H gh Loan-t o- Val ue
Mort gage Lendi ng






Hi gh Loan-t o- Val ue
Mbrt gage Lendi ng

Pr obl emor Cure?

Charles W Calomiris
and Joseph R Mason

The AElI Press

Publ i sher for the AnericanEnterpriselnstitute
WASHI NGTON, D. C.
1999




Avail ableinthe UnitedStatesfromthe AEl Press, ¢/ o Pub-
| i sher Resources|Inc., 1224 Hei | Quaker Bl vd., P. O Box
7001, LaVergne, TN37086-7001. Toorder, call toll free
1- 800- 269-6267. Di stri butedoutsidetheUnitedStates by
arrangenment wi t h Eur ospan, 3HenriettaStreet, London
WC2E 8LU Engl and.

| SBNO-8447-7125-2

13579108642

g 1999 by the Anerican Enterprise Institute for Public Policy Re-
search, Vashington, D.C. All rightsreserved. Nopart of this publica-
tion may be used or reproduced i n any nanner what soever w t hout
pernmissioninwitingfromthe Anrerican Enterpriselnstituteexcept
inthecase of brief quotations enbodiedinnews articles, critical arti -
cles, or reviews. Thevi ews expressedinthepublicationsof theAneri -
can Enterprise Institute are those of the authors and do not
necessarily reflect the views of the staff, advi sory panel s, of ficers, or
trust ees of AEl.

THe AElI PreEss
Publ i sher for the Ameri can Enterpriselnstitute
1150 17th Street, N. W, Wshi ngt on, D. C. 20036

Printedinthe UnitedStates of Arerica



Cont ent s

Foreworp, Chri st opher DeMut h vii
1 | NTRODUCTI ON 1
2 THe EvoLuti onor HLTV LENDI NG 5
3 THE ReLATI onsHE P BETVWEEN HLTV AND
SuBPRI VE LENDI NG 15
4 A PRoFI LE OF THE | NDUSTRY 35
5 R sk aND THE Soci AL CosTs AND BENEFI TS OF
HLTV LeEnDI NG 47
6 HLTV Lend NG, PErsonaL BANKRUPTCY, AND
Crav Do 56
7 ConeLusl ons 66
REFERENCES 69
ABoUT THE AUTHORS 75




For ewor d

America’s financial markets are in many respects the
wonder of theworl d for their effici ency and dynam sm

But t hey ar e al so constrai ned by nuner ous obsol ete reg-

ul atory policies, andtheir very dynam smmakes t hema
tenpting target for newpolitical inpositions. The U.S.
governnent is awash in proposals to revise financi al

mar ket regul ati on—+n sone cases to renove or stream
linelong-standing regul atory policies, inothersto add
newgover nrent controls. The stakes for the U. S. econ-

ony ar e consi der abl e.

Thi s panphl et i s one of a series of Aneri can Enter -
priselnstitutestudi es of abroadrange of current policy
i ssues af fectingfinanci al markets, i ncl udi ngregul ati on of
the structure and prices of financi al services firns; the
appropriate rol e of government in providing a'"‘safety
net’'’ for financial i nstitutions andtheir custoners; regu-
 ation of securities, nmutual funds, insurance, and ot her
financi al i nstrunments; corporate disclosure and cor po-
rat e governance; and i ssues engendered by the growth
of el ectroni c conmer ce andt he gl obal i zati on of financi al
mar ket s.

The AEl st udi es present i nportant origi nal research
ontrendsinfinanci al i nstitutionsandmarkets and obj ec-
ti ve assessnments of | egislative and regul atory proposal s.
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FOREWORD

Pr epar ed by | eadi ng econoni sts and ot her financi al ex-
perts, anddistributedtoaw de audi ence of policy mak-
ers, financial executives, acadenics, and journalists,
t hese st udi es ai mt o make t he devel opi ng pol i cy debat es
nore i nfornmed, nore enpirical, and—e hope—nore

producti ve.

CHrRI sToPHER DEMUTH

Presi dent
AnericanEnterpriselnstitute
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| nt r oducti on

aninnovative, fast-grow ng neans of consuner
finance. Despite its appeal to borrowers and
| enders, sone observers fear that such | endi ng may pr o-
duceundesirablefragilityanmngconsuners andl enders
or withinthe econony as awhole. Only after systenati -
cally exam ning the service niche of this industry, its
management practices and | endi ng poli ci es, the chang-
i ng nat ur e of t he consuner finance nar ket pl ace, andt he
rol e of consuner | endingintheeconony can one judge
whet her HLTV | endi ng i s a beneficial innovation or
whet her t he publicinterest woul d bbeservedbytryingto
limt such |l ending. The current study is our effort to
meke such a syst enat i c exam nati on.
Chapter 2 provi des an overvi ewof t he devel opnent
of the HLTV industry and its consequences for con-
suner finance. Chapter 3 focuses ont he demand si de of
t he mar ket —+he characteri stics of HLTV borrower s and
t he underlying notives that | ead consuners to prefer
HLTV | oans t o ot her forns of consuner | endi ng. Chap-
ter 4 providesasimlar perspectiveonthesupply side of
t he mar ket —+he parti cul ar neans of financi ng t he de-
mand f or HLTVI endi ng, especi al | yt he growt h of securi -
ti zations. Chapter 5 analyzes the risks from HLTV
| endi ng. Chapter 6 appliestheresults of chapters2-5to
t he current policy debates surroundi ng HLTV | endi ng,
particularly the proposed i nposition of cram down on
HLTV | enders. Chapter 7 presents the concl usi ons and
reconmendat i ons of t he st udy as a whol e.

I I i gh | oan-to-value (HLTV) nortgage lendingis
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Today’ s HLTV I endi ng evol ved fromTi tl e | | endi ng.
Growt h i n demand during the 1980s reflect ed t he ap-
peal of HLTV I oans for liquidity-starved consuners in
t he wake of cor por at e downsi zi ng and r eal - est at e mar ket
decl i nes. Recent growm hi nHLTVI endi ngl argel yreflects
its advant ages for consuners and bankers ali ke com
pared with credit card lending, for whichit is a close
substitute. The advantage to | enders is the reduced
probability of default because of |inki ng debt tothe bor-
rower’ s home. Consuner debt col |l ateralized by t he bor -
rower’ s homeis effectivelyasenior claimonhisincone,
backed by an asset that woul d ot herwi se be protected
fromseizure by creditors if he were to fil e for bank-
ruptcy.

Because |i nki ng consuner credit to a honme nort -
gage can i npose nonpecuni ary (for exanple, foreclo-
sure) costs on defaulting borrowers, it strongly deters
defaul ting. I nessence, HLTVI endi ng provi des consum
ers a neans of comm ttingto prevent avoi di ng debt re-
paynment by fil i ng for bankruptcy under the current
per m ssi ve bankruptcy | aws. Consuner s benefit fromr e-
duced default riskintheformof | ower i nterest rates.

Chapter 3 describes the high average quality of
HLTV | oans. Ve clarify the distinction between HLTV
| oans (whicharesonetinesincorrectlyequatedw thsub-
prime |l oans) andtrue subprinel endi ng. Al though both
are mass- nar ket ed (because of the highattritionduring
t heori gi nati on phase), HLTVI oans are typi cal | y grant ed
only to sound credit risks (A or A-minus borrowers).
HLTV | oans have beenreferredtoas subprinme only be-
cause their highloan-to-val ue (LTV) rati o does not con-
formtothetraditional guidelinesof thenmjor secondary
nortgage nmarket underwiters, the Federal MNational
Mort gage Associ ation (Fannie Mae) and the Federal
Home Loan Mort gage Cor por ati on (Freddi e Mac). Thi s
isquitedifferent fromlendingtoproperly defined (eco-
noni cal ly) subprime borrowers who are substandard
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credit risks. Theindustryrecogni zesthisdistinctionand
nowrefers tol oans that do not satisfy traditional nort-
gage gui del i nes as nonconf orm ng, reservingthetermsub-
primeonlyfor | oans withsubstandardcredit risk.

Chapter 5di scussestherisksentailedinHLTVI end-

i ng and shows t hat such | endi ng does not magni fy aggr e-
gate risk to consuners, bankers, or the econony.

I ndeed, theabilitytotieconsunmer debt tothe consum
er’ s honereduces t he probability of default. Consuners
are less likely to choose hi gh debt | evel s when def aul t
woul d pl ace their homes at risk. Thus, the novenent
fromot her consurer credit (like credit card debt) into
HLTV debt i kel yreduces bot hl everage anddefaul t ri sk.
Furthernore, the | ower interest rates on HLTV | oans
make defaul t | ess |ikely.

Not only do HLTV borrower s and | enders gai nfrom
reduceddefaul t ri sk, but t he econony as awhol ei s nore
stable as the result of HLTV | endi ng. Enhanced con-
suner |iquidityandreduced consuner default ri sk stabi -
lize aggregate denmand. Mreover, because HLTV
lending canrely on securitization for the bul k of its fi-
nanci ng (see chapter 4), it provi des a nore diversi fied,
and t hus a nor e stabl e, source of consuner credit.

HLTV | endi ng i nvol ves speci al risks, whi ch chapter
5 anal yzes. One concei vabl e speci al riskresults fromthe
uni que financi ng t echnol ogy of HLTV | endi ng, that is,
the possibility of aninterruptioninthesupply of capital
t hrough private secondary nortgage markets. But the
possi bility of asignificant interruptionisrenote. Miulti -
pl e saf equards are built intothe structure of securitized
debt to protect debtholdersandthustolimt their incen-
tivetofleeinresponseto heightenedrisk. Experienced
i nvest ors ar e sophi sti cat ed enoughtounderstandhowto
measur e and t o nanage t he ri sks of HLTV | oans. The
fundanental characteristics of both HLTV (and even
subprime) |ending are now wel | understood, as evi-
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denced by t he recent entrance of Fanni e Mae and Fr ed-
di e Mac i nto t hese ar enas.

Chapter 5 al so di scusses ot her HLTV | endi ng ri sks
such as the alleged results from consuner rel oading
(usingcredit cardstoincrease debt after an HLTV debt
consol i dati onl oan) and churni ng (usi ng | ower debt-to-in-
cone ratios froman undi scl osed HLTV debt consol i da-
tion loan to obtain another, larger HLTV | oan). The
chapt er poi ntsout that, totheextent that these phenom
ena occur, they would al so happen i n the absence of
HLTV | endi ng. I nfact, HLTV debt provi des saf eguar ds
t hat may be superi or to ot her forns of consuner credit
i npreventingsuchpractices.

Al t hough sone critics viewHLTV I endi ng as an un-
sound or evenreckl ess activity that nagnifies consuner
| endi ng ri sk, our revi ewof the evidence |l eads us to con-
clude just the opposite. HLTVlending is a clear im
provenent i nfinanci al technol ogy t hat reduces the costs
of consumer credit while pronotingthe stability of the
financi al system New regulations |like the proposed
cramdown limt on HLTV | endi ng woul d under ni ne
t he uni que advant ages of HLTV | ending. Such limts
woul d be harnful totheinterests of consuners andto
t he econony as a whol e.
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The Evol uti on of
HLTV Lendi ng

Oigins

have expanded t hei r product |ines by of feri ng new

productswithborrowinglinmtsupto 125 percent of
theratioof thel oananount totheval ue of the underly-
i ng property. Theintroducti on of such product s departs
significantly fromtraditional nortgage underwiting
principl es, whichheldthat theunderlyingLTVratiowas
the primary indicator of credit quality. Underwiting
principles for the new, high | oan-to-val ue | ending are
adopt ed fromt he consuner | endi ng sect or and conbi ne
aborrower’s LTVwithcredit scoresintendedto predict
capacity and willingness to repay. These typically are
based on characteri stics such as the borrower’ s i ncone,
weal t h, and occupati on.

As HLTV | endi ng has becone an accept ed product
i nthe nortgage i ndustry, hundreds of finance conpa-
ni es, credit uni ons, savi ngs and | oans, traditional banks,
and even conservati ve nort gage banks have begun of f er -
i ng HLTV nort gages. Currently only afewfirns doni -
nat e such | endi ng. These i ncl ude Fi r st Pl us Fi nanci al , t he
Money Store, Enpire Funding, and Master Financial .
These doni nant pl ayers are finance conpani es, but as
the industry grows, it is attracting other financi al inter-
nmedi ari es. Gordon Monsen, former managi ng di rector,
Pai neVebber, estimatedthat as of Septenber 1997 forty

I n recent years a nunmber of home equity | enders
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nort gage banks had begun originati ng HLTV | oans

(Tal l ey 1997). Since Fanni e Mae and Freddi e Mac re-
cently began accepting these Ato A-m nus-rated | oans
for securitization, noretraditional nortgagel enders are
expectedtoenter thefield. (A-ratedborrowers are con-

si dered prine candi dates for | oans. See chapter 3 for a
bri ef expl anati onof | oan-ratingcl assi ficati ons.)

Recent industry history reveals that HLTV | oan
product s evol ved fromsuch predecessors asthe Title |
| oans t hat hone equity | enders have been underwiting
si nce the 1930s, home i nprovenent | oans, second-1ien
debt - consol i dati on prograns, and new approaches to
combi ni ng debt consol i dati on and cashout (unsecured)
| ending (Fitch | BCA1998b, 2).

Many HLTV speci alists, including FirstPlus Fi nan-
cial, '‘began in the Federal Housing Adm nistration
(FHA) Titl el or other home i nprovenent | oan program
and noved primarily into debt consolidation and cash-
out 125 LTV nortgages’’ (Fitch | BCA 1998b, 2). FHA
Titlel |l oans are ori gi nat ed under t he Nati onal Housi ng
Act of 1934. These | oans are used f or speci fic purposes
al | owed under t hat act, such as hone i nprovenent. Al -

t hough t he | oan proceeds are dedi cated t 0 a speci fic set
of home i nprovenents and t here i s a maxi numsi zeto

t hel oan, there has never beenany LTVIimt. Therefore,
t hese | enders have been nmaki ng HLTV | oans for sone

ti me now.

But HLTVI endingand Titl el | endi ngarenot i denti -
cal. Titlel Il enders underwiteloansinthe context of a
gover nnent programwherethecredit qualityisinsured
for upto90percent of thel oananount (al t houghi nsur-
ance coverage on each originator’s pool islinitedto 10
percent of the pool ). Furthernore, the pool of borrowers
may not be entirely conparabl e: since the governnent
programexi sts to provide credit to a broader range of
borrowers than woul d ot herwi se obtainit, Title 1 bor-
rower s have, onaverage, | ower credit qualitythanHTV
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borrowers. Neverthel ess, the principles of HTTV I end-
ingandTitlel I endingareessentiallythesane.

