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P E T E R  T U F A N O  

A N D R E A  R Y A N  

The Christmas Eve Closing 
 
Lenders aren’t supposed to tell someone what they can or cannot afford. That is a budgeting and choices 

issue. Underwriters do the analysis and people either qualify or they don’t. 

— Financial Institution Executive VP for Mortgages 

Sherry and Ken Crane placed the last present under their Christmas tree around 11 p.m. on 
December 24, 2002. They couldn’t believe that they had spent so much time at the mortgage broker’s 
office that afternoon—particularly when they had so much to do! Signing the papers that day had 
come as a surprise, because they had expected to have only a preliminary meeting with their 
mortgage broker, Tim Sullivan. But refinancing their house was like a present to themselves in many 
ways. Since they’d bought the house in March 2001, they had seen their equity grow. They lived in 
Lawrence, Massachusetts, where the median price for single-family homes had more than doubled 
since 1994 (see Exhibit 1) and had increased by another 20% between 2001 and 2002.1 “We’ve made 
money just by owning this house,” Sherry often thought. Just that afternoon, Sullivan had confirmed 
that she was indeed correct. He had told the Cranes that their two-bedroom, one-bath ranch house 
was now worth nearly $230,000, about $30,000 more than even they had expected.   

Still, Sherry had to admit that she was a bit surprised by the speed at which their refinancing had 
taken place. She thought legal transactions usually took a long time. But she saw that Sullivan was a 
hardworking guy, and assumed that he had taken the time to prepare for their visit. “Anyone who is 
working on Christmas Eve must really be dedicated to getting the job done,” she thought.   

Even so, Sherry recalled seeing something on the news reminding consumers that they have three 
days to cancel a mortgage deal after signing the papers—a “cooling off” period, they called it. While 
it was true that she had felt a bit rushed into signing the documents, she thought it would be silly—
and embarrassing—if they backed out then. And anyhow, her coworkers had been talking about their 
own refinancing for months, and they all seemed thrilled with the outcomes. One friend used the 
proceeds to take a vacation. Another installed a pool for the kids. “Ken and I certainly are still young 
enough to have fun!” she thought (she was 44 and he was 52), “but, we don’t need anything fancy. 
Just paying off our debt and maybe keeping something for a rainy day would be great.” Sherry shook 
off her doubt. She had far too much to do to be worrying just then. Tomorrow morning there would 
be pies to bake, a roast to prepare, and guests to entertain. Her nieces and nephews would be running 

                                                           
1 The Warren Group, http://www.thewarrengroup.com/portal/ProductsServices/TownStats/tabid/142/Default.aspx, 
accessed October 2008. 
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through the door at 10 a.m., and she needed to be ready to greet them. “That’s what really makes this 
home,” she thought as she drifted off to sleep. 

Becoming Homeowners 

The spring of 2001 had been a very busy time for Sherry and Ken. Within a span of two weeks that 
March they got married and became homeowners for the first time. It had been 13 years since they’d 
met, in 1988, when Ken became a regular at the restaurant where Sherry waitressed. They soon 
learned that they had many things in common and were amazed at how many ways their paths had 
crossed. Both had lived in Andover, Massachusetts, their entire lives, with the exception of when Ken 
was in the service and Sherry was away at college. Ken even had been a golf caddy for Sherry’s dad 
at the neighborhood golf course. And when Sherry was in third grade, her school bus driver had been 
Ken’s dad. 

They also shared a love for and commitment to their country. Ken was a U.S. Army veteran, who 
at age 17 had served in the infantry in the Vietnam War. Sherry, a U.S. Navy Reservist herself, readily 
understood Ken’s commitment to the service. She also knew the toll the war must have taken on him. 
Indeed, in the years to come, Ken’s post-traumatic stress disorder from his experiences on the 
battlefield would make working full-time increasingly difficult. By the time they were married, Ken 
had been formally approved as a disabled veteran and began receiving $1,015 in tax-free monthly 
benefits from the U.S. government.2  

In 1993, Sherry and Ken moved into an apartment on the north side of Andover, situated on the 
Lawrence city line. The restaurant where Sherry worked had since closed, and she was now doing 
office administration work for a company in Boston. Her starting salary of $22,250 a year was a little 
less than she had been making, but the job required fewer hours each week. In 1996, she took a job as 
a “seasonal” federal employee. Even though her full-time salary hadn’t increased much (she was now 
making $23,500 a year), she enjoyed the work more and saw a more stable future in working for the 
government. Plus, working the second shift (2 p.m. to 10 p.m.) gave her time each day to take on 
periodic landscaping or cleaning jobs, which brought in around $100 each month. She enjoyed these 
and used the extra cash to fund her hobbies and other “extras.”   

In 2000, Sherry and Ken made formal plans to get married, and they began looking at houses. 
They knew, however, that finding a home they could afford in Andover wasn’t realistic. That year, 
the median price of a single-family house in Andover was $402,000.3 They would either have to move 
farther away than they wanted to or consider moving into neighboring Lawrence. A troubled city by 
most standards, South Lawrence’s Mt. Vernon neighborhood was safe and quiet, less than one mile 
away from their apartment, and little more than five minutes from their childhood homes. It wasn’t 
where they really wanted to be, but with a median home price of only $124,900, it was affordable. 
After looking at more than 10 houses across the region, they found “the one”—in Lawrence.  

The City of Lawrence, Massachusetts 

The City of Lawrence, with a population of roughly 72,000, was located 30 miles north of Boston 
in the Merrimac Valley, at the intersection of two major interstate highways and on a commuter train 
line into Boston (see Exhibit 2). A former mill city, famous for textile manufacturing at the turn of the 

                                                           
2 Veterans Administration benefits received a cost-of-living increase each December, at an amount determined by the U.S. 
Congress, http://www.vba.va.gov/bln/21/, accessed November 2008. 

3 Median home price figures are all from The Warren Group.  
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20th century, it more recently had been known for its crime and disinvestment. By 2002, the city was 
making a “comeback,” but various economic challenges and population shifts throughout much of 
the 1990s had made it a struggle. The most troubled north side showed all of the age and wear of an 
old factory city, where low-wage workers, most of them immigrants, made their homes in 
multifamily houses on narrow streets, and the business district had long ago lost its luster. 
Particularly in the densest areas of the city, it was easy to see the growing influence of its Hispanic 
residents, who now comprised 60% of the city’s total population.4   

At the time, Lawrence was one of the poorest cities in the state. The median income was $27,983, 
compared to a statewide median of $50,502. Furthermore, the 32% home-ownership rate was far 
lower than both the state and national averages (see Exhibit 3). Homes were certainly more 
affordable in Lawrence, however. With the median home price of $124,900, it was far below the state 
median of $185,600.5   

The Mt. Vernon neighborhood on Lawrence’s south side had managed to remain relatively stable, 
even in the city’s toughest times. Home values were higher, as were financial assets per household 
(see Exhibit 4). Two- and three-bedroom single-family homes with small yards, large trees, and well-
kept sidewalks were common. People were more likely to own their homes here than in any other 
part of the city. The neighborhood association was strong and had real influence in city affairs. It was 
the kind of place Sherry and Ken could see themselves living.   

