC drama starring James Garner as fast-talking Southern California private detective Jim Rockford, who deployed wordplay more frequently than his unpermitted Colt revolver. Another favorite was Hart to Hart, an early-eighties ABC crime show starring Robert Wagner and Stefanie Powers as a wealthy couple who often find themselves working as amateur detectives.

Dick Hickerson grew up in a solidly middle-class family. His father, Percy, owned a small tool and die factory. But according to census records, Percy rented the family home, a stucco, single-story Spanish-style bungalow in West Los Angeles, where he and his homemaker wife, Ella, raised Richard and his three older brothers.

Homeownership came by way of the GI Bill. When Dick returned home from the navy in 1954, at the age of twenty-seven, he and his new wife, Patricia, used a loan backed by the Veterans Administration to buy their first home: a single-story bungalow in the far-western reaches of the still-rural San Fernando Valley. As their family grew, and the equity in their house grew along with it, they got another VA loan to buy a slightly larger home in the horse-pasture suburb of Chatsworth. Finally, in 1980, they used a fixed-rate VA loan to buy the two-story home in neighboring Thousand Oaks, where they would live for more than twenty years.

The house lacked a swimming pool but was otherwise the very definition of the suburban Southern California domicile many Americans dream of. It was simple but spacious, painted white with decorative black shutters. There was a lemon tree, a hydrangea bush, and a wooden bench on the front lawn, and a two-car garage where Dick installed a workbench and they parked a late-model Oldsmobile sedan.

They lived on Benson Way, a side street just north of Highway 101, slightly up a hill. From their second-floor bedroom in the back, which faced north, Patricia and Dick could see for miles, past the future home of the Ronald Reagan Presidential Library, to the mountains behind, while a smaller front bedroom boasted a panoramic view of the Santa Monica Mountains.

They had so many memories there. The Hickersons built a deck, and for years, on the Fourth of July, they invited the entire family—their four daughters, one son, and eventually seven grandchildren, along with many of their friends and neighbors—over for a barbecue that ended with fireworks. As he grilled, Dick would crack jokes that, at least to him, never got old. One favorite: he’d yell for Patricia to get something out of “the icebox” just so he could hear her respond, in frustration, “We don’t have an icebox; it’s a refrigerator.”

Now, such hosting duties beyond them, Dick and Patricia stared at the screen. Not only the same shows, but the same commercials played over and over again. The pitchmen were James Garner and Robert Wagner.

The two actors were selling reverse mortgages, a financial product available to Americans sixty-two and older that allows them to pull money out of their home. They are, as the name suggests, the reverse of a traditional mortgage. Rather than lending an amount of money that must be paid back gradually over time, with interest, the reverse mortgage company allows a senior citizen to borrow cash against their house and never asks for it back. Instead, the lender makes money by charging interest and fees each month and folds those charges into the principal. As time goes on, the balance grows larger, often far outstripping the amount of money the homeowner actually receives. When the elderly borrower dies, the loan comes due. At that point, the reverse mortgage lender is required to offer the house to the heirs—for either the size of the loan or 95 percent of the home’s appraised value, whichever is smaller. The loans can grow so big that foreclosure is common, with the bank taking the house.

The Hickersons didn’t need money. They weren’t hurting for cash. Late in life, they had a $300,000 investment portfolio and received $2,600 a month in Social Security. They still owed $120,000 on the house, thanks to a series of refinances over the years, but they weren’t underwater. They had about $400,000 in equity in their home, and their mortgage payments were well within their means—just $600 a month—which they paid using the interest from their savings.

Still, Dick was worried about his wife. How would she fare once he was gone? He’d asked his daughter Sandy to research what veterans’ benefits might be available to her as a surviving spouse. Since Patricia had already been diagnosed with Alzheimer’s disease, a preexisting condition, long-term-care insurance would not be available.

Garner represented the biggest reverse mortgage lender, Financial Freedom Senior Funding. The former Jim Rockford was an old man now, with a raspy voice and a grey, receding hairline. He wore a blue sweater vest and stared into the camera on an empty set with a digital image of the red, white, and blue logo of Financial Freedom Senior Funding waving like an American flag behind him. It was a soft sell, using the same sort of folksy straight talk Garner’s characters used on TV. “I’d like to talk to you about something you should know. It’s called a reverse mortgage,” Garner said. “It’s a safe, easy way to get tax-free money.

