Banking on Bad Credit:
New Research on the Subprime Home Mortgage Market
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Since the early 1990s, the rapid growth of the subprime home mortgage market
has arguably been the most important development in alternative financial services and
undoubtedly the most controversial. Thus, it comes as no surprise that three of the papers
presented on the alternative financial services panel1 of Promises and Pitfalls report new
research on the subprime home loan market and related issues.
The subprime home loan market, designed for borrowers with weak credit,
continues to evolve at a breakneck pace. The past five years has witnessed the
institutionalization of subprime lending, with the locus of subprime loans shifting from
small, independent lenders to large mortgage subsidiaries of banks (particularly national
banks). Roughly two-thirds of subprime home loans are securitized on Wall Street, and
investment banks and their affiliates increasingly are not only underwriting subprime
securitizations but originating loans in subprime loan pools as well.
Another development, an unfortunate one, has been a sharp spike in home
foreclosures in many cities across the country, often driven by unaffordable subprime
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loans.2 As foreclosures have climbed, the subprime industry has attracted criticism from
consumers and the press for allegedly abusive lending practices and loan terms.
Because of such concerns, the legal landscape of subprime home mortgages is
rapidly changing and remains in flux. At least 37 states, the District of Columbia, and
some counties and municipalities have enacted anti-predatory lending laws of varying
degrees of strength.3 In response, the U.S. Comptroller of the Currency has issued a
regulation pre-empting state and local anti-predatory lending laws as those laws apply to
national banks and their mortgage lending subsidiaries.4 The Federal Deposit Insurance
Corporation is considering pre-empting those state and local laws for state-chartered
banks as well.5 And Congress may consider a new federal anti-predatory law this term.
Just as subprime lending and its legal environment have evolved, so has empirical
research on the topic. Thanks to the efforts of researchers, both on this panel and others,
we now have a store of empirical data on the workings of the subprime market that
continues to grow.
The seven-city study by Jonathan Hershaff, Susan Wachter, and Karl Russo is a
splendid example of recent advances in subprime research. Their study is important in
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several ways, not the least of which lies in documenting changes in how subprime
refinance loans affected neighborhoods from 1997 through 2002. From 1996 through
2003, subprime home loans more than tripled in volume nationwide. But that growth was
not evenly distributed across cities and neighborhoods, as Hershaff, Wachter, and Russo
demonstrate. First, from 1997 through 2002, subprime lending migrated geographically.
Two of the seven cities studied – Philadelphia and Baltimore – experienced absolute
declines in the number of subprime loans over that period, while other cities, especially
Dallas, experienced rapid growth. Second, from 1997 through 2002, subprime lending
migrated from lower-income areas to higher-income areas and to areas with less
educational attainment and more minority households. According to the authors, from
1997 through 2002, “low income areas, all else equal, [became] less attractive to
subprime lending.”
From this, Hershaff and his colleagues deduce that the subprime business model
changed and, with it, subprime geography. This conclusion is important. The question,
then, is: how did that model change and why? Is it that higher-income borrowers have
more cash flow with which to service high-cost debt? Or do subprime lenders take profits
from poorer neighborhoods and flee, once foreclosures from subprime loans take their
toll on surrounding property values?
The study bears other fruit that merits exploration. For example, why did lending
fall in Philadelphia and Baltimore but skyrocket in Dallas? It is unlikely that legal reform
explains the drop in subprime lending in Philadelphia and Baltimore because the
Pennsylvania legislature pre-empted Philadelphia’s 2001 anti-predatory lending
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ordinance within weeks of passage.6 Similarly, Maryland’s anti-predatory lending statute
did not go into effect until June 1, 2002,7 close to the end of the period studied.
Nevertheless, government enforcement and community advocacy could explain part of
the story in those cities. During the period studied, Baltimore came under intense federal
scrutiny due to FHA loan fraud,8 while community advocates mounted a strong antipredatory lending campaign in Philadelphia that culminated in passage of the short-lived
Philadelphia ordinance.
Conversely, what explains the spike in subprime loans in Dallas? Texas did not
adopt specific anti-predatory lending legislation before 2003, which might suggest that
government scrutiny and consumer advocacy were nascent in Texas relative to Maryland
and Philadelphia from 1997 through 2002. The spike might also denote flight by
subprime lenders to a market with fewer consumer safeguards. Alternatively, the upswing
in subprime Dallas loans could indicate intensified marketing to immigrants. The study’s
finding that growth in Hispanic households drove subprime growth in significant part is
consistent with such a hypothesis.
