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Rapidly rising foreclosure rates among subprime home mortgage loans have generated
widespread media and regulatory interest. Some believe that the mortgage products offered to subprime
borrowers are the fundamental cause of problems in this market. Based on such reasoning, they argue that
many of the products offered to subprime borrowers should not have been made available.

Before addressing that issue, it is important to distinguish between prime and subprime borrowers.
It is frequently assumed that FICO scores are the best determinants of a borrower’s creditworthiness, and
that individuals with FICO scores below a specific number (640, for example) are subprime borrowers.
Yet as figure 1 illustrates, prime and subprime borrowers are not so easy to distinguish on the basis of
FICO scores alone. The data, from LoanPerformance (LP), show that prime borrowers can have FICO
scores below 400, while subprime borrowers can score above 820. Indeed, there is no standard industry-
wide definition of the term “subprime.” This means each and every lender makes its own determination.'
In fact, if appropriate risk-based pricing is used, the distinction between prime and subprime lending
becomes artificial.

Just as it is difficult to distinguish between prime and subprime borrowers on the basis of FICO
scores, it is also difficult to distinguish between them on the basis of the mortgage products they use.
Over the past decade, most, if not all, of the products offered to subprime borrowers have also been
offered to prime borrowers. In fact, during the period January 1999 through July 2007, prime borrowers
obtained thirty-one of the thirty-two types of mortgage products—fixed-rate, adjustable-rate, and hybrid
mortgages, including those with balloon payments—obtained by subprime borrowers (see tables 1 and 2).

While distinct differences exist in the extent to which the same types of mortgage product are
offered to prime and subprime borrowers, both groups have had access to a wide range of products. Stated
another way, certain kinds of products have not been marketed to subprime borrowers exclusively.
Furthermg)re, regulatory authorities have noted that “subprime lending is not synonymous with predatory
lending.”

If the product per se were the problem in the subprime market, one might expect all borrowers
using that product to be facing foreclosure. But this is not the case. Foreclosure rates are rising, but the
rates differ widely by type of product and borrower. Most important, the foreclosure rates on all the home
mortgage products still fall far short of 100 percent, which means many borrowers are benefiting from
them.

To argue that the product is the source of the problem is to ignore a fundamental truth: the ability
or willingness of individuals to repay loans depends on financial factors. The marketplace and a
borrower’s financial circumstances may deteriorate, leading to serious problems, including foreclosure. In
some parts of the country, for example, real estate prices have fallen so far that houses are worth less than
the amount owed on them. In addition, borrowers lose their jobs, or suffer divorce or serious illness, or
otherwise face severe financial straits. It is well known that these factors, more than anything else,
contribute to increases in foreclosures, regardless of the mortgage product.

Some of these products, however, have become associated with relatively high and rising
foreclosure rates, especially among subprime borrowers. Tables 3 and 4 show the cumulative foreclosure

1. Federal Register, July 12, 2002.
2. Press release. FDIC. “Statement on Subprime Mortgage Lending,” (PR-55-2007) June 29, 2007.



starts (and not all foreclosure starts complete the process) for both prime and subprime borrowers during
the period January 1999 through September 2007. Both groups experience foreclosures for twenty-nine of
the different mortgage products, indicating that virtually every mortgage product, whether prime or
subprime, is a candidate for foreclosure. Of course, foreclosure rates on subprime mortgages are typically
higher than those for prime mortgages, regardless of product type. But this undoubtedly reflects the fact
that subprime borrowers are by definition riskier.

The bottom line? Product innovation is beneficial, and attempts to curtail such innovation in the
mortgage market could mean no access to credit for borrowers who would not otherwise qualify for loans.
Legislative or regulatory actions that are too sweeping and severe could limit the availability of mortgage
products, thereby denying borrowers a wider menu from which to choose the product that best suits their
needs.

One must therefore be careful in reacting to the subprime mortgage market turmoil in such a way
as to curtail credit for those with limited access to traditional mortgage products. A wider range of
products is meant to accommodate the wide range of borrowers with different degrees of risk, and to
better match risk-and-return combinations.

Of course, new products create learning curves on the part of both lenders and borrowers. To the
extent that problems arise for lenders, they will make adjustments in the products they offer. Borrowers,
too, must educate themselves about which products are most suitable for their current and expected future
financial status. The process by which lenders and borrowers decide on specific mortgage products is
imperfect and therefore can at times create difficulties for both, resulting in re-negotiations of mortgage
terms and even the curtailment, if not discontinuation, of some products, as we have seen in the current
mortgage market turmoil. And regulatory authorities should be vigilant against fraudulent activity in
mortgage markets.

Rising foreclosure rates are a serious issue. But as Lawrence Summers of Harvard University
stated in September 2007, “... we need to ask ourselves the question, and I don’t think the question has
been put in a direct way and people have developed an answer; what is the optimal rate of foreclosures?
How much are we prepared to accept?” It is not clear what foreclosure rates are optimal for different
groups of borrowers from a social welfare standpoint.

James R. Barth is a Senior Fellow at the Milken Institute and Lowder Eminent Scholar in Finance at
Auburn University. Tong Li is a Senior Research Analyst, Triphon Phumiwasana is a Research
Economist, and Glenn Yago is Director of Capital Studies, at the Milken Institute.

3. Lawrence Summers, “Recent Financial Market Disruptions: Implications for the Economy and American
Families” (panel discussion, The Brookings Institution, Washington D.C., Sept 26, 2007).
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