Making Title I | oans has a di sadvant age conpar ed
with HLTV [ oans: Title | lending involves nuch red
tape. As | enders | earned howto underwite such | oans
ef fectively, they saw advantages to underwiting home
i mprovenent | oansoutsidetheTitlel programandused
t he hone as col | ateral even whentherewas little hone
equityastheresult of ahighLTVratio. These hone eqg-
uityloans carriedthe added advant age f or consuner s of
atax deductionontheinterest. Over tinme, hone equity
| endi ng of this sort becane commonpl ace for many tra-

di ti onal nortgagel enders. Eventual | y honme equi ty | end-

i ng became * * al ogi cal extensionof asavingsinstitution’s
traditional role of serving the needs of the Anerican
famlyinnmeetingits housing-rel at ed expenses. | n addi -
tion, honme equitylendingis provingprofitablefor insti-
tutions seeking to diversify beyond traditional first
nortgage l ending’’ (W1 son 1997, 22).

Duri ng t he 1980s, when tax | aw changes di d away
withwite-offs of nonnortgage | oan i nterest, hone eg-
uityl oans becane attractivetoevennoreconsuners—as
wel | asinportant as a newproduct |inefor | enders | ook-
ingfor aconpetitive edge. As nore consuners beganto
substitutehoneequityl oansfor ot her types of consuner
| oans, financi al i nstitutions began seeki ng ways t o nmake
the application process easier. For many | enders the
transf ormati on of consuner debt i nt o hone equity debt
becane routi ne. M chael Ri chardson, vice president of
I ending at the Md-Atlantic Federal Credit Union in
Maryl and, descri bes howhisinstitutionuses®‘theequity
inthe hone as the second collateral for theloan. If a
person wants to purchase a car, that serves as the pri -
mary col lateral. Then, if the [borrower] wants towite
off theinterest, the [l ender] puts a second lien onthe
hone’’ (Courter 1998, 29). The nortgage i s one—but
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not the only or eventhe nost i nport ant —sour ce of pro-
tectionthat creditors seek when maki ng HLTV | oans.

The recessi on of the early 1990s coi nci ded with the
transformati on of this brand of honme equity—consumer
| ending i nto the distinct HLTV nort gage nmar ket ni che
of today. Three major factors related to the recession
contributedtothisdevel opnent. First, the popul ati on of
borrowers with inmpaired credit i ncreased substantially,
particularly inregions wth the hi ghest unenpl oynent
and hi ghest property val ue decl i nes. Consuner debt of
marginal ly i npai red borrowers, particularly thosew th
hi ghcredit carddebt, i ncreased denand f or debt consol -

i dati on | oans. Second, | enders with stagnant | oan vol -
unmes sought new business lines to stay conpetitive.
Third, and perhaps nost inportant, secondary nort-
gage markets natured during this era. The growt h of
secondary nortgage narkets reflected nultiple influ-
ences, includi ng newtechnol ogi cal capabilities, the vol-
une of failed bank assets securitized by the Federal
Deposi t | nsurance Cor porati onandthe Resol uti on Trust
Cor poration, and the strong demand for high-yieldin-
vestnents anong foreign investors. Those influences
deepened U. S. capital markets significantly, aneli orated
the U S. recession, and expanded the donestic | oan
mar ket .

Theset hreefact ors conbi nedtocreatenewopport u-
nities for both high-risk (subprinme) and | owri sk con-
suner borrowers, made possi bl e by HLTV | endi ng. An
account of theinportance of HLTVI endi ng f or borrow
erswith asubprimecredit profil eis providedin Faul k-
ner &G ay’ s Hone Equity LendingDirectory:

The recessi on of 1990-1992 and t he end of t he Col d

Vér did nore for [ subprine] | endi ng t han any ot her
eventsinhistory. . .. Thanks to corporat e downsi zi ng
and t he shri nkage of t he def ense i ndustry (whi chem

pl oyedm | lions of U S. workers) nany consuner s saw
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their credit ruinedwhenl ayoffstranslatedintolatebill
paynent s and bankruptcies. . . . Thiswastoughonthe
consuner, but it didcreateal endi ngopportunity. . . .
Subprime | enders with origination networks in Cali -
fornia, NewEngl and, and parts of the Sunbelt have

done wel | because they are now | endi ng noney to

t hese wor ker s.

But the growi ngattracti onof HLTVI endi ng was not
limted to the subprine category of borrowers. The
1990s have seen rising rates of consunmer default and
bankr upt cy anong borrowers. For hi gher-quality con-
suner borrowers, the mainattraction of HLTV I endi ng
isaninterest rate substantially lower thanthat typically
avai l abl eoncredit cards. For | enders, themainattracti on
of suchlendingisthereducedincentivefor borrowersto
defaul t.

Recent | y bankrupt ci es have been w despread, even
for borrowers who can repay their debts but chooseto
t ake advantage of |enient bankruptcy |aws. Because
sone or al |l housi ng weal t h and wages ar e exenpt from
creditor recourse, nmany prosperous consurmers fil e for
bankrupt cy even t hough t hey coul d easi |l y pay t hei r out -
st andi ng debts. M chell e Wiite (forthcom ng) estinates
t hat roughl y one- quart er of Aneri can househol ds coul d
profit fromfili ng f or bankrupt cy under Chapter 7, and
roughly hal f t hat nunber have beenwillingtotake ad-
vant age of the legal (but typically unwarranted) dis-
char ge of debt.

The key advant age of HLTV | endi ng conparedwi t h
nonnort gage consuner | endi ngi sthereduced probabil -
ity of voluntary default that comes fromtying a debt to
t he consuner’ s home. Consuner nortgage debt (1) is
collateralized by an asset (and is thus a senior clai mon
consumer i ncone); (2) is aclaimonan asset that woul d
ot herwi se be protected fromsei zure by creditors if bor-
rower s fil e for bankruptcy; and (3) i s aformof debt that
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can i npose nonpecuniary (for exanple, foreclosure)
costs on def aul ti ng borrowers. Linking consuner credit
to a home nort gage not only reduces |l ossestocreditors
when def aul t s occur, it al sodi scourages consuners from
defaul ti ng because it places | enders in a stronger bar-
gai ni ng posi ti on. The nonpecuni ary costs to consumners
of a nortgage default can be [ arge, including the | oss
of their hone through forecl osure. Evenif the | ender
chooses not toforeclose, hisholdingalienonthenort-
gaged property limts the consuner’s optionsto sell or
to i nprove the hone. At the sane tinme the borrower
typi cal | y benefits fromt he reduced i ncentives to default
under HLTVI endi ngt hroughinterest ratesthat are sig-
ni ficantly | ower than under, for exanple, credit card
| endi ng.

The attractionof HLTVIendinginlimtingtherisk
of voluntary default becane i ncreasi ngly apparent dur-
i ng the 1990s. Consuners who woul d have beenw | | i ng
todefault ontheir nonnortgage debt di d not wal k anay
fromt heir nortgage debts, even when econoni ¢ condi -
tionsdeteriorated. Bankers cametounderstandthat will -
i ngness to pay was as i nportant as capacity to pay when
gaugi ng consuner default risk and t hat nortgage debt
enj oyed | ower ri sk because of nortgagors’ greater will -
i ngness to pay. Lowri sk consuner borrowers were at -
tracted to HLTV | ending because the increasingly
conpetitivemarket for | endingall owedthemtocapture
thelion’sshareof thegainsfromtheir credi blecomit-
ment toreduci ngtheir default risk.

Today’ s HLTV | ndust ry and Beyond

Ameri cans nowusethe equityintheir homesto finance

their children’ s coll ege education, to consolidate credit
card or ot her debts, to make honme i nprovenents, or to

pur chase newcars. For t he consunmer a hone equity | oan
isanattractiveoption, nostly because al arge part of the

10
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i nterest paidonsuchloans—dptothefair market val ue
of thedwel | i ng—staxdeductible. Homreequityl oans are
al so far cheaper than credit card debt and may be pai d
over | onger terns t han nost ot her borrow ng al terna-
tives.

HLTV | enders extend hone equity | oans for the
same pur poses and wi th t he same advant ages as hone
equity |l enders but doso by offering secondlienswitha
conbi ned total LTV of nore than 100 percent. HLTV
| enders maki ng these | oans have | argely turned away
fromtraditional nortgage |l endi ng standards in favor of
underwriting standards simlar tothose used for unse-
cured(primrily, credit card) | oan products.

Becausethereislittlenortgage collateral toseizein
t he case of default, HLTVI enders, |i ke unsecured | end-
ers, focus on other neasures of creditworthiness. In
many cases high | everage relative to the nortgaged
property doesnot translateintohighloanrisk. ‘*Asurvey
rel eased by t he Consuner Bankers Associ ationin June
1997 pai nt ed a sangui ne pi cture of honme equity | enders
routi nely maki ng hi gh-LTV I oans t o borrowers who are
ol der, richer, and nore credi twort hy t han before’’ (Pra-
kash 1997, 16). HLTV | oans tend t o be made t o upper -

m ddl e- cl ass borrowers who may be over ext ended but
who woul d not risktheir prinmecredit profil ew thbank-
ruptcy or default (Tinmmons 1997k). ‘‘The classic
[ HLTV] custoner . . . is a honmeowner with significant
equityinahone andahi ghlevel of debt oncredit cards
who is | ooking to consolidate’’ (Wite and Levant hal
1997, 50).

One of the key attractions for consuners of HLTV
loans is the interest savings. Average interest rates
charged on securitized | oans ori gi nated by t he bi ggest
four HLTVI ender s duri ng 1997 ranged f rom13. 75 per -
cent to 13.97 percent (Fitch | BCA 1998b). RAM Re-
search’ s CardTrak survey—desi gned t o hel p consuners
identifythel owest interest-ratecredit cardsandtherefore

11



HLTV MORTGAGE LENDI NG

a downwar d- bi ased neasure of credit cardinterest rates
as awhol e—quotes arange of i nterest ratesfor | owinter-
est, zero-fee gold cards from13 percent to 19 percent
for April 1998.

Consuners seeking to borrowl arge anounts usi ng
credit cards face average interest rates significantly
hi gher t hanthose on HLTV I oans, and i ndustry anal ysts
clearlylinkthegrowthinHLTVIendingtotheinterest
savi ngs enj oyed by consuners. Accordingto‘‘Better Pre-
pays on Hi gh LTV Mort gages Expected in 1998, Inside
B&CLendi ng, March 2, 1998, one anal yst forecastsa"'‘mi -
grationof thel owest ri sk borrowers away fromt he credit
card mar ket i nt o hi ghLTVnort gages as consuner st ake
advant age of an arbitrage opportunity that coul d be
wor t h 500 basi s points.’’

Wi | e consuner gains froml ower interest rates on
HLTV | oans ar e undoubt edl y substanti al, the 500 basi s
poi nts of i nterest savings cited above probably exagger -
at es consuner savi ngs. Borrowerstypical |l y pay poi nts on
HLTVIoansinadditiontointerest. By chargi ng points,
HLTV | enders can reduce the interest rate on their
| oans, whichlimtsthe prepaynent ri sk frommarket de-
clinesininterest rates (seethedi scussion of prepaynent
risk in chapter 4). According to unpublished reports,
poi nt s pai d on HLTVI oans aver age roughl y 7 per cent of
t he val ue of the | oan. Assumi ng (conservatively) a six-
year maturity for the HLTV | oan, the annual cost of
poi nt s woul d be roughl y 120 basi s poi nt s.

The substanti al cost savi ngs fromHLTV borrow ng
can si gnificantly i nprove a consuner’s debt-to-incone
rati o—and reduce t he probability of bankruptcy. ‘‘ The
typi cal borrower at thetine of origination has about 45
percent debt [toincone] ratio, whichis about the maxi -
mum . . . After debt consolidationinthehighLTVIoan
theratiodropstoaround 37 percent,’’ Jeff More, presi-
dent of Mego Mort gage of Atl anta, cl ai med (Miol 01997,
73).
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The deducti bilityof i nterest paynentsontheportion
of HLTV | oans up to 100 percent of the property val ue
magni fies their advantages for consuners relative to
credit card debt. Aconsuner borrow ng upto 100 per -
cent t hrough a second-trust | oan, for exanpl e, and fac-
ing a 19 percent annual (pretax and after-tax) credit
cardinterest rate, al5percent pretax financi ngcost (an-
nual i nterest and poi nts) onsecond-trust borrow ng, and
a 50 percent margi nal tax rate woul d reduce t he pret ax
borrow ng cost by 400 basi s poi nt s—but woul d reduce
hi s after-tax borrow ng cost by 1, 250 basi s poi nts.

A nunber of indicators point to substantial growth
potential for HLTV I endi ng. I ndustry experts estimte
t hat consuners hol d approximately $4 trillionin hone
equity (WIson 1997, 27). Gventhe potential for nort-
gagi ng t hat equity, Peter Rubenstein, head of credit re-
search at Pai neVeébber, believes the HLTV narket is
likely to double to $15 billion during 1998 and soon
could **skimthe creamoff the $500 billion credit card
i ndustry’’ (d ark 1998, 38).

Reflecting the shift i n consuner borrow ng t oward
secured borrow ng, asset-backed security (ABS) issu-
ance—whi ch neasures activity inthe secondary nmar ket
for financi ngt hese nort gages—ef hone equi ty | oans has
final | y surpassed credit cards, which have traditionally
been t he | argest sector of the ABS mar ket out si de con-

f orm ng nor t gages sol d by Fanni e Mae and Fr eddi e Mac
(Flanagan, Di Seri o, and Asato 1998, 46). ‘' ‘ Hone equity
| oan ABSi ssuance nowconmands a 34- per cent shar e of

the ABS market, up fromonly a 12-percent share in
1993 (ibid.).

Consol i dationof credit card debt i s not t he only way
t hat HLTV | ender s have gai ned mar ket share. The cost
savi ngs of such | endi ng have recent|y encour aged nany
mai nstreamnortgage | enders to extend HLTV nort -
gagesinanoriginal first [ientoprovideupfront liquidity
for new homeowners (who ni ght ot herw se use credit

13
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cards for newhone furni shings, whichthey m ght | ater
refinance t hrough a second-1ien HLTV). Furthernore,
as Fanni e Mae and Fr eddi e Mac | ook down- mar ket for
addi ti onal busi ness, these A-mi nus—gr ade fir st - nort gage
i ens are qui ckly becom ng accepted as an established
busi ness i ne.

