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PROCEEDINGS

MS. TWOHIG: Good morning, everyone. You are
such a well behaved crowd. You started quieting down,
and I didn"t even say anything. My name is Peggy
Twohig. [I™m the Associate Director of the Division of
Financial Practices at the Federal Trade Commission, and
it"s wonderful to see so many of you here so bright and
early, for Washington, in any event, to attend this
workshop on this important topic.

Before 1 introduce Chairman Majoras for opening
remarks, 1 have a number of housekeeping matters 1 need
to review, so please bear with me for a few minutes
here.

First, about security, as you know for those
visitors who came iIn, you need to go through security
and be screened, and if you leave the building today for
lunch or breaks, you will need to go through security
again, and that"s no problem. 1t"s not too onerous, |1
hope, but you just need to keep that in mind in terms of
time.

Please wear your name tag that they gave you and
security badge at all times and keep it with you and
wear i1t when you come back from the lunch break or any

other break.
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For audio-only listeners today, we encourage you
to visit our web site, which is
ftc.gov/mortgageworkshop, and you will find copies of
most of the presentations today and the handouts that
we"re using in today"s panels.

An important note: In case of emergency, please
now locate the exit nearest you. This is my airline
stewardess imitation, fire doors or through the main
doors at the front of the building on New Jersey Avenue,
past the area immediately behind the auditorium.

There®s also a G Street corridor exit. |If for any
reason there®s an emergency that makes i1t unsafe to go
outside, please listen and security staff will instruct
you.

Okay. Here"s the important part. Cell phones,
please turn off all now. You can do it with me. Do as
I say and as | do. Actually mine is already off.

Please do not set them to vibrate because this can
interfere with sound and video equipment. If you must
use a cell phone or pager, also please don"t use them in
the area right back here or behind us or between here
and the guard®s desk. You can use it more in the rest
room area or it you need to outside.

Rest rooms, speaking of rest rooms, are located

outside the glass doors where you came in, across the
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helpful to us iIn providing feedback on today®"s workshop.

Now, without further delay, I"m honored to
introduce the Chairman of the Federal Trade Commission,
Deborah Platt Majoras, who will give opening remarks.

(Applause.)

CHAIRMAN MAJORAS: Thank you very much, Peggy,
and good morning, everyone. Welcome to the Federal
Trade Commission®s workshop on protecting consumers in
the new mortgage marketplace. 1 want to thank everyone
for being here and, in particular, our distinguished
panelists for participating in this workshop about
important consumer protection issues in the residential
mortgage marketplace.

As many of you may know, at the FTC, when we
have questions about how to protect consumers in new
contexts as there are developments in the commercial
marketplace, our strategy is to reach out and pull in
experts to assist us in understanding new issues. Home
ownership in itself is not a new issue, of course. It
has been, and remains, the American dream. Many
Americans have achieved that dream. Home ownership
today i1s at record levels.

As we all know, however, housing prices have
risen dramatically in recent years and especially in

certain regional markets, and for some that has meant
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that it 1s more challenging to achieve the dream of home
ownership. The marketplace has responded, as it often
does, this time with nontraditional or alternative home
mortgage products designed to make homes initially more
affordable for consumer buyers.

The key feature of these alternative products is
that they set mortgage payment amounts as low as
possible in the early years of the loan. The prevalence
of these alternative mortgage products has grown

rapidly. Whille in 2000, they made up less than 1
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already protecting consumers and learn what consumers
understand about these products.

The FTC has broad jurisdiction in this
marketplace over non-bank mortgage lenders, brokers and
loan servicers. Therefore, it"s important that we
understand these alternative mortgage products so we can
assess any relevant consumer protection issues.

So to guide us today, we"re going to have five
panels covering a broad array of consumer protection
issues. The panelists represent a wide cross-section of
experts, drawn from many parts of the mortgage industry,
consumer advocacy groups, academia, and federal and
state regulatory agencies.

Initially, our panelists will introduce the
various alternative mortgage products and identify the
major participants In the home mortgage industry. This
should get us all on the same page about what it is
we"re talking about.

Next, our panelists will explore the benefits
and risks of these mortgages to lenders and consumers
and look at market factors, such as the potential Impact
of a housing bubble or a change In interest rates.

Then our regulatory representatives will outline
the legal framework in which these loans are made, and

another panel will follow up exchanging views on how
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best they think we can protect consumers and the
marketplace.

We will close the day with a discussion on
consumer literacy and education. Many of you know, I am
a strong proponent of financial literacy among
consumers. Consumers must understand their own
finances, including how their mortgages work and what
mortgage products will work best for them. Members of
this final panel will introduce extrinsic evidence about
how well consumers understand their mortgage loan terms
and consider creative ways to educate consumers.

Before 1 conclude, 1 would like to thank in
advance all of our moderators and panelists for taking
this time. 1 know everyone is very, very busy, and we
appreciate the efforts to participate in the workshop.

I particularly am pleased that we have senior
officials from the Federal Reserve Board, the Office of
the Comptroller of the Currency, and the Federal Deposit
Insurance Corporation here today to lend theilr expertise
to us and discuss the proposed guidance issued by the
federal banking agencies, which addresses underwriting
and consumer disclosure standards for certain
nontraditional mortgage products offered by the lenders
that they regulate.

I also want to acknowledge the staff of the
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FTC"s Bureau of Consumer Protection, who planned the
workshop: From the Division of Financial Practices,
Peggy Twohig, who is the Associate Director and from
whom you just heard; Assistant Director Reilly Dolan,
and Staff Attorneys Julie Bush and Delores Thompson;
from the Division of Consumer and Business Education,
Erin Malick; from BCP"s honors paralegal program, Sarah
Gleich, and from our Bureau of Economics staff,
economist Lynn Gottschalk. We thank all of them.

