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to help ease the crisis.

Economically sound solutions to these problems
require an understanding of why current consumer
protection policies may have failed, as well as an
assessment of the likely long-run effects of alternative
proposed policies on consumer choice and competition in
mortgage markets.

While there are many ramifications and angles
from which to view mortgage markets, this economic
conference focuses on how consumer information impacts
the functioning of these markets. A variety of
distinguished scholars will share their research on how
consumer information and the regulation of such
information affects consumer choices, mortgage outcomes,
and consumer welfare. By bringing together distinguished
panelists with expertise in real estate economics,
mortgage markets, information regulation, as well as
marketing and consumer behavior, and through what I hope
will be a free and open discussion of the relevant
economic issues, | know we will learn a great deal. It
is my hope that the fruits of this workshop will be
useful to policymakers iIn their quest to enhance the
welfare of consumers.

The Federal Trade Commission®s twin missions,

consumer protection and competition (or antitrust),
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uniquely position staff and the Agency"s Bureau of
Economics to contribute to today®s discussion. It 1is
well-documented in the economics literature that consumer
access to accurate information is an essential
underpinning of the virtues of competitive markets. For
this reason, much of the FTC"s work on the consumer
protection side uses our expertise in the economics of
information to ensure that information disclosed by
businesses is accurate rather than unfair or deceptive,
and that the information presented is understood by
consumers. This ensures that the freedom of choice that
buyers exercise In markets, the hallmark of a free
society i1s based on the best available information.

On the competition side, our expertise iIn
industrial organization permits us to identify
anti-competitive business practices, as well as overly
burdensome regulations, that distort firm’s incentives to
engage in healthy price and quality competition. This
expertise empowers the Commission to utilize a multi-
faceted approach to protecting consumers, especially iIn
the subprime area. We enforce consumer protection laws,
provide consumer education, and help ensure that business
practices or regulations do not adversely affect
competition or consumer choice.

In addition, and very importantly, the

For The Record, Inc.
(301) 870-8025 - www.ftrinc.net - (800) 921-5555






© 0o N o o b~ W N PP

N RN N N NN P R RBP R R PR R R R
aa A W N B O O 00 N O o0 B W N —» O

respect to public policy and the stakes are high.
Regulations and policy decisions made today will affect
consumers” mortgage and home ownership opportunities for
years to come. Many stakeholders are involved in this
important market. Today"s scientific discussion of the
economic issues and merits of existing and proposed
regulations will help us better understand the root cause
of the problems, as well as the potential benefits and
costs of alternative proposed solutions.

Regardless of which solution policymakers ultimately
adopt, there are sound economic reasons for improving the
flow of information to consumers In mortgage markets.

Our first session this morning will focus on
recent developments in mortgage market products and
provide us with a better understanding of how mortgage
products and mortgage markets have evolved. Over the
past decade, changes in the market include the rise in
prominence of mortgage products like hybrid ARMs, payment
option ARMs, interest-only loans, no down payment loans,
piggyback loans, no documentation loans and other loan
products that are of some controversy today.

Some suggest that this evolution represents an
attempt to expand markets to include previously under-
served groups of consumers, thus broadening access to the

American dream of home ownership. Others suggest it was
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a scheme by unscrupulous lenders to prey on unsuspecting
consumers. And still others, that it was a response to
secondary market investors pursuing higher rates of
return. Similarly, some explain the iIncreased use of
prepayment penalties as a reasonable method for
controlling loan risk and offering lower rates to
borrowers, while others suggest that they are a way of
locking misled consumers into predatory loan terms.

Scholars on our first panel will help us
understand the root causes of the evolution of mortgage
markets. This is a crucial first step iIn understanding
the source of the current problems and to crafting
economically sound solutions.

Our second session this morning will focus on
the information that consumers receive about mortgage
products, how well they understand that information, and
its impact on consumer choices over loan products and
market outcomes. Distinguished researchers on this panel
will address a number of fundamental issues, including
the mechanism by which consumers are presented mortgage

bcally sound solutions.
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understand the terms of their own mortgage transactions,
whether current information policy can be improved, and
the role of advertising in mortgage markets.

In addition, panelists will share views on what
the economics of information tells us about the role of
information on market outcomes and the likely effects of
regulations on mortgage information, and the lessons that
behavioral economic research may provide for the analysis
of mortgage information policies. This is just the
morning.

After lunch, Chairman Kovacic will introduce
our two afternoon sessions. In the first afternoon
session, panelists will use their own expertise to
provide perspectives on the relationship between mortgage
information and the current problems faced by consumers
in the mortgage market.

The final afternoon session is forward-looking,
with a discussion of how consumer information policies
could be developed to help prevent deception and
delingquencies in the mortgage market. So, as you can
see, we are in for a very full and exciting and
intellectually stimulating day.

Let me conclude by thanking you all for being
here and for taking the time out of your busy schedules

to arrive promptly this morning. 1 understand that
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several of our speakers actually rearranged vacation
plans to be here, and 1 think that self-sacrifice is a
great testimony to your interest to protect consumers and
I only hope that you are not too deeply in debt with your
families for doing that.

Finally, 1 would like to thank those that are
responsible for this conference. 1 would like to thank
Jan Pappalardo and Jim Lacko for taking the lead and
planning and executing this workshop, and Micah Burger,
Maria Villaflor, Alethea Fields, Neal Reed, Tammy John
and Matt Eaton for handling the many burdens of the
logistics in putting something like this on.

I will now turn this over to Paul Pautler, who
is the Deputy Director of Consumer Protection in the
Bureau of Economics, and he will be moderating the first
panel. Again, 1 thank you all for being here and 1 hope
you have a great day here at the FTC.

(Applause.)
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11
SESSION I: ECONOMIC ANALYSIS OF MORTGAGE PRODUCT
DEVELOPMENT, MARKET STRUCTURE AND MORTGAGE OUTCOMES

MR. PAUTLER: Thanks, Mike. We are here for
the first session to discuss new products in mortgage
markets and changes in the markets. Before we get to
that, | have a few little housekeeping details 1 want to
go over.

In the event of an emergency, quite unlikely,
but if there is one, you should follow the FTC personnel
who will lead you out that door, around to the right,
down the hallway a little bit and down the stairwell.

And you came through security on the way here this
morning. If you leave the building, you will have to go
through the same game once again. So, if you would
rather avoid that, you can get some lunch at the Top of
the Trades up on the seventh floor. I will give them a
little plug. They have wonderful food, of course. And
you can get almost anything you would want up there.

One other little piece of housekeeping, 1
guess, if you have cell phones on, please turn those off,
both because they bother other people and they do not do
a lot for our recording of the event.

For the questions and answers that undoubtedly
will occur, 1 would like to hold the questions untill the

end of each session, and then you can stand, give your
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12
name and affiliation, and ask your question. 1 would ask
that we do questions rather than speeches, but we will
see how that works out.

(Laughter.)

MR. PAUTLER: Our first session, Mike already
described what it would be about, and we have a number of
distinguished panelists. | am not going to go through
their entire bios, because, number one, you have them.
Number two, it would take too long. We have a number of
people that have spent, in some cases, an entire career
in real estate and examining credit markets. Others who
have done a lot of very recent empirical work to try to
divine what has happened in mortgage markets recently as
a result of changes in products and various innovations.
We will hear, 1 think, a wide-ranging set of views iIn
this first panel about how that has worked out.

I do want to give just a little bit of overview
of who our speakers are. Susan Wachter, to my left, is
from the Wharton School at the University of
Pennsylvania. She is the Richard B. Worley Professor of
Financial Management. She is one of the people on the
panel that has been working in the real estate area for
quite a while.

Anthony Pennington-Cross will be tag-teaming

with Souphala Chomsisengphet. 1 am sure 1 got that name
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13
terribly botched, but Anthony is the Associate Professor
of Finance at Marquette University. He was formerly at
the St. Louils Fed. He has done a lot of work in
predatory lending and subprime lending while he was at
the St. Louis Fed and now at Marquette.