“Now, I’ve got to tell you I was reluctant to talk about reverse mortgages because, like a lot of folks, I didn’t understand the facts,” he added. “But as I learned more, I realized that this is something that many senior homeowners can benefit from. I sure think you should at least look into it.”

Dick reached for the phone and called the number on his screen. A few days later, a packet came in the mail, and soon a salesman arrived at their door.

THE SALESMAN, LESLIE Barnhart, lived over the hill in Simi Valley, about ten miles away. He was new to reverse mortgages, having been trained at a seminar in Orange County the previous December. It was easy. There was no license or exam required to sell reverse mortgages. He was paid 100 percent on commission: $1,300 per transaction for loans based on preset appointments and $2,500 for cold calls. A veteran salesman in his midfifties, he also held a valid California real estate license and sold long-term-care insurance. The more he sold, the more money he made. On the other hand, if he failed to sell, he made no money, so while James Garner’s television pitch was soft, Les Barnhart’s was significantly harder.

His first visit to the Hickerson home was on Friday, March 11, 2005. The weather was sunny and mild, the high 66 degrees. Barnhart came with his standard presentation: a nineteen-slide red, white, and blue PowerPoint deck illustrated with stars and piles of cash, with text punctuated by exclamation points.

“With a Reverse Mortgage, you don’t have to make monthly payments,” one of the first slides read. “Instead, a Reverse Mortgage pays you!” Said another: “You can continue to live in the comfort of your own home and enjoy its full appreciation while receiving monthly tax-free cash advances and long-term financial security.”

Barnhart’s contract was with Pacific Reverse Mortgage, a San Diego company that sold loans to Financial Freedom the same day it made them. So, the salesman wasn’t the only player whose interest lay solely in selling. His employer was also essentially a sales outfit. If Barnhart did his job and got the Hickersons to sign, Pacific Reverse Mortgage would never have to pay a cent—that would be the responsibility of Financial Freedom. The way the system worked, it wouldn’t matter to Barnhart or his employer if anything went wrong after they originated the mortgage. By then, they would be long gone.

In his presentation, Barnhart downplayed the possibility that the bank might, in theory, take the Hickersons’ home. The house would remain in their name until they both died, he said, and, at that point, their heirs would have the choice of keeping the home or selling it. There it was, in PowerPoint:

“How safe are Reverse Mortgages? They are totally safe. It is impossible to fall behind on payments because there are none to make.”

“So, you ask, ‘What’s the catch?’” the final slide read. “None.” The government, in the form of the Federal Housing Administration, “has designed this so there are no catches.”

That Sunday, two days after his initial visit to the Hickersons’ home, Barnhart was back. Dick and Patricia invited him to stay for lunch. He returned again later in the month and brought Patricia flowers. Each time Les visited, Sandy was out—either working or running errands for the household—and her parents never told her about the salesman’s visits. She had no idea a reverse mortgage was even under consideration; she was primarily concerned with their health.

Then, on May 12, 2005, a day after Sandy took her father to the hospital, where he was placed under general anesthesia for a liver operation, Barnhart returned to oversee the signing of the loan documents.

Dick was home, recovering, when Barnhart arrived. The salesman came at 3:30 in the afternoon and waited 45 minutes for a notary to show up. Then the four of them went through the stack of documents and disclosures page by page. Under the terms of the reverse mortgage, the Hickersons’ existing $120,000 home loan would be paid off, and $85,000 would be wired into their savings account.

That $85,000 would be all the money they’d get. Then the interest would start accruing, and the amount they owed would grow. Their reverse mortgage was an adjustable-rate product: the interest started at 4.8 percent but could go as high as 14.8 percent depending on market conditions. There were also fees—$17,443 to start—and more as the years went by. They also couldn’t move, the documents said. If they both left the property, they were breaking the terms of deal, and the lender could take it in foreclosure.

Patricia and Dick initialed the disclosures and signed their names on the ninth and tenth pages of the loan document. Even in her frail state, Patricia exhibited exquisite penmanship; Dick’s signatures were illegible.