I anticipate that this will be a
thought-provoking and informative workshop, and it
should shed some light on the iIssues associated with
alternative mortgage loans at a critical time when, as 1
said, many consumers are now holding or thinking about
obtaining such loans, and this should assist us iIn our
mission of protecting consumers and the marketplace.

So thank you all for being here this morning.
We appreciate it, and now I will turn the podium back
over to Peggy Twohig, so you can get started with the
workshop. Thank you very much.

(Applause.)

MS. TWOHIG: Thank you very much, Madam
Chairman. Now, without further ado, we turn to our
first panel, alternative mortgage products and the key

players in today"s marketplace. The moderator for this

For The Record, Inc.



© 0o N o o A~ W N PP

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

11

panel is Reilly Dolan, who is one of the Assistant
Directors in the Division of Financial Practices, and

the panelists | guess are taking their seats.
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PANEL 1: "Alternative Mortgage Products and the Key

Players in Today"s Marketplace."

PANELISTS:

J. REILLY DOLAN, Moderator, FTC

AMY CREWS CUTTS, Deputy Chief Economist, Freddie Mac
ALLEN FISHBEIN, Director of Housing & Credit Policy,
Consumer Federation of America

GREG MCBRIDE, Senior Financial Analyst, Bankrate.com

MR. DOLAN: Thank you, Peggy, and good morning
to everybody. It looks like the crowd is continuing to
grow, which is great.

My name is Reilly Dolan. 1"m an Assistant
Director in the Division of Financial Practices. As
Peggy mentioned, the panel today is the alternative
mortgage products and key players in today"s
marketplace, or as | have coined it, alternative
mortgages 101.

Our three panelists, whom I will introduce in
one second, will guide us through the basics about these
products, how they work and who is using them.

To my immediate left is Greg McBride, senior
financial analyst at Bankrate.com. Greg provides

analysis and advice on personal finance and has appeared
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three consumers: Florence, lsaac and Ozzie. Each has
decided to purchase a home for $437,500. Each will need
a mortgage to finance 80 percent of the purchase price,
which translates to $350,000, if my math is right. The
remaining 20 percent will be funded through down
payments, piggyback loans or other mechanisms. The
closing costs are the same for each house.

Florence has decided to purchase a condo located
in New York City. She chooses a fixed-rate mortgage
with a 30-year loan at an interest rate of 6.5 percent.

Isaac has decided to buy a bungalow home near
Los Angeles. He"s chosen an interest-only 5/1
adjustable rate mortgage, a 30-year loan with an initial
five-year period where the interest rate is fixed at 6
percent, and payments cover interest-only. After the
initial five-year period, the interest rate adjusts
annually, and the payments must cover principal and
interest.

Finally, Ozzie has decided to buy a home located
in Hillside U.S.A., which is a suburb of Washington,
D.C. He has chosen an option adjustable rate mortgage
with an initial five-year period where he may pick the
amount he wishes to pay each month. At the start of the
loan, the interest rate is 6.5, and the minimum monthly

required payment is substantially less than the
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interest accrued each month. The negative amortization
mortgage cap, which we will explain as we get into the
first panel, i1s set at 120 percent of the amount
borrowed, i.e., $420,000.

After the initial five-year period, the iInterest
rate adjusts monthly, and the monthly payments adjust
annually. Also the monthly payments must cover
principal as well as interest after that initial
five-year period, including any negative amortization
accrued during the initial period.

One last note, Peggy had referenced questions.
Because of the way this panel is structured and the
presentations that each of our presenters has, | am
going to be taking questions for the panelists at the
end of their presentations, so feel free, as the
question comes to you, to write it on the card, to hand
it to the people who are around to collect them, knowing
that 1 will be getting to it after everyone has given
their presentations.

Now we woulld like to invite Greg to come to the
podium and to start talking about these particular types
of products. Technology is always one to get ahead of
me. There you go. Thank you, Greg.

MR. MCBRIDE: Thank you, Reilly, and thank you

to everyone at the FTC for inviting me to be here today.
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I"ve been asked to introduce these alternative mortgage
products, talk about the pros and the cons a little bit,
who they are right for, maybe who they“re not for.
After that, we"ll talk about risk layering, some of the
additional factors beyond the selection of the mortgage
product that borrowers may be engaging in, and then time
permitting, 11l mention some of the new products that
are in the marketplace.

While on the discussion, alternative mortgage
products undoubtedly begins with interest-only loans,
and justifiably so. This is a product that"s seen
tremendous growth in recent years, going from less than
2 percent of the market five years ago, now as of 2005,
about 25 percent of the market, and not unexpectedly,
considerably higher in the priciest housing markets.

Now, interest-only loans are right for some
people. They"re not right for some other people, so
let"s talk about who should consider an interest-only
loan. Now, the common theme on a lot of these
alternative mortgage products is the ability to tailor
your monthly payment to your income, so who"s best
suited for an interest-only loan?

Well, households that have variable income,
commission salespeople, small business owners, for

example. The idea is that you can make a smaller
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payment in the months when income is lean or larger
payments iIn months when your income is higher.

There®s also a school of thought among some
borrowers about, Well, hey, why should 1 be throwing
money In a mortgage to pay down the balance when it"s
really only costing me maybe 4 or 5 percent on an after
tax basis? 1 can earn higher returns by putting that
money to work elsewhere, and so as a result, you see
many investors, wealthy homeowners that already have
significant real estate holdings, they opt for
interest-only loans because it enables them to minimize
or maximize their cash flow, minimize the amount they"re
devoting to their mortgage and maximize the amount of
money that they“re putting into other investment
opportunities.

Then thirdly, there are the upwardly mobile,

people-17
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IT you also introduce an interest rate increase
at that point in time, if the iInterest rate goes from 6
percent to 8 percent, then the payment becomes $2,700 a
month, an increase of $950 an month.

Now, another product that"s really gained a lot
of traction, particularly over the last 18 to 24 months,
are what"s known as option adjustable rate mortgages or
sometimes called pay option ARMs. Now, as the name
applies, this is a product that gives the borrower
several choices each month in terms of how they want to
make their monthly payment.

