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Mr. Chairman and members of the Subcommittee, thank you for this opportunity to discuss
what economic research has been able to determine about the role and function of the market for
subprime mortgage credit, including recent experience with high default and foreclosure rates. | have
done research on high-risk lending for over 25 years, beginning with my work as for the Federd Trade
Commisson as an externd consulting evauating the economic effects of the Credit Practices Rule.
More recently, | co-edited the papers for two specid issues of the Journal of Real Estate Finance
and Economics on the topic of subprime lending and | am currently supervising an active research
project regarding default and prepayment on subprime loans. We know quite a bit about subprime
mortgage lending. | understand that you are particularly interested in proposed amendments to the
Truth in Lending Act section 129 A, or S.1299, the Borrower’ s Protection Act of 2007. | will consder
that specific proposasin the third section of my remarks. | will begin with some observations on what
we know about subprime mortgage lending that bear on the consideration of S. 1299 and then give my

perspective on the role of an economig in informing this debete. After | discussthe legidative proposa



in detal in the third section, | will conclude with suggestions for an dternative gpproach. | previoudy
testified before the U.S. House of Representatives Committee on Financia Services on March 30,
2004 on subprime lending and bdlieve that the observations made a that time are gill relevant today but

will not repesat them.

Background On Subprime M ortgages Relevant to S. 1299
Current academic literature provides a good under standing of subprime lending

Thereis an extendve literature in academic journas of economics and housing finance that
provides a good understanding of the functioning of mortgage markets in generd and subprime lending
in particular. This literature provides vauable indghts that should inform attempts to regulate these
markets. Some points from the current literature are noted below — thisis but asmdl sample of the
potential benefits of consulting the literature before acting.

One gtandard finding in the literature is thet there is no financid free lunch. In the context of the
current regulatory discussion, this means that impaosition of additiona regulations on mortgage credit
markets will raise the price of credit, raise underwriting criterig, or both asit resultsin aredriction in the
supply of credit.

Reasonsfor the measured risein subprime lending

The reported increase in subprime lending over the past decade is partly the statistica artifact of

the way in which subprime lending is measured but aso it is the result of deliberate government policy,

designed to increase mortgage credit availability to “underserved” borrowers and/or underserved aress.

Subprime lending is generdly measured using the Home Mortgage Disclosure Act (HMDA)

and, for a variety of reasons, the fraction of al subprime mortgages reported under HMDA has



increased over time.  Furthermore, the flattening of the yield curve tends to increase the number of
mortgages classfied as subprime under HMDA. Accordingly, year-to-year changes in the reported
number of subprime mortgages should not be taken as an accurate measure of the actua change in
subprime mortgages.

An important factor in the growth of subprime lending over the past decade has been pressure
from both te legidative and executive branches of government, particularly bank regulators, on the
need to increase mortgage lending to what has been termed “underserved” borrowers and
neighborhoods. Over this period of time, lenders anxious to please regulators and achieve excdlent
CRA raings have developed specialized products to accommodate agpplicants who would have been
regulated in the past. Thus, a some point, the government itsalf must take credit for the current volume
of subprime lending. To the extent that the problem is now that some borrowers and neighborhoods are
“overserved’, perhaps the answer is to be honest about the reasons for the problem and to try less
regulation rather than more regulation.

What isdifferent about subprime mortgage credit?

Based on the Financid Services Research Program Dataset, there are three digtinguishing
characteristics of subprime mortgage credit: higher interest rate (based on measured APR or annua
rate), high percentage of cashrout refinancing, and the low credit score of the borrower.! Spedificaly

for the 2001 cohort of fixed rate loans, average APR was 12.36%, 57% were cash-out refinancings,

! TheFinancid Services Research Program at George Washington University data are from a
subprime mortgage database, which the Federd Reserve estimated to account for nearly a quarter of
originations of higher priced home purchase and refinance mortgages on owner-occupied homesin
2004 (see Robert B., Glenn B. Canner, and Robert E. Cook. “New Information from HMDA and
Some Implications for Fair-Lending Enforcement.” Federal Reserve Bulletin, 91 (Summer 2005):
344-94). The database contains loan-levd dataon dl originaions of subprime subsdiaries of eight
large finandal ingtitutions between third quarter 1995 and third quarter of 2004. My subsequent
comments on results from the FSRP database will be based on datigtical analysis conducted by
Jevgenijs Steinbuks currently a Ph.D. candidate in economics at George Washington Universty and
vigting assstant professor of economics a Ohio Universty.