As the HLTV ni che encroaches on credit card and
ot her consuner | endi ng—and conbi nes ot her creative
devel opnment s, such as the portability of any excess |i a-
bility across homes—sone experts (i ncl udi ng of fici al s at
t he Depart ment of Housi ng and Urban Devel opnent)
expect the eventual devel opnent of so-called lifetine
uni ver sal account st hat woul d conbi necredit card, aut o-
nobi | e, nortgage, and ot her consuner debt wi t h hone
equity borrow ng and stock-brokerage sweep account
technol ogy, as well as portability. Such accounts may
prove nore ef fici ent for borrowers and | enders t han al -
| ocating credit through a seri es of di screet transacti ons.
El | en Roche of Freddi e Mac assertedthat ‘‘under auni -
versal account arrangenent, an array of asset s—ot j ust
a house—wwoul d beconme the collateral for any | oans
t aken out t hrough t he account’’ (1998, 24). The uni ver -
sal account processcouldultimatelybringthe’ " effici ency
of the nortgage-finance systemto all consuner financ-
i ng arrangenents, | owering borrower costs inthe proc-
ess’’ (ibid., 28).
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The Rel at i onshi p bet ween
HLTV and Subpri ne Lendi ng

HLTV Lendi ng Defined

t owar d subpri ne (hi gh-risk) borrowers. For nost
HLTV borrowers, however, default risk is | ow

Lenders t hus gai n fromincreased assurance t hat | oans
wi |l berepaid, whileborrowersgainlower interest rates
ontheir restructuredcredit card debt, plus tax-deduct -
ibilityonsomeof their homeequityloaninterest.

The use of the word subprinme tocharacterize HLTV
| endi ng has produced sone confusionregardingits na-
ture andri sks and has | ed sone observerstoregardthe
practice as requiring specialized skills. In fact, the
profitability and | owaverage ri sk of HLTV I endi ng have
beenanongtheindustry’ s best-kept secrets. Some banks
entering HLTV | endi ng are surpri sed by t he profit abl e
lowrisk |l endi ng opportunities it can offer. Banks |ike
City Hol di ng Conpany ( Charl eston, Wst Virginia) and
Community Vst Bancshares (CGoleta, California) are
anong those that until recently had been reluctant to
enter the HLTV arena. After t hey began of feri ng HLTV
| oans in 1997, bank executives soon realizedthat ‘‘the
busi ness i s not as conplex asthey initially believed and
issimlartotheTitlel | endingthey had done for years'’
(Tal l ey 1998, 7).

The confusi on has | argel y conme fromsemanti c di f fi-
culties. Before HLTVI endi ng, the vast majority of | oans

Q smal | part of HLTV nortgage | endi ng i s gear ed
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out si de t he specificati ons of Fanni e Mae and Freddi e
Mac went to borrowers with | ess than excellent credit.
That i s no |l onger the case, but the connecti on between
failingtoconformto Fanni e Mae and Fr eddi e Mac st an-

dar ds and subprine branding |lives on. The subprine
brand (or Band Cratings) is oftenstill appliedto all
| oans t hat have ‘' * beenrej ect ed by Freddi e Mac or Fanni e
Mae because [the | oans] don’t meet their underwiting
criteria’ (Bush 1997, 34). Freddi e Mac defines t he sub-
pri me nortgage mar ket as a

ni che t hat finances nortgages t hat do not neet tradi -
tional underwiting standards. Subprinme nortgages
are nmade to borrowers who have a variety of past
credit probl ems of varying severity or to peoplew th
unconventi onal borrow ng needs, i ncl udi ngthoset hat
exceed 100 percent of the underlying property’s
val ue. (Roche 1998)

The inplications of Freddie Mac’ s characteri zation
are i nportant: references to subprinme nortgages may
ari se because of borrower characteristics or nortgage
product characteristics. This confusion was evident in
t he Novenber 1996 confli ct bet ween Greent ree Fi nan-
cial, al eader i nmanuf act ur ed housi ng | oans, and Faul k-
ner & Gray, a publisher of industry statistics on the
subprime | ending industry. Before Novenber 1996,
Faul kner & Gray’s | nside B&C Lendi ng was reporting
Greentree Fi nanci al asthe nunber 2servicer inBandC
(or subprine) | oans. *‘ However, this ranki ng was based
ontheinclusionof [ Geentree’ s] manufactured housi ng
| oans and Greentree did not want these | oans to be re-
portedas subprime. Consequently, itsrankingfell toNo.
28’ (Froass 1997, 99).

The conf usi on has progressedtothe poi nt wherethe
Mor t gage Banker s Associ ati on of Ameri canowfavorsthe
termnonconformngcredit for all suchlendinginthisarea.
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Wth this distinction the MBA has cautioned that ‘‘a
| ender referred to as a home equity | ender cannot
[therefore] be assunmedto | end sol ely to subprine bor-
rowers.’’ Eventhetermnonconformn ng can be conf usi ng:
HLTVI oansfail toconformonlytothetraditional (rather
than the current) standards set by governnent-spon-
sored enterprises such as Freddi e Mac. Experts estimate
t hat onl y about 30 per cent of hone equi ty nortgages are
made to subprine borrowers (Froass 1997, 100). Fur-
thernore, HLTV nortgages are generally A- to A
m nus—grade credits and are categorized as noncon-
form ngcredits only because of their sizerelativetothe
val ue of nortgage collateral (whichis only part of the
| ender’ s protection agai nst default). The real protection
enj oyed by | enders extends to the ot her assets and i n-
come of borrowers and t ot he nonpecuni ary | osses t hat
bor r ower s woul d suf f er fromf or ecl osure.

Robert G osser, chi ef executive, Cityscape Fi nanci al ,
comented that ‘ ‘there’s areal m sconception [regard-
i ng HLTV | endi ng] , because peopl e nar keti ng and sel | -
i ngthesel oans usual | y have a subprinedivision. It’s not
asubprineloan’’ (Tinmons 1997a, 13). Sim |l arly, i ndus-
try | eaders such as Gordon Monsen, fornerly of Pai ne-
Veébber; Jeff Moore, chief executive of Mego Mort gage
of Atlanta; and Dan Phillips, chi ef executive of FirstPlus
Fi nanci al, insist that the HLTV busi ness i s not properly
cat egori zed as subprine | endi ng (Bary 1997; Ti nmons
1997f; Muol 0 1997) .

The semanti ¢ conf usi on over subprinme | endi ng can
al so conf ound t he di scussi on of the size of the HLTVi n-
dustry. But what ever the defini ti on of HLTV nort gage
| ending, its current market share remai ns snal | despite
itsrecent growh. I ndustry sources have esti nated t hat
the entire nonconforming area (including both sub-
prinmeandl owriskHLTV, as wel | as ot her nonconf orm
i ng nortgages) accounts for 5-20 percent of the entire
nortgage i ndustry. At the end of 1996, nonconf orni ng
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| oans made up approxi mately 9 percent of total out-

st andi ng nort gages and 11 percent of ori gi nations (see
t abl es 3—-1t hrough 3-6 and figures 3-1to 3-3). Around

56 percent of total nonconform ng nortgage l endingis
A-m nus quality, another 25 percent B, 12 percent C
and 5 percent D. Evenif all nonconform ng A-ninus

| oans were HLTV nort gages (whichis certainly not the
case), HLTVs woul d at nost conpri se 5 percent of the
entire nortgage market. Direct estimates of the size of

TABLE 3-1
Tor SEcUR T1 zZERs oF HLTV Laans, 1997
Mar ket
\ol une Share
($mllions) (9%
Fi rst Pl us Fi nanci al , Dal | as2 3, 559 37
Money St ore, Sacranent o 1, 202 12
Enmpi r e Fundi ng, Austin 1, 003 10
Mast er Fi nanci al, Orange 736 8
Ci tyscape Fi nanci al , El nsf ord,

New Yor kb 609 6
G eentree, St. Paul ® 507 5
Nat i onal Bank of Keyst one,

Veést Virginia 500 5
Li f e Savi ngs Bank, Ri versi de,

California 474 5
PSB Lendi ng, Carl sbad,

California 415 4
Mego Mort gage, Atl ant a2 322 3
Preferred Mortgage, | rvine,

California 200 2
Di rect Fundi ng, Irvine,

California 120 1

a. HLTV speci al i st
b. HLTVi ndustry vet eran
Source: Nati onal Mortgage News, February 16, 1998, p. 44.
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TABLE 3-2
Si ze oF NonconForRM NG MoRTGAGE MARKET
ReLati veTtoToraL, DecemBer31, 1996
(inbillions of dollars)

Nonconf orm ng Tot al

Qut st andi ngs (cumul ative) $350 $3, 900
Origi nati ons (annual) $90 $785

Source: Vhl and Focardi (1997).

TABLE 3-3
Tor TEN125 Percent Loan- To- VALUE MorTGAGE
Ori @ NaTors, FOURTH QUARTER, 1997

Tot al

\ol une
Fi rst Pl us Fi nanci al , Dal | as $1, 168
Mast er Fi nanci al, Orange 278

PSB Lendi ng Corp., Carl sbad, California 277
Preferred Mortgage, Irvine, California 250

Enpi r e Fundi ng, Austin 200
Mego Mort gage, Atl anta 170
NuMAX Mor t gage Cor p., Ger mant own,

Maryl and 147
N. F. I nvestnents, Inc., Atl anta 100
PACE Fundi ng, Dal | as 29
Rock Fi nanci al Corp., Bi nghamFar ns,

M chi gan 29

Nore: 125 percent | oan-to-valueloansareintrinsicallynonconform
i ng because t he borrowers do not have hone val ues greater t han 80
percent of the val ue of thel oan and t he | oans ar e nade out si de spe-
ci al gover nment prograns such as t hose admi ni st ered by t he Feder al
Housi ng Adnministrationand Titlel.

Source: Nati onal Mortgage News, March 23, 1998, p. 44.
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TABLE 3—-4
Top TEN NonconForM NG MoRTGAGE WHOLESALE
Ori @ NaTors, FOURTH QUARTER, 1997

Tot al
Vol ure
For d Consumer —Associ ates First, Irving,

Texas $1, 090
Fi rst Pl us Fi nanci al, Dal |l as 919
VWMC Mor t gage Conpany, Wodl and Hi | | s,

California 692
Equi credit Corporation, Jacksonville 552
Opt i on One Mort gage Cor p., Sant a Ana,

California 515
Long Beach Mort gage, Or ange 467
Househol d Fi nanci al Servi ces, Prospect

Hei ghts, Illinois 400
Sout her n Paci fic Fundi ng Cor p., Lake

Gswego, Oregon 394
| MC Mor t gage Conpany, Tanpa 350
Money St ore, Sacranento 344

Nore: Whol esal e ori gi nati ons provi de a source of funds for other
fir ms t hat make i ndi vi dual nortgage |l oans for their ownportfolios.
Source: Nati onal Mortgage News, March 23, 1998, p. 40.

the HLTV | oan i ndustry are quite a bit smaller than 5
percent. I ndustry experts such as Monsen pegged 1997

HLTV ori gi nation at slightly less than $10 billion of an
overal |l residential origination market of $800 billi on.
That estimate puts HLTV | endi ng at around 1. 25 per -

cent of thetotal nortgage market (Mol 0 1997, 75).

HLTV Loan Cust oner s and Mar ket i ng
One reason for confusi on over the nature of subprine

and HLTVI endi ngi stheuse of sim | arlyunconventi onal
nmet hods by bot h hi gh-risk and | owri sk HLTV | ender s
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TABLE 3-5
Tor TeN NonconForM NG VbRTGAGE CORRESPONDENT
Ori @ NaTors, FOURTH QUARTER, 1997

Tot al

\ol une
Cont i Mort gage Cor p., Hat boro, Pennsyl vehii,a81
| MC Mor t gage Conpany, Tanpa 1,173
| MPAC Mort gage Hol di ngs, Sant a Ana

Hei ghts, California 900
AVRESCOResi dential Credit Corp., Ontari o,

California 833
Resi denti al Fundi ng Cor p. / GVAC,

Bl oom ngt on, M nnesot a 700
Advant a Mort gage USA, Ft. Véshi ngt on,

Pennsyl vani a 664
Money St ore, Sacranento 541
G eentree Fi nanci al, St. Paul 415
Equi credit Corporation, Jacksonville 314

Uni t ed Conrpani es Fi nanci al , Bat on Rouge 273

Nore: Correspondent originators arefirms withadirect connection

or friendly servicerelationswithalender. Correspondents typically
originate loans for the lender’s portfolio instead of their own and
profit primarily fromgenerating custoners and processi ng | oan ap-
plications.

Source: Nati onal Mortgage News, March 23, 1998, p. 42.

toattract customers. ‘ * Just |i ket he conform ng nort gage
busi ness, therearethree predom nant di stri butionchan-
nel s servi ng[ nonconf orni ng] | endi ng—+etail, whol esal e,
and correspondent’’ (d ass 1997, 65). Retail originators
own t heir own di stribution networks, whil e whol esal ers
rely primarily on brokers and correspondents to eval u-
ate applicants and to approve |l oans. Brokerstendto be
rat her i ndependent andsel |l origi natedl oanstothe high-
est bidding whol esal er. Correspondents, conversely,
tendtopartner withsel ectedwhol esal ers.
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TABLE 3-6
Tor TeN NonconForM NG IVERTGAGE RETAI L
Or @ NaTors, 1997

Tot al
\ol une

For d Consuner —Associ ates First, Irving $3, 400
Househol d Fi nanci al Servi ces, Prospect

Hei ghts, Illinois 3, 320
Commerci al Credit-Travel l ers, Bal ti nore2, 156
G eentree Fi nanci al, St. Paul 2,154
Money St ore, Sacranento 1, 814
Uni t ed Conpani es Fi nanci al , Bat on Rouge 1, 512
Fi rst Pl us Fi nanci al, Dall as 1,170
| MC Mor t gage Conpany, Tanpa 890
Advant a Mort gage USA, Ft. Véshi ngt on,

Pennsyl vani a 864
FHB Fundi ng Cor p. M neol a, NewYor k 760

Nore: Retail originations are nortgagel oans nade by aninstitution
foritsownportfolio. Unlikewhol esal e origi nations, thefundsfor re-
tail Il ending are generated internally through securitizations, equity
and bond sal es, and ot her pri nary neans.