They can make a payment on the basis of a
traditional 30-year repayment schedule; on an
accelerated 15-year repayment schedule, which would be a
higher payment. They can make an interest-only payment
or they can make what"s known as a minimum payment.

Now, again 1°1l come back to this common theme on the
alternative mortgage products, and that"s the ability to
tailor the payments to your monthly income. Well, the
option ARMs really adds enhanced flexibility because of
the presence of that minimum monthly payment.

Now, that payment flexibility is the key selling
point on the option ARM product, but if not utilized
correctly, it can also be the biggest pitfall. How?

Well, let"s look at the risks.
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With an interest-only -- I mean, with the option
ARM being -- the interest-only isn"t even the riskiest
choice you can make. 1It"s the temptation to make that
minimum payment month after month, so, for example, if
you make that minimum payment month after month, the
unpaid interest, the payment you"re making, does not
cover the iInterest that"s due. That unpaid interest
then gets added to the balance, so over time your
balance actually grows. This is known as negative
amortization. In addition, you could be subjected to
rising interest rates and In some cases as soon as the
first month.

Now, there are benefits to some borrowers of the
option ARM product. I mentioned the payment flexibility
for households that have widely variable income.

Another avenue is that it enables a buyer to purchase a
larger home sooner, so maybe that"s that upwardly mobile
household that we all desire to be. Maybe it"s a
household where one spouse is home temporarily maybe
caring for children, but will be rejoining the work
force in a couple of years and expects to make a
significant salary iIn doing so.

The option ARM enables them to get in the home

now with the idea that income is going to increase at a
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again, before we go down that road, let"s look at what
can happen to the payments and decide if this is
something that the household budget is able to handle.

I mentioned with the interest-only that when
that loan converts from paying interest-only to interest
and principal, that even if the interest rate stays the
same, the payment goes up. Well, we see the same thing
with the option ARM, only more so. Why?

Because not only are you now repaying the
balance over a shorter period of time, but thanks to the
negative amortization, you®re repaying a potentially
higher balance over that shorter period of time, so in
this case, the payment at the five-year mark jumps from
the initial minimum of 1,200 to a payment of $2,600 a
month. If on top of that you iIntroduce an interest rate
increase, If the rate jumps to 8 percent, then all of a
sudden you"re looking at a payment that"s nearly $3,000
a month.

Now, it"s always important when we talk about
alternative mortgage products to explain the risks, and
why is that? Well, some figures from the Federal
Reserve Board indicate that a good chunk of borrowers
really don®t have a good handle on the risks of
adjustable rate mortgages or alternative mortgages.

They don®"t know the maximum rate they can be charged.
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They don®"t know the amount that the rate can rise at one
time, and they don®"t know how often that rate can
change.

So at a minimum, iIf you"re going to get one of
these alternative mortgage products, those are the
questions you absolutely have to be able to answer as a
borrower. You have to know the maximum that that rate
can climb to. You have to know how much it can rise at
any one point in time, and you have to know how often
that rate is going to change.

Now, in addition, risk layering. So what"s risk
layering? Well, we will all agree that crossing the
street without looking is risky. Risk layering is
saying, I"m not only going to cross the street without
looking, I"m going to do it with my eyes closed. It"s
adding an additional element of risk to the equation.

In an environment where we see those alternative
mortgage products grow, 42 percent of first-time home
buyers bought homes last year without making a down
payment, so we have to kind of consider it in the
context of an environment with people are making smaller
down payments or increasingly making no down payment.

Now, that can be a dangerous mix for borrowers
that go that route. That no down payment, coupled with

a loan product where they"re not repaying the principal.



© 0o N o o A~ W N PP

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

23

Another avenue for borrowers that are making low and no
down payments it that they take a piggyback loan
arrangement, where they simultaneously take a first and
a second mortgage combining what might be an
interest-only first loan with a home equity line of
credit on the second loan, in which case they“re skating
by the iInterest-only payments on both products, not
building any equity for principal repayment, but thanks
to rising interest rates, could be seeing higher
interest rates and higher monthly payments on both
products.

111 just real quickly touch on some of the new
products that are iIn the marketplace right now. There"s
now a fixed rate interest-only mortgage product that"s
really gained a lot of traction in the last 12 months or
so. Unlike the interest-only product in our
hypothetical, this offers a fixed rate throughout the
term of the loan, so the borrower gets the benefit of
that lower interest-only payment in the initial years,
but they will face an adjustment at a later period, once
the loan converts to repayment of principal as well.

The benefit here is that because you®re removing
interest rate uncertainty, the borrower can really
manage what that payment increase is going to be at the

10 or 15-year mark, whenever that loan converts.
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playing in the marketplace. Thanks.

MS. CREWS CUTTS: Thank you very much. 1It"s a
pleasure to be here. 1°m going to walk you through what
I will hope will be a story as to how did we get here,
because it suddenly seems like these things came out of
thin air, and one of the things I would like to start
off with is the fact that what we today call exotic
mortgage products or new mortgage products or
nontraditional or whatever name we want to give them,
they have been around for a very, very long time. They
just haven®t been mainstream, and so now they have
entered Into mainstream, and 1 would like to walk you
through a discussion as to why 1 think that happened.

We have had an extraordinary change in our
mortgage and housing markets over the last 30, 40, 50, a
hundred years. What we have today is a very, very
modern mortgage market and housing market. Starting in
about 1980, we enjoyed 25 years of nearly monotonic
falling interest rates. There were a few times when
they kind of bounced up a little bit, but for the most
part we had 25 years of falling rates.

We also, 1f you look back 25 years, enjoyed a
period where incomes were growing faster than home
prices, and in 1997, as this chart shows, that spread

between house price growth and income growth stopped
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getting wider, and it kind of turned the corner. Where
we have that little dotted line is where that gap
started to narrow and now in the past year, 2005, we
actually crossed where house prices have grown over a
very long term -- economists like the long-term, don"t
look at the short-term, look over the long-term. We
know, looking back to 1975, 30 years have crossed where
over the last 30 years incomes have failed to keep up
with home prices, so this question of affordability
rises to the forefront.

