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Access to capital is one of the most important civil rights issues we face today.... Predatory lending must be confronted.

New York State Attorney General and Wall Street watchdog Eliot Spitzer speaks with reference to the problem of abusive lending in the US housing industry, where predatory lenders strip homeowners of $9.1 billion every year, disproportionately affecting racial minorities and the elderly (Department of Housing and Urban Development [HUD], 2004). This new front in the civil rights movement cuts directly through one of America’s most fragile and undervalued resources: dense urban populations. While problems such as redlining and poor homeownership rates have improved, as low-income and otherwise vulnerable homeowners are able to gain access to credit, the question they must now ask is at what price? 
This paper builds on the work of Patricia Engel and McCoy (2004), two Fordham attorneys who argue that the secondary market for mortgage security, or residential mortgage-backed securities (RMBS), plays a vital role in the persistence of predatory home loans; namely, loan originators may profit by making “bad loans” in the primary market and passing them off to Wall Street investors, who in turn are loathe to research the loans for fear of liability in the event of litigation by maintaining their status as holders in due course. In other words, the secondary market fails to exert sufficient discipline on the primary market to prevent predatory lending activity. This paper concludes with a symbolic illustration of conditions under which this assertion is at least theoretically feasible. By first establishing a methodology – New Institutional Economics (NIE) – and then using it to recount the history of the US mortgage industry, the primary task of this paper will be to develop the assumptions of the model. For now, however, a clear definition of predatory lending is in order.

***


There is no single lending activity or contractual clause to identify a predatory loan. Abusive lending practices have developed over the years as both lenders and borrowers have grown increasingly sophisticated. A predatory lender exploits a borrower’s lack of financial acuity and numeracy, harming the borrower. This can include a range of practices.

First, the most common form of predatory lending is a practice known as “equity stripping,” whereby the lender issues a loan on the basis of the equity in a borrower’s home, rather than borrowers’ ability to repay, as indicated by the latter’s income for example. The aim of the predator here is to steer the loan into default and either refinance the loan for a fee - which is a second practice known as “loan flipping” - or foreclose on the house and pick up the discounted equity at auction. 

A third practice, “packing,” is common in many markets and describes situations in which lenders encourage borrowers to accept expensive and unnecessary goods or services, most commonly insurance. Fourth, the well-known bait-and-switch ploy emerges in the mortgage market, as lenders entice borrowers with attractive terms, which are then changed to the borrower’s disadvantage before closing. Fifth, a predator might misrepresent or withhold information from the borrower in order to create a default situation or to prolong repayment. For example, a mortgagor recently filed a complaint with the Washington State Office of the Attorney General because he held two loans with Countrywide Mortgage (Complaint Files, 2005), who applied all payments to one mortgage and allowed the other to accrue late fees to the point of default. Inadequate disclosure of loan servicing covers a range of nefarious practices. For example, a practice known as negative amortization involves situations in which the principal on the loan actually increases over time as the loan servicer accepts payments below the rate of interest. 

Sixth, a mortgage may contain provisions for a lump-sum, or balloon, payment at the end of the contract. This may seem attractive to borrowers who like the idea of deferring repayment as long as possible, but too often can lead to default and foreclosure. Gaining popularity among bad lenders is a mandatory arbitration clause, which requires dissatisfied borrowers to dispute the transaction first through arbitration, as set up by the lender. This insulates predatory practices from effective review. Lastly, some lenders are simply discriminatory, meaning that they will charge higher rates and/or fees to borrowers based on race, nationality, sex, marital status, or any other characteristic unrelated to credit.