Source: Nati onal Mortgage News, March 16, 1998, p. 1.

The retail ers, whol esal ers, brokers, and correspon-
dents who distribute |l oans may be associated with tra-
ditional consuner finance conpanies, specialized
nonconforning securitizers (conduits), or traditional
nor t gage banks (Wi t e and Levant hal 1997, 50). Chap-
ter 2 described t he begi nnings of HLTV |l endi ng as a
ni che t hat was al nost excl usively the purviewof tradi -
tional finance conpani es. Over tinme HLTV I endi ng has
spread to speci alized securitizers and nost recently to
traditional nortgage banks.

Wt hin these conpani es has general |l y been a com
pani on trend away f romwhol esal e, arns-1 ength | endi ng
toward direct retail |lending and centralization. Two
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Fl GURE 3-1
PuBLI c AsseT- BACKED SECURI TY | SSUANCE, BY SECTOR

Source: Fl anagan, Di Seri o, and Asat o (1998).

FI GURE 3-2
Hove EQui TY AsseT- BACKED SECURI TY | SSUANCE,
BY Probuct TYPE

Nore: FRM4 fixed-rat e nort gage; ARM4 adj ustabl e-rate nort-

gage.
Source: Fl anagan, Di Seri o, and Asat o (1998).
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FI GURE 3-3
QuaLI TY Covpos TI ON OF NONCONFORM NG
MorTeace DesT

Source: Wi t e and Levant hal (1997).

conmpl enentary forces drive that trend. First, |arge,
whol esal e finance conpani es ar e qui ckl y beconm ng obso-
| ete, as nortgage conduits—specialized firms that do
not hi ng but package and sell | oans i n secondary mar -
ket s—becone a cheaper and nore effici ent source of
capital for brokers and correspondents. Second, as sec-
ondary mar ket s becone nore conpetitive, brandcapital
becomes nore i nportant as an i ndi cator of credit qual -
ity. Whol esal el enders such as Fi rst Pl us and Mego Mort -
gage were sone of the first to use their size (that is,
economi es of scale) andreputationtoraisecapital from
t hose secondary narkets. Although they may not need
t o buil d addi ti onal econom es of scal eto economi ze fur-
t her on securitization, theyarenovingintoretail origi-
nation to protect their brand-nane capital in an
i ncreasingly conpetitive environnent and to ensure a
st eady suppl y of | oanstosell onthe secondary narket .
Because attrition rates are higher in the noncon-
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form ng | endi ng process than in the conform ng, non-
conform ng firnms rely on mass marketing to generate
| ots of potential borrowers. Nonconform ng | oans re-
quirel engthy and det ai | ed underwri ti ng procedur es but
provi de no guarant ee that custoners will i ke the final
price offered andwi |l accept the | oans. Nonconf or ni ng
| enders al so need t o enpl oy adequat e nunbers of cus-
tomer representatives and other staff; this situationre-
qui res higher origination expenses than one finds in
conform ng | endi ng (d ass 1997, 68). Surveys indicate
t hat t he nost common rmass mar ket i ng vehi cl e used by
nonconfornminglendersisdirect mail, foll owedbytelevi-
sion advertising and tel emarketing. Lenders al so use
radi o and print advertisingto generate newbusi ness, as
wel |l asinternal retentionsystens for existingconsuners
(ibid., 65). First FidelityFinancial Corp. of Maryl and, for
exanpl e, estimatesthat it mai |l s about 500, 000! ettersand
cal | s noret han 40, 000 househol ds each nonth soliciting
HLTV cust oner s.

Al t hough t he subprinme and | owri sk HLTV ni ches
use sim |l ar channel s, they market to di stinct customer
bases and enploy different |l ending criteria, based on
st andard net hods for determ ning borrower risk. All
nortgage lendingistraditionally basedonthethree Cs:
collateral (LTV), character (credit history), and capacity
(i ncome to cover the nortgage and ot her debt). As di s-
cussed, HLTV | enders di scovered during the recessi on
inthe early 1990s t hat character and capacity can often
overshadowcol | ateral i ninportance, al essonthat ot her
consuner | enders | earned | ong ago. Rating agencies
such as Standard & Poor’s, Mody’'s, Fitch I BCA, and
Duf f &Phel psagreethat ‘‘theborrower’sw llingnessand
abilitytoservicetheloan, as neasured by credit scores’’
areat least ascritical toloanquality as collateral as nea-
sured by LTV (Fitch I nvestors Service 1997, 3; WIlis-
Boyl and 1997, 29; Fitch I BCA1998b, 3). Infact, asearly
as Decenber 1996, Fitch | BCA—ene of t he nbst sophi s-

25



HLTV MORTGAGE LENDI NG

ticatedratingagenciesinitsapproachtosubprinel end-
i ng—eoncl uded that a borrower’ s credit standingis the
nost i nportant driver of default probability (Fitch In-
vest ors Servi ce 1996b) .

Mor t gage prof essi onal s, including those at Freddie
Mac, agree that the credit scores relied on by HLTV
| enders and t he consuner credit i ndustry are excel | ent
measur es of the borrower’ scredit standingandulti mate
| oan performance (Freddi e Mac 1997). As Fitch | BCA
(1998hb, 3) expl ai ns,

credit scoringis anechani smfor uniformy assessing
borrowers by assi gni ng nunerical val ues to vari ous
borrower attri butes t hat have been observed to posi -
tively or negativelycorrelatewithcredit behavior. . . .
Credit scores are generatedbythreenajor repositor-

i es: Experian, TransUni on, and Equi f ax. Each r eposi -
tory score was designed by Fair |saac and has
conpar abl e scal es, wi t h 900 bei ng t he hi ghest.

Inrecent years, credit scoringtechnol ogy has been
ext ended beyond si npl e forecasting of default risk to
forecasti ng bankrupt cy, repaynent rates, and even post —
default collection anpunts and individual collection
agency performance. (Inthefollow ngtext, credit scoring
isreferredto narrowy as the nmeasurenent of default

risk.)
Qpportunitiesinsubprinelendingoftenresult from
| enders’ willingness to | ook beyond nere credit scores:

some consuners are better credit risksthantheir scores
i ndicate, andfirnswi | lingtodigdeeper tofindsuchcon-
sumer s can uneart h profit abl el owri sk opportunities.

Wi | e not the onlyingredient i nmarket esti mat es of
credit quality, FICOscores (credit scores devel oped by
Fai r | saac and Conpany) provi de a useful neasure for
quanti fying default risk. Ingeneral, first-trust nortgage
borrowers wi th FI COscores above 660 are consi der ed
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to have agood credit reputation. Borrowers with FI CO
scores between 660 and 620 ar e somewhat ri skier bor-
rowers, for whomunderwriters shoul d performa nore
extensive review. Borrowers with scores bel ow 620
shoul d be subjected to a thorough, cautious review
(Freddi e Mac 1997, 2). The mar ket general | y consi ders
any borrower with a credit score above 620 as a pri nme
candi date for a nortgage. These borrowers are consi d-
ered of Aquality. Those with scores rangi ng from580
to 620 are general | y consi dered A-m nus qual ity. Those
bel ow 580 are generally considered B- and C-quality
(subprimnme) borrowers. I ndi vidual scanberatedl essthan
580 si npl y because t hey do not have a veri fiabl e source
of income—for exanple, if they are self-enployed or
nmake nost of their earni ngs on conm ssi on. Those i ndi -

vi dual s cannot avoid alowscore evenif they have | ow
debt-to-inconme ratios. Such borrowers are the nai nstay
of the subprinel endi ngindustry.

O course, FICOcredit scores applytothe borrower
rat her than the | oan; sone adjustnment nust be made
when usi ng these scores to conpare the credit risk of
first (senior) nortgages and second (j uni or) nort gages.
Credit standards based on FI COscores for first-nort-
gage products aredi fferent fromt hose for second nort -
gages, and nost HLTV | oans are second nortgages.

Al t hough underwriting standards vary and depend on
gualitative factors other than FI COscores (and credit
ri sksfor first nort gages al sodependonthel oan-t o-val ue
rati o of thefirst nortgage), the approxi mate cutoff for a
prime HLTV second-trust borrower is apparently 40

FI CO points higher than for a first-trust custoner
(withintherel evant range of scores). That is, the defaul t
ri sk of atypical H-TVIoanwi th a Fl COscore of 660i s
roughly conparable with that of a typical first-trust
nort gage wi t ha Fl COscor e of 620.

Actual HLTV borrowers tend to have hi gh FI CO
scoresandtoqualifyasprimeborrowers. HLTVborrow
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ers exhi bit wei ghted average credit scores in the 670-
680 range. ‘' ‘Only borrowers with highcredit scores are
eligible for [HLTV] | oans,’’ according to Paul Jenison,
managi ng di r ect or, Pai neW¢bber, I nc., anactiveinvestor
i nHLTVsecurities. The borrower who cannot get al oan

t hat qualifies for saleto asecondary nortgage agency i s
‘“‘not goingtobeabletoget ahighLTVIoan'’ (Tinons
1997k) . I n Sept enber 1997, First Pl us Fi nanci al reported
an average FI COscore of 684, accordingto ‘‘FirstPlus
Reports Net Rose 271 percent in Quarter,’’ Anmerican
Banker, Novenber 3, 1997. Stuart-Wight Mrtgage,
Inc., of LaPal ma, California, boastedan average scor e of
700 ( Ti nmons 19979q) .

The highquality of HLTVportfoliosisreflectedina
conpari son of HLTV credit scores to averages for the
conform ng nortgage i ndustry and gover nnent nort -
gage programs, even after adjusting for the difference
bet ween first- and second-trust nortgages. Table 3-7
provi des data on the distribution of credit scores for
conventional, government, and FirstPlus HLTV | oan
securitizationsfor 1997. I nthat year 93. 3 percent of con-
ventional | oans had credit scores above 620. | n contrast
70. 3 per cent of governnent nort gage |l oanobligati ons—
that is, those extended through the Governnent Na-
tional Mrtgage Association and other assistance
progr ans—and 55 percent of nonconform ng | oans of
al | kinds (see figure 3-3) had credit scores greater than
620. Virtually all the loans included in the FirstPlus
Home Loan Owner Trust Series 1997-4 portfolio had
scores above 620—¥6.79 percent, in fact, had credit
scores greater than 660 (Fitch | BCA1998a, 4). Only 3.2
percent of conventional | oans were nade t o borrowers
with credit scores inthe 600-619 B range, while 10.4
per cent of governnent | oans and 26 per cent of noncon-
form ng | oans were made t o borrowers i nthis category.
Only 2.0 percent and 1. 6 percent of conventi onal | oans
wer e made t o borrowers i nthe 580-599 Cand | ess t han
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TABLE 3-7
Di sTRI BUTI ON OF MbRTGAGE L oans BY CREDI T SCORE
RancE ANDLoan TyrPe, 1997 ORi G NATI ONS
(i npercent)

Convent i onal Gover nnent

Aver age? Aver age2 FirstPlus 125sP
. 620 93. 30 70. 30 99. 66
600-619 3.20 10. 40 0. 33
580-599 2.00 8. 20 0.00
, 580 1.60 11. 20 0.00

Di stri buti on above 620

All FirstPl us

Mortgages \A FHA 125s
. 720 57.51 51.94 46.83 13.98
680-719 16. 11 16.14 19.02 39. 11
660-679 6.41 6. 77 7.53 23.70
640-659 5.01 6. 22 6. 60 17.70
620-639 3.91 5.01 5.32 5.17
, 6192 11. 05 13.92 14.70 0.34

a. Governnent | oans are all those i ssued t hrough subsi di zed pro-
grans such as FHA, VA, and GNVA. Conventi onal | oans are con-
form ng |l oans i ssued out si de speci al gover nment progr ans.

b. The FirstPlus pool only includes |oans with FICOcredit scores
greater than 600. Source: FitchIBCA 1998. FirstPl us Hone Loan
Omner Trust Series 1997—-4. NewYork: Fitch|BCA, January 29, p. 4.

Source: For a, Wahl , Matt hew, and Focardi (1997); for b, Fitchl| BCA

(1998); for all nortgages, VA, and FHA, Fai r | saac and Co.

580 Dranges, respectively, while 8.2 percent and 11.2
percent of governnent | oans and 14 percent and 5 per -
cent of nonconforning | oans were nade to i ndi vi dual s
i nthese categori es.

These nunbers suggest that a hi gh percentage of
gover nnent | oans have subpri me borrower characteri s-
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tics. Furthernore, FirstPlus’s HLTV loan quality lies
somewher e between the average quality of subprine
| oans and the quality of conform ng | oans; it probably
exceeds t he average qual ity of | oans ext ended t hr ough
est abl i shed governnment progranms (V&hl and Focar di
1997, 34).

HLTV | oan qual ity general | y has been characteri zed
as lying ‘" somewhere bet ween a pure unsecured | oan—
like acredit card—and a traditional second nortgage’’
(Flanagan, Di Seri o, and Asat o 1998, 49), giventhat ‘' de-
faul ts arerarer onsecond nort gages t han on unsecur ed
credit cardloans,’’ ostensibly because consuners do not
face the sane incentives todefault onnortgages (C ark
1998, 38). Accordi ngto Jonat han Li eber man, an anal yst
at Mbody’ s I nvestors Servi ce, HLTVdebts are no ri ski er
thancredit cardl oans (Ti mons 1997c) . Anot her anal yst
observed that ‘*in arecession FirstPlus probably won't
do any worsethan credit card conpani es—and no one’ s
| aunching a Senate investigation of them’’ Further,
“‘nost [HLTV] issuers target high FICO (credit score)
borrower s who have denonstratedtheabilitytouse and
managecredit, aslittleor novalueis placedonthecoll at-
eral’’ (dark 1998, 38). Even | oans t o subpri me cust om
ers usual Il y have sufficient collateral to offset the credit
risk.

Aswithcredit cardl endi ng, HLTVI oanunderwiters
do not pl ace much val ue on bei ng repai d by any under -
lyingcollateral; therefore, HLTTVI enders usual | y ext end
theseloansonlytocustomersw thhighcredit scores and
sufficient incone. Tinothy J. ONeill, Jr., senior vice
president, First Indiana Bank, |ndianapolis, character-
i zed the typical HLTV borrower as an i ndi vi dual who
‘‘has afamly and a good credit history, but increased
debt resulting frommedical bills, credit cards, short-
terminstal | nent debt, or education costs’’ (Brocknan
1998, 9). Fitch I BCA s research has est abl i shedt hat
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the attributes of [HLTV] borrowers are reflective of

“A =" A-mi nus’ borrowers. The wei ght ed average credit
scorefallsinthe 670-680 range, the averageageisin
thelate 30s to early 40s, residency i s established for
an average of four to five years, and borrowers are
enpl oyedinthe sane positionfor five years or nore.