This picture shows more recently what®s happened
to mortgage interest rates. From the middle of 2000 to
the middle of 2003, 30-year fixed mortgage rates fell 40
percent. The rates, the initial rates on one-year
regular vanilla adjustable rate mortgages fell 50
percent, so we head Into a recession. Home ownership
rate hits an all time high, which doesn"t make sense,
right? Normally you think recession, the whole thing
falls apart, but in this case, because of the dramatic

fall in mortgage rates and the fact that most of us
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York, Boston, Miami, California, again falling interest
rates saved borrowers, but now you see that the rates
came together, that 30-year fixed, if you draw a line on
that blue line, the upper line, is almost horizontal.

At the same time the green line, the bottom line, has
come up to meet it.

That spells an affordability problem because
house prices continue to grow. 30-year fixed didn"t
really go anywhere, but house prices growing, and at the
same time adjustable rate mortgages getting very
expensive In a relative sense.

Now, when they got very wide, those two lines

here got very wide, especially 2003-2004, the mortgage
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interest rate, and that matched people®s plans perfectly
with their needs.

What we had then was this compression iIn
interest rates, rising house prices and a burden on
affordability, and the mortgage market response to this,
as we have people trying to get into homes, trying to
buy homes, change homes, change their life styles, was
to offer different mortgage products, variations on
there.

Adjustable rate mortgages have been with us for
a very long time. It wasn"t until the early "80s that
they became a very mainstream product with changes in
the regulatory structure, allowing most savings and
loans to offer adjustable rate mortgages. Up to then
savings and loans were restricted to a fixed rate.
There were some different charters that"s allowed that,
but for the most part, the industry was limited to
fixed, but nonetheless, here the dark blue bars at the
bottom show the adjustable rate share of the total
mortgage market.

This is limited here just to the purchase side
of the dark blue bars. The lighter blue bars show the
fixed rate portion of mortgages for home purchase, and
the green bars show then all the refinances, but as you

can see, we"ve ended up in periods where ARMs were the
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dominant product. In the last two years they were more
than 50 percent of mortgage originations for home
purchase. Forecast is for that to get a little bit
narrower, that fixed rates will take over, but we"ve had
periods like this before.

It"s helpful I think to put into context how big
is the market for adjustable rate mortgages. Now, this
is only on prime mortgages, prime first lien, which is
the dominant part of the market, but sub-prime has
certainly risen quite substantially in recent years.

Adjustable rate mortgages are roughly 12
percent of the number of loans outstanding but 20
percent of the dollars outstanding in the prime market,
and that comes from the very high cost markets,
especially jumbo loans, that is, above the conventional
conforming loan limit being predominantly ARMs, okay,
and the iInterest rate savings are bigger, the bigger the
mortgages are, so for many borrowers, that®s their
desire.

Looking now at the distribution of interest
rates because i1t"s useful to think about where the
potential risks might be, this is a chart from a study
done by Chris Cagan at First American Real Estate
Solutions using data from Loan Performance, and roughly

20 percent of the market has initial interest rates that
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he considers "below market."

Many of these are option payment ARMs, which
have for the first month an amortizing payment of 1 and
a half or 2 percent; and thereafter become, if you do
the full payment, amortizing but adjustable at a higher
rate, but the minimum payment Is non amortizing, in fact
IS negative amortization and fixed for a period of time.

He calls "at market" those that are within a
short range of today®s current rates. At the time that
these loans were taken out, 2004-2005, 4 and a half and
5 percent mortgages were perfectly in the mainstream for
adjustable rate mortgages. Today they"re a little bit
higher as interest rates have climbed.

What he considers "above market'™ mortgages here
are both some second lien mortgages, oftentimes our
second lien mortgages fixed and seconds are at higher
rates, and also sub-prime.

Already we saw this morning a little discussion
about different payments. Here 1°ve offered more
products and in a side by side comparison for a
hypothetical borrower with a $150,000 mortgage, so it"s
a little bit lower than the balances described in the
hypotheticals, but 1 wanted to put it maybe in the
context of the affordable or first time home buyer

market.
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Here you see a regular one year adjustable rate
mortgage, the plain vanilla stuff that we"ve seen for
the past 25 years, comes with an interest rate payment
shock every year i1t interest rates are climbing, and 1
took here for my example the extreme; that is, it goes
up the maximum amount each year that it could go up, and
over time, it might ultimately get to a 68 percent
increase. In many cases borrowers will refinance after
a year or two either into a different product or again
into a lower initial rate loan.

What"s considered the one month option payment
mortgage, which was also earlier discussed, comes with
as | discussed a minimum payment that starts off with
this 1 and a half percent amortizing payment the first
month; thereafter, the rate adjusts.

You can coast for awhile at this minimum
payments adding to your loan balance, and many of these
products come with a cap of 115 or 120 percent of the
original loan balance, not the home value or net, but of
the loan balance, and once you hit that cap, then they
say, Okay, no more of this freebie stuff, you have to
start paying back the loan, the interest and the
principal, and you can end up with quite a large payment
difference there after four or five years.

There are other products here that were also
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mentioned, this idea of doing a fixed-rate mortgage that
you pay interest-only for a period of time and then
start paying the amortization, has a smaller increase,
and then of course the 30-year fixed-rate mortgage, also
known as the "American mortgages™ with no payment shock,
but you still might have property tax iIncreases,
insurance increases, things like that.

There is lot of worry iIn the press and other
places of what will happen when those people hit the end
where they have to do a reset on those mortgages. 500
billion dollars, by our estimates, cobbling together
from the best information we could find, will reset this
year, that is, hit a payment adjustment on their first
lien mortgage. (Sometimes you®ll see numbers as high as
1.2 trillion, but that includes home equity lines of
credit which already adjusted on a very regular basis.)
500 billion or roughly 6 percent of all mortgage debt
outstanding.