The Massachusetts Housing Market 

Between 1995 and 2002, home prices in Massachusetts had nearly doubled, growing at a rate of 
9.1% per year.6 However, housing prices calibrated against income varied over time. In the 1980s, the 
ratio of home prices to income topped out at 6.6. Throughout the 1990s, it dropped to as low as 4.3. 
By the time the Cranes bought their home in 2001, the ratio was roughly 5.0 and on its way back up 
by the end of 2002.7  

Trends in the Lawrence area mirrored national and state trends. As difficult a time as Lawrence 
had experienced over the years, home-ownership rates, housing prices, and home sales were now on 
the rise (see Exhibits 1 and 3). More people were buying homes, homeowners were seeing their 
values grow, and interest rates were dropping. Massachusetts seemed on the edge of another boom, 
something that, according to the Federal Deposit Insurance Corporation (FDIC) would not be 
“sustainable in the long-term.” This didn’t necessarily mean it would end in a bust, however. When 
the housing market boom of the late 1980s hit a mid-1990s bust in other parts of New England, values 
in eastern and central Massachusetts had stayed fairly steady.8   

                                                           
4 All demographic data in this section are from the U.S. Census 2000 unless otherwise noted; see www.census.gov, accessed 
October 2008. 

5 The Lawrence median home price is from The Warren Group. The state median value is from Census 2000. 

6 K. E. Case and R. J. Shiller, “Is There A Bubble in the Housing Market?” Brookings Papers on Economic Activity (2003). 

7 Ibid. See Figure 2, p. 310.  

8 The FDIC defines a boom as “a 30 percent or greater increase in inflation-adjusted (or real) home prices during any three-year 
period,” or the “1/3 in 3 rule.” Also, “because prices are sticky downward, it [is] necessary to define a price bust using a lower 
threshold and a longer time period, such as a real price decline of 15 percent or more in five years,” or a “15 in 5 definition.” 
See http://www.fdic.gov/bank/analytical/fyi/2005/021005fyi.html, accessed October 2008. 
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Moving In 

It was the rose garden that did it. Sherry adored flowers; periodically she even made a little 
money by creating flower arrangements for special events. Instantly, the house felt like their home. It 
met all of their requirements, had a great location, a beautiful garden, and all appliances included. 
The seller agreed to a price of $157,900, and the deal was set into motion. Their realtor, a woman who 
had been referred to Sherry and Ken by a friend, connected them with a local broker for Cendant 
Mortgage who knew how to handle special mortgages designed for low- to moderate-income 
Americans: Federal Housing Administration (FHA) loans and Veterans Administration (VA) loans. 
These federal government programs allowed qualified borrowers to purchase homes with low fixed- 
rate mortgages and permitted borrowers to have lower than average down payments, typically 3% or 
sometimes as low as zero. Although not direct lenders, the FHA/VA programs insured the loans 
made by private lenders. In turn, lenders were more willing to take on the risk of a lower-income 
borrower. 

As a veteran, Ken was eligible for the VA program, which made it that much easier for them to get 
a low-cost loan with a fixed rate and a very small down payment. Sherry and Ken had marginally 
good credit scores of close to 630, good enough to get the VA loan, but below the nationwide average 
of 650 for fixed-rate mortgage loans in March 2001.9 In recent years, they had worked hard to clean 
up some credit problems that would have prevented them from getting a mortgage at a good rate, 
including paying off all of their credit card debt.  By the time of the mortgage, they had roughly 
$30,000 in debt in the form of fixed-rate personal loans—one for Sherry’s car ($10,594), one for Ken’s 
motorcycle ($4,965), one that Sherry had taken out to cover a medical bill ($2,435), and $11,300 in 
student loans. (See Exhibit 5.)  Sherry and Ken qualified for a 30-year fixed-rate mortgage at a rate of 
7.25%. By rolling some of the closing costs into the mortgage itself, it meant that the Cendant 
mortgage would total $161,050—$3,150 higher than the selling price of their house (see Exhibit 6).   

Sherry and Ken loved their new home, and Sherry decorated it to make it feel cozy. Ken finally 
had his own garage where he could keep his Harley-Davidson motorcycle. He hadn’t been without a 
Harley since he was 18, and relished the fact that he could walk right out of their kitchen and into his 
garage, where he kept his prized and polished bike and all of his tools. They rarely had a need or a 
desire to go out to movies or dinner. For Sherry, work, home projects and going back to graduate 
school part-time that fall were plenty to keep her busy and happy.   

Financially, things were tighter than they had been when they lived in the apartment (see 
Exhibit 5). The mortgage payments were higher than the $800 monthly rent had been; plus the 
property tax payments, utility bills, and general upkeep dug into their budget more than they had 
expected. The house was solid and well constructed, but it still needed attention. Now that they were 
homeowners, the replacement part for the boiler, the lawn upkeep, and the periodically leaky faucet 
were theirs to worry about—and pay for. And, they weren’t able to start saving money, as they had 
planned.   