In addition, household incone averages about

$60, 000 with sone portfolios in the $70, 000 range.
Most pool s consi st primarily (95 percent—-97 percent)

of sal ari edversus sel f-enpl oyed borrowers, wthback-
end debt-to-inconeratiosafter the[HLTV] | oan of 35
percent to 40 percent. [ These] attri but es conpare f a-
vorablytotherespectiveattributesfor subprinmeport -
folios. Credit scores for “ A-nminus'/*'B subprinme pools
tendtoaverageinthehigh500tol ow600 range and

medi an househol di ncone for al | subpri me borrowers

i s approxi mately $34, 000. | n addi ti on, subpri me bor-
rowers have, on average, lessthantwo yearsintheir
current residence or occupation. (1998b, 3)

These characteri zati ons based on credit score com
pari sons may underestimte the relative quality of
HLTV | oans. HLTV | enders charge | ower i nterest rates
ontheir credits, as noted, becausethey believethat |ink-
i ng debt to the consuner’s home di scour ages vol unt ary
default. Credit cardl oans do not enj oy t hat sane prot ec-
tion.

Sone skeptics maintainthat HLTV borrowers start
out | ooki ng sound but are prone to subprinme default
characteristics|ater because of poor credit habits andthe
hi gh LTV I everage. Al t hough t he HLTV mar ket has not
yet beentestedthroughacyclical dowmturn, this assess-
ment i s questi onabl e. Lenders’

performance and experience i n ot her rel ated ar eas,

such as FHA Title | | oans, consuner |oans, credit
cards, or ot her types of nortgages canhelptomtigate
the l ack of direct historical experience. . . . Loan per-

31



HLTV MORTGAGE LENDI NG

for mance of [ HLTV] ver sus conventi onal honme equity
securitizationsshowsthat, i nthefirst six nont hs, aver -
age hone equity del i nquencies are four to fivetines
greater than conparable [HLTV] delinquencies.
(Fitch 1 BCA1998b, 7)

Tabl e 3-8 shows that delinquency rates on HLTV
| oans have been extrenely nodest, evenin the face of
record defaults on credit card debt. As of Decenber
1997, Fitch I BCA(1998b, 4) reportedthat ‘* 90-day pl us
del i nquenci es of traditional hone equity pool s are ap-
proximately four to five times greater’’ than those of

TABLE 3-8
A/ERAGE SI X- MoNTH Losses AND DELI NQUENCI ES FOR
Fi xep- Rate Hove- Equi Ty LoananD Hi cH Loan- To-
VALUE ( HLTV) Hove EQui T LoaN SECURI T1 ZATI ONS,
Decemser 1997

Home Equi ty HLTV

Ori gi nal bal ance 588, 775,587 427, 300, 820
Del i nquency (%

30 days 3.51 0. 89
60 days 1.19 0. 36
90 days 1.47 0.59
For ecl osure 1.41 0.00
Real est at e owned 0.17 0.00
90‘ days 3.04 0.59
Currul ative |l osses ($) 66, 354 273, 848
As %of ori gi nal 0.01 0. 06

Nore: Home equity | oans typically result inaloan-to-valueratio of
| ess than 100 percent al though the LTV nay exceed 100 percent

under certain subsidized prograns suchas Titlel. The proceeds of
such | oans are usual | y requi red t o be appl i ed t owar d hore i nprove-
ment or, norerecently, debt consolidation. H ghl oan-to-val uel oans
may reachrati os of upto 125 percent. The proceeds nay be used f or

any pur pose t he borrower desires.

Source: Fitch | BCA(1998).
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HLTV nor t gage | oans. Fitch | BCA showed hi gher cu-

nmul ati ve | osses on HLTV | oans duri ng t he sane peri od

but attributedthat todifferencesinaccountingconven-
tions: HLTVI enders wite of f 100 percent of their | oans
sixnont hs after default (anoreconservativeaccounting
standard nore |li ke the treatnent of credit card | oans

t han nort gage | oans) rat her thanesti mati ng somerecov-
ery val ue and keepi ngt he | oans ont he books. Hone eq-
uity pools, incontrast, witeoff | ossesonlyafter theyare
reali zed, and deli nquent | oans that are refinanced are
not treated as charge-of fs.

Even in the truly subprime market, where delin-
quency and forecl osurerates are higher thaninthel ow
ri sk HLTV market, credit scori ng and nar ket di sci pline
(com ng fromexternal fundi ng sources) shoul d ensure
that i nterest rates are set hi gh enough to provi de ade-
guat e expectedreturnto of fset credit risk. Thus, attrib-
uti ng hi ghdelinquenciestol ax underwiting standards,
even in the subprime nmarket, mnisstates the rel evant
i ssue: whether theloanispricedcorrectly. Sound under -
writingtakes intoaccount not only default risk but the
relationship of default risktothe price of theloan. In
this light, higher default rates may indi cate nothing
nor e t han expanded access to credit (the so-call ed de-
nocrati zation of finance) that | egislators andregul ators
have pushed for sincethe early days of the Comunity
Rei nvest nent Act (Wahl and Focardi 1997, 34). (For a
di scussi on of recent controversies regardi ngtherisks of
subpri ne hone equi ty | endi ng, see Prakash[1998.1])

In summary, HLTV | oans cater prinmarily to high-
quality (Aor Alrated) credit risks. Any judgnent of the
soundness of underwiting standards should take into
account not only the default characteristics of their bor-
rowers but the rel ati onshi p between default probability
(or other risks) and | oan cost. Experts believe that the
trend toward ri sk-based pricing shoul d | essen bi nodal
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cat egori zati ons between conform ng and nonconf orm
ing (or prime and subprine) borrowing in favor of a
nor e conti nuous cl assi ficati on of borrowers that identi -
fies boththel evel of risk andthe appropriatereturnfor
bearingthat ri sk (V&hl and Focardi 1997, 36).
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A Profil e of the I ndustry

What | nstituti ons Make HLTV Loans?

termedi ari es, including consuner finance com
pani es, specialized nonconforning securitizers,

andtraditional nortgage banks. Consuner finance com
pani es speci alizinginHLTVIendingincl ude firns such
as the FirstPl us Fi nanci al Group of Texas. O her tradi -
ti onal consuner finance conpani es acti vei n HLTVs, but
not consi dered speci al i sts, i ncludetheMney St ore (New
Jersey), United Conpani es Fi nanci al Cor poration (Loui-
siana), and Greentree Financial (M nnesota). FirstPlus
Fi nanci al isthel argest of the H.TVsecuritizers; thefirm
ori gi nates, purchases, and servi ces HLTVI oans.

O her firms suppl yi ng HLTV credi t i ncl ude speci al -
i zed HLTV securitizers. These firms nerely provide
fundi ng conduits for other conpanies that originate,
purchase, or service | oans. These securitizers may be
i ndependent firns or subsidiaries of other nortgage
conpani es. I ngeneral, they are anal ogous to a contem
porary i ncarnation of whol esal e nort gage conpany fi-
nance. Because securitized | oan pools tendto belarge,
such firms rarel y specializeinaparticular niche. Firnms
such as Residential Funding Corporation (a CGeneral
Mot or s Accept ance Corporati on subsidiary) and Con-
ti financi al Corporati on(NewYork) are exanpl es of i nde-
pendent conduits. Enpire Funding, associated with
Enpi re Fi nanci al Corporation, is an exanpl e of a con-
dui t owned by a nort gage—consuner finance firm

T he HLTV i ndustry i s made up of avariety of in-
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More recently, traditional nortgage banks, savings
and | oans, credit unions, and other institutions have
begunto of fer HLTV products. Mego Mort gage Cor po-
ration (Georgia) and Countryw de Hone Loans (Cal i f or -
ni a) are exanpl es of nortgage conpani es that have
of fered HLTV I oans for sonmetinme. Gt her traditional fi-
nanci al internedi ari es that nowoffer HLTV | oans are
numer ous. Al t houghthenul titude of firms nowoffering
HLTV | oans i s a di sparat e group, they all sharethe de-
siretoexpandtheir menuof | oan products andthe abil -
ity touse securitizationto finance |l oans as reportedin
‘* B&C Mar ket Posts Record Year in '97,’" |Inside B&C
Lendi ng, January 19, 1998.

The continuedviability of HLTVIendingasit iscur-
rently financed depends on t he conti nuati on of market
demand f or t he asset - backed securities of fered by HLTV
i nternedi ari es. That sour ce of fundi ng dependsinturn
onthe fundanment al perfornance of the securitiesthem
selvesinconjunctionw thoverall econom c conditions.

Securitizationas aSource of Market Growt h

HLTV | oans are typical ly securitized and soldtoinves-
torsrather thanheldinthel oanportfoliosof theorigina-
tors (Brockman 1998, 9). ‘‘FirstPlus wasn't the first
conpany to make [ HLTV] | oans. But it was t he first to
bringtheproduct toVél | Street, i nanasset - backed- secu-
ritiesdeal withBank OneCapital Corp. inlate1994. The
nove opened t he market and earned [ FirstPlus CEO

Dan Philli ps] a nunmber of fans.’’' (See Ti mons [ 1997i ]
for addi tional informationontherol eof FirstPlusinde-
vel opi ngthe HLTVi ndustry.)

Securitization entails the pooling of |arge nunbers
of | oans to provide statistically predictabl e average | oan
performance. Only firms t hat can ori gi nate or purchase
enough | oans toconstruct apool of $100ni |l lionor nore
can structure a deal. Small er institutions, however, are
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not entirelyl ockedout of thismrket. Snal | er banks t hat
have good | oan vol unes but not thel egal staff or i nvest-
ment banki ng resourcestohandl eapublicissuecanstill
securitize |l oans t hrough the private pl acenent market.
Inthis way the smaller institutions avoi dthe expensive
and time-consuni ng tasks of registering the securities
with regulators and preparing disclosure forns. Al-

t hough the resulting securities are exclusively the do-
mai n of | arge institutional investors, this situation does
not seemt o have sti fled opportuni ti es over the past sev-
eral years. Accordingto Steven J. Day, chief executive,
City Hol di ng (Charl eston, Wst Virginia), his bank has
had littletroubleliningupbuyers for its private place-
ments (Tal | ey 1998). First I ndi ana Bank of | ndi anapolis
has been selling an average of $13 million worth of
HLTV | oans each nonth since it began offering the
product i n August 1997 ( Br ockman 1998) .

Wt hinboththese channels, norethan $8. 75 billi on
wort hof HLTVI oans were securitizedin1997. Peter Ru-
benstei n, senior vice president, Pai neVébber, Inc., ex-
pects t hat nunber al nost t o doubl e in 1998 ( Ti mons
1998d). Despite the dramatic grow h of HLTV | oans,
their asset-backed securitiesstill representedlessthan5b
percent of securitized assets issued during 1997. That
percentageislikelytogrowas the HLTVi ndustry con-
ti nuestoexpandandtoabsorb market share fromot her
forms of consuner credit.

Because securitizationis acomon formof finance
inthetraditional nortgage and credit card i ndustri es,
thepartici pati onof HLTVI endi ng—whi ch combi nes el e-
nment s of both—+nthesecuritizati onboomis not surpris-
ing. Securitization has expanded to include securities
t hat had been excl uded f r omt he mar ket .

Part of the expansionin the range of | oans securi -
ti zed has been made possi bl e by f undanent al changesin
t he technol ogy of rating credit and by the rol e of the
rating agencies in providi ng standards and ratings for
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bot ht he HLTV and subpri neindustries. 1 n1996, Stan-
dard & Poor’ s rat ed around 98 percent of all noncon-
form ngsecuritizationsbydollar val ueand95 percent by
nunber. The majority of these deals were issued as
waps, that is, asset-backed securities whose quality is
wr apped or enhanced by a nonol i ne (speci alist) insurer.
Standard & Poor’s and Mbody’ s exclusively rated the
nonol i neinsurers. Since adeal canonly get the hi ghest
ratingof i tsweakest | i nk, Standard &Poor’ s and Mody’ s
effectively heldavirtual duopoly over the nonconform
ing securities market until 1997 (WI1is-Boyl and 1997,
32).

The nmonol i ne i nsurers are subj ect to certain expo-
surelimtstodifferent credit types, however, andt hese
limtshaverecentlybecone bi ndi ngonthenonconform
i ng nortgage | oan i ndustry. Therefore, nonconforni ng
nort gage securitizations haverecentlytakentheformof
seni or - subor di nat e deal s (descri bed bel ow). I nfact, nost
deal s i ssued i n 1997 had seni or - subor di nat e struct ures.
The attraction of this segnentationof riskisthat senior
(collateralized) debts appeal to investors with [imted
tasteforriskorlimtedabilitytounderstandtherisks of
t he under |l yi ng | oans.

That change in the structure of securitizations has
al so encouraged new entry by rating agencies. Stan-
dar d &Poor’ s and Mbody’ s do not enj oy t he sane duop-

ol y over the senior-subordi nate deal s as they do over
wraps: Fitch | BCAand Duf f & Phel ps speci alizein sen-

i or-subordinate deals, with Fitch IBCAthe top rating
agency i nsuch structures.

Anot her i nportant devel opnent wi | | expandthe sec-
uritizationcapabilityof theindustry—theinvol venent of
Freddi e Mac and Fanni e Mae in securitizing noncon-
form ng nortgages. Although these two agenci es were
expectedtosecuritizeonlyabout $2.5billioninnoncon-
form ng loans during all 1997, the credits that they
woul dtakeareall i nthe A-m nus range, whi ch may pl ace
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themin direct conpetitionw th existing securitizers of
nonconf orm ng nortgages as reportedin ‘"’ Freddi e Mac

and Fanni e Mae Stay Active, '’ Inside B&C Lendi ng, Sep-
tenber 1, 1997 (see al so Wiite and Levant hal [1997,

50]) .

Securitization Structure and Ri sk

Securitization became a popul ar fundi ng source inthe
1980s for avariety of reasons. First, achangeintax| aws
permitted’‘thetax-free pass through of cash flows from
hone | oans to nortgage securities, thereby avoiding
doubl etaxation’’ (Kendal |l 1996, 6). Second, t he noder n-
i zation of investnment powers of institutional investors
under the Enpl oyee Retirement | nconme Security Act
permtted themto hol d asset - backed securitiesintheir
portfolio. Third, conpani es coul d use cheap conputi ng
power toestinmate andtotrack pool perfornmance, torun
options pricingnodels, tokeeptrack of paynents from
the pool, and to pass coupons through to investors
(ibid.).