and mean FICO score was 595. Average loan to value ratio was 86%, payment to income ratio 27%,
57% were cash-out refinance loans, 18% were broker initiated, and 40% has prepayment penalties. It
follows that much of the demand for subprime loans arises from the desire of households to reduce their
home equity and the ingbility to accomplish that god in the primary mortgage market — | have termed
this the “home equity trgp” and discussed it a length in my previous testimony. Accordingly subprime
mortgage credit should be viewed as a blend of consumer credit (given its use for debt consolidation
and durables finance) and home finance.
The current high default and foreclosureratesare NOT a surprise

Anyone familiar with the literature on the determinants of credit risk in mortgage lending could
have forecast the high default and foreclosure rates on subprime mortgages. My long-standing position
has been that “underserved” borrowers and markets were high credit risk and thus represented lending
that was not economicaly vigble a prime interest rates. The primary reason for this prediction is the
low credit scored associated with these loans, note the 595 mean FICO score in the FSRP data. The
Department of Housing and Urban Devel opment commissioned a number of studies to monitor the high
default and foreclosure rates on loans deemed subprime by its definition. These results were discussed
in some detail in a conference paper from 2001 The recent rise in default and foreclosure rates is aso
not a surprise because when house prices stop rising, lenders are no longer able to refinance borrowers
out of default (see discusson below).
Thereisno credible evidence that elevated foreclosurerates are dueto product type

While it is quite common to attribute currently high default and foreclosure rates to subprime
products like the option ARM, there is no credible evidence thet these products have caused higher

default and foreclosure rates.  The fact that and assertion of truth is repeated by many individuds does

2 See, Harold Bunce, Debbie Gruengtein, Christopher E. Hebert, and Randall M. Schelesse,
“Subprime Foreclosures: The Smoking Gun of Predatory Lending,” Proceedings of aHUD Conference



not verify it as truth or subdtitute for forma datisticd andyss. In this case, the problem may be a
common confusion due to sample selection bias. We al know that some of the finest hogpitas in the
country have the highest patient fatdity rates. This does not mean that the hospitals cause the deeth rate
to be higher — rather thisis a sample sdection effect in which the most complex and least treatable cases
are sent to the finest hospitals. Similarly, comparison of |oss rates on mortgage products says nothing
about the effect of product on expected future losses because the product is chosen by the borrower.
To the extent that borrowers with the mogt fragile finances tend to choose the option ARM, default
rates are higher due to sample sdection rather than to the product itself. Eliminate a product with high
loss rates and the fragile borrowers will choose another project which will then be incorrectly cited asa
cause of default and the process repests itsalf.

Sorting out the effect of product type on default, foreclosure, and prepayment is extremely
complex datidticaly. Thus far our efforts with the FSRP database using joint hazard estimators with
time varying coefficients and endogenous heterogeneity indicate that product type is not an important
determinant of differences in default and foreclosure. While this may be counterintuitive for some, | can
only date that economics is full of counterintuitive results which make it interesting to economists and
important for those concerned with market performance.

Recent evidenceindicatesthat borrowersare using hybrid (2/28) ARMscleverly

An excdlent recent paper by Pennington-Cross and Ho estimates a model of prepayment and
default for hybrid arms and fixed rate subprime loans®  They examine differences in the pattern of
prepayment and default over time for the hybrids that adjust and produce a*payment shock” after two
years versus the fixed rate loans with no shock. Again the statistical inference is complex and requires

joint estimation of prepayment and default. The results are that the payment shock after two years

on Housing Palicy in the New Millennium (2001).
% Anthony Pennington-Cross and Giang Ho, “The Termination of Subprime Hybrid and Fixed Rate
Mortgages,” (2007).



produces a spike in prepayment of the hybrid arms but not a spike in defaults.  This indicates that
borrowers are well aware of the provisons of their mortgages and exploit the lower rates on the hybrid
arms by refinancing when they reprice. Note that this formd datigticd evidence is in sharp contrast to
assartions that borrowers will be caught unaware by payment shock and massive foreclosures will result
from use of thisloan product.
It appear sthat, on average, subprime mortgage prices have been too low, not too high

Given the lack of profitability of subprime lenders, it appears that, on average, mortgages have
been priced too low rather than too high given the leve of credit risk. This does not mean that there
were not cases in which prices were too high, smply that these cases were gpparently more than
matched by transactions on which price was below average cost.  Thisis consistent with evidence from
high-risk automobile lending where profitability of firms appears to be lower for those in the highest risk
and highest price segment of the market. One reason for the low returns to subprime lenders may be
the pressure of regulators to expand high risk lending.
When housing pricesarerising, lendersmay refinance borrower s out of default

