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The mortgage loan modification plans put forward by the governor and, at various times and in various forms, by the 
U.S. Treasury Department all failed to fix the problems in the housing markets. Why? They pretended that the 
problem is the structures of the mortgages used to buy houses -- in other words, fix the interest rate and you fix the 
problem. Make the loan "fair" and everything will be fine.  
 
Nothing could be further from the truth. The real issue in today's housing markets is that prices currently sit at levels 
that are unaffordable given income levels in our state. Take Los Angeles County, where the median price of a house 
peaked higher than $530,000. With a 6% interest rate and assuming a 10% down payment, the total annual cost of 
owning such a house would be $35,000 for the mortgage alone and $43,000 if taxes and insurance are thrown in. 
This would eat up roughly 75% of gross annual income of your median homeowner in the county -- much more than 
twice the maximum affordability rate used by Fannie Mae and Freddie Mac when making loan decisions. Prices are 
going to fall one way or another; it's only a function of time. They simply aren't sustainable at their current levels.  
 
So what caused prices to go so high? Home bubbles are nothing new. We had one in the late 1980s, another in the 
late '70s and certainly many others before then. The bubbles are characterized by people buying an asset, in this case 
a home, and thinking they can sell it at a higher price regardless of the fact that the price being paid is completely out 
of whack relative to fundamentals such as income. At their root, all bubbles are driven by individual greed -- the 
desire to make money.  
 
Think of it this way: Every buyer over the last few years had a choice: Buy a home or rent an apartment until income 
was more in line with prices. Many leaped into the housing market even as prices climbed to such high levels 
because they thought they could sell at a higher price. To a degree, they were all speculators. This bubble is larger 
than any we have seen since at least World War II because the sub-prime markets gave buyers the means to speculate 
like never before. As a result, prices went up like never before. This isn't a sub-prime problem; it's the same old greed 
problem on sub-prime steroids. 
 
No one likes to think of a family thrown out of a house. But many people made a very unwise decision in recent 
years: They bought a house they couldn't possibly afford. Needless to say, they had help from the real estate agent 
who told them that prices couldn't fall, the mortgage broker who promised them they could refinance easily in a year 
or two to cover the higher payments, and, of course, from a financial community that bought sub-prime-backed 
securities despite all the evidence of everything that was going wrong. Now that the house of cards is falling, all 
parties are taking a hit. But it all started with buyers who bought something they couldn't afford and listened to the 
words they wanted to hear to help themselves justify that bad decision. You can't have a lender without a borrower. 
To single out that one party as the hapless victim is to distort the true situation. Everyone had a choice -- and still has 
one. If you can't afford to buy, you rent.  
 
People make mistakes. We give them a second chance by allowing them to bankrupt themselves out of debt they 
couldn't afford even if they arrived in this situation because they made an error. We pay for this right through high 
interest-rate premiums on consumer loans. Years ago, in an effort to make buying homes cheaper, the home asset 
was opted out of the bankruptcy system. Because the home is a secured asset that could be repossessed in the event 
of a lack of payment, we all have enjoyed lower interest rates. But the game is simple -- if you can't make the 
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payment, you lose the house. To change the game now is to violate this simple rule; that violation will lead to high 
costs of capital in the long run for anyone playing in the housing market. In other words, changing bankruptcy laws 
as they relate to mortgages would punish those who made the prudent decision to stay on the sidelines and not buy 
something they couldn't afford. 
 
Christopher Thornberg is a founding partner with Beacon Economics.
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