It is important to note that each one of the preceding practices bears a heightened risk for the loan originator, as they are all prohibited by federal laws – including the Homeownership and Equity Protection Act (HOEPA), the Truth in Lending Act (TILA), and the Fair Housing Act (FHA), as will be discussed in further detail – and so bear the potential for litigation losses. Many of these practices additionally carry credit risk, that is, an increased likelihood of default. And the practice of loan flipping – as I say, repeatedly refinancing a mortgage at high fees in order to avoid foreclosure – leaves the loan financier sitting on a pile of cash instead of holding an interest-bearing security. This reduces returns in times of falling interest rates. Yet, these practices persist. Figure 1 associates these practices with their respective descriptions and risks.
Figure 1. Predatory Practices and Associated Risks

	Predatory Practice
	Description
	Risk

	Equity Stripping
	Granting unrealistic loans with the aim of draining equity from home
	Litigation
Default

	Loan Flipping
	Encouraging repeated refinancing in order to avoid foreclosure
	Litigation 
Prepayment

	Packing
	Offering expensive and unnecessary goods and services (esp. insurance)
	Litigation

	Bait-and-Switch
	Changing terms of the contract before closing
	Litigation

	Deceptive Servicing
	Providing inadequate disclosure to the borrower's disadvantage
	Litigation
Default

	Discrimination
	Charging higher rates and fees on the basis of race and other unrelated characteristics
	Litigation


***

This paper relies on information asymmetry and principal/agent analyses to examine the evolution and current state of the mortgage industry. Using Akerlof’s famous “lemons model,” this paper interprets piecemeal changes in the industry as ongoing attempts to manage the risk and uncertainty that arise in the presence of imperfect information and transaction costs not typically taken into account in classical analyses. Principal Agent Theory also proves useful to understand the interactions among borrowers and lenders in the primary market, as well as lenders and investors in the secondary market. 
The lemons model applies to the market for home mortgages. Borrowers, being better situated than lenders to evaluate the likelihood of repayment, have incentives to participate in the market only when the interest rate is lower than that associated with his or her creditworthiness. As relatively low-risk borrowers drop out of the market, lenders raise the interest rate to reflect new information until there is no lending or borrowing (Akerlof, 1970). The mortgage industry’s historical attempts to prevent information asymmetry can be likened to poking one’s finger in a dike to prevent a leak – the water always ends up escaping from another source.
Short History
Over the past century, the mortgage industry in the US has evolved in response to changing political climates, technological progress, and economic advancement. In this history of change, the industry has had one constant: imperfect information between borrower and lender. In order to manage imperfect information, each incarnation of the industry has relied on different methods. These can be categorized into to general paradigms – namely the credit-rationing and pricing-in regimes. The gradual shift from credit rationing to pricing-in accompanied the development of the subprime market.
 “While all subprime loans are not predatory, all predatory are subprime.” This statement comes from the Center for Responsible Lending and speaks the connection between predatory lending and the subprime market, for, if we are to understand the former, it is essential to examine the latter. As opposed to the prime market, which serves low-risk borrowers – typically banks and corporations – the subprime market provides credit access to traditionally underserved individuals, who, for one reason or another, have blemished credit or no credit history at all. It has grown rapidly during the last decade. From 1993 to 1998, the number of subprime refinance loans reported under the Home Mortgage Disclosure Act (HMDA) increased ten-fold, from 80,000 subprime refinance loans in 1993 to 790,000 in 1998. Moreover, in 1994, $35 billion in subprime refinances represented less than five percent of originations. In 1999, $160 billion in subprime lending made up over 13 percent of home loans (Center for Responsible Lending, 2005). Why did the subprime market develop? In order to answer this question, it is necessary to get a running start by beginning the story around the turn of the twentieth century, around the time of the birth of the US mortgage industry.

Before the 1900s, aspiring homeowners had two choices: they could buy a house outright or build it themselves. Then, entrepreneurs began to offer aspiring homeowners five year loans, typically with a balloon payment at the end of the contract. After Congress passed the National Housing Act (NHA) and created toe Federal Housing Authority (FHA) in 1934, however, Americans could take on a thirty-year mortgage, which would have a federal guaranty. In response to the collapse of the housing market during the Great Depression., Congress created the Federal National Mortgage Association (FNMA, or Fannie Mae) in 1938 to finance home loans through a secondary market, and thereby pump liquidity into the housing market. Fannie Mae would purchase mortgages from lenders, guarantee them, pool them, and offer them to investors as securities. Essentially, this created what is known as a secondary market. The result was an increase in the stock of capital available to homeowners and rising rates of homeownership. However, the information problems between borrowers and lenders, as mentioned, created the potential for adverse selection and moral hazard. In order to prevent lemons from flooding the market, mortgage companies at the time chose to undersupply credit. 