Their businesses concluded, Leslie Barnhart packed up his material and drove off. It wasn’t until a few days later that Sandy learned about the loan, when her father told her over breakfast. “I found a way to take care of your mother,” he said. “I got a reverse mortgage.” She didn’t follow up, though, because in the same conversation, just a moment before, Dick had given Sandy a piece of bad news: he would be heading back to the hospital for another surgery. Despite chemotherapy, his baseball-sized tumor, which he referred to as a “spot” on his liver, was still growing. “The conversation was completely around his surgery and what that was going to entail,” Sandy said later. Dick also suffered from severe heart disease and had already undergone many surgeries. “For some reason, this one scared me,” she recalled. “It really worried me.”

Her father’s heart gave out during the operation. Sandy learned of his death at work. That day, June 21, 2005, she had started a new job: working the predawn shift behind the deli counter at Vons, a Southern California supermarket chain. The pay was terrible, but the shop was union, and the job offered health insurance, something she didn’t get through her contract job as an event planner. It had been five years since Sandy moved home to take care of her parents, but at age fifty-seven, she also needed to take care of herself.

As fate would have it, Sandy worked for Vons only that one day—and not even a full shift. At five thirty in the morning, her sister Julie called Sandy on her cell phone to let her know the bad news.

Sandy left work immediately. She drove home to find her mother hysterical and inconsolable. Patricia said the hospital had called and asked what she wanted to do with her husband’s body. She didn’t understand why this would be. “Mom was very upset and mad at my dad for leaving her,” Sandy said. “Over the next year, Mom said over and again how mad she was that Dad had left her. She just couldn’t comprehend that he had died.”

Six months after Dick’s death, Les Barnhart sent Patricia a holiday card urging her to buy Juice Plus+, a supplement that purported to be “the most researched nutritional product in the world.” In an accompanying letter, he claimed that the pills, which packed the “nutritional intensity of 17 fresh fruits and vegetables,” had helped him beat colon cancer. “Dear Pat,” the letter began: “This morning I realized that I needed to send you a letter because my health experience should not be kept secret! . . . As a valued client and friend, I’m extending an invitation for you to learn about something that has been of great benefit to me and my family.” The letter was cribbed nearly verbatim from a DVD produced by Jack Medina, a strength and conditioning coach to many Olympic gymnasts. It was signed “Les Barnhart, Certified Senior Advisor.”

WHEN THE HICKERSONS signed their reverse mortgage with Financial Freedom, they didn’t know much beyond what the salesman had told them and what they’d seen in the ads on TV. They didn’t know about the case of Lacy Eckhardt, whom Washington Post columnist Kenneth Harney wrote about in 2002. Eckhardt, a widow in Westchester County, New York, had received $58,000 in cash over a thirty-two-month period. When her home was sold a few months later, her family received a bill for $765,000.

“Sound like a nightmare? It’s not. It’s an actual mortgage transaction that a subsidiary of the Wall Street firm Lehman Brothers insists is legal, fair, and what the borrower requested,” Harney wrote. “Welcome to the world of reverse mortgages, where poorly advised seniors—and their heirs—can lose tens of thousands of dollars almost overnight.”1

FINANCIAL FREEDOM WAS no longer owned by Lehman Brothers when Les Barnhart got Dick and Patricia Hickerson to sign on the dotted line. Lehman had sold it the year before to IndyMac, a fast-rising thrift based down the road in Pasadena that would later become a poster child for the global financial crisis.

The reverse mortgage company was a natural fit at IndyMac, a corporate creature of the housing bubble, where the focus was on making as many loans as possible, as quickly as possible, and then making even more the following quarter. The company, which did not even exist in 2000, made an astonishing $38 billion in loans in 2004, the year it acquired Financial Freedom. That number would skyrocket by 50 percent the following year, to $60 billion. In 2006, at the apex of the housing bubble, IndyMac issued an astonishing $90 billion in mortgages.2

While some viewed Financial Freedom’s products as usurious, IndyMac’s CEO, Michael Perry, saw the potential for growth. “The acquisition of Financial Freedom makes us the largest provider of reverse mortgages in the US and illustrates our strategy of growing market share through niche products that complement our core competency as a single-family mortgage lender,” he said in announcing the purchase. In addition, Perry had found a new market to tap. “With the maturing baby boom generation and the appreciation of home prices, the reverse mortgage market has the potential for very healthy growth in the years to come.”3

Financial Freedom’s reverse mortgage business took off. According to IndyMac’s securities filings, it made $893 million in reverse mortgage loans in the second half of 2004, $2.9 billion in 2005, and more than $5 billion in 2006.4 Its CEO said it controlled more than half of all reverse mortgages in America. By 2008, it had a portfolio of 160,000 reverse mortgage loans valued at $20 billion.5 The financial press treated Perry like a boy wonder. In one profile, he was pictured behind his desk with a goofy smile, his shoes on his desk with the soles of his wing tips facing the camera, giving a double thumbs-up.6 His final five-year contract, signed in September 2006, primarily rewarded Perry for growing the company. Although his base salary was $1.2 million a year, he could earn close to $9 million if he hit certain growth targets, encouraging him to sell, sell, sell. It didn’t matter how. It didn’t matter to whom.