A lot of the news, a lot of the data that we
have 1s on loans newly originated. It"s very hard among
those resets that 1 told you about to say, Well, how
many of those are regularly vanilla ones, one years and
three years and so on, and how many of them are
nontraditional, and the answer is, we don"t know. It"s
very hard to get good data on that, but roughly 35
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characteristics of borrowers who are looking into these
types of loans.

MR. FISHBEIN: Good morning, everyone. Thank
you, Reilly, for the introduction, and 1 want to thank
the FTC for inviting us to participate in this forum and
congratulate them on convening the forum because we
think 1t"s a very important and timely subject.

As now several people have said, 1"m going to
talk a little bit about what we"ve learned In our
organization, CFA, about borrower characteristics
regarding some of the nontraditional mortgages in the
marketplace.

The starting point for this effort to gather
information was, as many people in the room and others
have pointed out, is that we were mindful of changes in
the market. We realized the rapid increase in
nontraditional mortgages provided additional
opportunities for many borrowers to become homeowners,
but at the same time we are aware that housing
appreciation and the struggle for consumers to afford

homes in that environment were causing some people to
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So we undertook, the way CFA goes about doing
things, an examination of what we could learn about the
market and what was known about nontraditional
mortgages, and that has culminated in a paper that we"re
releasing today called "Exotic or Toxic? An Examination
of the nontraditional Mortgage Market For Consumers and
Lenders.” There are copies | believe on the table out
in back. For those of you who don"t get it, it will be
on the CFA web site, consumerfed.org.

And 1 also want to acknowledge Patrick Woodall,
who is here someplace. Patrick? Yes, Patrick who
coauthored the paper along with myself.

Now, in reviewing a lot of material from the
industry and news media and everything we can get our
hands on, one of the things that struck us was that
there was remarkably little information about the
make-up of borrowers who were taking out nontraditional
mortgages, a lot about the products and the rising of
the products and very little about the borrower, and we
noted that lending industry consultants and people iIn
the mortgage industry were suggesting that borrowers who
were taking out these mortgages had better credit scores
and were wealthier, but that we saw there was little
analysis that really provided information about the full

spectrum of borrowers who were taking out nontraditional
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mortgages. (Now how do 1 do this?)

So we were able to look at a database of some
hundred thousand mortgage loans that were made in part
of 2005, which included identification of interest-only
and payment option loans that were at least two of the
nontraditional mortgage products out in the marketplace,
and by the way, the results of this is contained in that
paper that we are releasing.

The data also included income, loan purpose,
credit scores, LTV ratios and some other borrower
characteristics as well, and the database roughly
included loans in every state. Now, what we found and
as revealed in this pie chart is that one out of ten
loans of these hundred thousand mortgages we looked at
were interest-only or payment option loan features. The
others were other products including traditional
products.

We found that generally but not universally
these borrowers did have higher incomes than borrowers
overall iIn that database, but their credit scores were
not necessarily higher than borrowers overall, and that
many borrowers of the nontraditional products had median
incomes and only moderate scores iIn contrast to some of
what we read in the media.

Part of the database that enabled us to identify
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the purpose of the mortgages, and not surprisingly, a
majority of the interest-only and payment option loans
in this database were for purchase money purposes, and
you can see the high figure, particularly among
interest-only loans. That"s certainly consistent with
the view that nontraditional mortgage products are being
used to address escalating housing prices

and affordability problems rather than instruments in
the refinance market.

We looked at the distribution of borrower income
by mortgage type, and interestingly, you can look at the
distribution here, this is on a monthly basis, that the
vast majority of -- over half of iInterest-only and
payment options loans were taken out by borrowers whose
annual income was over $70,000.

That"s 62 percent higher than the national
median income $44,389, and probably represents the
median income of some of the high priced cities where
many of these products are the most popular. However,
ifT you look at this chart, you™ll also notice that more
than a third of interest-only borrowers have incomes
under $70,000, and one-sixth of them had incomes under
$48,000. One-third of payment option loan borrowers had
incomes under 72,000, and one-eighth of them had incomes

under 48,000, quite modest, particularly considering
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that it"s likely that these borrowers were iIn high cost
areas to a certain extent.

We also looked at distribution of borrower FICO
scores by loan type. Lenders offer mortgage products,
and they price products based on credit risk factors
like credit scores and LTVs. Generally payment option
borrowers we found have lower scores than borrowers
overall, but interest-only borrowers have higher credit
scores than borrowers overall, so there was a split
between these two products.

It suggests perhaps that interest-only borrowers
are better credit risks than borrowers overall, and
payment option borrowers are the worst credit risk than
borrowers overall, but it may also be possible that
credit scores are not adequately measuring the risk of
the new products, and in fact there have been some
suggestions by the rating agencies, among others, that
FICO may not be predictive of a borrower"s ability to
pay, particularly as it relates to option ARM products.

We also looked at the distribution of this
database by LTVs. Generally borrowers with
nontraditional mortgage products have lower debt loads
than borrowers overall. The combined LTV ratio that
measures overall debt, including junior liens from

second mortgages or piggyback mortgages against the
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value of the property, we found over one-half of
nontraditional borrowers had LTVs below 90 percent
compared to over half of other kinds of borrowers who
had LTVs higher than 90 percent, so there was a split
between the nontraditional and the traditional products
as far as we could tell.

Although I don"t have a slide for you, we found
in the database that African Americans and Latino
borrowers are more likely to receive interest-only and
payment option mortgages than non-minority borrowers, at
all levels of income, credit scores and debt load.