Souphala is in the Office of the Controller of
the Currency. She does work in financial institutions
and credit risk underwriting, which must be a wonderful
thing to be an expert in these days.

Then Christopher Mayer is the Director of the
Paul Milstein Center For Real Estate at Columbia
University at the business school, and this year he is
visiting at the Federal Reserve Bank of New York.

And our second tag team on this session will be
Richard Todd, from the Federal Reserve Bank of
Minneapolis. He has worked on a number of home ownership
and financial education issues while he has been at the
Fed in Minneapolis and he is currently the Vice President
in the Supervision, Regulation and Credit Division.

Tagging with him will be Morris Kleiner, who is
from the Hubert H. Humphrey Institute of Public Affairs
at the University of Minnesota. He holds the AFL-CIO
chair there and he has been doing a lot of work on
occupational regulation and its effects. They will be

doing the fourth presentation.
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So, | would like to get us started with Susan
Wachter.

MS. WACHTER: Thank you, Micah, Paul, Mike,
Jim, and Jan for convening today’s meeting and for
inviting me. It is a real pleasure to be here.

I was here about five years ago for a conference
that Jim put together on economic perspectives on mortgage
markets way before the current crisis began. But even
then there were questions about mortgage practices and the
need for policy to improve consumer choice. We came out
of that conference with a data list. We have now had a
natural experiment that provides some of the answers to
the questions being raised even then, about how
deregulation and profusion of non-traditional mortgage
instruments impact mortgage markets.

I have been asked to speak about the history of
the current crisis. First, It is important to emphasize
the historic move to increased access to credit, not just
in the U.S. but worldwide. At the same time, a worldwide
boom in housing prices. There are three common drivers
here, including a historic interest rate decline. Coming
out of the 2001 recession, instead of having interest
rates increasing, which is typical, interest rates
declined, not only in the U.S. but worldwide. A second

driver is capital market integration. Liberalization of
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15
mortgage markets facilitated the integration of mortgage
markets iInto capital markets, which increased access to
credit. A third driver is worldwide economic growth at a
fast pace up until recently.

But the U.S. is unique in the world in how
mortgages are funded through securitization. Prior to
2000 in the U.S., securitization of mortgages allowed the
transfer of interest rate risk to capital markets through
Fannie Mae and Freddie Mac. What changed in the past
decade is the development of private label markets, which
facilitated the securitization of default risks.
Traunching of securities by default risk is new and unique
to the U.S.

At the same time, banks moved, to a large
extent, to an originate-to-distribute model. And in the
secondary market, securities were exempt from assignee
liability. Rating agencies’ iIncentives, everyone now is
quite aware, were misaligned.

Markets work when you have buyers and sellers.
Markets for securities lacked sellers. And the ability to
short sell was lacking because securities were so
specialized. They were marked to model, not to market.
This market discipline that would have resulted from the
active trading of these securities was lacking. The

results was systemic risk and incentives for risk-taking,
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16
especially one in which secondary markets lack assignee
liability and trading. Broadly, there is moral hazard in
an originate-to-distribute and marked model system. But
systemic risk was heightened and prolonged by dynamics of
housing markets.

We are all aware of the growth of
nontraditional, nonprime, and what might be termed
“‘aggressive” mortgages. But it is more enlightening to
look at the specifics of the exotic mortgages and the
timing of when they came to market. It really was not
until 2004 when the huge ramp-up of exotic mortgage growth
occurred. Interest only mortgages were a very small share
of the market until 2004. Again, pay option ARMS were
essentially zero until "04 and then took off. Negative
amortization and interest only loans grew in “04.

Also, within these product types, there was
deterioration of lending standards. Consolidated loan to
value ratios dramatically increased. Also, full
documentation loans fell. On the other hand, the dog that
failed to bark, FICO scores were constant. That is what
everyone was focused on. So, when pools were identified,
they were identified by the FICO score, not by these other
risk factors.

Indeed, another datapoint that is very important

is the cost of borrowing, that is the premium over the
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17
base interest rate. That did not increase. In fact, it
was compressed. So, as additional risk was taken in the
market, lenders did not require additional risk premia.

The result of this growth In credit, and in work
with Andrey Pavlov, we document that prices increase. In
cross-section work in which we look at the specific type
of loans and where they were made by zip code, we see that
aggressive mortgage lending resulted in (using instruments
for the aggressive mortgages) price run-ups. There was an
increase In subprime over time, and then, the shock of the
tremendous withdrawal of lending, once defaults did rise.
The withdrawal of lending itself causes price declines.
The result i1s the unprecedented surge in defaults as
prices plummet and loan-to-value iIncreases.

Borrowers could not be aware of this systemic
risk. We are in favor of choice generally, and risk-based
pricing allows more choice, but, of course, the question
iIs, Is this informed choice? And, is this informed risk-
taking? Asymmetric incentives were such that loan fees
for originators were higher with greater risk.

Yield spread premiums which increased with risk
went to the originators of the mortgage. So, it is not
just the existence of asymmetric information, but market
incentives to create asymmetric information. Hyperbolic

discounting, Professor Laibson will be here this
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18
afternoon, 1 can leave him to that. But how good are
borrowers, how good are we at making choices over time is
the question. And, of course, perfusion of choice,
complexity problems, we know about behavioral finance
issues there.

Another factor is shopping difficulty. It is
nearly impossible In the subprime world to shop, and
others will elaborate on this. Borrowers looked to the
affordability of initial mortgage payments as opposed to
long-run rates. The easing of standards had price effects
on housing markets, but did not increase the price of risk
in mortgage markets. While risk increased, additional
risk was not reflected in risk premia. Therefore, it
could not feed back to borrower®s behavior. On the other
hand, for the short run, these mortgages did become more
affordable over time, and that drove housing prices. A
disconnect resulted in the normal supply-demand linkage
for informed choice back to market stimulus.

This would not have happened if the U.S. as a
whole was more like the markets of Texas and North Dakota,
for example. Markets with a huge increase in demand for
housing did not see an increase in housing prices. So, we
did not have capitalization of price expectation effects
there, but we did in more than one-third of America.

Why? Why now? Work by my colleagues, Todd
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Sinai and Joe Gyourko at Wharton, points to the new
importance of regulation in increased supply
inelasticities. 1 think we have a system that is more
vulnerable now to increases in demand because of new
supply inelasticity. With the expansion of aggressive
mortgage lending In non-affordable markets, the result is
a procyclicality of risk-based pricing. Remedies should
include implementing the Federal Reserve proposals. We
need remedies on the industry side as well. We should be
revisiting Basel 11, securities trading reserving, as well
as insurance issues. Thank you.

(Applause.)

MR. PAUTLER: Thank you, Susan. Our next
speaker will be Anthony Pennington-Cross and he will be
tag-teaming with his coauthor Souphala Chomsisengphet.

MR. PENNINGTON-CROSS: Souphala, how do you say
your last name?

MS. CHOMSISENGPHET: It is Chomsisengphet.

MR. PENNINGTON-CROSS: I have known Souphala
for, 1 don”t know, six years and | have never said it
right. So, congratulations.

So, Souphala and I are going to break up this
presentation. We are going to get a little bit more of
the nitty-gritty, look at some products and see how they

changed through time and see how they have changed in

For The Record, Inc.
(301) 870-8025 - www.ftrinc.net - (800) 921-5555



For The Re

20



© 0o N o o b~ W N PP

N RN N N NN P R RBP R R PR R R R
aa A W N B O O 00 N O o0 B W N —» O

21
as AlIt A. So, Alt A and subprime, there are quite clearly
Alt A loans in this data set and there is quite clearly
the ability to substitute for. Alt A is alternative. Alt
A is typically loans -- historically, people say typically
it is loans for people with good credit scores but do not
fully document their income. However, you have people
with good credit scores that do not fully document their
income In this data set, also. So, just keep in mind it
IS a securities, data set and i1t is in the ABS market.