                                                           
9 S. Chomsisengphet and A. Pennington-Cross, “The Evolution of the Subprime Mortgage Market,” Federal Reserve Bank of 
St. Louis Review (January/February 2006): 31–56. The 650 average is shown in their figure 6 and is based on Loan Performance 
data. The range for a credit score, otherwise known as a FICO score (developed by the Fair Isaac Corporation) is 300 to 850. 
The Fair Isaac Corporation considers a score of 760 or higher to be “excellent,” and as such, it typically will get a borrower the 
best possible interest rate. A prospective borrower with a score below 500 may not be able to obtain a mortgage at all. 
According to Charles Capone of the Congressional Budget Office, “For most of the 1990s, the mortgage market viewed a FICO 
score of 620 as the bottom cut off for prime loans, meaning loans that could be sold to Fannie Mae or Freddie Mac. Scores in the 
580-620 range were considered ‘near’ prime, with labels such as A-minus, and those above 720 were considered low risk 
borrowers.” See Charles Capone, “Research into Mortgage Default and Affordable Housing: A Primer,” Washington, DC, LISC 
Center for Homeownership Summit, 2001. 
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They often counted on their tax refund as a way to “save” money during the year. Sherry’s wages 
were their only taxable income.10 Before they bought the house, they had qualified for the 
Massachusetts rental deduction of $3,000 per year on their state income tax.11 However, now they 
could take a mortgage-interest tax deduction of over $8,700 on their 2001 federal taxes instead. Plus, if 
Sherry were able to become a permanent, full-time employee, she would become eligible for 
retirement benefits. In the meantime, not only did they enjoy living in their new home together, but 
also they knew that they had made a good investment. Indeed, housing values in towns across 
Massachusetts continued to increase (see Exhibit 7). Their savings had dropped below $1,000 and 
they had no money saved for retirement, but they had a home that was increasing in value.   

The American Dream of Homeownership 

The FHA was created in 1934 as a way to both spark housing production and to make 
homeownership viable for more people. Decades later, federal policies and practices put into place in 
the 1980s and 1990s supported expanded access to both homeownership and community investment. 
Tax policies allowed homeowners to deduct their mortgage interest. The Community Reinvestment 
Act (CRA), originally enacted in 1977, was expanded to encourage financial institutions to be more 
equitable and responsive to their communities’ needs for credit, particularly in low-income and/or 
predominantly minority communities. In exchange for making credit available to these populations, 
financial institutions would receive “credit” from the government for being responsive to 
“community” needs.   

Two types of federal programs helped to foster homeownership. Specialized mortgage guarantee 
programs of the FHA and VA insured certain loans made to qualified lower-income borrowers in the 
private market. Government-sponsored entities (GSEs) Fannie Mae and Freddie Mac, which 
purchased conventional (i.e., fixed-rate) conforming loans from the private market, ensured that 
lenders had access to the capital they needed to continue to make mortgage loans and keep rates 
affordable.12 Under the Clinton Administration in the mid-1990s, GSEs were directed by the U.S. 
Department of Housing and Urban Development (HUD) to dedicate over 50% of their business to 

                                                           
10 U.S. government benefits and stipends were not subject to federal or state income tax. However, Sherry’s wages were. 
Federal and state deductions and exemptions lowered the filers’ taxable income against which the tax rate was applied. In 
2001, the Cranes had the option of adjusting their gross income either by taking the standard deduction of $7,600 or by 
itemizing deductions, which allowed them to deduct their mortgage interest on Schedule A, as well as certain other deductible 
expenses, including state income taxes, local property taxes, and gifts to charity. Taxpayers with adjusted gross incomes below 
$99,725 were permitted to claim $2,900 for each exempted person in the household (in this case, two). Under the status 
“married, filing jointly” with incomes between $0 and $45,000, the federal marginal tax rate of 15% applied. The state tax was 
5.6% and permitted a total personal exemption of $8,800 for the Cranes. In 2002, the Cranes qualified for a federal standard 
deduction of $7,850, but again could choose instead to itemize their deductions. Taxpayers with adjusted gross incomes below 
$103,000 also were permitted to claim $3,000 for each exempted person in the household. The applicable federal marginal 
income tax rate was 10% for incomes between $0 and $12,000 and 15% for $12,001 to $46,700.  State income tax rates were 5.3% 
with a total personal exemption of $8,800.   

11 The Commonwealth of Massachusetts was one of a few states in the United States that permitted taxpayers to deduct some 
portion of their housing rental payments each year. In 2001, it was 50% of rental payments, up to a maximum of $3000. Federal 
income tax allowed a deduction of mortgage interest payments. See http://www.unclefed.com/IRS-Forms/2001/ 
HTML/p93601.html, accessed October 2008.  

12 A “conforming” loan meant that the dollar amount of the mortgage was equal to or less than the maximum limit set by the 
GSEs. Sometimes called conventional loan limits, for a single-family home, it was $275,000 in 2001 and $300,700 in 2002. See 
http://www.fanniemae.com/aboutfm/pdf/historicalloanlimits.pdf;jsessionid=R5PHKWRL4BMJHJ2FECHSFGA, accessed 
October 2008. 
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low- and moderate-income families.13 The message had become even clearer: everyone who could 
own a home should be given the opportunity to do so.   

The Decision to Refinance 

It had been one year since the Cranes had bought their home, and its estimated market value had 
increased by about 12% to around $180,000.14 Not unlike homeowners nationwide, the Cranes had 
received many offers to tap their growing home equity. One method was to get a home equity line of 
credit (HELOC). A HELOC was essentially a revolving credit account that used the house as 
collateral. HELOCs were typically used by borrowers who wanted to have access to credit when they 
needed it, and often had an adjustable rate that was set to a fixed distance from the variable prime 
rate.15 By comparison, home equity loans, otherwise known as second mortgage loans, typically had 
a fixed interest rate and were more like traditional installment loans in that they required regular 
amortized payments.16   

The Cranes thought a HELOC would be a good idea for them, figuring that they could use it to 
consolidate their debt. In March 2002, one year after purchasing their home, they applied for a 
HELOC at their bank—Sovereign Bank. To secure the $27,000 line, they had to pay application and 
appraisal fees, totaling $175. Their HELOC was opened at the variable rate of 6.49%, set to 1.74% 
above the prime rate, which was 4.75% at that time. It had a 25-year term and tax-deductible interest 
payments.17 They also had the flexibility to pay only the interest. They paid off their car, motorcycle, 
and personal loans (totaling approximately $18,000) and relied on the remaining accessible credit to 
help smooth the edges of their budget. The Cranes’ decision to access their equity put them in good 
company. In 2001, 7.7 million single-family homeowners in the United States had HELOCs, and 26% 
of them got one to consolidate debts—the second most popular reason for a HELOC, after home 
improvements (45%).18   

Things were going well for Sherry at work.  In September of 2002, she was promoted from 
seasonal employee to full-time employee.  Her income went up by 30% to $35,000 per year, and she 
was feeling increasingly confident about their household financial situation, particularly as their old 
Toyota had to be replaced with a newer car (and a new monthly payment).  Perhaps this was why she 
paid ever more attention to conversations in the break room at work, which often revolved around 
                                                           
13 Carol Leonnig, “How HUD Mortgage Policy Fed the Crisis,” The Washington Post, June 10, 2008, p. A1. 

14 Because VA loans allowed borrowers to get a mortgage at 100% loan-to-value, the loan amount of $161,500 is assumed to  
match the appraised value as of march 2001. The estimated increase in value was calculated using the home price index for the 
Lawrence Metropolitan Statistical Area, which is a regional, not city-level figure. Using this analysis, the home would have 
been worth roughly $175,000. By comparison, an analysis of the market value of this exact property at www.zillow.com 
estimated it at a slightly higher figure of $180,000, accessed October 2008. 