Al t houghthesethreefactors werelargelyinplace at
t he end of t he 1970s, securitizati ondidnot catchonuntil
the late 1980s. This | ag reflected the fact that financi al
institutionsfacedrisingcapital standards andi ncreasing
scarcity of capital duringthe 1980s, whichraisedthe cost
of on-bal ance-sheet finance. Furthernore, the popul ar -
ity of securitizationgrewwithitsuseasaliquidationtool
of t he Resol uti onTrust Corporation. Leon Kendal |, pro-
fessor of finance, Northwestern University, lists seven
basi c requi renents for securitization: standardi zed con-
tracts, thegradingof riskthroughunderwiting, adata-
base of historical statistics, the standardization of
appl i cabl el aws, t he standardi zati on of servicer quality, a
reliabl esupplyof qualitycredit enhancers, and conput -
ers to handl e the conpl exity of the anal ysis. As | ong as
| egal clains are understood regarding a | arge pool of
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st andar d financi al contracts wi th esti mabl e perf or mance
and cr edi bl e backi ng, securitizers can pool the contracts
and sel | securities against clainsonthepool (ibid., 7).
Securitizers do exactly this. Suppose that a | ender
has a pool of nortgages. |If all paynents are made ac-
cordingtoplan, they all anortizelikethe oneinfigure
4-1. Rarely, however, are all paynments made accor di ng
to plan across a pool of several thousand nortgages.
Borrowers may default; this action | eads to chargeoffs.
Interest rates may fall: resultingrefinancingsw |l bere-
flectedinearlypayoffs. Theaveragelifeof thenortgages
inthe pool, therefore, will al nost certainly not be the
pl annedthirty years.
Much research has focused on estimating the size
and ti m ng of actual prepaynents and repaynents of
| oan principal. This statistical research has resulted in
the Public Securities Association nodel of principal

FI GURE 4-1
AVORTI ZATI oNOF PRI Nat PAL ParvenTs onA THIE RTY- YEAR,
$10, 000 Morteace AT 9. 5 Percent, No PrepayveNT

Source: Kendal | (1996) .
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flows. Figure 4-2 depicts the average princi pal payof f
behavi or of a hypot heti cal | oan pool .

PSA prepaynent speed is a nmeasure of the rate of
prepaynent of nortgage | oans devel oped by t he Public
Securities Associ ation, the national trade associ ation of
banks, deal ers, and brokers that underwite, trade, and
di stri bute nortgage- backed securities, U S. government
and f ederal agency securities, and munici pal securiti es.
Thi s nodel represents an assuned rate of prepaynent
each nont h of the outstanding principal bal ance of a
pool of new nortgage | oans. The basel i ne PSA nodel
(whi chrepresents past experiencefor all nortgageori gi -
nati ons) assunes i nitial prepaynent rates of 0.2 percent
per annumof t he pri nci pal nortgage bal ancei nt he fir st
nmont h after ori gi nati onandani ncrease of an addi ti onal
0. 2 percent per annumi neachnont hthereafter (for ex-
anpl e, 0.4 percent per annumin the second nont h)

FI GURE 4-2
AVERAGE AMVORTI ZATI ON OF PRI NCI PAL PAYMENTS ON A

THi RTY- YEAR, $10, 000 MorTeace AT 9. 5 PERCENT,
160 Percent oF PSA Esti MaTED PREPAYMENT MbDEL

Source: Kendal | (1996) .
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until the thirtieth nmonth. Beginning in the thirtieth
nont handineachnonththereafter, thebasel i ne nodel
assunes a const ant annual prepaynent rate (CPR) of 6
percent. Vari ationsinthe baseline nodel are cal cul ated
as nultiples of this rate path. A 150 percent PSA, for
exanpl e, assunes annual prepaynent rates will be 0.3
percent i nnmont hone and 0. 6 percent i nnonthtwo, will
reach 9 percent innmonththirty, and will remain con-
stant at 9 percent thereafter. APSAof 0 percent assunes
no prepayments. The 160 percent PSAillustratedisrep-
resentative of the (conservative) assunptions used in
nortgage securitizations.

Fi gure 4-3 si npl y breaks t hi s expect ed behavi or i nto
segment ed cl ai ns t hat can be sol d on securities markets.
The fir st segment, or tranche, recei ves all princi pal pay-
ments inthe early years and is paid off in forty-eight
nont hs. The second segnent t hen begi nstorecei ve pay-

FI GURE 4-3
Four- CLass SEQueNTI AL CoLLATERALI ZED MORTGAGE

OBLI eaTt oN Pri Nal PAL Parvents, 160 Percent
oF PSA EsTi MaTED PREPAYMVENT MODEL

Source: Kendal | (1996) .
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ments andis paidoff intheeighty-fourthnonth, and so

on. The effects of unexpected defaul ts or prepaynents

are distributedacross the segnents accordingtothein-

di vi dual contract, withtheoriginatinginstitutiontaking
responsi bility for the residual gain or | oss. The | onger
investorsinthe |l ower segnments nust wait for their re-
turns, the nore risky those returns may be. |If unex-

pect ed defaults or prepaynents get too large in sone

ki nds of securitizations (notably, credit card deal s), the
deal is cancelled, andinvestors areinmedi ately repaid
inwhat i scommonlyreferredtoasanearlyanortization.

The exanpl e of aseni or-subordi nate securitizationis
quitesinple. Inpractice, securitizations can have nore
than fifty segnments, including those for interest-only
strips, principal-onlystrips, andother vari edcharacteri s-
tics. Thegoal of thiscustom zationistoneet avariety of
i nvestor preferencesfor different types of securities. But
t he seven basi c requirenments for a successful securitiza-
tion remain constant no nmatter hownmany tranches or
fancy paynment categories are included. In general,
therefore, themai nsourcesof riskfor i nvestorsandi ssu-
ers of suchsecuritiesalsorenmainthesane.

The mai n source of riskinthe HLTV mar ket t oday
i s probabl y nodel risk, whichistheunderwiter'sability
to predict default and prepaynent behavi or accurately
over the |life of the contract. The key conponents of
nodel risk at issue are the seasoni ng of the | oans in-
cludedinthepool (whichisdirectlyrelatedtothedepth
of historical background on the underlying financi al
contracts—n the present case, HLTV nortgage | oans),
unexpect ed def aul t s, and unexpect ed pr epaynent s.

Seasoningrelatestoboththel engthof timethat | oans
have been out st andi ng before i nclusioninthe pool and
the maturity of the market for particul ar financi al con-
tracts. If the market for a particul ar financi al contract,
such as HLTV nort gage | oans, isrelatively young, nost
financi al contracts of that type would al so berelatively
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unseasoned. There i s consi derabl e debat e about t he de-
gree to which the HLTV | oan mar ket, and the | oans

t hensel ves, are unseasoned. | ngeneral, nonconform ng

| oans ar e much younger than conformni ng | oans. Vahl

and Focardi (1997, 31) report that as of May 1997 * * 60
percent of first-lien [nonconform ng] | oans out st andi ng
wer e made i n 1996 or the early part of 1997, conpared
withonlyal7percent share of [conform ng] | oans.’’

Al t hough t he nonconf orm ng nortgage i ndustry i s
rel ativelyyoung, the HLTVsector hasitsoriginsinTitle
I I endi ng. Some of the first HLTV securitizations were
constructed with assunpti ons based al nost entirely on
Titlel | oan performance. To denpnstr at e expect ed per -
formancefor itsfirst securitizati ons—whi chwereal sothe
first HLTV | oans ever securitized—FirstPlus relied ex-
tensivelyonTitlel perfornmance data. Accordi ngto Dan
Phillips, chief executive officer of FirstPlus, ‘‘that’ s how
we got theratingagenciestoratethel oans, andthein-
surerstoinsurethem’ (Tinmons 1996). | nvestors and
underwriters have far nore performance data with
HLTVs nowt haninl ate 1994, when Phi |l | i ps’ s first secur -
itizationwent to nmarket, but perfornance expectations
are still treated gingerly by rating agenci es since | ong-
t ermbehavi or i srel ati vel y unknown (Fitch | BCA1998b,

6) .

Default riskis central to pricing asset-backed securi -
ties. Securitizationsarestructuredinsuchawaythat the
returns to investors are expected to be reasonabl e as
| ong as t he pool of | oans behaves i n the manner pre-

di cted by the underwiters’ econonic nodels; that i s, as

| ong as def aul t s and prepaynents remainwi thincertain
bounds. If defaults or prepaynents rise above certain
[imts (whichvary w theachindividual contract), princi-
pal or interest paynents may not be suffici ent to neet

t he obligations of theissuer. If that happens, the pool
will beliquidatedprior toitsstatedmturityinanearly
anortization. Therefore, the viability of any particul ar
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offer reliescritically onthe bounds set for defaults and
prepaynents and their bal ance agai nst i nvestor yield.
But the unexpected | evel of defaults or prepaynents,
rat her thantheir absol utel evel, can underm nethe suc-
cess of the asset-backed security of fering.

Prepaynment riskis another factor affectingthereturns
t 0 asset - backed securities. Al though HLTV pool s have
perforned above the default expectations for nost
nodel s, there is substantial concern and debat e about
prepaynent rates. | nvestor concern ari ses because pre-
paynment and a resulting early anortization are nore
likely inalow-interest rate environnment (because | ow
i nterest rates make refinancing attractive to the bor-
rower). Supposethat theinvestor hol ds securities paying
a couponrate of 10 percent. If interest rates dropto 8
per cent and borrowers refinance, early anorti zationw ||
nmean that the investor’s returnwill fall to 8 percent.
Wthresidential nortgages, the propensitytoprepayis
much hi gher when interest rates fall; this situation can
present substantial risktoinvestors. Theextrenely| ow
i nterest rateenvironnent of 1997, for exanpl e, i s gener-
ally expected to continue throughout 1998 and | ead to
further refinancingactivity (Kochen 1996, 112-13).

Prepaynent risk tends to be | ower for HLTV nort -
gage | oans than for conform ng Acredits. Jeff More,
presi dent, Mego Mortgage (Atl anta), nmai ntainsthat ‘* be-
cause t he borrower ends upwith al oan-to-val ue onthe
property in excess of 100 percent, they usually stay in
the | oan for sone tine because they can’t qui ckly refi-
nance out andthey still haverelatively highdebt ratios’’
(Hewi tt 1997, 177).

I nvest ors have been sati sfied with t he general per-
formance of HLTV | oan securiti zations | argely because
t he nodel risk has been treated rather conservatively
and credi t enhancenent s prot ecti ng asset - backed securi -
ti es hol ders have consequently been nore than ade-
gquate. Fitch IBCA (1998b, 6) reports that ‘'‘typical
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[ HLTV] credit enhancenent |evels indicate that the
“AAA" tranche coul d wi thstand gross | osses of 30 per-
cent —40 per cent of the pool . Thisis approximatelythree
tofour tines greater than the | osses i nplied by ‘' AAA
credit enhancenent | evel s for atypical subprinme pool.’’
(See al so ‘' Pai neVébber Senior Vice President Profil es
the 125 Percent LTV Sector,’’ National Mortgage News,
March 23, 1998.) HLTV securitizations ‘‘ have sel f-regu-
|ated credit support,’’ according to Peter Rubenstein,
Pai neVébber senior vice president. ‘‘The securitized
pool s of [ HLTV] | oans peddl ed on V&l | Street containa

si zabl e anmbunt of excess spread and overcoll ateraliza-
tion, whichact asacushionif thel oans donot performas
expected’’ (Ti nmons 1998d). Wil e such support seens

hi gh for a nort gage securitization, infact the terns of
t hese securitizations are muchlike those of credit cards
(Fitch1 BCA1998b; Fitchlnvestors Service 1996a).
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R sk and t he Soci al Cost s and
Benefit s of HLTV Lendi ng

HLTVi ndustry isrel atively young, thereis often

confusi on over the nature of HLTV I ending, its
custoners, and suppliers. Simlar m sunderstandi ngs
surround the potential risks andtherel ated social costs
and benefit s t hat HLTV | endi ng poses to i ndi vi dual s, i s-
suers, andthe econony. Thi s chapter addr esses some of
t hese popul ar m sconceptions inlight of econom cthe-
ory and enpi ri cal evi dence.

T he pr evi ous chapt er s poi nt ed out t hat becauset he

Ri sk Reducti on fromHLTV Lendi ng

As shown, benefits of HLTV | endi ng accrue t o consum
ers, who enj oy | ower costs of credit because (1) HLTV
| ending al |l ows themto conmt to avoi di ng default vol -
untarilyontheir consuner | oans and (2) becauset he di -
versi fied fundi ng sources used by HLTV I enders linit
interest rateriskassociatedwithvolatilityof fundi ngcost.
Benefits fromthese two i nfluences al so accrue to the
econony as a whol e si nce |l ower i nterest costs, | ower in-
terest raterisk, and | ower probabilities of consunmer de-
faul t make t he financi al syst emnore stabl e andt hus | ess
likely to magnify shocks that originate el sewhereinthe
econony (see Caloniris[1995] for areviewof thelitera-
tureonfinancial fragility).

Securitization broadens the financi al i ndustry’s capi -
tal baseto securitiesinvestors worldw de. This concept,
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generally referred to as capital deepening, has been
creditedwithanelioratingthe effects of the U. S. reces-
sionintheearly1990s. Sources of fundsinforeigncoun-
tries that were not experiencing recessions duringthe
early 1990s (especi al | y Japan) est abl i shed a si zabl e pres-
enceinthe United States during this period. Al though

t he presence of forei gn banks augnent ed | endi ng by do-

mesti c banks, foreign banks did not only lend directly
to U S. firms. They often supplied funds through U. S.
banks—wahi ch ostensi bly had better information about

U. S. borrowers—through conmmrercial |oan participa-

ti ons and whol e cormer ci al | oan purchases. I nthi s man-

ner forei gn banks contributed additional capital to U S
credit markets when shortages woul d have ot herw se
constrai nedl endi ng nore severely. Thi s capital -deepen-
ingeffect mtigatedthecredit channel effect of thereces-
si on and pronot ed a shal | ower downt urn and qui cker
recovery t han woul d ot herw se have been t he case (Ca-
lomrisandCarey 1994; Nol |l e 1995; DeYoung and Nol | e

1995; CGol dberg 1992; CGol dber g and Saunders 1981).