We will be looking from 2000 to 2007, about the
middle of 2007. We have left to go through 2008 and we
will get there at some point. The total number of
originations that we see in this time period is about 16
million loans. We"re going to be flipping through product
types, loan types and borrower types.

So, Susan already gave, 1 think, a little bit of
duplicate information. |1 just saw through the back of my
head Susan’s slides. But this is just a story that we all
know. Subprime grew a lot. Quite dramatically, right?
And this i1s the securities portion.

And then In 2000 -- we have work through July
there. So, you can see 2000 the market was starting to
dry up. 1 think today it is -- I do not know if it is
largely dried up, but there are not many securities being

issued today. So, that is just to give us an idea of the
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size of the market.

How about products? Here are the products we
are going to be looking at. There is a little mislabeling
here. So, the ARMs, when you see something with an ARM up
there, they are ARMs that are not interest only loans and
do not have balloon features, and when you look at that,
in this data set, about 96 percent of those are hybrid
loans. So, these are typically 2/28s in subprime or two
years fixed, and then 28 years, where they turn into an
adjustable rate loan, and those are typically indexed on
Libor and reset every six months. So, if you have a big
teaser, you are going to be at the teaser rate for two
years and then the reset comes iIn the 25th month.

Then, we have fixed rate loans, again, those
that are amortizing and do not have balloons on them.
Then, we will separate out the balloons and the I0s.

So, those are the parts we are going to be flipping
through and, again, trying to think about why credit-
constrained, cash-constrained borrowers might want to use
these type of products.

So, ARM, which really means hybrid, about half
the market over this time period was hybrid and the other
half was fixed rate. Over time, there is a growth in the
use of the interest only product, especially on the fixed

rate side. But, you know, balloons grow through time, I0s
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grow through time. But kind of traditionally, in the
early 2000s and late 1990s, there were 2/28s and fixed
rates, splitting the market pretty much 50/50.

Here®"s a look through time, and you can see that
the fixed rate, which is -- good, it shows up okay. The
green lines kind of decline, so fixed rates are becoming a
little less important part of this market through time.
The red lines, those are the 2/28s, again, kind of
declining a little bit over time. And then we have the
balloon line. So, balloon is growing, so kind of what
people call exotic or mortgage exotic features. The use
of balloons, the use of interest-only features have become
more important. You especially see a pretty big increase
in 2003, 2004 and 2005, of the 10 ARM.

So, why did the subprime market use these?

Let"s take a look at some maps. And 1 think this gives
some hints about where these products first showed up.

You will see, there iIs a pretty strong pattern about where
they showed up. You probably already have a pretty good
idea. So, we are going to flip back and forth. Again,
these are really 2/28s. You see that word “adjustable

rate.” Just think hybrid, hybrid loans, 2/28s.
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means we had no data. We had one data error down there in
Dade County. That does not mean there are no subprime
loans in Dade County. There are plenty of subprime loans
in Dade County. We have a code switch in there, so it
just dropped out of the data. So, | am pretty sure that

the missing data down that swath coming down the Dakotas,
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that is another way we can get the initial payments down
for a borrower.

So, balloons, you know, 2000, I see no pattern,
okay? So, we just have a little mishmash there. Not
overly prevalent. By 2006, balloons are being used
dramatically across the United States. The whole West
Coast i1s using balloons quite heavily. Again, down in
Florida, you can see Boston highlighted, Washington, D.C.,
this time we have Chicago and Minneapolis again. 1 would
call all of those places where it has gotten expensive to
buy a house by 2006. So, if you are purchasing a home,
this is one mechanism to help you get into it.

So, I would tend to call all of these measures
“affordability mechanisms.” 1t is not traditionally how
we think about affordability, but these are types of
mortgages that make it more affordable for you to go get
into a house or to buy a bigger house.

And then the last little swath of balloons you
see up there is in Michigan, right there at Lake Michigan
over to Erie. So, there are kind of two types of
affordability, right? There is the affordability --
because prices have gone up a lot, and then there is the
affordability because wages have gone down, or there is
lack of jobs. There are two ways you can end up In an

affordability bind.
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Let"s take a look at prepayment penalties. One
of the key things about subprime is that there are a lot
of prepayment penalties. In our data here, over half,
almost 60 percent over this time period, had prepayment
penalties on them. 1In addition, if you look at the
hybrids, 1 believe about three-quarters of the hybrid
loans had prepayment penalties on them. And 1 think it is
about 40 or 45 percent of the fixed rate loans had
prepayment penalties on them.

Here®"s a look at 2000 and let’s just clock
forward to 2006. This is the first map where we have seen
the states kind of suddenly appear. So, this has been
county data, the splotches that have shown up, the dark
colors showing what is more prevalent, whatever 1 have
been looking at, have all been kind of metro driven. We
saw Minneapolis, we saw New York pop up or the West Coast,
but we have not seen states.

When we look here, you can see the light colors
meaning that there is much less use of prepayment
penalties we see in North Carolina, South Carolina,
Georgia, New Mexico, Michigan, Connecticut. Those are all
showing dramatically lower use of prepayment penalties in
the states by 2000. And there is a big click. Many of
these states kind of get lighter from 2000 to 2006. The

reason that these states start to use fewer prepayment
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penalties iIs because of the passage of predatory lending
laws In these states over this time period. So, a lot of
these predatory lending laws restrict the use and
availability of prepayment penalties.

So, one thing that I think we are concerned
about i1s that when you -- so what are prepayment
penalties? Prepayment penalties are yet another mechanism
to get your monthly payments down, right? If you are
willing to take on that penalty, you should get a break on
your interest rate, and your monthly payments will be
reduced. So, if you take away -- so, 1 would call that
another affordability mechanism, a way to get you into the
house. Whether that is a good thing or a bad thing is
another question. But it is definitely an affordability
mechanism.

And if you take that away, the lenders are going
to look for, and the borrowers, are going to look for
something else, right? And some of our empirical work
shows there is a strong relationship between the turning
on of these prepayment penalty restrictions and the
increased use of interest-only loans. So, we have
preliminary evidence that 10s look like the choice
substitute for loans that had prepayment penalties on
them. So, In some sense, we have had a policy experiment

here that has made places like Illinois there look more
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like California in terms of its mortgage usage than it
would have without the law.

I mean that because I0s are an important part of
California, because they are a great affordability
mechanism, and if you take away the prepayment to get
affordability, you are going to end up with more 10s. So,
that is basically what 1 have here.

So, my feeling is, why do we have these types of
products and subprime? It is because of affordability.
These are ways to get you into the house.

And that is going to be it for me, and then
Souphala is going to come up and work through the second
part of this presentation. This is just kind of a
dramatic graph. It did not fit in well, but there were a
lot of balloons in 2006.

MS. CHOMSISENGPHET: I am going to break my
presentation into two parts based on Anthony’s. | am
going to first describe the type of loans that were
originated during this same time period, and then the type
of borrowers who used these type of loans. So, let"s
begin with the loan type.

This is distribution of mortgage originations by
loan purpose. 1 just want to draw your attention to the
red portion of the pie. We see that almost 45 percent of

the loans originated during this time period are cash out
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refinance loans. So, there are a lot of equity
extractions in this market.

IT we look at the distribution through time, we
see that between 2000 and 2003, you know, almost 50
percent of the loans were cash out refinance, and then
after 2003, between 2003 and 2006, they sort of declined a
little bit and then began to pick up again after 2006.
There has been a lot of discussion about

negatively amortized loans, and out of the 16 million

loans that were originated durinl oedf-h71.00000 0.00000 0.00000 1.0
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documentation. This is the level of documentation that
borrowers provide to the lenders. As you can see there,
almost two percent of these mortgages that originated
during this seven-year period originate under the “no
documentation required” program. And almost 43 percent
really provide what they call a really low level of
documentation.

What"s iInteresting, though, is i1f you look at
this distribution through time, we see that the
origination of the no doc loans remain relatively stable,
but the originations of the low documentation loans
steadily increased, and then 1 think so passing the
origination of the full documentation type of loans after
2005. So, there is a clear substitution here.