Now, a couple more words about this database.
We were given access to look at some of the
characteristics of this database from a source that we
cannot disclose, but we do feel 1t"s a very credible
source and reliable, but at the same time, we"re not
representing how representative this data set is of the
overall market. We happen to think it"s a national
database that provides some insight about the
distribution and certainly suggests that a significant
number of borrowers with fairly low incomes and lower
credit scores are taking out what are considered to be
riskier mortgage products which should be of concern,
but ultimately what we hope is that this research will

spur others to come forward, particularly lending
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package where we laid out that everyone was -- the
$350,000 loan was for the 80 percent, but we also
signaled that we weren®t identifying how they were
coming up with the other 20 percent. That is then what
would then play into the loan to value ratio.

MR. FISHBEIN: That"s right, and that could be
either in the form of a down payment, kind of the
traditional approach to taking out a mortgage, but
increasingly it might be a simultaneous second mortgage
in which the borrower took out a second loan in order to
make up the difference between the amount of the first
mortgage and what they have to pay for the property.

MR. DOLAN: And the FICO score i1s?

MR. FISHBEIN: Fair Isaac score that tries to
reflect on the statistical likelihood of a borrower with
particular characteristics to repay their loan, that
runs the gamut from 1 think 400 to 800, and generally a
score under -- the 620 mark or thereabouts is the
difference between a borrower qualifying for a cheaper
prime loan versus a more expensive sub-prime product.

MR. DOLAN: So it"s your credit score?

MR. FISHBEIN: 1It"s your credit score, yes.

MR. DOLAN: I noticed that each of you had
different numbers regarding the percentage that these

product have in the marketplace, and the Chairman
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herself had a different number, and 1 believe all of

them are based on something that has been read. What
accounts for these different numbers that people are

using when they"re talking about these products?

I will leave 1t to the whole panel.

MS. CREWS CUTTS: 1"11 take the first stab at
that. 1It"s just not these products. It"s true across
mortgage data. The survey of mortgage lending activity
was a survey that was conducted by HUD up until 1997.

It was for better or for worse because no survey data is
complete. It doesn"t represent the whole population of
data, the last time we had official government numbers
on the size, even of the mortgage market, and since then
we"ve had even less data with respect to the size of the
mortgage market overall.

We have the Homeowner®"s Disclosure Act which
does not provide information at all on the type of
product. It does now give us information on the
interest rate on those product -- on the loans that are
taken out but not the product itself. We have data,
private data vendors. Loan Performance is one of many.
Bankrate is another one of various types of information
on loans, applications, originations, refinances, the
whole nine yards.

And we have mortgage securities data, that is
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loans that are packaged into mortgage backed securities.
There are disclosure circulars that are given to
investors when they buy into those by Wall Street firms,
and those contain many bits of information, but that"s
only on the loans in those in those securities, not on
the ones not iIn securities. So you piece it together,
it"s all parts of a puzzle, and it depends on which
piece you"re looking at at the moment as to which view
that you have.

MR. DOLAN: Greg, do you have something to add?

MR. MCBRIDE: Yes, just one other thing, and Amy
actually alluded to this during her presentation, 1is
that in addition to sort of the differences depending on
whose database the information is coming from, there®s
often a distinction or, for example, you may read
figures one place that are broken out on the basis of
percentage of loans whereas someplace else it might be
on dollar value of loans, so even the same data source
can come up with conflicting numbers there depending
upon whether the particular percentage reflects the
overall percentage of number of loans or by dollar
value.

MR. DOLAN: We had discussed what these products
were. We discussed the borrowers in a certain amount of

detail. Who are the other players in this marketplace
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on the other side of the transaction, and what
incentives do they have when they"re entering into these
transactions? Again 111 leave it to the panel to
decide who wants to jump in with that.

MR. MCBRIDE: Well, there are a variety of

different parties. It can be whether you"re going
through a mortgage broker. It can be the lender that
you“"re dealing directly with. It could be even your

realtor that perhaps is steering you towards a
particular lender.

I think a common theme there is that none of
those can necessarily be considered a consumer advocate.
They may all have a conflict of interest or have their
own interests that are really driving their
recommendation, not necessarily the consumer®s best
interest.

I think as a consumer that"s why you have to be
very —-- you have to be informed and so that you can make
the most educated decision possible and not rely on the

advice of somebody who may not necessarily be on your

side.

MR. DOLAN: I"m sorry, go ahead.

MS. CREWS CUTTS: There"s another component of
this, of the -- mortgage market is very complicated,

lots of players in it. There are mortgage insurers that
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insure the lender against part of the loss. There are
secondary market investors like Freddie Mac and Fannie
Mae that buy the loans from the banks, so that the banks
have more money to lend out to other borrowers, and then
we sell those loans onto investors and securities.

There is Wall Street, which either does the
securitization on its own, buying those loans from banks
and securitizing them, or in some cases lending. |
talked earlier about how these products have been around
for many, many years. Some of these products -- and
there are some things that it"s even too hard to put
together all the words that they use to describe these
mortgage products, to the very highest end clients of
these brokerage firms. |If you have many millions of
dollars iInvested with them, they have a mortgage product
for you, to maximize your portfolio value and make the
most on return for you. That"s how these products got
started was through that.

We have the lenders themselves originating these
mortgages and holding that risk of the borrowers
defaulting. You have realtors who are guiding their
clients Into homes and trying to do the best by them to
get them the nicest home in the nicest area.

There are brokers we talked about, and of course

the newspaper media guiding. The personal finance media
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has gotten many consumers armed very well, almost to the
point where sometimes they dictate the terms of the
loans to the people they go into, and that"s one of the
best things we"ve done in the last ten years is to arm
consumers with great information, so many players, many
sides.

MR. DOLAN: Thank you. Turning to some
questions that have been turned in. Allen, do you have
the percentage difference regarding Latino customers
getting more interest-only or payment option ARMs?