In a famous 1981 paper, Stiglitz and Wiess demonstrate why demand may exceed the supply of jobs and credit, even as labor and credit markets are in equilibrium. That is, employers and lenders pay a higher wage and charge a lower interest rate respectively in order to prevent the influx of lemons in the market. As bad loans drive out the good in the manner discussed earlier, creditors can maximize returns by rationing credit and turning away some loan candidate even if (especially if) they offer to pay a higher rate. Figure 2 illustrates the supply function of a profit maximizing lender in conditions of imperfect information. The financial institution’s returns increase with the rate of interest up to a certain point (ř), beyond which the problems of adverse selection and moral hazard diminish returns to the lender. While this obviates a market failure á la the lemons model, it also creates a set of politically charged problems. The first problem confounds classical economics: excess demand occurs in a market equilibrium. Profit maximizing lending institutions charge lower interest to screen out high-risk borrowers. This is a politically charged issue because Americans tend to favor increasing homeownership rates. The second problem with credit-rationing is that it allows for discrimination (Yellen, 1984). A lending institution which supplies credit on bases other than price may discriminate among social and ethnic classes. By the late 1960s, with the advent of the civil rights movement, as well as nascent technologies in credit reporting and loan securitization, new institutions would displace this regime.
Figure 2: Supply schedule of a  profit-maximizing lender under a credit-rationing regime


[image: image1]
1960s – mid 1980s

Whether considering black gold medalists raising their fists during the playing of the national anthem at the Olympics, the spate of race riots occurring in cities across the country (perhaps most notably in Chicago), or Lyndon B Johnson signing into law the Civil Rights Act, one cannot doubt that that 1968 was a tremendous year for the Civil Rights movement in America. With respect to the mortgage industry, it was during this year that Congress passed the Fair Housing Act (FHA), which prohibited lenders from denying credit on the basis of race or nationality, and also enacted the Truth in Lending Act (TILA), which required mortgage lenders to disclose essential information to borrowers, as well as separate government agencies in order to prevent discrimination and violations of the FHA. While it is true that the Civil Rights movement may have played a key role in this paradigm shift, one can argue that a more credit should be given to developments in the information economy – namely, the rise of credit bureaus, which harnessed the nascent technology of computer processing throughout the 1970s. 


As credit bureaus grew increasingly efficient at mitigating the information problems between borrowers and lenders, the latter were able to offer wider access to the former, essentially “pricing-in” all loan candidates on the basis of a credit report. This in turn gave rise to the subprime market, serving, as I say, deprived borrowers, often with blemished credit. The credit-rationing paradigm that existed throughout much of the century shifted to one of credit reporting, and the subprime market was born. In 1970, Congress passed the Fair Credit Reporting Act (FCRA), which limited the types of information credit bureaus could collect on consumers, and the Federal Equal Credit Opportunity Act (FECOA), which prohibited discrimination on the basis of race, sex, and other characteristics unrelated to credit. With the ability to offer credit to essentially all loan candidates, this market was no longer exhibited the paradox of excess demand in equilibrium. However, even though the problems of adverse selection and moral hazard  may have been at least partially solved, there still existed a shortage of capital to satisfy demand completely. In response to this, Congress divided Fannie Mae into two separate corporate entities, including Fannie Mae, which would continue its role securitizing mortgage loans, and Ginnie Mae (Government National Mortgage Association, or GNMA) to administer special assistance programs for veterans and other vulnerable groups. Ginnie Mae was created to operate under the auspices of the Department of Housing and Urban Development, while Fannie Mae is a publicly traded, private corporation, whose shares in 1970 went from being held by the US Treasury to the coffers of private investors. In addition, during this year Congress created the Federal Federal Home Loan Mortgage Corporation (Freddie Mac) to bolster the secondary market and to complement and compete with Fannie Mae.
As such, communities which had previously been denied credit for illegitimate reasons were now better served. However, in the 1980s and 1990s, the easy money paradigm of credit reporting and securitization would create opportunities for lenders – loan sharks, perhaps – to prey on unsophisticated borrowers and secure certain profits. The simultaneous growth of the secondary market and credit bureaus gave rise to the subprime market, in which mortgage lenders had the incentive to price-in loan candidates and arbitrage loans between the two markets.
Figure 3 displays the two markets on which mortgage loans are traded. The dotted bracket representing the primary market is meant to signify information transparency in this market. Loan quality is assumed to be uniformly distributed among borrowers, and lenders can set the terms of a contract based on the credit score of the loan applicant. The solid bracket representing the secondary market indicates the information asymmetry between investors and lenders, who may keep the good loans (as indicated by the gray bar labeled “low risk”) in their portfolio and dump the lemons (high-risk loans) on the secondary market at the going price.
Figure 3: Dual market for lemons