And then 1T we look at the distribution across
the country, they show up sporadically, some in
California, in the northwestern states, some in the
northeastern states, and In Texas and then in Florida. By
2006, however, you can see that in California, for
example, it is really an intense use of low doc type of
loans, and in the northeastern states, it has also become
intense, and in Florida, it has become intense. At the
same time, 1 think It has also spread to newer parts of
the region, such as the Midwest, Wisconsin, Minnesota,

Michigan and then the Mid-Atlantic States. So, that is
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greater than 40. As you can see, this steadily increased,
and suddenly by 2006, you see kind of like a drastic drop
there.

So, to recap again, | think the descriptive
statistics we just showed here are about affordability.
These borrowers have a high debt to income. There is a
lot of unreported income, and perhaps there is a weak
credit profile. We think that perhaps future research
should probably turn to assess whether this weak credit
profile is a temporary issue or is it permanent, such that
can these borrowers who took out these high-priced loans
improve on their credit profiles and then transition out
of these high-priced loans.

So, in summary, 1 think our descriptive evidence
suggests that the subprime market is made up of borrowers
who are cash and credit-constrained, and this is over the
seven-year period. But we have seen a significant
increase iIn products that allow borrowers to afford the
monthly mortgage payment since 2003, such as the low doc,
the 10s, and the balloons.

Thank you very much.

(Applause.)

MR. PAUTLER: And now Chris Mayer will give us
his view of the subprime market.

MR. MAYER: Thanks. So, this is, | think, kind
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of timed what we are doing quite well in terms of a
progression. First, thinking about where we got into this
program and sort of saying something about origination.
What I am really going to focus on today is thinking about
what has led to defaults. Here, 1 think there has been
quite a big dichotomy between what I would sort of call
rhetoric or myths, which is sort of a proliferation of
many of the kinds of products that our earlier paper
talked about and what has actually really led to the
default problem. 1 think that dichotomy is a particularly
important one to kind of understand in terms of policy.

So, this is based on a bunch of work that 1 have
been doing. 1 should say that I was listed as a visiting
scholar with the Federal Reserve Bank of New York. I have
also spent the year at the Federal Reserve Board of
Governors, working with Karen Pence, who is going to be
talking later today, and we have put together a series of
papers, three of these are actually sort of now -- at
least two of them are publicly available and two of them
you will see some pictures -- but they are still iIn a
review process at the Federal Reserve Board. Of course,
my comments do not reflect any views that the Federal
Reserve had, as if anyone would believe they would.

So, there are a few takeaways. The first is

what | sort of call dispelling the myths. There is very
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little evidence so far -- actually, | take that back.
There is quite convincing evidence that defaults appear
really unrelated to many of the mortgage market
innovations that we have heard talked about earlier,
including prepayment penalties, including rate resets on
short-term ARMs, 2/28s, 3/27s, floaters, various things
like that and so-called interest only or option ARMs.

While this last category, particularly the
option ARMs, are ones which we expect might create
problems in the future, at least up to the moment, they
are —- in fact, in that category of loans, we have
actually seen fewer defaults relative to the broader set
of mortgages.

So, what has caused the problem? Well, in a
very proximate way, the unprecedented rise in foreclosures
has, first and foremost, been driven by a stagnation and
collapse in house prices. Now, this is clearly not - it
is not as if the world suddenly dropped house prices down.
Clearly, it is related to what is happening in credit
markets and subprime. But it is really Important to
understand how unprecedented the kinds of very, very quick
house price declines that we have seen in markets are.
There really i1s no history in the U.S., even looking at
Texas iIn the sort of mid 1980s or New England in the early

“90s of house prices that declined this rapidly on a
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nominal basis.

I sort of cut my teeth doing early work looking
at loss aversion and liquidity constraints in data in
Boston. We never saw prices drop this precipitously in
any of the declines. In fact, the only one that 1 know of
in North America, there was one episode In Vancouver where
we saw prices double and then fall in half over about a
three-year period. So, it has been an enormously
unprecedented decline in house prices, and It is important
to understand that. 1 think it has a lot to do with the
complete evaporation of credit for a large group of
borrowers that were relying on subprime credit.

The second, obviously, is slackened
underwriting. 1 am going to show you some data on that iIn
a second. There have been a number of other people that
have looked at this. And the third Is just poor economic
conditions in a subset of the markets.

So, let me talk first about prepayment
penalties. 1 am going to spend a couple of minutes on
this because 1 have some work with Tomasz Piskorski and
Alexel Tchistyi at Columbia and NYU that sort of go
through why prepayment penalties are around. | think this
work does not make an assumption one way or another that
people fully understood or did not. But one thing that is

really clear is that people who took out prepayment
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penalties got much lower iInterest rates.

So, the i1dea of a mortgage broker walking in and
giving you, sort of throwing in a prepayment penalty in
the bottom without giving you any benefit associated with
that prepayment penalty, is clearly not in the data.
Whether people understood the implications of prepayment
penalties, 1 think is something that other people are
going to talk about later. Karen and others are going to
sort of talk about how people understand their mortgage
product. But we should just get it off the table straight
off, people did get benefits from these and I will show
you that In a second.

There was a lot of criticism. Senator Clinton
suggested that you eliminate prepayment penalties that
lead to the high rates of default and 1 think,
unfortunately, the causality has been reversed, which is,
as it turns out, the people who took out prepayment
penalties were very risky. That does not mean the
prepayment penalties caused them to default more.

Why do I think prepayment penalties are not the
devil that they have been made out to be? First, by the
way, 1Ff you look around all industrialized countries as
well as commercial mortgages, the United States and the
Netherlands are pretty much the only two countries that

actually muckrr 0.0000 a5TO00OUrctu2erest rates. lif yot
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move north of the border in Canada, | have a friend who
sold his house moving from UBC to Toronto, he paid a
prepayment penalty even selling his house. So, when we
think about prepayment penalties, these are the norm
around the world. The U.S. i1s the exception in allowing
fully prepayable mortgages.

The reason we have prepayment penalties, at
least theoretically, solves a very simple but important
problem. Which is, 1If you want to lend to a risky
borrower, you have to charge a high mortgage rate. As it
turns out -- and I have two relatives who took out
subprime loans, so I can at least have some personal
experience in talking to them. Both of them were people
who had gotten themselves into credit trouble.

And when you lend to somebody who has credit
trouble, one of two things is going to happen. Either
they are going to get their act together, and house prices
may go up and they get a benefit. As soon as that
happens, they are going to get out of that subprime loan
as quickly as possible and refinance iInto a conventional
mortgage with a much lower rate.

Or bad things can happen to them. Bad things
could be house prices fall, it could be that they sort of
lose their job. They sort of bump into their credit

problems again. If those bad things happen to them, well,
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they are not going to refinance, they are going to stay in
the pool. So, part of the rationale for both the
development, 1 think, of the 2/28 product was that people
were over -- if you make your payments for two years, you
are going to refinance out of the thing and go into
something else. If you could not refinance at the end of
two years, it probably meant that you did something wrong,
or you got hit with a negative shock and the bump up in
rates was intended to deal with that problem, that
eventuality.

Now, that does not mean that there are not also
psychological problems including sort of hyperbolic
discounting that that product also takes advantage of.

But there is a good sort of economic rationale for why
people did this. In the insurance literature, by the way,
people call this reclassification risk. So, this is a
well-known problem in iInsurance.

And the nice thing about prepayment penalties 1is
that they allow you to sort of spread the risk, so to
speak. So, if you do not let people who have good draws
get out of the pool right away, you force the people who
have good luck to stay in the pool longer. They help cost
subsidize the people who have the bad draws or the bad
luck. And as a result of that, you can actually lower the

initial interest rate associated with taking out a
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mortgage, and that benefits people who are particularly
risky, whose likelihood of default is very sensitive to
the interest rate.

So, that is a relatively short explanation of a
paper that will be on my website later on today, that many
of you have probably seen kind of presented, that you can
write out in very nice, dynamic contracting with my
coauthors.