15 The “prime” rate is the rate typically reserved for high credit-quality borrows. It is reported by the Wall Street Journal based 
on a regular bank survey of the 30 largest banks. See www.bankrate.com, accessed October 2008.   

16 http://www.federalreserve.gov/pubs/HomeLine/, accessed October 2008. 

17 By comparison, the average rate for a $30,000 home equity loan at the time was 6.88%. See http://web.archive.org/web/ 
20020402002852/www.bankrate.com/brm/graphs/graph_trend.asp?product=6&prodtype=L&ad=loan&nav=home_eq_30K_
graph&page=default, accessed April 2009. 

18 Linda Cavanaugh, “Home Equity Lines of Credit—Who Uses This Source of Credit?” U.S. Census 2000 Brief, 2007. 
Compared to 1991, the percentage of homeowners who took out a HELOC for debt consolidation grew by 5 percentage points 
and the loans for home improvements fell by 9 percentage points. The average rate for a HELOC at the beginning of 2002 was 
4.49%. See http://web.archive.org/web/20020214064900/www.bankrate.com/brm/rate/loan_home.asp?nav=left_nav_home 
_equity&page=default, accessed October 2008. 
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what people were doing with, or to, their houses. Who was buying a home for the first time, who was 
upgrading to a “better one,” and who was making what home improvements were hot topics.  Many 
people were consolidating their debt as well.  Sherry began to think that she and Ken could indeed do 
better by consolidating again through a refinance. She wasn’t the only one with refinancing on her 
mind. In 2001, mortgage refinancings had comprised more than half of the approximately $2.3 billion 
in all mortgage production nationwide.19 

The more Sherry thought about the merits of refinancing, the more ads and solicitations she began 
to see. On billboards, in the newspaper, and in her mailbox, it seemed that every bank and mortgage 
company was encouraging homeowners to refinance. One day in December 2002, she called one of 
the numbers she saw in a newspaper advertisement: Ameriquest Mortgage in Beverly,  
Massachusetts, about 30 minutes away. Sherry was put right through to one of their loan officers, Tim 
Sullivan, who promptly gathered some information from Sherry over the phone. He asked her about 
her current mortgage and financial situation and told her that it looked like they could definitely “do 
something for her” by putting her into an Ameriquest loan. Sherry instantly liked Sullivan and was 
impressed with his knowledge. He said he would arrange everything, including an appraisal, and get 
back to her soon.  

Lenders, Brokers, and Yield-Spread Premiums 

Sullivan was a loan officer in the local Ameriquest office.  His job was to find borrowers, counsel 
them during the process, coordinate appraisals and credit reports, and put the borrower into a loan 
that would both be acceptable to the borrower and maximize the return for Ameriquest.  Many loan 
officers’ incomes were related to the number of loans they made and the rates at which they made 
them.  Loan officers received financial incentives based on the terms of the loans they sold.  These 
commissions were not seen by borrowers, in that there was no explicit disclosure.   

Not all mortgage loans were made this way.  Many lenders did not offer loans directly through 
their lending offices, but through mortgage brokers.  Mortgage brokers had access to many lenders, 
each of whom offered different types of loan products, with different criteria and broker incentives. 
Unlike loan officers who would lend their own institution’s money, brokers were matchmakers.  

Mortgage brokers were paid through some combination of fees levied at the point of closing. Most 
common was an “origination fee,” usually set at 1% of the total loan amount. Sometimes, they made 
money on other “document preparation” or “processing” fees.20 But it was becoming ever more 
common, particularly for subprime loans, for brokers to make money by virtue of a “yield spread 
premium.”21   

Each day, brokers would receive “rate sheets” from their wholesale lenders, informing them of the 
interest rates for various loan products, incentives for selling certain types of loans, and “premiums” 
the lender would be willing to pay if they sold loans at specified rates higher than the quoted 
wholesale “par” rates. (See Exhibit 8 for selected rates on investments as of December 31, 2002.) If a 
broker could close on a rate “above par,” he would receive this premium payment in the form of a 

                                                           
19 Mortgage Bankers Association, “Housing and Mortgage Markets: An Analysis,” MBA Research Monograph Series No. 1, 2005. 

20 H. Jackson and L. Burlingame, “Kickbacks or Compensation: The Case of Yield Spread Premiums,” Stanford Journal of Law, 
Business, and Finance 12 (2): Spring 2007.   

21 Amanda Gengler, “Mortgage Brokers: The Salesman Factor,” Money, July 26, 2007, http://money.cnn.com/2007/07/24/ 
real_estate/salesman_factor.moneymag/index.htm, accessed October 2008. 
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“rebate” from the lender.22 It was up to the broker to determine how high he could drive the interest 
rate and, consequently, his commission. As this arrangement was between the lender and the broker, 
any premium paid by the lender typically was not disclosed to the borrower. 

Assuming everything else was in order and the borrower accepted the loan at the determined rate 
and terms he stated, the closing would go forward. The required HUD-1 Settlement Statement 
outlined the dollars due to and from both the borrower and the seller in the deal.23 However, the 
payment to the broker was considered “paid outside of closing” (i.e., not calculated as either a 
borrower or seller cost). As such, this commission was noted in a less conspicuous place in the 
document. 

Whether a loan officer for a direct lender, or a mortgage broker serving as a “matchmaker,” once 
the closing went through, and assuming that the borrowers did not exercise their three-day right to 
rescind the contract, the commission was comprised of whatever compensation the lender offered to 
the officer for originating the loan, any fees that may have been attached to the transaction at closing 
and, in the case of the broker, any yield spread premium received.24 The earnings from the premium 
alone could be substantial: a $200,000 loan with a one percentage point increase above par could 
mean a premium payment of $4,750.25   

Underwriting and Lending 

Once a lender received the application and all of the submitted documents from a broker, the 
underwriting process began. Underwriting determined whether the level of risk the borrower posed 
to the lender was acceptable and under what terms. Traditional or “standard” underwriting practices 
in the industry were designed to mitigate risk to both the lender and the borrower (see Exhibit 9). 
The most prudent underwriters typically managed risk by ensuring that even if one of the categorical 
requirements was not fully met, it was offset by having met the standards in the others. Borrowers 
with less-than-ideal circumstances could still secure a mortgage, although at a higher rate. The 
reasons for this could vary. In some cases, borrowers who were self-employed couldn’t show steady 
income. In other cases, a recent illness may have reduced a borrower’s annual income, leading to 
incidences of late payments before getting back on track.   