As this also suggests, a final and disturbing implication of the Hershaff et al.
study is market segmentation by race and ethnicity. The authors conclude that after
holding income and credit risk constant, African American and Hispanic borrowers were
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more likely than whites to have costly subprime loans.9 This raises a host of troubling
questions. For example, to what extent do subprime lenders steer prime-eligible minority
applicants into inappropriate subprime loans? What impediments do minority applicants
face in shopping for home loans? How might subprime lenders create and take advantage
of those impediments?10 Notwithstanding those impediments, do prime lenders do
appreciable lending in the affected minority neighborhoods? Finally, do subprime lenders
capitalize on ignorance, given the authors’ finding that subprime growth goes hand-inhand with lower education (and, in the case of Hispanic borrowers, of reduced fluency in
English)?11
The panel’s second paper, by Amany El Anshasy, Gregory Elliehausen, and
Yoshiaki Shimazaki, studies loans by 10 large subprime lenders between the third quarter
of 1995 and year-end 2003. The data set, furnished by the American Financial Services
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Association (AFSA), is not publicly available12 and provides loan-level data, including
race, ethnicity, and FICO scores.13 The study’s principal finding is that using a subprime
mortgage broker is correlated with lower annual percentage rates (APRs).
So what does this mean? It could mean that subprime brokers employed by these
10 lenders enhance efficiency by helping customers get better APRs. This result would be
surprising, given the principal-agent problems that subprime brokers present,14 reports of
dissatisfaction with and abuses by subprime home loan brokers,15 and the potential added
cost of using a middleman.16 Furthermore, one of the study’s findings contradicts the
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inference that brokers make the market more efficient. Specifically, the study found that
32.4 percent of borrowers studied who had second mortgages — approximately one-third
— had FICO scores above 680 (which are relatively high and often make borrowers
prime eligible).17 Nevertheless, those borrowers all had subprime loans at subprime rates.
Thus, far from supporting an efficiency hypothesis, the findings on second-mortgage
borrowers provide a troubling indication of steering.18
Alternatively, the meaning of the correlation between mortgage broker use and
lower APRs could be neutral. For all but one of the years studied, average nominal
annual interest rates fell for 30-year fixed mortgages.19 So if mortgage broker use was
rising when APRs were falling, that could explain the result. Unfortunately, the study
does not control for changes over time, so we cannot tell whether the correlation with
APRs is simply a coincidence or something more.
Finally, the correlation between broker use and lower APRs could mean
something other than meets the eye. A second look is merited by the fact that the
regression coefficients on three other independent variables for first mortgages have
unexpected signs or move in unexpected directions.20 First, as loan-to-value ratios go up,
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APRs go down.21 Normally, higher loan-to-value ratios denote higher risk, so one would
expect the opposite result. 22 Second, as borrowers’ annual incomes fall from $100,000 to
$35,000 and sometimes lower, so do APRs. Once again, this confounds expectations that
higher-income borrowers would enjoy lower interest rates. Finally, for fixed- and
variable-rate mortgages, APRs go down as mortgage terms grow longer. This runs
counter to the historical trend that the longer the mortgage, the higher the interest rate.
These three results are odd and may mean that the model displays collinearity or
omitted variable bias.23 Alternatively, it is possible that the unexpected coefficients
indicate loan flipping, as follows. A broker persuades a low-income borrower in
financial distress to refinance an existing mortgage, so that the broker can earn a new
21
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brokerage commission. The broker persuades the borrower to refinance by offering lower
monthly payments, which are accomplished by stretching out the loan term. Interest rates
may have dropped, allowing a lower APR. Finally, at closing, the brokerage commission
and other loan fees are rolled into the new principal and refinanced, thereby increasing
the loan-to-value ratio.24 Because the El Anshasy study does not report separate
regression results for purchase money mortgages and refinance loans, a flipping and
equity-stripping hypothesis cannot be rejected.
Finally, the paper by Dan Immergluck and Geoff Smith finds a positive
correlation between rising residential foreclosures and increased violent and total crime
in Chicago in 2001. According to the authors, an “increase in the neighborhood
foreclosure rate of, say, 1 in 100 properties would yield an increase in violent crime of
2.33 percent.”
The paper makes a major contribution to the mortgage literature by providing
disturbing and important evidence of negative externalities from bad loans. The result
means that unwise loans are not just a private matter between lenders and borrowers but
can pose a real threat to life and limb of neighboring residents.