I am just going to show you three charts that
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prepayment penalty clearly is not supported in the data.
Clearly, they did get a benefit associated with the
prepayment penalty. Whether it is an optimal benefit or
whether it is what would you get if you sort of worked out
what the option value is, | think is a very complicated
problem. But I think that we can observe that on the face
of it these people got a benefit from a prepayment
penalty.

Interestingly, the benefit was biggest for the
highest risk people, because you will notice the
difference between the lines with and without prepayment
penalty narrows as the FICO scores go up. So, in other
words, the biggest benefit associated with the prepayment
penalty was for the riskiest group of borrowers. And, so,
if this was just purely an interest rate option, such an
interest rate option would not at least directly explain
what 1s going on.

The third thing is evidence on defaults. This
is sort of a place where 1 think people have really not
controlled for sort of the kinds of people who are taking
out prepayment penalties. You observe clearly the
riskiest borrowers, those with FICOs under 620, have the
highest default rates. So, that is not really surprising.
Those people also take out more loans with prepayment

penalties. So, 1If you do a correlation, you are easily
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going to find the correlation between prepayment penalties
and defaults.

The problem is, if you control for FICO, that
correlation disappears. In fact, i1t actually goes the
other way for the lowest FICO people. Default rates with
prepayment penalties are actually lower than default rates
without prepayment penalties. And that suggests that
among this particular very, very high-risk group of
borrowers, the lower interest rate associated with the
prepayment penalty might well have both allowed them to
purchase a house they might not have otherwise and
actually potentially given them a lower interest rate for
which they received some benefit.

So, that is the first piece and that is where |1
was going to spend kind of more of my time. 1 want to
talk about some of the broader issues. That first set of
stuff was really work that Tomasz and Alexei and 1 have
been working on. The rest of this is work that 1 have
done with Karen Pence and/or work that Shane Sherlund has
done at the Fed. 1 am just going to highlight some of
this work. This i1s all work that is going to be coming
out in The Journal of Economic Perspectives later on this
year and, hopefully, we will be able to get a working
paper online in the next couple of months.

But the data is sort of fairly straightforward.
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large cuts iIn interest rates that the Fed has pursued
suggests that most of the rate resets today, if we look at
the loans rolling over in the next year to year and a
half, will take place with a rate reset typically under
100 basis points. In other words, while rate resets would
have potentially been a big problem if we had seen the
credit markets evaporate without low interest rates, the
fact that interest rates have come down has meant that
people are not going to be facing large rate resets, when
the sort of 2006 vintage, late 2005, 2006 vintage of
subprime loans comes into the market.

The third thing is just the interest-only and
option ARMs. 1 am not arguing that these are particularly
great products. There has been lots of look at credit
cards and people who make minimum payments on credit cards
and the ability to kind of hang themselves, and there have
been rules that have been portrayed to not allow people
who make the payment to sort of see negative amortization,
but that has clearly not so far been a big issue.

One thing which, I think, you know, in the paper
that Anthony presented, you know, they are looking at
subprime. The vast majority of option ARMs are actually
the Alt A product. So, our evidence suggests even a much
lower rate of option ARMs than you guys have in your data.

We show very, very few of them actually showing up in the
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borrowers every month are making the minimum payment.
That is, they are negatively amortizing their loans. This
is potentially a very large problem to come, but one which
we have not seen so far. These option ARMs actually have
lower default rates than other loans up to this point.

So, what happened? Well, if we look at the
data, this is data looking at loan vintage for California,
Florida, Arizona and Nevada. That is the places where
house prices, according to the recent Kay Schuler
(phonetic) stuff, have dropped an astounding 20 percent in
a year and a half.

IT you look at those locations, and the dotted
line 1s the rest of the U.S., for the “04 loans, you can
see the rest of the U.S. had much higher default rates out
to 42 months than those states did, when house prices were
going up enormously. As house price appreciation slowed
in the “05 vintage, this iIs when house prices really
started to collapse, after about two years for the “05
loans, this is 2007.

And you can sort of see that this reverses
itself. So that in 2006, it is the California, Florida,
Arizona and Nevada loans that have much higher default
rates than the U.S. does. In some cases, double the
default rates. The unprecedented rise iIn defaults is very

highly concentrated in those four states, where we have
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seen significant negative house price appreciation, and
this is the data from 2007, which is showing the same
pattern.

So, house price appreciation, endogenous
clearly, is a big, big factor for what is going on.

The second i1s just, if you look at the
underwriting, look at observable loan-to-value ratios.
People talk about this split between adjustable and fixed
rate and, clearly, the adjustable rates have terrible
default experience. They also had the worst quality
borrowers. |If you look at the median cumulative
loan-to-value ratio for purchase loans, you can see that
that was 100 percent. People were putting no money down.
The median in the United States purchase loans in “05, “06
and “07 in the subprime pools was 100 percent. In the Alt
A pools, i1t was 95 percent.

So, these were people who were putting no money
down, and as it turns out from work that Shane has done,
the existence of a piggyback loan, even controlling for
cumulative loan-to-value, is another signal that indicates
higher ratio of defaults and fully a quarter of those
people who were using piggyback loans in “05 and “06, and
what we are really going to sort of think of is the
nightmare vintages of subprime loans.

The other thing is just unobservable stuff.
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who are walking away from theilr houses at rates that we
have just never really seen before in mortgage
originating.

And 1 put this up on the Alt A just for sort of
a benchmark. People never usually use the same axis on
these things. | thought it was useful to show you that
the Alt A loans, which had almost all of the exotic
products, the use of negative amortization, the use of
interest only, three-quarters of Alt A loans had neg ARM
or interest only. A quarter of Alt A loans had investors
versus 9 percent of subprime. By almost all observable
measures, except FICO, the Alt A loans had all the exotic
features. Their default rate so far has been better. So,
understanding that this so far has not been the exotic
features, it has been who they lent to.

So, where do we go from here? This is my last
slide. 1 think government policy has to understand that
if we do not have a private mortgage market, and by
private 1 do not mean the GSEs, we have a trillion dollars
to replace. In my view, the reason house prices have
fallen this quickly is because we completely erased
mortgage products that served marginal buyers, and we not
only got the ones who probably could not afford it, but we
also have gotten the ones who probably could afford it at

this point. Just erasing a large class of buyers from the
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rights has the effect of reducing credit, which will have
the effect of causing house prices to continue to fall,
and this is a place where we really have to be careful
with policy.

MR. PAUTLER: Thank you, Chris.

(Applause.)

MR. PAUTLER: Our final presentation in this
segment will be done by Richard Todd and Morris Kleiner.
They will be tag teaming.

MR. TODD: My balloon comes due next year. It’s
in your Minneapolis numbers, but it is okay, | think.

(Laughter.)

MR. TODD: 1 got into the hotel late last night
and saw CSPAN had the National Governors Association
talking about this. My governor and Pennsylvania’s were
touting mortgage broker regulation. So, there are a few
things to say about mortgage brokers and licensing of
mortgage brokers.

I am going to jump right in in the iInterest of
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actually better than we do, we are going to cover them
only as background to our empirical work on state
licensing, state licensing requirements for mortgage
brokers. And I am going to quickly summarize that for you
right up front. Before that, let me note that, like Chris
here, 1 have to say that Morris and | are speaking for
ourselves today and our views do not represent those of
the Federal Reserve Bank of Minneapolis or the Federal
Reserve System.

These [referring to the bullets on a projected
slide] are our main points, the core of our results so
far. Most forms of broker licensing have had little
discernible impact on market outcomes that we can find in
our study period of 1996 to 2006. This includes numerous
requirements for mortgage broker education and experience,
which casts doubt on the relevance, at least to mortgage
brokers, of models of occupational licensing that stress
human capital.

However, we did find one licensing provision,
that brokers maintain either a minimum net worth or an
occupational surety bond that is at least statistically
associated with the effects in both the labor market and
the mortgage market. However, the nature of these
associations, as shown on this slide, in the sub-points

there, is at best ambiguous regarding consumer welfare and
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at worst not inconsistent with a Milton Friedman view that
occupational licensing mostly hurts consumers by creating
barriers to entry. And Morris is going to discuss the
regressions that lie behind those associations in a few
minutes.