While lower risk or “preferred” borrowers received prime rates, higher-risk borrowers were 
typically categorized as “subprime.” Subprime mortgages were designed as a way to allow 
borrowers with less-than-perfect credit profiles the opportunity to purchase a home and invest in 
their futures.26 They came about partially as a result of the increasing flexibility granted to lenders by 

                                                           
22 Brokers increased their compensation by an average of $1,046 on loans with yield-spread premiums over comparable loans 
without them. See Jackson and Burlingame, “Kickbacks or Compensation.” The authors provide an example of one 30-year 
fixed-rate mortgage of $106,850, using the lenders rate sheet. The par rate on the loan was set at 6.5%. However, if the broker 
were to close the loan at an above-par rate of 7.125%, he would have received a commission worth 1.625% of the loan amount 
($1,736). At the above-par rate of 7.5%, his commission would have been 2.375% of the loan amount ($2,538).   

23 “The HUD-1 is to be used as a statement of actual charges and adjustments to be given to the parties in connection with the 
settlement,” http://www.hud.gov/offices/hsg/sfh/res/resappa.cfm. The standard form can be found at: 
http://www.hud.gov/offices/adm/hudclips/forms/files/1.pdf. 

24 http://www.mtgprofessor.com/a%20-%20options/prepayment_penalty.htm, accessed October 2008. 

25 Calculated based on the rate sheet provided in Jackson and Burlingame, “Kickbacks or Compensation.” 

26 As the number of qualified borrowers grew, so did mortgage market investment opportunities. Mortgage-backed securities 
or mortgage-related bonds were becoming increasingly common investment instruments. According to the Securities Industry 
and Financial Markets Association (SFIMA), in 1996, mortgage-related bond investments issuances totaled $492.6 billion. By 
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two acts of Congress. First, the Depository Institutions Deregulatory and Monetary Control Act in 
1980, in a response to the high interest rates at the time, eliminated interest rate ceilings with the 
intention of making it easier for banks to meet market-rate interest rates.27 In doing so, it also made it 
legal for financial institutions to charge high rates and fees to borrowers.28 The Tax Reform Act of 
1986 also stimulated greater home borrowing by disallowing tax deductions on any consumer loan 
interest other than mortgage interest. Many consumers took this opportunity to do “cash-out” 
refinancing, taking on larger loans but receiving the difference in cash.29 In 2001, more than 58% of 
mortgage originations were for the purpose of refinancing (see Exhibit 10).30 

The underwriting process was the same for prime and subprime lending. Through the use of new 
technology, lenders had the ability to do more tailored risk assessments than in the past. This often 
meant that people who would have been denied credit in the past could now access it, although at a 
higher interest rate.31 Lenders based the cost of the subprime loan on a “termination profile,” that is, 
the likelihood that the borrower would default. Typically, although not always, borrowers with credit 
scores under 620 were thought to be ineligible for prime-rate loans unless they made substantial 
down payments.32 Given that the average credit score in 2000 was just under 622, the presumed 
market for subprime mortgage lending was quite large.33   

In addition to higher rates, subprime clients more often were marketed products that would make 
the loan payments lower at the outset, but higher later on.34 One common type was called a 2-28 
hybrid adjustable rate mortgage (ARM).35 The rate on this loan was fixed for the first two years, but 
changed to an adjustable rate for the remaining 28 years of the 30-year mortgage. The adjustable rate 
was set to a rate index, typically the London Interbank Offered Rate (LIBOR) (see Exhibit 11) or the 
Cost of Funds Index (COFI), and typically was 1 to 1.5 percentage points lower than the 
corresponding fixed rate (see Exhibit 12). A variation on this loan included the “option ARM,” a 
negative amortization loan that allowed a borrower to elect to pay less than the calculated payment 
of principal and interest, typically until the balance reached a loan-to-value ratio (LTV) of 125%, and 
the similar “interest-only” loan, where the borrower paid only the interest for a fixed period of time, 
up to a maximum LTV.   

Other loan features—including zero-down payments (i.e., the borrower needed to put no money 
down on the loan), balloon payments (i.e., a lump-sum payment at a given point in time of the loan), 

                                                                                                                                                                                    

2002, it was $2,249.2 billion. See www.sifma.org/research/pdf/Overall_Issuance.pdf. (See this and other investment options in 
Exhibit 8.) 

27 David S. Holland, When Regulation Was Too Successful—the Sixth Decade of Deposit Insurance: A History of the U.S. Banking 
Industry in the 1980s and Early 1990s (Westport, CT: Praeger Publishers, 1998). 

28 Chomsisengphet and Pennington-Cross, “The Evolution of the Subprime Mortgage Market.” 
29 Ibid. 

30 Ibid. Similarly, “cash-out” refinancings comprised just over one-half of all subprime loan originations in the late 1990s and 
into early 2000s.   

31 Ibid. Similarly, “cash-out” refinancings comprised just over one-half of all subprime loan originations in the late 1990s and 
into early 2000s.   

32 Governor Edward M. Gramlich, Remarks at the Financial Services Roundtable Annual Housing Policy Meeting, Chicago, IL, 
May 21, 2004, http://www.federalreserve.gov/boarddocs/speeches/2004/20040521/default.htm, accessed October 2008. 

33 Chomsisengphet and Pennington-Cross, “The Evolution of the Subprime Mortgage Market.”  
34 Sue Kirchoff and Sandra Block, “Subprime loan market grows despite troubles,” USA Today, December 7, 2004. 

35 Other structures included 3-27, 5-25, etc. 
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and prepayment penalties (i.e., penalties if a borrower chose to pay off the loan before maturity or 
another established date)—became more commonplace in mortgages, as the drive to meet the needs 
of more and more borrowers grew.36 It was common also to layer more than one higher-cost feature 
into a subprime loan as well. For example, 80% of the subprime ARMs that originated from 2000 to 
2002 were subject to a prepayment penalty, compared to only 45% for those with fixed rates.37 With 
all of these options in the market, and for a variety of political, regulatory, and economic reasons, 
subprime lending grew. Between 1994 and 2002, the total origination values of the subprime market 
increased from $33.3 billion to $229.5 billion38 (see Exhibit 13). 