The company’s board, like the rest of the financial sector, saw nothing wrong with such incentives. “In addition to achieving stellar financial performance, Mike Perry conducts himself with the highest levels of ethics,” IndyMac board member John Seymour, a former US senator from California, said as he announced the contract.7

But IndyMac’s specular growth was a house of cards. Its focus on sales, which was replicated throughout the lending industry, was the foundation not for middle-class prosperity but for economic disaster.

LIKE MOST BANKS during the boom, IndyMac didn’t keep most of the loans it originated. It bundled them into what were known as mortgage-backed securities, which were then sold off to investors. This meant that, institutionally, the bank didn’t really care if the loans it originated were good or bad, or even whether they would be paid back—that would be an issue for those who purchased the bundles.

All of this upended the historical calculus of banking that we learn in elementary school: where banks made money by charging borrowers interest, which in the case of homeowners was paid back month after month as part of his or her mortgage payment. A $100,000, thirty-year fixed-rate mortgage lent out at 5 percent would generate $92,000 in interest over the life of the loan, or nearly double the amount lent. Working families got to own their own patch of land, and banks made money—so long as both behaved responsibly and neither got greedy. Many banks were community institutions where loan officers knew their customers. At IndyMac, that virtuous circle was broken. All the interest charged on the home loan was being captured by the distant owners of mortgage-backed securities. Banks such as IndyMac had essentially become salesmen, reliant on fees they charged for each mortgage at the moment of origination and sale to the securities market. The investors who bought those securities were told they were buying bundles of loans that would generate steady returns over time, but, institutionally, the IndyMac salesmen didn’t really care. The more mortgages they sold, the more money they made, plain and simple.

Given that the old model made a lot of financial sense—after all, banks were able to dependably double their money over time—it might seem odd that IndyMac would want to sell these loans to someone else. But returns that accrued over decades were of no interest to Perry and his supporters. What mattered were profits right now. Others could worry about the fate of the homeowners.

Think about the 1946 Frank Capra holiday classic It’s a Wonderful Life and how it might have been different had it been made about IndyMac. The film stars Jimmy Stewart as George Bailey, whose family-owned savings institution is coveted by the villainous Mr. Potter (Lionel Barrymore), a much wealthier man who sits on the bank’s board of directors. Early in the film, the Jimmy Stewart character tears into Mr. Potter for criticizing a home loan Bailey made to his friend, taxi driver Ernie Bishop, whom Potter dismisses as “discontented lazy rabble.”

Bailey tells Potter and the bank’s other board members that the townsfolk in Bedford Falls work hard and deserve to own their own homes. Yes, he says, he has “all the papers” proving that the borrower has the means to repay the loans. But for him, being a banker wasn’t primarily about making money. Lending money to potential homeowners was also a fundamentally moral endeavor. “Doesn’t it make them better citizens? Doesn’t it make them better customers?” he asks rhetorically. “Just remember this, Mr. Potter, that this rabble you’re talking about, they do most of the working and paying and living and dying in this community. Well, is it too much for them to work and live and die in a couple of decent rooms and a bath?”8

At IndyMac, however, Bailey would have given an entirely different speech. He would have told Mr. Potter that the company’s loan to Ernie Bishop wasn’t a long-term bet on the health of a community but a short-term way to make a quick buck. In this twenty-first-century version of the film, Bailey might have bragged that he’d charged the taxi driver hefty origination fees, and that approving the loan had helped him exceed his sales targets. He would have told Mr. Potter that the loan, like the rest of the mortgages he’d issued in Bedford Falls, were already off the bank’s books, sold in bulk to someone else—perhaps a foreign billionaire or a teachers’ pension fund in California. But it didn’t really matter who, he would tell Mr. Potter, because George Bailey and the bank were making money on fees. One can only imagine that Mr. Potter, obsessed with profits to the exclusion of all else, would have quickly agreed that young Bailey was on to something good.