I want to briefly note some additional points to
the work, however. There are not that many empirical
studies that have looked at mortgage broker licensing.

The main exceptions, by El Anshasy and others, and by
Backly and others, examine only a few states. We were
lucky to make use of Cindy Pahl”s much more complete index
of state mortgage broker regulations for this "96 to 2006
period. That index is available on our website and the
final slide tells you how to find the whole data set.

We also need, I think, further theoretical work
in this area. Perhaps the most complete model 1 know for
addressing mortgage broker controversies might be Yiting
Li’s Middlemen and Private Information, but I really can’t
think of any theoretical model yet rich enough to cover
the factors listed here on the slide that come into play.

Accordingly, we are going to report -- basically
reduced form results focusing on the sign and significance
of the coefficient on mortgage broker bonding and net
worth and how i1t relates to market outcomes.

Before I do that, 1 want to comment a little bit
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about surety bonds. They play a key role here and are
also not very well studied. 1 want to talk about how they
can be a barrier to entry. |If a broker violates specific
licensing provisions in a state resulting Iin a claim owed
to a customer, the customer can have trouble collecting
the claim from the broker. To resolve that, the states
often require brokers to buy each year a surety bond from
an insurance company, say, for $50,000 or so.

Then if a claim arises, the iInsurance company
will pay the customer, making it easier for the customer
to collect, and the insurance company then goes and gets
its money back from the broker. Therefore, the bond is
essentially a mechanism for the insurer to lend money to
pay the customer and then get repaid by the broker. So,
it is like a line of credit and it is not that the broker
actually has to put up all that money in a bank account or
something.

Creditworthy brokers easily qualify for a bond
and they pay relatively little for it, perhaps 1 percent
or less of the bond. Like $500 for a $50,000 bond. But
iT you have defective or a thin credit file, you may
simply be denied a bond and not be able to practice in the
industry or you have to pay a lot more, a subprime surety
bond, if you will, paying perhaps 10 or 15 percent, like
5,000 bucks a year for a $50,000 bond, and that is a
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barrier for people.

I am going to close my part by talking about a
few key characteristics of the industry, fitting the first
panel theme here. Most mortgage brokers, their role,
again, is to make and facilitate loan transactions. They
do not actually take on credit risk. They are not
providing the funding for credit risk purposes.

They convey information to borrowers. They
convey information about the array of loan options. To
lenders, they convey information about the borrower®s
qualifications. In this capacity, brokers provide
marketing services as well, helping lenders reach
borrowers. For example, brokers were important in
enabling upstart mortgage banks to rapidly gain nationwide
market share without establishing their own branch
network. They help existing commercial banks penetrate
new areas, too.

Brokers can help to hold down loan processing
and closing costs by performing the paperwork and handling
of loans efficiently. Thelr most direct competition comes
from loan officers who work directly for mortgage lenders.
These loan officers mostly perform the same functions, but
work solely for their employer. The line, therefore,
separating brokers and loan officers is especially thin.

In some cases, the case of correspondent lenders, these
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are lenders who do not really take much credit risk, they
quickly resell loans to others at prearranged prices.

So, a lot of the controversy in mortgage broker
regulation turns on whether independent brokers and the
in-house loan officers should be treated equally because
many existing and proposed regulations apply differently
to the brokers versus the lenders” own loan officers.

Based on data through 2003, most of the mortgage
brokerages are small firms with one office, about 10
employees, five or six brokers, one or two managers.

There are, of course, larger firms as well as a fringe of
very small firms, including part-timers.

The iIndustry®s rapid growth that you saw on the
first chart since the late "80s did take place mostly at
the extensive margin. That is, they added firms without
increasing firm size very much. So, 1 think that points
very much to the potential importance of barriers to entry
in this industry.

Brokers®™ compensation is controversial. That
has been alluded to already. They are typically paid on
commission for each loan they help originate. This often
includes a fee set at a percentage of the loan amount that
the borrower pays directly to the broker. But it also
includes a payment -- often, i1t also includes a payment

from the lender to the broker, called a yield spread
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premium, and they are especially controversial.

As a number of people have pointed out, they can
be thought of as negative points in return for a higher
interest rate that you are going to pay. The lender
provides cash back at closing, typically, credited to the
broker. This can be a useful way for cash-poor borrowers
to finance a portion of the broker®s overall fee or other
closing costs, but controversies arise because borrowers
often have little awareness or understanding of these
payments and because the payments give brokers an
incentive to steer borrowers toward high-priced loans.

To mitigate the potential for abuse, brokers are
required to disclose these yield spread premiums, but
research by the FTC, Fed and others suggest that the
disclosures are often ineffective. Similar payments are
also made in the competing origination channels with
correspondent lenders and their in-house loan officers.
But in those cases, the same type of disclosure is often
not required, and that adds to the controversy.

A number of proposals have been made to limit
the potential abuse in mortgage brokering, including
tighter broker licensing. And on that note, I will let
Morris discuss our results.

MR. KLEINER: I am delighted to be here. 1 am

going to be looking at this issue from a very different
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lens, that is from the view of occupational regulation.
And as a guiek baekground, eeeupatienal regulatien in the
U.S. grew from around 4 or 5 percent in the 1950s
according to some recent analysis that | have done with
Alan Kruger at Princeton up to about 29 percent. This 1is
an area that has experienced very dramatic growth, both at
the state level, sub-state level and really at the

national level as well.

© 0o N o o b~ W N PP

Just yesterday, | was called by the director of

[
o

an association who represents data entry workers at

For The Record, Inc.
(301) 870-8025 - www.ftrinc.net - (800) 921-5555

the state level. sub=state level and reallv at the



© 0o N o o b~ W N PP

N RN N N NN P R RBP R R PR R R R
aa A W N B O O 00 N O o0 B W N —» O

60
experiences that are necessary to enter a particular
occupation. Often they require continuing education
requirements.

Traditionally, there is a license fee, and the
license fees serve as a way for the state or local
government to pay for these occupations to be regulated,
and for them to be monitored. In most cases, the fees are
in excess of the amount that it would take to monitor
these occupations. There tends to be background checks
for issues of good moral character. And in most cases,
with respect to mortgage brokers and the real estate
market, there really is a requirement for bricks and
mortar regulations. That is, a physical presence as
opposed to an internet presence. That has been the issue
of some recent Justice Department litigation.

There also are various legal forms that need to
be presented and are required by both the industry, that
is, the regulation of the industry as opposed to the
regulation of the occupation. Almost all states regulate
the industry. |In fact, Alaska, as of July 1, 2008, will
be the last state to impose regulation on the industry.
But as of 2006, only 18 states required full occupational
licensing of the occupation of mortgage brokers. And
these iIncluded a wide variety of different requirements,

including audited financial statements, and an issue that

For The Record, Inc.
(301) 870-8025 - www.ftrinc.net - (800) 921-5555






ForT

62






© 0o N o o b~ W N PP

N RN N N NN P R RBP R R PR R R R
aa A W N B O O 00 N O o0 B W N —» O

64
credit seem to gain as a result of these regulations.
There is alack a very clear, causal story.

However, they are sort of consistent with Milton
Friedman’s writing of the market and the role of
occupational licensing; that is licensing is mainly an
entry barrier that raises prices and cuts the quantity of
brokers and also reduces the quantity of loans, as well as
their quality. It is difficult, at least in our analysis,
to find any pro-consumer interpretations and it would be a
very difficult to find its impact as being significant.

Contrary to many public policies, proponents of
a greater occupational regulation, including individuals
like Mort Zuckerman and others who are arguing for greater
regulation of mortgage brokers, our results certainly
downplay the role of sort of regulated human capital, that
greater regulation results in greater knowledge and, as a
result, being able to serve consumers in a very positive
way. Certainly more analysis is needed, but broker
licensing does not look like a silver bullet for curing
abuses, although perhaps some additional analysis iIn this
area is needed to perhaps tease out some of these more
detailed effects.