The Christmas Eve Closing 

In less than a week, Sherry got a call back from Sullivan. He talked with her about how much 
Sherry’s house had appreciated in value since they bought it. On the down side, he said, their credit 
score was in the “subprime range,” not high enough to get the best rates. Even so, Sullivan explained, 
Ameriquest had approved the Cranes’ loan, a 2-28 hybrid ARM. With a fixed introductory rate, he 
explained, the mortgage payments would be less expensive for the first two years than they would be 
with any 30-year fixed-rate product he could offer.39 He told them that down the road, if they made 
payments on time, they could probably refinance into a lower rate, especially because current trends 
indicated that their home value (and their equity) would be even higher. He had also prepared a 
preliminary Truth-in-Lending Disclosure (similar to the one in Exhibit 6 but with different terms), 
which included a notation that a prepayment penalty “may” be applied, and a Good Faith Estimate 
detailing anticipated costs of the transaction.40 

Sherry and Sullivan agreed that they would all meet to talk about it a bit more. The only time he 
was available before the holidays, he said, was 3 p.m. on December 24th, Christmas Eve. When the 
Cranes arrived in Beverly that afternoon, they were surprised to find that Sullivan already had 
prepared everything necessary to close the loan that day. While they weren’t expecting to close just 
then, it did all seem to make sense. They signed the documents for a new mortgage with Ameriquest. 

In doing so, they paid off their previous mortgage with Cendant (at a cost of $162,353) and their 
HELOC with Sovereign (which was now $26,311) (see Exhibit 14). They also paid down some of the 
other consumer debt they had accumulated, including $8,663 to credit cards--a portion of the total 
$11,872 owed to a total of nine cards with balances ranging from $142 to $7400.  The average credit 
card rate as of 2002 was 14.72%.41  They also paid off the installment loan with CitiFinancial, a lender 

                                                           
36 Personal communication with lending industry professional. 

37 Chomsisengphet and Pennington-Cross, “The Evolution of the Subprime Mortgage Market.” 
38Even so, due to the extensive amount of refinancing that occurred during this period, and the fact that subprime loans 
tended “to be less responsive to interest rate changes,” the subprime market share of all originations went from 10.2% in 1995 
to a peak of 14.5% in 1997 and then down to 8.4% in 2001. Ibid., p. 37. 
39 In December 2002, the 30-year fixed rate was 6.1%, and the one year ARM rate was 4.5%. (See Exhibit 12.) According to 
HSH Associates, publishers of consumer loan information, subprime rates were estimated to be at least 2% higher or more. See 
http://seattlepi.nwsource.com/money/25318_quinn31.shtml. See also http://research.stlouisfed.org/publications/review/ 
06/01/ChomPennCross.pdf, accessed April 2009. Therefore, a comparable subprime fixed rate for this mortgage could be 
estimated at 8.1%.  
40Records show that these preliminary forms were not signed. 

41 http://money.cnn.com/2002/09/24/pf/banking/q_rates/  (accessed April 2010). 
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who charged an average of 15.6%.42 They did not consolidate their car loan, which was at 5%. Their 
new mortgage of $206,100 was a 2-28 hybrid ARM with an introductory fixed rate of 8.9%. After the 
first two years, it would adjust according to the LIBOR (see Exhibit 15 for these and other terms).43   

When Sherry woke up on Christmas morning, she couldn’t help but wonder if they had rushed 
into their decision the day before. She didn’t want to think about it just then, though. What she really 
wanted to do was enjoy the special day with her family. “Besides,” she thought, “I have three days to 
decide.”   

 

                                                           
42 Lew Sichelman, January 2002, “Community Group Claims CitiFinancial Still Predatory”, Origination News, 11:4 p. 25, 

43 According to the Ameriquest HUD-1 statement, settlement charges on the loan totaled $3,101, which included an appraisal 
fee ($275), title fees ($366) , title insurance ($569), Ameriquest service fees ($70), legal fee ($546), recording fee ($145), courier fee 
($45), partial month interest ($50), hazard insurance ($541), two months of property taxes ($288), and a .1% loan discount to 
Ameriquest ($206). These charges were rolled into the total loan amount and were not paid out of pocket. 
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Exhibit 1 Home Sales, Lawrence, Massachusetts, 1988–2002 

 

Year Single Family Homes Condos All Home Types

1988 $126,400 $87,700 $127,000

1989 $125,250 $93,000 $130,000

1990 $109,500 $60,000 $109,000

1991 $102,500 $60,000 $88,000

1992 $85,000 $39,380 $60,000

1993 $77,750 $45,250 $56,000

1994 $74,000 $17,500 $46,400

1995 $70,750 $27,000 $53,000

1996 $77,750 $25,750 $62,250

1997 $84,250 $30,450 $72,000

1998 $95,000 $46,500 $85,000

1999 $106,200 $45,500 $102,000

2000 $124,900 $57,500 $119,900

2001 $152,000 $78,500 $149,000

2002 $182,500 $95,000 $190,000

Median Prices for Home Sales, Lawrence, MA
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Year
Single Family 

Homes
Condos

Multifamily 
Homes

Total Home 
Sales

1988 186 64 603 853

1989 156 95 408 659

1990 90 171 159 420

1991 102 109 116 327

1992 122 131 205 458

1993 154 127 366 647

1994 180 133 472 785

1995 196 144 464 804

1996 218 141 457 816

1997 222 93 532 847

1998 212 97 545 854

1999 274 70 681 1,025

2000 273 68 626 967

2001 261 85 671 1,017

2002 278 73 748 1,099

Number of Home Sales, Lawrence, MA
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Number of Home Sales in Lawrence, MA 1988-2002

 

Source: Compiled by casewriter using data from The Warren Group, Town Stats, http://www.thewarrengroup.com/ 
portal/Products Services/TownStats/tabid/ 142/Default.aspx, accessed October 2002. 
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Exhibit 2 Map of Lawrence, Massachusetts, and Surrounding Towns 

City of Lawrence and Surrounding Towns  

§̈¦495

§̈¦495

§̈¦495

§̈¦495

!(28 !(114

!(110

CITY OF LAWRENCE

NORTH LAWRENCE 

SOUTH LAWRENCE 

To Methuen

To North Andover 

To Andover

To Methuen 

To Andover 

 

Source: Casewriter and the Merrimack Valley Planning Commission, using supporting data files from Massachusetts 
Executive Office of Environmental Affairs/MassGIS. 