[image: image2]
Mid 1980s – present

In 1984, Congress passed the Secondary Mortgage Market Enhancement Act (SSMEA) with the aim of further boosting homeownership by further pumping liquidity into the mortgage industry. This act facilitated the securitization of mortgage loans that do not meet the inclusion requirements for Ginnie Mae, Freddie Mac, or Fannie Mae pools.  Essentially, there were huge profits in the mortgage industry causing the entry of new firms. Not all were good. The present paradigm of credit reporting and loan securitization has been criticized for incentivizing predatory lending. Before developing a model to show when this could be true, one last definition is in order.
Securitization
According to Kendall, securitization can be defined as the “repackaging of asset cash flows into securities.” This industry has grown precipitously in the US to the point where 18 percent of all loans are securitized (2005). Figure 3 shows how securitized loans are distributed by industry. In the case of mortgage loans, an originator purchases a debt obligation from a borrower and then passes it through to an underwriter or bank as residential mortgage backed security (RMBS). The underwriter prices the security – determines the “pass-through” rate – based on the quality of the asset pool and sells it to investors on international capital markets. In this way, the financiers are removed from the borrowers, and an information problem becomes apparent. 
Figure 3: Industry breakdown of securitized lending
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There are a number of ways in which the secondary market attempts to manage risks associated with RMBS. First, a loan rating agency (such as Moody’s or Standard and Poor) assign a rating to a security based on the repayment history of the loan pool as well as credit enhancements that have been added to the security. The tranche system is also designed to discipline the market. A tranche (French for “slice”) is a classification assigned to a mortgage-backed security. Senior tranches are first to receive principal repayment and therefore bear the least risk, while the junior tranches are repaid last, and are riskiest. As such, investors primarily purchase securities from the senior tranche, while the lowest rated securities go back to loan originators. This system does conceivably manage risk and place incentives to promote due diligence in both markets. However, Engel and McCoy argue that the secondary market closes its eyes and ears to predatory activity in order to escape legal liability in the event of litigation. This argument will be tested using symbolic manipulation in the following section.

The Model


The challenge of the model is to illustrate conditions under which predatory lending is the preferable option for loan originators faced with the option of subscribing to a credit bureau, and passing through mortgage obligations to the secondary market. A second aim is to demonstrate conditions under which investors will continue to purchase securities derived from a loan pool that is know to contain predatory mortgages. We will use aspects of the principal agent theory and the lemons model. 

Lender’s Incentives

When making a loan to an unknown borrower, a lender must base the loan’s expected return on the average creditworthiness of the entire population of borrowers. For the purpose of the model, the probability of repayment for a given borrower is a number (, where 0 < ( < 1. That said, the expected income of the lender E(IL) in conditions of uncertainty can be represented as follows:

(1.1) E(IL) = (H + (1-()L

Where ( is the probability of timely repayment, H is the income associated with timely repayment, and L is the income associated with a poor loan. More specifically:

H = P(r0 + 1) – P  
    = Pr0 + P – P 
    = Pr0
And L is the income associated with default:
L = P(r0 + 1) – P – δP 
   = Pr0 + P – P – δP 
   = Pr0  - δP

where 0< δ < 1, and  δ represents the portion of the principal lost as a result of default.