That’s how IndyMac operated. Along with reverse mortgages, one of the bank’s specialties was the Alt-A mortgage, nicknamed “liar loans” and “ninja loans” (no income, no job, no assets) by critics, because many borrowers lied about their income, and the bank didn’t check. The point was to make the loan. Period.

Adjustable-rate mortgages, which often included hefty balloon payments, where borrowers were required to pay off most or all of the loan at once, represented three-quarters of the loans IndyMac made between 2004 and 2006.9 Another specialty was loans with no down payment, where the home buyer would simultaneously take out two loans from IndyMac, one for 80 percent and another for the remaining 20 percent.

More than a third of IndyMac’s loans were interest only, meaning the borrower was allowed to make a “minimum payment” covering only a portion of the interest on a mortgage. Like a high-interest credit card, the amount of money the borrower owed would grow larger each month, so even as the mortgage holder made payments, the house would not be paid off. If the taxi driver in It’s a Wonderful Life had received this loan, he would never have been able to own his home free and clear. At IndyMac, salesmen told borrowers that this was no problem. After all, they could always refinance into a new loan later—because the value of their property was sure to go up.

An investor in Bedford Falls would quickly know if the houses George Bailey built were worth more than their mortgage, but the international investors who snapped up tranches of IndyMac’s mortgage-backed securities frequently knew nothing about the assets or even the basic economics of the US mortgage market. (Tranche is a French word meaning “slice.”) “The whole securitization process depended on the greater fool theory—that there were fools who could be sold the toxic mortgages and the dangerous pieces of paper that were based on them,” Nobel Prize–winning economist Joseph Stiglitz explained in his 2010 book Freefall: America’s Free Markets, and the Sinking of the World Economy. “Globalization had opened up a whole world of fools.”10

FARAWAY BUYERS THOUGHT they were making a good investment on IndyMac’s mortgage-backed securities, because the institutions who were supposed to vet them for quality told them they were likely to make money when the bonds were paid back with interest. But the bond rating agencies, which were supposed to provide a check on IndyMac’s lending by inspecting its mortgage-backed securities, blindly gave their stamp of approval to bundles of junk. In April 2006, for example, one of the leading rating agencies, Moody’s, examined a $374 million package of IndyMac’s Alt-A mortgages—liar loans—and rated the entire bundle AAA,11 “judged to be the highest quality, with minimal risk.”12 Like the rest of the industry, the incentives for these rating agencies were all wrong. The bond raters were paid by fees from banks. If Moody’s and the others downgraded IndyMac’s securities, they could have lost business.

All of that was great for Michael Perry—until suddenly it wasn’t. Borrowers began suing IndyMac, claiming they were tricked into predatory financial products they did not want or, even more seriously, that their loan documents had been falsified. According to one shareholder lawsuit filed in March 2007, a former fraud investigator at the thrift said employees had taken to calling poorly documented loans “Disneyland loans”—a reference to a mortgage issued to a Magic Kingdom cashier whose application claimed an income of $90,000 a year, “a proposition that, on its face, belies logic and common sense.” Another witness in the case, a former vice president at the bank, said that Perry and other top managers focused on increasing loan volume “at all costs,” and put pressure on subordinates to disregard company policies and simply “push loans through.” A third ex-employee quoted in the suit claimed that Perry told him “business guys rule . . . fuck you compliance guys.” It was “production and nothing else,” he said.13

IndyMac contested the complaints brought by its borrowers and shareholders and dismissed employees’ statements as a mishmash of hearsay and speculation, “long on words and short on substance” and “full of meaningless filler.” But the writing was on the wall. With real estate prices slipping, the company could no longer sell its mortgage-backed securities and was forced to hold on to its bad loans. IndyMac turned a $343 million profit in 2006 but lost $509 million in the final three months of 2007 alone.14

Though the company told shareholders it was poised to return to profitability, officials in Washington had finally begun to take notice. At a March 2008 meeting of federal banking regulators, Sheila Bair, the chair of the Federal Deposit Insurance Corporation (FDIC), the government agency that backs up consumer deposits, shared an internal staff analysis predicting that IndyMac would fail by the end of the year. It crashed even faster, before anyone was punished.15
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