IT you are interested In some of our results,
especially the regulation data, which was developed by a

former student, Cynthia Pahl, who worked with the

For The Record, Inc.
(301) 870-8025 - www.ftrinc.net - (800) 921-5555



© 00 N o 0o b~ W N P

N NN N NN P R RBP R R PR R R R
aa A W N B O O 00O N O 00 A W N —» O

65
Minneapolis Federal Reserve Bank.

MR. PAUTLER: Thank you, Morris.

(Applause.)

MR. PAUTLER: I am going to break into your
break time for just a little bit to allow some time for
questions and answers from the audience. Questions from
the audience, not answers, of course. So, if anyone has a
question. The woman in the back?

(OFf microphone)

UNIDENTIFIED FEMALE: Hi, my name is (inaudible)
and | have a (inaudible) question for Dr. Mayer. | take
your point about prepayment penalties belng a proper risk
mitigation tool for lenders iIn some instances, but 1 think
what we have seen over the past couple of years is a
loosening of underwriting standards. So, what may have
been reasonable, that a risky borrower would qualify for a
mortgage at 6 or 7 percent, that they could pay that
mortgage, it may be unreasonable to think that the same
borrower could afford the mortgage at 9 or 11 percent.

So, when we look a these mitigation tools by lenders, in
the context of loose underwriting standards, where
borrowers are not being underwritten at the fully
amortized interest rate for that mortgage product, 1 think
that is where the problem occurs.

So, my question is, when you said that borrowers
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UNIDENTIFIED MALE: Well, to add color to my
question, I am from Arizona momentarily. The issue is
that we have a very large Hispanic population, and the
concern is, 1If we do, whether it is bonding or licensing,
et cetera, that that will be the market, the percentage of
the market that is most dramatically or adversely impacted
by this legislation.

MR. KLEINER: I would agree that certainly
providing information to consumers, either registration or
certification, provides very useful information. But
licensing really restricts -- or adding these additional
bonding requirements for entry really restricts entry,
especially among minority communities.

UNIDENTIFIED MALE: Thank you.

MR. PAUTLER: Yes, sir. Please i1dentify
yourself before you ask the question.

MR. LYNCH: Hi, I am John Lynch from Duke
University. So, this is a question for Souphala. What is
the economic rationale for why low documentation loans are
a positive thing? What is the benefit? What is the
welfare benefit for low documentation loans?

MS. CHOMSISENGPHET: I am not quite sure what
the benefit is. | think we have -- have you seen any
performance on the low docs? Did you look at that?

MR. PENNINGTON-CROSS: Want me to try that?
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is through their mortgage and some of their debt is
through credit cards.

Part of the reason the 125 LTV loans developed
was when people started getting tough on credit card
defaults. Lenders discovered, well, gee, if we make the
loan on the house, you will not default on it because we
can take your house right away, but if we make the loan on
a credit card and you do not pay, we cannot take away your
house. So, the idea of the option ARM or the negative,
the 125 percent LTV loan is to provide a secured way of
doing a mortgage that people will pay, and so far, they
haven’t not paid. Although there are going to be some
real questions as to whether they will down the road.

But looked at in isolation, it is hard to think
about -- the option ARM is just a combination of other
things that already exist in the market that are not
illegal.

MR. PENNINGTON-CROSS: And let me also point
out, the 10s and the option ARMs, those are, again,
products which were important in the jumbo market before
they spread into subprime. And, again, those were
designed for individuals who had highly volatile, but
large incomes, like lawyers and partners in law firms
would often use these things because one month they would

have a huge draw, the next month their draw would be next
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borrowers for whom those myths are not myths, that are
truths, or whether you were able to look at smaller —- if
you were able to do that sort of analysis, whether your
findings really extend to the sort of sub-analyses?

MR. MAYER: Almost surely there was some amount

of fraud that took place and there were some pe -7
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problems and then there was a paper by Elliehausen et al.
last year, and they found significant decreases in
interest rates only. So, 1 think you have to accept that
borrowers did get a rate cut In exchange in the subprime
market.

MR. PAUTLER: I would like to thank everybody
for the questions. We have gone over our time. So, we
are going to reconvene at about 10:35. That is seven
minutes from now and we will push the whole schedule back
about ten minutes. So, we will begin at 10:35 with
Session 2. Thank you.

(Applause).
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SESSION 11: ECONOMIC ANALYSIS OF CONSUMER
INFORMATION AND MORTGAGE CHOICE

MR. PAHL: Good morning. I am Tom Pahl. I am an
Assistant Director in our Division of Financial Practices
here at the Federal Trade Commission and I will be the
moderator for this next session.

In the first session, our presenters described
the changes that we have seen iIn the mortgage products and
in the marketplace in recent years. In this session, we
will build on that solid foundation and examine the
relationship between the information that consumers
receive and the choices they make about their mortgages.

When writing a story, journalists are taught
that they are supposed to answer the five Ws and the one
H. Who, what, when, where, why and how. Hopefully, our
presenters today will help to answer those questions in
the context of mortgages. Who should provide mortgage
information, what they should give consumers, when it
should be provided, where it should be conveyed, why it
should be given, and how it should be provided. A tall
order certainly, but fortunately we have a very
distinguished panel here today to help us sort through
these questions:

David Laibson is a Professor of Economics at

Harvard University and a research associate at the
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these transactions.

For example, who is going to say to a consumer,
if you buy this large house, you will be spending too much
of your income on housing? Stay in your old house and do
not engage in the transaction. Or if you extract more
home equity and spend it on current consumption, you will
be spending too much of your income on interest, do not
take out a home equity loan. Or if you refinance now, you
will be giving up a valuable option to refinance in the
future, you should not refinance now.

These are all truths, we think at least, in some
cases, Tor some consumers, and the market does not have an
incentive to inform individuals about these facts, because
the person who is going to make money, or the firm that is
going to make money, is the firm that is going to interact
with the consumer who is, let"s say, unaware of these
possibilities.

So, | want to talk about something that Xavier
Gabaix and 1 discuss as shrouded attributes. These are
features or aspects of a product that are underappreciated
by the consumer. So, a famous classical example is a
printer. Everyone knows the price of the printer and
very, very few people know the price of the ink and, of
course, the iInk is ten times more expensive than the

printer itself. Well, in the mortgage market, there is an
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analogy. There is obviously the current interest rate,
which is very, very clear. And then there are many other
prices which are perhaps less clear for some consumers. |1
do not want to suggest that all consumers do not see these
prices. But, certainly, some consumers may fail to see
some of the costs associated with a mortgage, particularly
iT those costs are stochastic and are delayed.

Let me keep moving. So, here is a quick model
to get us all on the same page and provide a little bit of
formalism. 1t is really very simple and it just lays out
the concepts that 1 want to discuss. So, imagine a market
where there is perfect competition. So, we are going to
have firms, mortgage origination companies, mortgage
brokers, perfectly competing with each other. There will
be no rents for these firms. Imagine that the value of
buying a house is V and that there is a cost of providing
a mortgage in terms of the consumers® cost and that is, an
apparent cost, P, and then a shrouded cost, PS. And let"s
imagine for the purpose of our conversation that PS is
weighted by a factor, beta.

So, the consumer only perceives cost P plus beta
times PS and, obviously, beta here is a value between zero
and one reflecting imperfect awareness. When beta is
equal to one, the consumer is perfectly aware. When beta

is less than one, the consumer is failing to fully
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understand or fully evaluate some of these shrouded or
delayed costs.

Let’s assume as well that the originating firm
cannot push too many of the costs into this shrouded
category. So, we are going to bound PS with some bound P
bar S. You cannot put all the costs into that category
perhaps for regulatory reasons or some other reason.