 

Exhibit 3 U.S. and Massachusetts Home Ownership Rates, 1900–2000 
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Source: Compiled by casewriter based on U.S. Census Data. 
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Exhibit 4 Household Assets, City of Lawrence and Mt. Vernon Neighborhood, Massachusetts, 2001 

City Mt. Vernon
Total Population 72,043 7,041
Total Households 25,197 2,810
Percentage of Hispanic Households 49% 13%

Percentage of Owner-Occupants 32% 63%
Median Household Income* $27,983 $45,981

% of Households with 
Asset

Aggregate Value 
($000)

Value per HH* 
($000)

% of Households with 
Asset

Aggregate Value 
($000)

Value per HH* 
($000)

Transaction Accounts 14.45% $262,763 $10.43 15.52% $31,556 $11.23
CDs 24.38% $130,636 $5.18 26.12% $15,093 $5.37
Savings Bonds 3.93% $20,252 $0.80 4.41% $2,339 $0.83
Bonds 17.86% $113,189 $4.49 19.54% $14,709 $5.23
Stocks 14.06% $175,169 $6.95 15.62% $22,083 $7.86
Mutual Funds 46.62% $276,586 $10.98 50.21% $35,233 $12.54
Retirement Accounts 32.97% $954,568 $37.88 35.30% $121,437 $43.22
Life Insurance with Cash Value 4.09% $154,567 $6.13 4.56% $18,566 $6.61
Other Managed Assets 11.81% $112,445 $4.46 11.64% $13,748 $4.89
Other Financial Assets 91.42% $63,242 $2.51 93.20% $7,377 $2.63
Any Financial Assets 84.30% $2,263,323 $89.83 86.30% $282,139 $100.41
Vehicle Assets 35.20% $785,989 $31.19 64.95% $87,993 $31.31
Primary Residence 19.83% $4,630,770 $183.78 21.99% $586,300 $208.65
Investment Real Estate 12.53% $1,033,146 $41.00 13.52% $128,267 $45.65
Business Assets 9.90% $979,478 $38.87 10.53% $121,654 $43.29
Other Non-Financial Assets 90.93% $88,657 $3.52 93.27% $10,637 $3.79
Any Non-Financial Assets 35.20% $7,518,050 $298.37 64.95% $934,850 $332.69

* Value per household is the total value divided by the total number of households in the designated geographic area

City Mt. Vernon Neighborhood

SOURCE:  Compiled by case writer using data from Applied Geographical Systems, Household Finances 2001 (Based on US Census Survey of Consumer Finances); and Census 2000.  Mt. 
Vernon Neighborhood represents Census tract 2518
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Exhibit 5 Monthly Household Budget as of March 2001 

 
 
Source: Crane household documents, including mortgage application, and casewriter estimates. 

Sherry's gross wages $2,263 Social Security $140
Sherry's U.S. Navy Reserve stipend $195 Medicare $33
Ken's monthly VA income $1,015

Total monthly mortgage payment (principal and interest) $1,099
         Mortgage principal average through 12/31/01 $129
         Mortgage interest average through 12/31/01 $970

Property tax (assessed at $111,100 for 2001 and 2002) $145
Homeowners insurance $32

Car loan (Ford) $252
Personal and motorcycle loans $230

Student loans1 $138

Excise Taxes $5
Electricity $80
Oil heat @ $1.24/gallon, annualized $31
Water and sewer $25
Home repair and maintenance $100
Phone $45
Cable television $40
Child support $240
Car insurance $190
Life insurance $10
Health insurance $84
Food $250
Gas @ $1.50/gallon $75
U.S. Navy dues $25
Newspaper subscription $15
Other:  $200

Clothing
Personal care
Gifts
Hobbies
Entertainment

Monthly Gross Income $3,473 Monthly Budgeted Expenses $3,484

House 161,500 Mortgage 161,050
Checking $1,442 Car 1 loan (Ford) $10,594
Savings $2,831 Personal loan $2,435
Gift toward purchase $1,500 Motorcycle loan $4,965
Car 1 (Ford) $10,750 Student loans $11,300
Car 2 (Toyota) $3,800
Motorcycle $6,800

Total Assets $188,623 Total Liabilities $190,344

Source:  Income, liabilities, and monthly payments on loans were based on Cendant loan application, with the exception of the 
student loan balance which was calculated using credit report files from 2002.  Budget figures come from household files and 
interviews unless otherwise indicated.

1 Interest rates for federal student loans often were variable.  Crane documents do not indicate the exact rate for this loan.  However, 
as of 2000-2001, the federal student loan rate was 8.19%. http://www.finaid.org/loans/historicalrates.phtml (accessed July 2010).

Monthly Household Budget as of March 2001
INCOME BUDGETED EXPENSES

According to Cendant Loan Application

Balance Sheet as of March 2001
Assets Liabilities
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Exhibit 6 Cendant Mortgage Documents: Selected Application Details, Truth-in-Lending 
Disclosure, Veterans Administration Mortgage Rider, and Related Information (March 23, 2001) 

Excerpt from Uniform Residential Loan Application: “Details of Transaction” 
 

a. Purchase Price $157,900.00 j. Subordinate financing

b. Alterations, improvements, repairs k. Borrowers closing costs paid by Seller $1,130.57

c. Land (if acquired separately) l. Other Credits (explain)

d. Refinance (inc. debts to be paid off) m. Loan amount (exclude PMI, MIP, Funding Fee financed) $157,900.00

e. Estimated prepaid items $1,350.47 n. PMI, MIP, Funding Fee financed $3,150.00

f. Estimated closing costs $2,657.10 o. Loan amount (add m and n) $161,050.00

g. PMI, MIP, Funding Fee $3,158.00 p. Cash from/to Borrower (subtract j,k,l & o from i) $2,885.00

h. Discount (if Borrower will pay)

i. Total Costs (add items a through h) $165,065.57  

*PMI and MIP are forms of mortgage insurance.  PMI, private mortgage insurance, is required on all conventional loans where 
the LTV is >80%. MIP, mortgage insurance premium, is applicable only to FHA loans and for at least the first five years and 
until the loan reaches 78% LTV.   

Source: Crane household files.   

Note: This table represents a portion of the Uniform Residential Loan Application, Fannie Mae form 1003, and includes 
actual details from the Cranes’ mortgage application dated 3/23/01. The form and instructions can be found at 
http://www.efanniemae.com/sf /formsdocs/forms/1003.jsp, accessed October 2008. 
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Exhibit 6 (continued)  

Truth-in-Lending Disclosure 

 
ANNUAL PERCENTAGE 
RATE  
The cost of your credit at a 
yearly rate.                                   