The paper raises interesting questions that I urge the authors to explore. One
question has to do with the time lag between foreclosures and an effect on violent crime.
The authors found a causal effect between foreclosures in 2001 and violent crime that
same year. It would be interesting to learn why foreclosures have such a rapid effect. Is it
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because most foreclosed properties are vacant or abandoned immediately after
foreclosure? In that regard, it is worth considering that foreclosure is not just a legal
judgment but a process that unfolds after default by weeks or months. It may also be that
a sister phenomenon is also contributing to violent crime, given the fact that many
subprime homeowners in default give deeds in lieu of foreclosure or otherwise fall prey
to foreclosure “rescue” scams.25
Similarly, it would be worthwhile knowing what types of loans precipitated
foreclosures accompanied by violent crime. It is not apparent from the study whether the
loans that went into foreclosure were prime, subprime, or FHA-insured. Admittedly, such
information is difficult to discern, particularly for 2003 and earlier, before subprime point
spreads had to be reported under the new Home Mortgage Disclosure Act regulations.26
Nevertheless, understanding those dynamics would have real value for evaluating needed
policy reforms.
The three papers are fascinating not only for the light they shed on mortgage
lending but also for what they reveal about the challenges of doing empirical research on
subprime mortgages. Industry (“proprietary”) databases often have rich loan-level data on
subprime loans, including data on APRs, fees, race, age, and FICO scores.
Unfortunately, those databases are either not publicly available or available only at a
prohibitive price. This hampers the ability of other researchers to replicate studies that
use those databases or refine findings from those studies.
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The leading subprime data set that is publicly available consists of mandatory
disclosures under the Home Mortgage Disclosure Act (HMDA). HMDA is a rich source
of data (particularly in tandem with other data sets), but it has its limitations. First, until
calendar year 2004, one could not identify individual subprime loans, only subprime
lenders. That changed this year, now that new HMDA regulations require APRs on
costlier subprime loans to be reported.27
Second, even under the new regulations, lenders do not have to report credit
scores or other indicia of credit risk. As a result, HMDA still does not permit researchers
to control for the credit risk that individual borrowers present. In 1992, researchers at the
Boston Fed were able to control for credit risk in a study of mortgage lending by
persuading major lenders to provide a rich sheaf of loan-level data on a voluntary basis.28
More recently, in an innovative approach, the paper by Hershaff and his colleagues seeks
to address this problem by controlling for credit risk at the zip-code level. Nevertheless, it
would be helpful to know the precise impact on individuals, not just on neighborhoods, as
President Lacker emphasized in his opening remarks at this conference.29 Another highly
imaginative approach, taken by Federal Reserve Board economists in Washington, D.C.,
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is to reverse engineer credit scores for individual borrowers.30 But that is extremely costly
and largely impractical for private-sector researchers to replicate.
Now, 2004 HMDA reports are coming out with the new pricing data. In some
cases, the data show that African Americans and other minorities paid more for home
loans.31 Some lenders seek to explain those disparities by attributing the result to
differences in credit risk. However, those lenders do not substantiate their claims with
loan-level data. Nor does the public have access to credit scores or other credit risk data
needed to test that proposition.
We are now at a crucial juncture. The public policy implications of this debate are
too important to do without credit scores – or to force researchers to jump through hoops
by reverse-engineering credit scores. Accordingly, I conclude with a modest proposal.
Under HMDA, lenders should be required to report whatever credit scores they use –
whether FICO scores or something else – to the Federal Reserve Board. Releasing raw
HMDA data containing credit scores to the public might pose privacy concerns.
However, there are a variety of ways to resolve such privacy concerns and still permit
mandatory reporting and public release of credit scores. One approach might be to
authorize the Fed to release HMDA data containing FICO scores that have first been
“scrubbed” to make it impossible to trace back loans to specific borrowers, possibly by
obscuring the loan amount (through rounding to the nearest $1000 or $5000) or the
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closing date (by using date ranges).32 A different approach might be to authorize private
researchers to work with the raw data, subject to stringent privacy controls and reporting
only of aggregate results. Undoubtedly, other privacy solutions could also be devised.
Mandatory reporting of credit scores under HMDA would benefit lenders if such
data put discrimination concerns to rest. Alternatively, if African Americans or other
minorities are paying more for credit after controlling for credit quality, society needs to
know.
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