Finally, assume that the actual economic cost of
providing this loan is C. So, what does equilibrium look
like In this market? And, again, that is a competitive
equilibrium. So, this gets back to what Chris was telling
us earlier. In this model, because of competitive
equilibrium, you cannot basically rip the consumers off.
In competitive equilibrium, it Is going to be the case
that all firms make zero profits. So, when you create
more costs in one category, you are going to end up having
less costs in the other category. So, we are going to see
exactly the kinds of trade-offs that Chris and others have
documented. That is a competitive equilibrium condition.

Firms are going to minimize the perceived costs
of their loans. They are going to do that by putting as
many of the costs as possible Into the shrouded category.
So, there are shrouded costs. PS will be as large as
possible. So, that is going to imply that the visible

costs or the completely visible costs, P, will, in
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equilibrium, be equal to the true economic costs minus the
shrouded costs in this competitive equilibrium.

Now, we can have an equilibrium that is
inefficient in this case. And how do we get an
inefficient equilibrium? Well, if the economic cost, C,
is greater than the true value to the consumer, which is
then again greater than the perceived cost to the
consumer, we may end up with consumers who are undertaking
these transactions, even though it is value-destroying.
And the condition, 1 have just rewritten it below,
basically emphasizes the role that beta plays here. Beta,
recall, is the ability to perceive all of these shrouded
costs.

So, when beta is equal to one, the consumer
perceives all of the costs iIn this transaction, all of the
ways In which he is going to have to pay for this home.
And in that case, there is no opportunity for an
efficiency because C cannot be greater than V and then
greater than C again. So, when there is perfect
understanding of the cost structure here on the part of
the consumer, there is no inefficiency.

So, let"s think about a calibration of a model
like this. Not because this has any kind of real
empirical meaning, but it just helps us think about the

magnitudes. So, 1If you think about the costs that are
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Sumit is in the second row, John is iIn the fourth row --
Xavier Gabaix and myself. What I am showing you here are
credit card fee payments as a function of account tenure
using account fixed effects. So, these are all sources of
variation for the same person as they go through their
life as a credit card borrower. They begin paying lots
and lots of fees. They are very apparently confused about
this relationship.

And as their account becomes a longer and longer
tenured account, those fees collapse. This suggests that
they began the relationship in a state of confusion and
then they ended the relationship with a much better
awareness of how they could gain the credit card.

Now, obviously, mortgages are radically
different. The stakes are so much bigger and it is all
kind of determined at the beginning. But is it also
possible that people who are taking out mortgages also go
through a learning process where they initiate the
mortgage, not fully understanding all the features, and
only over time come to understand all the ways in which
that contract is complicated?

Now, could the market for advice solve these

problems? Could people go for advice to third parties and
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Well, the first problem is that it is very hard
to separate good advice from bad advice. The second
problem is that In many circumstances, in fact, the vast
majority of advice is bad.

Let me give you an example of that from another
paper with Sumit and John. This one precisely on the
mortgage issue. We studied refinancing advice. We looked
at the 25 leading books and websites that provide
refinancing advice on a kind of volume basis. Not one of
these -- these are the leading 25, not one of these 25
provide a calculation of the -- these are not, by the way,
banks, these are people in the business of saying, I am an
advice source, | am an author of a personal finance book.
These are, you would think, unconflicted. 1 think they

are, in fact, unconflicted. Nevertheless, they are wrong.

Not one of them provides a calculation of the
optimal refinancing differentials or a table of optimal
refinancing differentials. They all provide a break-even
rule. And as you know, the break-even rule is not the
appropriate refinancing rule. That ignores all the option
value of refinancing, If interest rates move further in
the beneficial direction.

Most of the advice boils down to the following

necessary condition for refinancing. Refinance if you can
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recoup the cost, the closing costs of refinancing and
reduced interest payments, which is, any economist will
tell you, the wrong rule to use when thinking about
refinancing.

So, advanced markets are problematic. Well,
what about regulation? Maybe that is going to solve our
problem. Here 1 am going to turn into a classical
economist. Apparently, we economists cannot give up our
training. 1 am actually rather skeptical of regulatory
solutions. | do not think we should not think about them
and work on them and try them. But the kinds of things
that 1 have been studying lead me to believe that we are
likely to be disappointed by regulatory interventions.

So, what are the kinds of solutions that I am
discussing now? Well, we could provide consumer
education. We could teach consumers to look for these
shrouded costs and optimize accordingly. We could also
regulate transparency. Compel firms to stop shrouding
costs, to make the costs easier to see.

Let me show you some evidence now from different
markets that make me skeptical of these kinds of
arguments. This Is a study that 1 recently did with John
Beshears, James Choi and Brigitte Madrian, and we studied
a new disclosure form that the SEC is promulgating. It is

called a summary prospectus. Everyone is very excited
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about this at the SEC. The Director of the SEC Division
of Investment Management recently said the results should
be disclosure that is layered in a manner that allows each
mutual fund investor and each iIntermediary, analyst, and
other user to quickly find and use the information that he
or she needs and wants. And they proposed this new
summary prospectus.

We actually rolled it out in our laboratory and
we gave subjects real stakes, not 100,000, but 100. In
fact, that was the scaling. And what did we find? Well,
I want to contrast the subject choices using the old
prospectus and using the new, improved, disclosure-great
prospectus. So, if subjects had minimized fees, just to
give you a benchmark in these experiments, they would have
paid a fee of 1.82 percent of their assets.

In fact, when they had the old prospectus in our
experiment -- this is all, of course, randomized, so there
is perfect control groups here -- their statutory

prospectus ended up with a fee of 3.73 percent. When we
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funds. We are going to explain the fees to you as
percentages. We are going to explain the fees to you in
dollar terms, and we are going to lay them out on a single
page, with language that we thought was crystal clear.

And this i1s the result that we got.

(Laughter.)

MR. LAIBSON: Still worse than dart throwing.
And we keep doing studies like this. Maybe we should give
up. We keep thinking we are going to find a way to get
people to do the right thing without basically holding
their arm behind their back and dragging them across the
room.

So, last slide, disclosure, In our experience,
does not lead people to choose low fee mutual funds or at
least has minimal effect. Even when the funds are index
funds, even when they are identical commodity S&P 500
index funds. Would better disclosure work in the mortgage
market? 1 think we have seen some preliminary evidence
that suggests it is hard there, too.

What educational interventions work? 1 do not
know. And the more 1 study these interventions, the more
I find that it is very hard to change behavior in a
dramatic way. | am particularly struck by the costs of
these iInterventions, and the minimal results we get from

them. Not to mention, if we think about more forceful
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time around, as in the case of David"s work on credit
cards.

Some of my co-panelists have done some very nice
work, which they are going to talk about later, showing
that there is abundant evidence that borrowers in the
mortgage market just do not fully understand their loan
terms. And 1 think there are sort of two implications
that we could draw from this. There are two separate
kinds of things, in some sense, that we might think about.
One i1s just a traditional problem that has been around for
many years in the mortgage market, that people may pay
high fees or not shop enough for a good APR. These are
issues that have been around for many, many years in the
mortgage market.

And then there are more recent issues which have
to do with both the innovation in the kinds of mortgage
contracts and the set of people entering into mortgage
contracts. Basically, the problem, people may put
themselves into the wrong kind of mortgage or simply put
themselves into a mortgage or a house that they just
probably should not have been in. And this problem seems
particularly acute in the subprime population that was
talked about in the first session today.

So, | want to use my time to talk about two

particular issues. One is, | want to follow up on some of
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the things that David said about the extent to which the
market provides sufficient consumer information and
sufficient guidance in terms of steering consumers into
appropriate financial contracts. And then, secondly, to
talk about the question of whether better information
alone provides sufficient consumer protection,
essentially, again, following up on one of David®"s themes,
the extent to which better information leads to better
decisions. And 1 think I am going to come up mostly in
line with the first speaker, although not completely.

So, what do we know about disclosure incentives
in markets? 1 think one thing we know at a broad level is
it depends on two things. It depends on the
sophistication of the buyers in the market and it depends
on the degree of competition. In fact, one of the old
results in information economics, one of the most
surprising results that came out of information economics
many years ago is t