MR. FISHBEIN: Yes, 1 do. And again this
information is contained In our -- the "Exotic or Toxic"
CFA study. Latinos were near twice as likely in this
database as non Latinos to receive payment option
mortgages. About one in 50 non-Latino borrowers
received payment options compared to 4 percent who
received non-payment option mortgages, and African
Americans were 30.4 percent more likely than non-African
to receive payment option mortgages, and they were more
likely than non-African Americans to receive
interest-only loans.

MR. DOLAN: Do you have any data on fixed income
borrowers in particular?

MR. FISHBEIN: No. Unfortunately, that would be

a valuable piece of information to disclose to us.
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MR. DOLAN: There seems to have been some
interest In your data. The next question says: 'You
cannot reveal the database but encourage more lenders to
contribute the data. Where would they contribute this
data to so that it would be able to be used by people
such as you?"

MR. FISHBEIN: Well, as I said, it"s a little
unusual for us because we couldn"t reveal the source,
but we did share the results of this analysis with other
lenders to see whether i1t reflected their own book of
business, and generally the reaction we got was that
nothing we had in there seemed out of line with the
experiences of other lenders, and I"m not -- 1711 let
lenders come forward and speak for themselves, but it
seemed to us that more research in this area would be
particularly valuable, particularly as we look at the
need for consumer protection.

I think we need to know what kind of borrowers
are taking out the mortgages, what their capacity is to
repay the loans, and whether it be through the means of
a federal agency or by the industry, | think more
information on this subject would be helpful and further
the discussion.

MR. DOLAN: Greg, you had mentioned the 50-year

mortgage at the end of your presentation. What other
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in the home for five years, but with the 50-year
amortization schedule, you"re not going to build a whole
lot of equity in the course of that five years. That
lack of equity cushion could really bite you when it
comes to sell.

MR. DOLAN: That may be a good lead into another
question: Are fixed-rate interest-only loans attractive
for a person who is planning to live In a home for less
than five years?

MR. MCBRIDE: Well, in certain cases | think it
can be. Again, the risk there is that you succumb to
the temptation of just making an interest-only payment,
and particularly if you®ve purchased a home with a
minimal down payment, you®"re not going about the
processing of building an equity cushion that"s
sufficient to cover your transaction costs at the other
end.

Now, that might be fine and dandy for somebody
who -- this is the third or fourth home they-ve
purchased. They have a large equity cushion. They
probably have other real estate holdings or investments
to cushion that, but for the typical household where the
savings rate is negative and people don"t have those

liquid assets to cushion those transaction costs, that
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may be coming more prevalent in those markets as well?

MS. CREWS CUTTS: The answer is absolutely.
They have grown across the country, but every time you
aggregate data, you lose sight of the distribution of
things. You"re always looking at a point in that
distribution, and there are high cost homes even in
lower cost markets, and there are reasons sophisticated
borrowers all over who may be looking at some of the
things that Greg talked about, maximizing their total
portfolio package of how to increase their wealth over
time.

And so they are attractive to borrowers across
the nation, but for many borrowers who look at the risks
and the rewards, they opt for the fixed rate mortgage,
the plain vanilla types of things in places where costs
are on not so high simply because the risks don®"t seem
worth 1it.

MR. FISHBEIN: What struck us in some of the
data that we looked at was the differential by income,
and we talk about it in the paper, that a wealthier
borrower views these different products as financial
options for them that may satisfy certain objectives,
whereas the middle and lower income borrowers taking out
these mortgages were doing it from lack of choice.

They didn"t even think they had the ability,
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particularly in high cost markets, to be able to afford
traditional products, and so regardless of the risk,
they were inclined to take out these loans as the only
means they have to qualify.

MR. DOLAN: For the panel, has there been any
analysis for default rates for nontraditional products?

MS. CREWS CUTTS: 1°m sure that we will get
there. This again comes down to a data question of,
Where are we going to get the data to do this? Loan
Performance has | think the best ability to do that, but
these are such new products that the contracts they
negotiated -- let me explain how Loan Performance works.

They get data from mortgage servicers as well as
from mortgage backed securities that are in the
marketplace and package them into data sets so that
people can do total market analyses on that data. You
don"t get the loan data. |If you were to purchase their
data, you wouldn®"t get loan data, but you could do what
are called pivot tables, so you could do cuts, like by
FICO score ranges and by values and so forth.

And they are in the process of renegotiating the
contracts with the people who supply data to identify
interest-only mortgages and option payment mortgages.
They already have negative amortization but not option

payment specific, so we"re maybe two or three years away
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from having great data on what happened in the past
couple of years, but that data will be retrospective
once they get those contracts renegotiated.

MR. DOLAN: Then, Amy, you had said $500 billion
of first lien adjustable rate mortgages reset in 2006.
What percentage of that for all first liens, not of all
mortgage debt, if 1"m reading this question properly?

MS. CREWS CUTTS: Right. Boy, that®"s one cut I
didn®"t do. Total mortgage debt is $9 trillion. Roughly
1 trillion of that is second liens, so out of $8
trillion, the rest of it would be first liens, so 500
billion out of 8 trillion is what we"re looking at.

MR. DOLAN: Another question came in: The
notion or concept of qualifying for a mortgage seems to
have disappeared. What are the ramifications of the
marketplace in which everyone can qualify for a
mortgage? 1 suspect that the next panel may get into
this in more detail, but if you have any kind of
preliminary thoughts on the question?

MR. MCBRIDE: 1 think that risk Is something
that lenders decreasingly are bearing themselves, and |
think that"s why you see some of those standards that
have become more lax, because of the presence of the
secondary market where lenders can sell these products

into the secondary market and essentially off-load the
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risk. 1t"s then diversified among the range of
different investors.

The difference is, it"s all the parties on the
lending side of the table and the secondary market side
of the table that are able to diversify the risk. Who
is the one party in the transaction that"s not able to
diversify the risk? The borrower. They"re the ones
that are ultimately on the hook for the payments.

