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Governor Kroszner, Ms Braunstein, thank you for the opportunity to testify today
on the extremely important topic of mortgage terms and regulation. The overall
theme of my statement today will be that specific loan features and underwriting
practices are not, per se, undesirable. While the borrower may not always be the
best judge of suitability for particularly complex loan products, nonprice terms
like prepayment penalties and escrows are valuable ways to keep borrowing
affordable while stated income and no doc loans play a crucial role for small

businesspeople and entrepreneursA Y U2 Rl @ Qa ONBRAG YIF NJ Sil

The remarks that follow pose a challenge to policymakers to improve regulation
without hindering new financial product development and borrower flexibility,
while at the same time striking a balance between pursuing fraud and
misrepresentation through education and advocacy and allowing individuals and
society to learn from their mistakes.

The consumer credit industry has found it extremely lucrative in recent years to
market on the basis of payment rather than price and consumers have become
comfortable with temporary use rather than ownership. Nonprice terms like
prepayment penalties and escrows tend to lower loan payments to levels that are
accessible to consumers. While it has been standard for business borrowers to
choose from a menu of nonprice terms associated with different stated interest
rates, those choices are new to most consumers and create new challenges for
consumer credit regulation.

Standard MBA textbooks teach that the total loan price is a function of the
nonprice terms, the fee-based terms, and the stated interest rate. When the
borrower agrees to forgo something (i.e., prepayment flexibility) or maintain
something (i.e., escrow balances) they are giving up the option of acting
otherwise. Hence, many nonprice terms can be valued as a foregone option.
Foregone options that reduce credit risk are valuable to the lender. Hence,
nonprice terms lower interest rates by the value of the option.

A borrower that does not intend to move or refinance during the prepayment
penalty term can benefit by credibly committing that intent to the lender and
receive a lower interest rate in return. In such cases, however, the borrower may
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not pay attention to the size of the prepayment penalty, reasoning that the
probabilityof movingA a a2z ayYl f f GKIFG GKS FSIFGdz2NB R

Ex post, however, the borrower may lose their job or just want to refinance
during the prepayment penalty period. The borrower planned wrong. It is
important to remember, however, that the prepayment penalty that some allege
to be, per se, predatory has already been offset by a period of lower interest
payments up to that date. Hence, the borrower benefitted.

Escrow elections perform a similar economic function. The credible commitment
to timely tax and insurance payments reduces monthly payments by an amount
equal to the value of the foregone option. The borrower that does not intend to
miss tax and insurance payments can credibly commit that to the lender and
receive an interest rate savings in return. If the lender or servicer can use the
funds in the same manner as core deposits, the interest savings to the borrower is
even greater.

Many new loan features are being invented that provide similar tradeoffs
between nonprice terms and monthly payments. State-of-the-art products like
reverse mortgages and REX mortgages pose risks that are not yet fully understood
and reduce monthly payments to zero and beyond. The challenge, therefore,
becomes how to help borrowers understand the value of the nonprice features
and decide which loan is right for them.

Financial education in the U.S., even at the K-12 level is woefully inadequate. A
handful of banks have begun providing financial education for immigrant groups
as a way to approach that new market for predominantly no doc or stated income
loans. There is virtually no financial education initiative focused toward the
elderly, who have the most at stake in reverse mortgages.

Even with education, however, consumers may have difficulty understanding the

value and importance of nonprice terms that are appropriate for their

transaction. The problem is the complexity of the transaction, itself, combined

with the relatively rare incidence of home-FA Y I YOAY 3 RdzNAYy 3T 2y SQ:
therefore, make sense to acknowledge the limits to education and disclosure by
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recommending the advice of an independent third-party legal or financial
professional in the event that standard disclosure does not adequately represent
the risks of a particular loan product rather than prohibit such features outright.
Such a provision may balance financial product innovation with borrower
protection in a manner beneficial to both.

Last, a brief caveat. No matter the disclosures or provisions enacted by the Board,
some borrowers will borrow no matter what the terms. When home price
appreciation is again in the double-digits and income is rising, borrowers ,
brokers, originators, investment banks, and investors, will not take the time to
properly understand the risks they are assuming. Willful over-borrowing is not a
reason to abrogate or limit contracts.