The subprime mortgage is an dterndive to higher-cost consumer credit or sale of the family
home for households needing temporary financing who have poor credit histories.  Many households
use subprime mortgages in this fashion and prepay them in the firs 24 months.  For households whose
financid problems persst and who would ordinarily default on their mortgage, risng house prices
generate additiona equity that dlows the lender to refinance them out of default. This process can
continue until households ether cure their financid problems or sdll the housing unit. However, if house
prices are flat or faling, lenders are redtricted in their ability to refinance households out of default and
forced sale, deed in lieu of foreclosure, or foreclosure are likdly to result.  If house prices are risng very
troubled borrowers can continue to refinance and remain owners while periods of flat or faling house

prices trigger a spike in default and foreclosure.



Current delinquency, default, and for eclosur e rates on subprime mortgages are mideading

Because lenders can refinance borrowers out of default the current rates of delinquency, default
and foreclosure on subprime mortgages are mideading. A subprime mortgage currently in foreclosure
may the cumulaive result of a series of mortgage lending decisions that were earlier classfied as
“successful” prepayments and new subprime loans.  Just as rejection rates can be deceptive because a
sngle borrower may apply for many mortgages, the ratio of troubled subprime mortgages to tota
subprime mortgages in force does not reflect the average experience of subprime borrowers.

In genera, when house prices are risng and troubled borrowers can be refinanced out of
default, the current rate of foreclosure will tend to understate the proportion of distressed borrowers.
Alternatively periods of flat or falling house prices will tend to overdtate the proportion of distressed
borrowers because those who were refinanced out of default in the past will now face termination.

Another problem arises because the duration of successful subprime mortgages tends to be
much shorter than that of troubled mortgages. Accordingly troubled mortgages are over represented in
the population of subprime mortgages in force a any time. This is andogous to the problem of hospita
evaduation raised by the fact that serioudy ill patients stay longer. Thus the proportion of serioudy ill
patients in a hospital population at any time overdtates the average illness of patients admitted to the
hospitdl.

Theissue of “negative amortization” is often misunder stood

There gppears to be a generad prgudice againg mortgage indruments that offer negative
amortization (except for the reverse annuity mortgage where negative amortization is encouraged by
federd policy). Firg, it is important to note thet, in the firgt ten years of a 30-year note, the vast
mgority of amortization of the loan is due to inflation. Required amortization is negligible.  The
borrower “pays’ this amortization in the form of the inflation premium in the mortgage interest rate (thus

approximately haf of the current 6% mortgage interest rate is amortization of the real mortgage baance



by inflation.) A borrower choosing a mortgage instrument that provides for 2% negative amortization,
is il paying down the real mortgage balance. Clearly it is optimal for some borrowers to amortize a a
rate lower than the expected inflation rate and for these households, a negative amortization rate is
appropriate.

Currently academic economists are puzzled by the overinvestment of U.S. households in home
equity. Our rdiance on the standard fixed rate self-amortizing mortgage dong with the current inflation
rate and gppreciation in rea house prices has led to a situation in which U.S. households appear to hold

too much housing equity and too few of other risk assets.

General Observation onthe Role of Economic Analysis
Solution to problems can often create bigger problems

There isno doubt that market outcomes are not lways favorable for al participants. In
financia markets, there are clearly vulnerable individuas who can easily be convinced to endorse
contracts that are not in their saif interest and public policy has taken stepsto limit the possibility for
such bad choices. Truth In Lending and Regulation Z created the APR to dlow borrowers to shop for
credit more easly and recently the Board of Governors has been reconsidering disclosure. Various
creditor remedies have been banned — | was the Federal Trade Commission expert on the trade
regulation rule concerning creditors remedies. Such interventions should only be taken after careful
benefit/cogt andysis.

In the case of subprime lending, there are issues arisng due to vulnerable borrowers. However,
in conddering regulations, it is important to recognize thet the vast mgjority of borrowers have used
subprime credit successfully and regulations that would deny them access to mortgage credit could force
them to use higher cost sources, including grey market lenders, or generate aforced sae of their home

in order to meet urgent expenditure needs. Careful benefit/cost andlysis should precede regulatory



initiatives to make sure that benefits exceed codts of regulation. Economigts are particularly adept at
identifying unintended consequences of regulation in the form of hidden costs that should be considered
in the legidative process.

In the fina section of my remarks, | will make a tentative suggestion for afederd government
initigtive. This change might have a benefit codt ratio greater than unity but it needs substantia

elaboration and should be subject to a careful and independent anadysis.