MR. FISHBEIN: I want to underscore that because
one of the things that we see emerging In our
discussions and it"s reflected in the paper is this
divergence of what is an acceptable level of risk, and
it"s almost gone full circle for those of us who were
around 20 to 30 years who were encouraging increases in
mortgage credit availability, that the industry seems to
accept a higher level of default and foreclosure than
borrowers are in a position to accept.

They can®t price for that additional risk the
way the industry can, and in fact, that should be a
cause for concern because of course, if loans go bad and
borrowers lose their home, it also has implications for
the surrounding neighborhoods, so there®"s societal costs
as a result of homes that possibly could become
foreclosed upon and vacant for some period of time,

dragging down property values and affecting overall

For The Record, Inc.

(301) 870-8025 - www.Fftrinc.net - (800) 921-5555












© 0o N o o A~ W N PP

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

58

MR. DOLAN: And now we would like to turn it
back over to Peggy Twohig to introduce the next panel.

MS. TWOHIG: Thank you, Reilly, and thank you to
our panelists for such insightful presentations. |1 know
that this is complicated stuff, at least It is to me.
111 speak for myself, and 1 really appreciate such a
clear explanation of what some of these products are and
what some of the marketplace factors are.

I know there"s a lot of data to absorb, but for
better or worse, 1 think some of that data and the facts
and figures are very important in understanding some of
the i1ssues here, so 1 also appreciate that.

One housekeeping matter while people are getting
situated, there are some handouts 1 believe associated
with the next panel that are just being distributed so
we"ll give everybody a second to get those.

For those who are listening on the audio-only
line, the presentations are now accessible on the FTC"s
mortgage workshop web site, which is
ftc.gov/mortgageworkshop, so with that housekeeping
taken care of, your panel is all set? Okay.

So 1 think we"re ready to move on to the next
panel, and that is on evaluating consumer benefits and
risks, and we"ll explore those issues that we began in
the first panel more thoroughly, so this panel will talk
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about the benefits and challenges that these new
mortgages may pose for consumers, and 1"m now happy to
introduce Jesse Leary, who iIs the assistant director in
the FTC®"s Bureau of Economics, who will moderate the

panel .
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PANEL 2: ™Evaluating Consumer Benefits and Risks.™
PANELISTS:

JESSE LEARY, Moderator, FTC

STELLA ADAMS, Executive Director, North Carolina Fair
Housing Center

ROBERT BROEKSMIT, Chairman, Mortgage Markets Committee,
America®s Community Bankers; President, Mortgage
Lending, Chevy Chase Bank

DOUG DUNCAN, Senior Vice President and Chief Economist,
Mortgage Bankers Association

PATRICIA MCCOY, Professor, University of Connecticut

School of Law

MR. LEARY: Thank you, Peggy. Today we have
with us to discuss the benefits and risks of these new,
I don"t want to say new because they®ve been around a
long, but the alternative mortgage products.

On this panel we have Doug Duncan, who is the
vice president and chief economist with Mortgage Bankers
Association; Patricia McCoy, who is a professor of law
at the Connecticut School of Law; Bob Broeksmit, who is
COO of the B.F. Saul Mortgage Company, Chevy Chase
Bank®s residential lending subsidiary, and in addition,
Bob is the chair of America®s Community Banker®s

Mortgage Markets and Lending Technology Committee, and
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he 1s also on the Mortgage Bankers Association®s
Residential Board of Governors; and we have Stella
Adams, who is the director of the North Carolina Fair
Housing Commission or --

MS. ADAMS: Housing Center.

MR. LEARY: Sorry, thank you.

The way we"re going to try to run this panel is
we want to have as much of a as discussion as possible.
A couple of the speakers do have presentations. |1"ve
asked them to give them as quickly as possible, and 1711
again do that now in front of everyone just to repeat

that. And so Doug and Patricia both have slohhhusing Commission o



© 0o N o o A~ W N PP

e N e
A W N B O

62

you start?

MR. DUNCAN: We"ll test the power of the
situation here. I will not go through all the slides.
I do need to highlight a couple of things.

First, I do want to thank the FTC for having
this event. Our view is the more information that
consumers have on the mortgage business and products,
the more likely they®"re able to stay in their home, and
lenders are in the business of high financing people
buying homes, so the incentives seem to be aligned so 1
think this iIs a good thing.

I want to start with something that was made,
particularly the last point, with regard to financial

literacy. You"ll find that the mortgage industry is
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they walk in the door, puts them in a disadvantageous
position in terms of bargaining.

The third thing is shop. The fourth thing is
shop. The fifth thing is shop. There are 8,800 lenders
out there competing for your business. You can®"t get
the benefits of competition iIf you don"t activate it,
and | practice what 1 preach. There are several
mortgages that I have had. [1"ve never talked to less
than three lenders. 1%ve never had a worse deal at the
end than what 1 was offered at the beginning. Those
principles are rock solid.

The final one is don"t sign anything you don"t
understand. |If you don"t understand it, don"t sign it.
IT you just apply those principles, 95 percent of the
problems in the market would go away, but there®s a
story about an old country church that brought in a new
preacher, and the first Sunday, he preached the fire and
brimstones sermon about repenting and changing your
behavior. The second Sunday he came and preached
exactly the same sermon, and the crowd kind of looked
around.

The third Sunday, he came and preached the same
sermon, and the congregation and the elders came and
asked him, What"s up with that? He said, Well, 1°11

change the sermon when you change your behavior, so you
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won"t go out of business trying to convince borrowers to
educate themselves and bring a solid position to the
table.

I wanted to piggyback on a chart that Amy showed
in terms of the volume of adjustable rate mortgages in
the marketplace. This chart is the weekly percentage --
it"s a survey of applications for mortgages on a weekly
basis since the late 1980s, showing the share of
applications that was in the marketplace for adjustable
rate mortgage products.

As you can see, this is not new. The current
environment is not new. We"ve had two other previous
periods of substantial consumer demand for alternative
mortgage rate products, and 1t"s how they manage the
changes in the interest rate environment.

What"s different ab