Because ' ‘ an i ncreasi ng share of the i nvestor narket
for nortgagesecuritiesisoverseas’’ (Korell 1996, 97), the
securitizationof conform ng, subprinme, and HLTVI end-
ingcontributestothiscapital deepeni ng. Forei gninvest-
ment activity in HLTV securitizations therefore hel ps
stabilizethe U S. econony by providi ng nor e robust fi-
nanci ngal ternativesthat donot relyentirelyonthe per-

f ormance of t he donesti c capital market.

Is thereis a dark side to securitization? Mght se-
curitization expose consuner financi ng costs to a new
ri sk—the possibility that fundi ng nmi ght be w thdrawn
suddenly fromthe nmarket ? The possibility of a signifi-
cant interruptionisrenote. Securitized debt is held by
di ver se and sophi sti cat ed narket participants, and the
structure of these securitization conduits is custom zed
tocater tothepreferences and concerns of those securi -
ties holders. Multiplesafeguardsarebuilt intothestruc-
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ture of securitized debt to protect debt hol ders and t hus
tolimttheir incentivetofleeinresponseto heightened
ri sk. Experienced investors understand howto nmeasure
and t o manage t he ri sks of HLTV, whil erati ng agenci es
provi de detailed informati on on securitizations, asset
quality, collateral, and ot her factors. The fundanent al
characteristics of both HLTV and subpri ne | endi ng are
now wel | under st ood, as evi denced by the recent en-
trance of Fanni e Mae and Freddi e Mac t ot hese ar enas.
I'naddition to reducing both the risk of consuner
default andthevolatility of the cost of consuner credit,
HLTV | endi ng al so enabl es consuners to liquefy the
val ue of their home equity intines of recession—+n ef-
fect to nmaintain snooth consunption during fluctua-
tionsinincone. Just as firns benefit ed f romt he great er
financi al flexi bility afforded by expanded opportunities
in bond markets in the | ate 1980s, consuners benefit
fromthe ability to convert illiquid honme equity (and
goodcredit reputations) intoquickcash. Wthout HLTV
| endi ng during the recession of the early 1990s, nmany
consumers experienced significant increases in their
LTVs as economi ¢ deval uati ons reduced hone val ues.
Caplin, Freeman, and Tracey used data fromthe early
1990s recessiontoestablishthat

when adver se econoni ¢ shocks cause property val ues
inaregiontodecrease, thedamagetocoll ateral nakes
it difficult or i npossiblefor sone homeowners to ob-
tai nnewnortgages. . . . Inregions sufferingfromad-
verse econom c conditions, theabilitytorefinancew ||
i kel y be constrai ned by declining property val ues. As
LTVs i ncrease i ntothe 80-90 percent regi on, thecosts
of refinancing i ncrease due to the need for [private
nmort gage i nsurance] . As LTVs increase past 90 per-
cent, homeowners may be conpl etel y rati oned out of

the refinance market. . . . Thisinability to refinance
has furt her econom c i npacts onthe regionthrough

| owering the wealth and the di scretionary i ncone of
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the | ocal homeowners, thereby deepening the re-
gi onal recession (1997, 496, 498-99)

when consuners reduce spendi hg because of liquidity
pressures or personal bankruptcy. The aut hors’ findi ngs

t her ef ore suggest that HLTV | endi ng can hel p house-

hol ds weat her the effects of recessions and can si gni fi-
cantly stabilize shocks t o aggregat e demand t hat woul d
ot herwi se have nore severe effects onthe econony.

Rel oadi ng and Chur ni ng

Detractors of HLTV | endi ng mai ntai n t hat consuners
have several et hods of abusi ngt he newcredit opport u-
nities. Accordingtothesecritics, some consuners who
consolidate debts in an HLTV | oan respond to their
| ower paynents by increasing their borrow ngs from
credit cards and ot her sources, a form of behavior
termedrel oadi ng. Arel at ed probl emi s so-cal | ed chur ni ng,
wher eby borrowers pay down credit card debt with an
unreported HLTV | oan, then trick other I enders into
granting a second, |arger HLTV | oan on even better
termns.

To t he extent that rel oadi ng and chur ni ng are nei -
t her anti ci pat ed nor prevented by | enders, they are di s-
equi | i brium phenonena that depend on irrational
deci si on naki ng by ei t her banks or consuners. Di sequi -
I'i bri umchurni ng and rel oadi ng woul d be | argel y absent
inarational |ending process, oneinwhichlenders un-
derstand ri sk (includingthe risk of fraud) and protect
t hensel ves accordi ngly, and i nwhi ch consuners under -
stand theincentivestolimt their default risk. Rational
HLTV | enders—and other providers of consuner
credi t—ebt ai nand anal yze aweal t h of datatodeterm ne
theriskof | endingtol oanapplicants. Presunably, | end-
i ng st andar ds—enf orced by manageri al incentives, rat-
i ng agency over si ght, and mar ket di sci pl i ne—aoul d not
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reward (or pernit) consunerstotrickl enders systemati -
cally.

Infact HLTVI ender s expli ci tly guard agai nst rel oad-

i ng and churni ng. Evenif borrowers nmeet HLTV under -
writingguidelines, theanount of cashthat t he borrower

can obt ai n beyond t hat required for debt consolidation
issmall (lessthan $5,000) for all but thosew ththe best
credit scores (nore than 660 for FirstPlus Financial

G oup, Inc.) (FirstPlus Financial G oup 1997). Lenders

al so have begun to adjust for potential churning by
applyingstricter credit standards to applicantsw th pre-
exi stingjunior-liendebt-consolidationactivitynot yet re-
flected in their credit reports, according to ‘‘Better
Prepays on Hi gh LTV Mort gages Expectedin 1998, I n-

si de B&C Lendi ng, March 2, 1998 (see al so Fitch | BCA
[1998b]). FirstPlus, for exanple, raises the credit-score
cutoff for its borrowers if the borrowers have a second-

i en nortgage. To guard agai nst HLTV | oans t hat may

be hi dden fromcredit records, | enders al so check con-
suners’ records to seeif credit card debt has recently
been pai d down—a potential indicator of anattenpt to
churn.

Rat i onal HLTV borrowers al so understand t hat by
enteringintoan HLTV contract they are reduci ng t he
benefits of declaring bankruptcy. That action should
provi de a power f ul di sincentivetoexcessiverel oadi ngor
churni ngsi ncethe HLTVborrower bears agreater share
of the cost fromtaki ng on excessi ve debt thanif borrow
i ngonly onnoncol | ateralized credit cards. The security
of collateral not onlyinduces | enderstochargel ower in-
terest rates but al so reduces financial fragility anong
borrower s by di scouragi ng def ault and by encour agi ng
t hemt o mai ntai nl ess debt. Furthernore, not hi ng about
HLTV | endi ng per se i ncreases t he debt servi ce burdens
of unwi se consumer s (t hose who do not respond properly
to economc incentivestolimt risk). Credit cards and
ot her consuner | oans al ready suffice for t hose who are
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determ ned to behave inprudently (Ti nmons 1997h;
Fitch | BCA1998b).

But we are not arguingthat thecredit card bal ances
of arational consumer shoul dremai nat zeroafter abor-
rower obtains an HLTV | oan. Rati onal consuners have
good reasons to conbi ne HLTV borrowi ng with credit
card borrowi ng and eventorel oad t o sone extent after
consolidatingtheir credit card debts through an HLTV
| oan.

Consi der the exanpl e of thirty-five-year-oldparents
of a famly of four with conbi ned annual incone of
$80, 000. Col | ege graduat es, bot h expect their i nconeto
growr api dl y over t he next decade. Theri sk of adecline
intheir incone is small. The value of their hone is
$200, 000, and they have a first-nortgage bal ance of
$180, 000. Froma life-cycle perspectivethis famly can
gai n substantially fromborrow ng now (since doi ng so
Wi Il snooth their consunptioninrelationto their in-
come). The credit card debt for this famly currently
st ands at $20, 000, onwhi chthey currently pay an annual
interest rate of 19 percent. Althoughthisfamlyis pros-
perous and not financi ally di stressed, the probability of
findi ngit advant ageous tofil e f or bankrupt cy andt o use
chapter 7toextinguishcredit carddebt duringthe next
five years i s 20 percent.

If thisfam |y couldpledgeitsfutureincone w thout
linmt toward the settlenent of its debt (a possibility ex-
cluded by current bankruptcy law), it could borrow
$30, 000 at an annual interest cost of 13 percent, andit
woul d choosetodoso. If thisfam|lyconverteditscredit
card debt into HLTV debt, it woul d be abl e to reduce
bankrupt cy ri sk and t her eby save si gni ficantly oninter-
est cost. Furthernore, the fam |y woul d econoni ze on
t axes by converting credit card debt i nto nort gage debt
(upto 100 percent of theval ueof thehone). I ntheproc-
ess of converting credit card debt to HLTV debt, the
fam |y m ght benefit by rel oadi ng—that i s, expandingits

52



CALOM RI S AND VASON

total debt (tosnpothconsunptionnowt hat debt service
costs are | ower) and keepi ng sonme of that debt in the
formof credit card payabl es.

Toseewhyit canbedesirabletorel oad, consi der two
possi bl e scenari os for HLTV debt conversion: total con-
version and partial conversion. Under total conversion
t he borrower chooses t o borr ow$30, 000 f r omt he HLTV
| ender. Under partial conversionthe borrower chooses
to borrow $20,000 fromthe HLTV | ender and soon
t hereaf t er borrows an addi ti onal $10, 000 fromt he credi t
cardissuer. (Thi s exanpl e of parti al conversi onprobably
over states the extent of rel oadi ng. Accordingtoarecent
survey, sone 70 percent of HLTV borrowers rel oad. A
typi cal exanple would conmbine an HLTV | oan of
$30,000with anewcredit card bal ance of $5, 000 [ Har -
ney 1998].)

First, under either scenariothe borrower isinaless
vul nerabl e position (fromthe standpoi nt of after-taxin-
terest cost) than beforethe HLTVI oan. Assune t hat t he
fam |y faces a conbi ned (federal, state, and | ocal ) nar-
gi nal taxrate of 50 percent, acredit cardi nterest rate of
19 percent, and anall-inpretax cost of 14.7 percent on
its HLTV | oan (13. 5-percent interest plus seven points
Wi th an expected maturity of six years). Before the
HLTVI oanthefani |y’ s annual after-taxinterest cost was
$3, 800 (19 percent of $20, 000). Under the total -conver -
sion scenario, the after-tax all-in cost of borrow ng
$30,000i s $2,950 (7. 4 percent of $20, 000 pl us 14. 7 per -
cent of $10, 000). Under t he parti al -conversi on scenari o,
the after-tax all-incost of borrow ng $30, 000 i s $3, 380.
Clearly, under either scenario, the fam |y can borrow
much nore at al ower total cost t han before.

Why mi ght t he borr ower s pref er t he hi gher-cost par -
tial -conversion scenario (whichentails  reloading)? If it
want s t o borrowt he addi ti onal $10, 000 for ashort tine,

t hat opti on may be cheaper. Inthisscenariowe assuned
t hat t he borrow ng peri od was si x years. But if the bor-
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rower needs t he addi ti onal $10, 000 only for two years,
credit card borrowing wi || be cheaper, given the seven
poi nts charged on HLTV debt (which, as we have

poi nted out, is the | ender’s neans of naki ng prepay-
ment ri sk nore manageabl e in HLTV securitizations).
Unsur pri singly some rel oadi ng occurs for the majority
of HLTV borr owers.

Shoul d Banks Be Di scour aged from
Maki ng HLTV Loans?

The dat a report ed about t he hi gh quality of HLTVI oan
portfolios and this di scussi on of the saf eguards agai nst
churning and rel oading i nply that the novenent of
comrer ci al banks i nto HLTV | endi ng per se does not
pose athreat tothe stability of banks or to t he deposit
i nsurance fund. | ndeed, as comrer ci al banks nove from
credit cardlendingtoHLTVI ending, their portfoliorisk
shoul d actual | y decrease (and the inplicit val ue of de-
posit i nsurance protectionthat they receive should al so
fall) and hol d constant the FI COrati ngs of t hel oan cust oners
served. Nothing credi ble supports the claimthat the
spread of HLTV I endi ng wi t hi nt he banki ng systemwi | |
i ncrease consuner default risk or destabilize the econ-
ony. I ndeed, every consi derati on supportsthe opposite
vi ew. As HLTV | endi ng repl aces unsecur ed consuner
| endi ng, consuner default risk (and the ri sks borne by
financi al intermedi aries) should fall, the cost of con-
suner credit shoul d decline and becone nore stabl e,
and t he vari ance of consunpti on demand (a sour ce of
macr oeconomi c vol atility) shoul d bereduced.

Despi t e our confidencei nt he benefits of HLTVI end-
ing, it must be notedthat the past year has seen subst an-
tial | ossesfor several HLTVI enders, i ncl udi ng G tyscape,
Greentree, Preferred Mrtgage, and Mego. The prob-
| ens experienced by t hesefirns typicallyreflected unre-
alisticallyoptimsticassunptions about prepaynent ri sk
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(combi ned with a declininginterest rate environnent),
poor underw i ting standards, and poor (or illegal) man-
agerial practices. Inthelatter category, Mego (whichis
vi ewed by sone as a vi cti mof churning by its brokers)
sufferedinpart because of its practice of rewardi ng bro-
kers accordi ng to the nunber of ori gi nati ons produced
(whi ch encouraged t hemto enti ce borrowers to churn).
Mego’ s problens illustrate a potenti al advantage of in-
house ori gi nati on—+he avoi dance of conflictinginterests
bet ween ori gi nators and brokers—er at | east the need
to structure brokers’ conpensationcarefullytobenore

i ncentive conpati bl e.

These fail ures have underscored t he wi sdomof t he
nor e conservati ve approachto estimtingrisktaken by
ot her | enders before 1998. Rati ng agenci es, hol ders of
securitized debt, and originators have | earned from
t hese experiences: what was vi ewed as conservative in
1996 is viewed as the i ndustry standard i n 1998. Like
al | financi al i nnovations, HLTVIendingw I | suffer sone
setbacks duringitsfirst yearsinexistence as nmarket par -
ticipants | earn howbest to neasure andto nanage ri sk.
(For detail s onthe probl ens experi enced by t he vari ous
HLTV internediaries in 1997-1998, see Ti nmons
[1997b, d, e, j; 1998a, c]. See al so La Mnica[ 1997].)
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HLTV Lendi ng, Per sonal
Bankr upt cy, and Cr am Down

scribed in chapter 5 have |l ed sone to attribute

a significant roleto HLTVIending inthe rising
personal bankruptcytrendover t he past several decades.
That i s not a pl ausi bl e vi ew, bot h because r el oadi ng and
churning are unlikely to be w despread (as argued
above) and because HLTV I ending is too small andt oo
recent a phenonenon to have contri buted significantly
t 0 aggr egat e bankrupt cy trends.