Substitute for H and L into equation (1.1):

(1.2)  E(IL) = (Pr0 + (1- () (Pr0 – δP) 
                   = Pr0 – δP (1 - ()

A lender may choose to perform due diligence at a cost (e.g. subscribe to a credit bureau) and thereby raise the probability of repayment (or raise the interest rate but we will assume only the former for simplicity). The cost of due diligence e is associated with a higher probability of repayment (:

(1.3) E(IL) = Pr0 – δP (1 - () – e

where 0 < ( < ( < 1

Given these assumptions, the lender has two choices: pay the price e of due diligence and receive the benefit of a higher probability of timely repayment, or choose not to pay the cost of due diligence and forgo the benefit. The lender’s decision boils down to a simple cost/benefit analysis. 

Due diligence is favorable if (1.3) is greater than (1.2):

Pro – δP (1 - () – e > Pr0  - δP (1 - ()

Which is to say that due diligence is unfavorable if 

e > δP ( ( - ( )

If we define predatory lending as a failure to perform due diligence on loans, then this model demonstrates conditions under which predatory lending is the dominant strategy for a lending institution.

So far, the model has focused only on interactions between borrower and lender in the presence of information asymmetry. We will now take into consideration the role of securitization. The aim is to prove the following inequality:

E(IH) > E(IS) > E(IN) > E(IL)

where E(IH) is the income expected as a result of a high-quality borrower, 

E(IS) is the income expected as a result of a securitized loan,

 E(IN) is the income expected as a result of no loan,
and E(IL) is the income expected as a result of a low-quality borrower.

That is, for a mortgage lender, securitizing a bad loan is better than no loan at all.

A lender may perform due diligence and price-in all loan candidates on the basis of a credit score, then segregate the loan pool by the level of default risk, generating two levels of expected income, E(IH) and E(IL). Then the lender may choose to finance and service the loan, sell iton the secondary market, or simply reject the loan applicant. In the above case, which excludes the secondary market, performing due diligence at cost e yielded a higher probability of timely repayment (, meaning that the lender rejects low-quality contracts. In the dual-market case, we will use ( to represent low-quality loans, and ( to represent high-quality loans. Due diligence, being characteristic of all these options, is excluded.
E(IH) = (Pr0 + (1 - ()(Pr0 - δP) 
E(IL) = (Pr0 + (1 - ()(Pr0 - δP) 
And,

E(IN) = 0
E(IS) = P(r0 - r1)

where r1 is the interest rate for securities on the secondary market (the pass-through rate). 

The first task is to illustrate conditions under which the expected income associated with making good loans E(IH) is greater than that associated with securitizing any loan E(IS). Subsitituting the above identities this inequality, we have :

(Pr0 + (1 - ()(Pr0 - δP) > P(r0 - r1)

after manipulation :

δ(1 - () < r1

This is a condition under which a lender would choose to maintain a loan in his or her portfolio. It states that the expected rate of loss due to default is less than the pass-through rate. 

Secondly, we must show conditions under which the income expected as a result of securitization E(IS) exceeds that with respect to issuing no loan E(IN). Again by substitution, we have :

P(r0 - r1) > 0 or r0 > r1
meaning that there is excess spread between both markets and thus room for arbitrage. 

Note that both of these conditions are perfectly feasible, and lend support to the assertion that the secondary market promotes irresponsible lending.

Investors’ incentives
Lastly, the model will show that holder-in-due-course provisions, which release investors from liability in the event of litigation, further bolster lenders’ perverse incentive to engage in predatory activity. 

The expected income for investors are essentially the same as that for lenders, only with a lower interest rate r1.

E(Ii) = Pr1 – δP (1 - ()

However, performing due diligence on loans comes with the additional cost of greater liability λ. Therefore, conditions under which due diligence is preferred are limited:

Pr1 – δP (1 - () - e - λ > Pr1 – δP (1 - ()

or

e + λ < δP ( ( - ( )

The model shows that holder-in-due-course provisions in housing legislation, as well as the existence of excess spread between the primary and secondary markets, should be of central focus on the issue of predatory lending. 

Policy Implications
House Resolution 1182, which has been proposed by Ney-Kanjorski, rolls back current federal law protections for borrowers whose loan has been sold on the secondary market. This Resolution would limit the ability of borrowers with predatory loans to defend their home from foreclosure. On the other hand, House Resolution 1182, proposed by Miller-Watt Frank, is a more effective and reasonable piece of legislation, as it maintains existing protections under HOEPA. 
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