Specific Commentson S. 1299
M ortgage applicants should not treat loan officers asfinancial advisors

The legidative proposa appears to confuse the duties, capabilities, and obligations of loan
officers with those of financid advisors. It assertsthat the loan officer has a“fiduciary reationship” with
the applicant and should be subject to the requirements for fiduciaries otherwise applicable under State
or Federd Law.

The relation between mortgage applicants and loan officers, employees who take mortgage
goplications, is not analogous to the relaion between investors and financia advisors and gpplicants
should not treat loan officers as financid advisors. There are three mgor reasons for this postion.
Firg, employees who take mortgage applications are not financia advisors and do not assess the
creditworthiness of the applicant. Creditworthiness is evauated by underwriters who view the entire
loan file and assess the financia condition of the applicant in relation to the proposed loan to determine
the ability to repay the mortgage or by an automated underwriting system designed to perform the
underwriting function Fair lending is based, in part, on this separation of function in which
the underwriter does not meet or directly become aware of the personal characteristics of the
applicant. Second, applicants should not be encouraged to reved their financia condition to loan

officers, beyond information needed for underwriting purposes. If an gpplicant knows that future



income is uncertain or that expenses may rise, that information should not be revedled to the loan officer.
We do not want to encourage applicants to reved information that could lead to rgection of ther
goplication. Similarly, gpplicants should not be encouraged to reved their prepayment plans, etc.
Third, mgor lenders often have hundreds of loan products, many introduced in connection with
regulatory far lending objectives. Loan officers are generaly aware of a very smdl fraction of these
loan types and are in no pasition to determine which product is optimal for a given applicant. *

The loan officer has an incentive to direct the gpplicant toward loan products for which the
applicant is qualified because rgection by the underwriter results in a loss to the lender that is often
shared by the loan officer.

Underwriters currently verify the reasonable ability of borrowersto repay loans except when
distressed borrowersarerefinanced out of default in connection with a workout

The legidative proposd seemsto ignore the role of the underwriting process. My understanding
isthat al lenders have an underwriting process that is designed to insure the reasonable expectation of
repayment. One exception may be cases in which borrowers are refinanced out of default. In this case,
the prepayment of the old note and endorsement of a new loan should not be viewed as a new
mortgage transaction but rather as part of aworkout.

To the extent that this provison was interpreted by lenders as not dlowing them to offer
workouts to distressed borrowers, it reduces the options of such borrowers and has the potentia to
cause sgnificant harm by forcing them into foreclosure.

Thefocus on payment to incomeratios as a cause of credit risk ismisplaced
As noted above, the average monthly payment to income ratio in the FSRP database of

subprime loans is not high, 0.27. Furthermore in estimates of default models, the monthly payment to

* My experience in advising some large lendersis that no one in the company is familiar with dl of the
loan products.
® Many loan officers are compensated based on the number of loans endorsed.



income ratio is often not sSgnificant asa“cause’ of default. Thisis not unique to the FSRP data. Other
econometric models of default and prepayment risk on higher risk loans estimated usng modern
datistical techniques often find that payment to income or debt to income ratios are non+Sgnificant.

In addition to the satistical evidence that payment to income retios are not mgor determinants
of credit risk in subprime lending, there are obvious examples of Situations in which current income has
little to do with loan repayment — i.e. cases in which future income is likely to be much higher than
current income, where borrowers have sgnificant wedth, or where thereis a cosigner. The classic case
isthe medica resident or individuals who return to school seeking advanced degrees.

Taken as awhole, the attempt of S. 1299 to regulate payment to income ratios and restrict the
information used to compute such ratios is misplaced and could impose sgnificant costs on many
qudified borrowers.

Extension of joint liability for representations by mortgage brokers could impose lar ge costs

The extension of ligbility for acts, omissons, and representations made by a mortgage broker to
alender purchasing a mortgage could literaly shut down local mortgage markets. A sSmilar experiment
was performed about four years ago in Georgia with very cogtly results.  The problem isthat, given the
narrow margins and particularly the lack of profitability in the subprime market, impostion of sgnificant
additional cost would likely result and a refusd to lend a dl. It is important to consider the cods
associated with additional regulatory burdens that require lenders to monitor the behavior of others.
Theterm “reasonably advantageous’ isnot defined and could impose high costs

There are three distinct ways that the requirement that loan officers recommend to a consumer a
reasonably advantageous home loan could impose sgnificant cogts that would subgtantidly curtall the

extenson of mortgage credit. Fird, a requirement that recommendations conform to an undefined