DespitethegrowhinHLTVI endi nginrecent years,
ot her sources of consuner credit still dwarf it. As of the
end of 1997, the HLTVI endi ng i ndustry nade up only
about 1 percent of thetotal nortgagei ndustry and about
2.5 percent of the credit card i ndustry. Furthernore,
125 percent HLTV | endi ng has been a vi abl e product
only for t he past five years. | ncreased consuner defaults
have propel | ed the growth of HLTV | endi ng, not vice
versa (figure 6-1). Clainms that HLTV | endi ng causes
bankruptcytorisereflect aconfusi onbetween cause and
effect.

Furt hernore, anal ysts of recent trends i nbankruptcy

fil i ngs poi nt to denographi c changes as the primary
force driving the newwave of consumer bankruptci es.
Ri si ng di vorce rates, changi ng househol d patterns, in-
creases i n nedi cal costs borne by individuals, and ot her
factors (see figures 6-2 to 6-5) overshadowi ncreases in
consuner and nort gage debt or shoddy underwritingas

T he concerns over rel oadi ng and churni ng de-
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FI GURE 6-1
PersonaL BankrupTal ES AND HLTV Loan GRoOATH,
1970-1996

Source: Mason (1998).

t he pri mary causes of theincreasei npersonal bankrupt -
ci es over t he past two decades ( Mason 1998) .

M spl aced concerns about the riskiness of HLTV
| endi ng and t he destabilizing effects of rel oadi ng and
churni ng have |l ed sone i n Congresstoadvocateal tering
personal bankruptcylawto all owcram down—er bi f ur-
cati on—ef nortgage debt exceeding 100 percent of
home val ue. Under such a scenari o a borrower filing
under Chapter 13 woul d avoi d forecl osure. Mrtgage
| enders woul d retain senior clains onthe borrower up
tothe anount of thefair market val ue of t he underl yi ng
property at the tine of bankruptcy. The HLTV | oan
woul d t hus be second in line as a cl ai mon borrower
weal t h up t o a maxi numof t he val ue of the nort gaged
property. The anmount of the HLTV | oan greater than
t he val ue of the underl yi ngproperty at t heti ne of bank-
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FI GURE 6-2
NuMBER oF PERsoNAL BANKRUPTCI ES AND NUMVBER OF
HouseHoLbs w TH HEADS LESS THAN THI RTY- FI VE
Years oF Ace, 1960-1996

Source: Mason (1998) .

ruptcy woul d be treated as unsecur ed debt and pl aced
onanequal footinginthebankruptcyprocessw thother
unsecur ed debt .

Such a fundanmental change in the nature of the
HLTV debt contract woul d undoubt edl y under i ne t he
speci al advantages of HLTV I oans. By linmting the re-
sources t hat stand behind the | oan to the val ue of the
nort gaged property itself, the law would transform
HLTV I ending fromits current formarel atively sen-
ior, collateralizedclai montheconsuner’swealth—+toes-
sentiallyajunior clai montheanount of housi ngweal th
(but not the actual house) of the consuner. HLTVI end-
ing relies crucially on borrowers’ perception that they
m ght not be abletoretaintheir homesif they wereto
decl are bankruptcy and on the ability of the HLTV
| ender to use the threat of forecl osure or the i nconve-
nienceof alientolayclai mtothe consuner’s nonhous-
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FI GURE 6-3
CHaNcE | NDr voree RaTeEs BY Ace, 1970-1990

Nore: Agei sthe age of theindividual at thetimeof t hedivorcedecree.
Source: Mason (1998).

Fl GURE 6—-4
CHANGE | N PERCENTAGE OF | NDI Vi DUALS L AcKI NG HEALTH
| NSURANCE BY Ace, 1987-1995

Nore: Ageistheage of theindividual at thetime of thesurvey.
Source: Mason (1998).
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FI GURE 6-5
CHANGE | N| Nl DENCE oF AuTovoB! LE ACCI DENTS,
BY AcE oF Dri VERS, 1970-1996

Nore: Age of thedriver isat thetimeof theaccident.
Source: Mason (1998).

i ng assets. Cram down woul d essentially elimnate that
speci al bargai ni ng power of t he HLTV I ender .

Cram down nakes def aul t nore costly for thel ender
andl esscostlyfortheborrower. But ultimatelythel osers
fromcram down are the borrowers. By renovingthe
di sincentive to default, and t hus underni ni ng t he pr o-
tect ed status of HLTV debt, cram down woul d subst an-
tially reduce—and potentially elin nate—the gai ns that
consuners reap fromthisformof | endi ng.

There i s concrete evidence of the adverse effects of
i mposi ng cranmdown on borrowi ng contracts. In re-
sponsetoincreasingagricultural distressin 1978, Con-
gress instituted a tenporary provision for nortgage
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cramdowns for fam |y farnmers under Chapter 12 of the
Bankr upt cy Act. The Chapter 12 provi si on was gr ant ed
to al | evi at e hardshi ps when farmval ues deteri orated so
nmuch t hat nortgage LTVs dr opped bel ow many farm
ers’ outstandi ng nort gage bal ances. For the nortgage
| enders the act was supposedto ‘‘ providerestoration of
t he bal ance of fairness that [had] eroded i n the bank-
ruptcy courtsinrecent years asfarnmersrenainedliable
for the excess LTV in bankruptcy’'’ (Cunberland and
Giffith 1979, 34).

As t he f ar mdebt cri si sworeon, the Chapter 12cram
down provi si on was ext ended i n 1983, t hough not wi t h-
out recognitionof its denonstratedeconom c shortcom
ings. ‘“‘InMrch, thefull House passed H R 416, which
extends the | awfor anot her five years, until October 1,
1988. [ The Ameri can Banker s Associ ation] hasresisteda
si npl e extensi on, arguing that the chapter is | opsided
and shoul d be anendedto gi vecreditors abetter deal, '’
as reportedin ‘“‘In Pursuit of a Bal anced Bankruptcy
Law,’’ ABABanki ng Jour nal , May 1983.

I n 1986 t he Bankruptcy Act was further amended,
and by 1987 t herewas broadreal i zati ont hat t he Chapt er
12 provi sion had al ready i nduced a substanti al adverse
changeinthe supplyof credit.

Thepositionof farmersindistressisradicallychanged
by the. . . Chapter 12 far mbankrupt cy statute cou-
pled withthe case of Inre La Fond. . . . Under the

La Fond case[even] |l argeitens of equi prent that are
necessary for thefarm s operationareprotectedfrom
creditors by the bankruptcy procedures. Because of

t hese devel opnent s successful snmall farmers wi Il have
anoredifficult tinme attracting financi ng and i nvest -
ment capital. (WI1ingham1987, 74)

Banker s confir mt hat Chapt er 12 cram down has i n-
deed made |l endingtosnall farmers asubstantiallyrisk-
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i er proposition, and they consequently have |argely
wi t hdrawn f unds fromt hi s busi ness |i ne.

The present formof Chapter 12has madeit noredif -
ficult for margi nal farnmers and begi nning farnersto
obtain credit. Lenders tend to consi der a worst-case
scenari o when anal yzi ng credit requests, especially if
the request is froma | owequity borrower and/or a
younger, i nexperienced one, andt he worst case for a
farml oan woul d be a Chapter 12 fil i ng. The specter

of alender’s hands beingtiedfor years nakesit nore
di fficult to approve thel oanrequest. Qur bank has—
and | " msure ot her banks have—denied credit re-
quest s based partly on the chances of that scenario
unf ol di ng. (Burns 1992, 51)

The wi t hdrawal of agricultural |enders took place
whenfam |y farmnms sorelyneededcapital fromall sources.
But capital was not forthconi ng fromthe banki ng sec-
tor. Figure 6-6 illustrates a profound change in farm

FI GURE 6-6
ToraL FarvAsseT Covposi Tion, 1975-1997

Source: U. S. Departnent of Agriculture (1977).
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debt-to-equityrati osduringthe1980s. ‘‘ Si nce bottom ng
at $137.9billionin 1989, farmsector debt has expanded

at an average annual rate of 1.6 percent toreachal evel

of $150.8 billionin 1995."" Al though farmdebt was ex-
pectedtoreach$158billionat year-end1997, it *‘“will still
be nearly $36 billion | ess thanthe peak | evel of $193.8
billion owed at year-end 1984’° (U.S. Departnent of
Agricul ture1997, 1). Furthernore, al though®‘ nineyears

of increases in the value of [farn] | and and buil di ngs
have restored $174 billion, or 72 percent, of the $243

billion in reduced val ues i ncurred between 1982 and
1986, [only] about $17 billion, or 31 percent of the sec-
tor’s $55.9 billion reduction in debt that occurred be-

t ween 1984 and 1989 has reappeared’’ (ibid., 2). As a
result farmdebt-to-equity ratios are |l ower thanin the
1970s, beforethe 1980s farmcri si s (figure 6-6).

That credit rationi ng forever changed t he conposi -
tionof the farm ngindustry. The 1992 Census of Agri -
culture reported the fewest farns in existence since
1850. Furthernore, the i ndustry was becom ng nore
concentrated—17 percent of all farnms i n 1992 produced
83 percent of total sales (U. S. Departnent of Agriculture
1994). Al t hough banks are nowt he source of sone 65
percent of farmdebt, tabl e 6-1showsthat thisisthedebt
of only thelargest enterprises. Thus the conposition of
debt isquitedifferent sincethecrisis.

Chapt er 12 cr amt down was supposed t o be a speci al
tenporary neasure to help famly farmers during the
crisisof thelate 1980s. I nstead, it has been of ficial ly ex-
tended twi ce by Congress and i s expected to be nade
per manent under the National Bankruptcy Review
Commi ssion’ s proposals and resulting | egislation (Co-
cheo 1997, 36). Although many agricul tural specialists
and othersrealize that suchcredit rationi ng has signi fi-
cantly reduced the viability of medi um si zed farns, the
practiceunfortunatelycontinues.

Cramdown radically affects credit allocation and
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TABLE 6-1
FarMDeBT- TO- AsseT Rari cs, BY FARMSI zE, 1974-1989

$250, 000— $100, 000— $40, 000— $20, 000— $10, 000-
. $500, 000 500, 000 249, 999 99, 999 39, 999 19,999 , $10, 000

1974 10. 2 11.1 13.1 20.6 18.6 17.5 18.0
1975 9.7 10.9 12.8 20.3 18. 2 17. 4 18.0
1976 9.7 10. 7 12.9 20.2 17.6 17.0 17.8
1977 10.1 11.3 13.5 21.1 18.3 17.8 19.0
1978 10.0 11.7 14. 2 21. 4 17. 4 17.3 18.3
1979 10.6 12.5 15.2 21.6 17. 4 17. 4 18.2
1980 11.1 13.2 15.9 21.8 17.3 17.3 18.3
1981 12. 4 14. 9 18.1 24.1 18.8 18.7 19.9
1982 13.5 14. 2 21.6 25.5 19. 4 19.3 20.5
1983 12. 9 14.5 22.2 25.3 20.1 18.9 20. 2
1984 22.7 20.9 23.8 23.6 21.3 22.3 21.9
1985 23.3 21.1 24. 1 24.1 21.6 22.2 22. 4
1986 21.1 20. 8 22.0 22.6 20. 2 20. 2 22.5
1987 31.4 22.7 20. 3 18. 4 14. 3 10. 4 14. 8
1988 23.2 20. 8 18.9 18.1 13.0 11.3 13.7
1989 19.9 17.9 18.7 15.6 12. 7 12. 3 16. 3

Nore: Seri es was di sconti nued after 1989.
Source: Ericksonet al. (1991).
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does not support orderly and ef fici ent al |l ocati on of re-
sources i n bankruptcy. In recognition of those facts,
some current congressional proposals favor restricting
cram down ext ensi ons t o consuner aut onobi | e | endi ng

and ot her areas under Chapter 13 (Sei berg 1998, 2).
Cram downs si gni ficant |l y hurt nortgage |l endi nginagri -
culture in the 1980s. Cram downs for hone nortgage

debt wouldresult inthe same type of credit contraction
wi tnessedintheagricul tural sector.
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Concl usi ons

tor of the nortgage i ndustry that has evol ved

to neet t he needs of today’ s consuners and to
conmpensat e for t he defici enci es of consuner bankr upt cy
| aw. HLTVI endi ng al | ows consunerstoconmt credi bly
and voluntarilytonot defaultingonconsuner debt, and
thustousetheir homeequitytoreducetheir debt service
costs and to i nsul at e consunpti on fromt enporary fluc-
tuationsinincone.

Because the industry has expanded qui ckl y—and
conpetition has becone fierce—sone underwiting
st andar ds have been questi oned. But | endersrealizethat
the securitizationthat providestheir fundi ngbase opens
the industry to constant and detail ed market scrutiny
and di sci pline, and t hey have responded to that disci -
pl i ne by maintaining conservative | endi ng standards,

i ncl udi ng hi gh m ni numcredit scores and ti ght under -
writingandnonitoringguidelines.

HLTV | endi ng i s not t he sane as subpri e | endi ng.

HLTV | enders serve clientel esimlar tothose served by
the better credit cardissuers. HLTVIendingis | essrisky
t han typi cal consuner | oans extended through unse-
curedcredit cards i ssuedtothe nost creditworthy indi-
vi dual s (Coul t on 1998) .

The fundi ng sources rel i ed upon for HLTV I endi ng
addtoitsattracti on. The expansi on of securitizationasa
fundi ng source for consuner credit effectively deepens
U S. debt marketsinafashionthat canreducetheeffects
of economi c recessi ons and speed recovery.

I I i ghloan-to-valuelendingis afast-grow ng sec-
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For al | these reasons, HLTV I endingis good for the
Anerican consumer and for the U. S. econony. |f Con-
gress si ngl es this product out for expandi ng cram down

i n personal bankruptcy, many consunmers wi | | | ose access
toaninportant source of | ow cost | endi ng.
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