® See for example, Table 11 in Yongheng Deng and Stuart Gabrid, “Modeling the Performance of
FHA-Insured Loans. Borrower Heterogeneity and the Exercise of Mortgage Default and Prepayment
Options,” Report to HUD, PD&R, (May, 2002).



criterion is an open invitation to litigation costs.  Second, assuming that some definition of reasonable
advantageous could be devised, lenders would have to hire, ingtruct and monitor loan officers capable
of providing such financid servicesto applicants. Given the lack of returns in subprime lending currently
and the generdly thin margins, this would require a contraction of lending and/or an increase in price.
Third, responsble gpplication of the provison would subject the lender to far lending litigation.
Consder the case an gpplicant could meet underwriting criteria for aloan product and the loan officer
ether ingsted that product was not reasonably advantageous while another product was advantageous.
Applicants could easlly regard this as a refusa to lend and the, particularly if the more advantageous
product was more profitable to the lender, fair lending litigation could result. The suggestion that aloan
officer refuse to forward an gpplication for a particular product and suggest that the borrower apply for
adifferent product at an dternative lender could aso result in litigation.

Thisprovison dso hasthe standard problem that, for current borrowers being refinanced out of
default, an entirely different sandard for eva uating the mortgage transaction would apply.

Findly note the point made above in connection with fiduciary responshbility applies here dso.
Identification of a reasonably advantageous mortgage would require loan officers to seek information
that applicants should not be obligated to divulge. Indeed, to suggest that loan officers collect such
information would be a disservice to gpplicants.

Regulation of appraisersisbest done at the state level

It is not clear why regulation of professionads who are licensed to appraise housing in loca
markets should not be conducted at the state and loca levdl.

The effects of the proposal on the U.S. housing market could be very negative

By increasng the costs of mortgage lenders without producing compensating benefits, the
legidative proposd would cause further contraction in the willingness to extend mortgage credit

generdly, and particularly subprime lending. This would tend to depress housing prices and further the



default and delinquency problems caused by negative equity.’
Problemsin mortgage credit markets ar e often “ self correcting” and do not require regulation
When a new product market develops or an existing market expands rapidly, product
innovation follows a Smithian process® Many new techniques and variations on products are tried.
Some succeed and others fail. Over time, the “invisible hand of the market” rewards idess that have
high benefit/cost ratios prevail over those with low ratios. This has clearly hgppened in subprime lending
where new products, pricing techniques, and underwriting criteria have been developed to meet
demands of the public. Some approaches have failed. For example, it gppears that some underwriting
that relied on stated income was subject to fraud.
There are forces in the market place that will correct these problems. Indeed, | understand

based on informal evidence that the correction is underway.

My overall opinion of S. 1299 isthat it should not become law. Thisis NOT the timeto add
regulations that would contract the supply of mortgage credit, collapse housing prices, and

exacer bate the current problemsin the U.S. housing mar ket.

An Alternative Suggestion
Expand therole of the FHA
Concern over vulnerable households who are likely to make bad decisons regarding the

purchase and financing of owner occupied housing is not new. Indeed it was the underlying reason for

" The empirica evidence indicates that negative equity (the put option) is very important in increasing
default probabilities.

& Thisiscommonly caled a“Darwinian” process but the process of natural selection was first identified
by Adam Smith in The Wealth of Nations, over 75 years before it was gpplied to biologica
populations by Charles Darwin based on his prior reading of Smith.



the operating model behind the FHA. Recdl that FHA mortgage insurance had substantial property
ingpection requirements, mortgage interest limits and other provisions designed to reduce the possibility
that househol ds would make bad decisions when they purchased and financed housing. | have long
recommended that FHA be revitdized and that it be made a more effective competitor with
conventiona lenders. Instead, regulatory pressure on Fannie Mae and Freddie Mac forced them to
compete with FHA (once again government policy has operated in the wrong direction).

In addition to its role in home purchase, FHA could be given an expanded role in refinancing
within the subprime market (FHA dready has streamlined refinancing of FHA mortgages).

Design of a specific sat of FHA programs would require careful benefit/cost andysis but my
major point isthat we do not need something new because the issue of vulnerable homebuyers and
homeownersis not new and we have a program that, for many years, successfully addressed the
problem. This is not anew position for me®

Thank you again for dlowing me the opportunity to present these thoughts.

Anthony M. Y ezer
Professor of Economics

George Washington University

® Seethediscusson in Anthony PenningtonCross and Anthony M. Y ezer, "The Federa Housing
Adminigration in the New Millennium,” Journal of Housing Research, Vol 11, No. 2 (Spring, 2001),
pp. 357-372.