 
FINANCE CHARGE              
The dollar amount the credit 
will cost you.       

 
Amount Financed                    
The amount of credit provided 
to you or on your behalf. 

Total of Payments                
The amount you will have 
paid after you have made 
all payments as scheduled. 

        
        

7.4848  % $                            238,441.99 $                            157,065.63 $                        395,507.62 
Payments.  Your payment schedule will be: 

Number of Payments Amount of Payments When Payments Are Due – Monthly Beginning 
 

359 
1 

 
 
 
 

 
 

 
1,098.65 
1,092.27 

 
05/01/2001 
04/01/2031 

 

Demand Feature:                  This obligation does not have a demand feature.                     This obligation has a demand feature. 

Adjustable Rate:                    This loan does not have a variable rate feature.                      This loan has a variable rate feature.         
1                                                                                                                                             Disclosures have been provided to you. 
1                         Your ARM index is at closing 0.0000 

Late Charge:           If a payment is more than 15 days late, you will be charged 3.00 % of the total monthly payment. 

Prepayment:           If you pay off early you: 

                                                may                                        will not                  have to pay a penalty. 

                                                may                                        will not                  be entitled to a refund of part of the finance charge.   

 

Security:                 You are giving us a security interest in:                                                                       LAWRENCE, MA 01843 

                                               The property being purchased.                                                                                                                  

                                               The property being refinanced.                                                                                                                 

Insurance: Property Insurance or Fire and extended coverage is required as a condition of your loan.  In addition, if the 
property securing this loan is located in a flood hazard area, you will be required to purchase flood insurance.  
You may obtain insurance from anyone you want that is acceptable to Lender.  

Assumption:  Someone buying your house may be allowed to                    Someone buying your house cannot          
s              assume the remainder of the mortgage on the                        assume the remainder of the mortgage      
j               original terms (subject to certain conditions).                        on the original terms.      

X 

X      

X 

 

 

 

X

X

X 

 

See your contract documents for any additional information about prepayment refunds, penalties, any required prepayment in full 
before the scheduled date, non-payment and default.  
 
   All dates and numerical disclosures except the late payment disclosures are estimates. 
 
This is neither a contract nor commitment to lend.

 

 

Source: Crane household files. 
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Exhibit 6 (continued) 
 

 

Source: Crane household files, mortgage application dated March 23, 2001.  
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Exhibit 6 (continued) 

VA GUARANTEED LOAN AND ASSUMPTION POLICY RIDER 

NOTICE: THIS LOAN IS NOT ASSUMABLE WITHOUT THE APPROVAL OF THE DEPARTMENT OF VETERANS 
AFFAIRS OR ITS AUTHORIZED AGENT. 

THIS VA GUARANTEED LOAN AND ASSUMPTION RIDER is made this 23rd day March, 2001, and is incorporated into 
and shall be deemed to amend and supplement the Mortgage, Deed of Trust or Deed to Secure Debt (herein “Security Instrument”) 
dated of even date herewith, given by the undersigned (herein “Borrower”) to secure Borrower’s Note to Cendant Mortgage 
Corporation (herein “Lender”) and covering the Property described in the Security Instrument and located at [blacked-out line for 
confidentiality     

(Property Address) 

VA GUARANTEED LOAN COVENANT: In addition to the covenants and agreements made in the Security Instrument, 
Borrower and Lender further covenant and agree as follows:   If the indebtedness secured hereby be guaranteed or insured under 
Title 38, United States Code, such Title and Regulations issued thereunder and in effect on the date hereof shall govern the rights, 
duties and liabilities of Borrower and Lender.  Any provisions of the Security Instrument or other instruments executed in 
connection with said indebtedness which are inconsistent with said Title or Regulations, including, but not limited to, the provision 
for payment of any sum in connection with prepayment of the secured indebtedness and the provision that the Lender may 
accelerate prepayment of the secured indebtedness pursuant to Covenant 18 of the Security Instrument, are hereby amended or 
negated to the extent necessary to conform such instruments to said Title or Regulations. 

LATE CHARGE: At Lender’s option, Borrower will pay a “late charge” not exceeding four per centum (4%) of the overdue 
payment when paid more than fifteen (15) days after the due date thereof to cover the extra expense involved in handling delinquent 
payments, but such “late charge” shall not be payable out of the proceeds of any sale made to satisfy the indebtedness secured 
hereby, unless such proceeds are sufficient to discharge the entire indebtedness and all proper costs and expenses secured hereby. 

GUARANTY: Should the Department of Veterans Affairs fail to refuse to issue its guaranty in full amount within 60 days from 
the date that this loan would normally become eligible for such guaranty committed upon by the Department of Veterans Affairs 
under the provision of Title 38 of the U.S. Code “Veterans Benefits,” the Mortgagee may declare the indebtedness hereby secured 
at once due and payable and may foreclose immediately or may exercise any other rights hereunder or take any other proper action 
as by law provided.   

TRANSFER OF THE PROPERTY: This loan may be declared immediately due and payable upon transfer of the property 
securing such loan to any transferee, unless the acceptability of the assumption of the loan is established pursuant to Section 3714 
of Chapter 37, Title 38, United States Code. 

An authorized transfer (“assumption”) of the property shall also be subject to additional covenants and agreements as set forth 
below: 

   (a)  ASSUMPTION FUNDING FEE: A fee equal to one-half of 1 percent (.50%) of the balance of this loan as of the date of 
transfer of the property shall be payable at the time of transfer to the loan holder or its authorized agent, as trustee for the 
Department of Veterans Affairs.  If the assumer fails to pay this fee at the time of transfer, the fee shall constitute an additional debt 
to that already secured by this instrument, shall bear interest at the rate herein provided, and, at the option of the payee of the 
indebtedness hereby secured or any transferee thereof, shall be immediately due and payable.  This fee is automatically waived if 
the assumer is exempt under the provisions of 38 U.S.C. 3729 (c). 

   (b) ASSUMPTION PROCESSING CHARGE: Upon application for approval to allow assumption of this loan, a processing 
fee may be charged by the loan holder or its authorized agent for determining the creditworthiness of the assumer and subsequently 
revising the holder’s ownership records when an approved transfer is completed.  The amount of this charge shall not exceed the 
maximum established by the Department of Veterans Affairs for a loan to which Section 3714 of Chapter 37, Title 38, United 
States Code applies. 

   (c)  ASSUMPTION INDEMNITY LIABILITY: If this obligation is assumed, then the assumer hereby agrees to assume all of 
the obligations of the veteran under the terms of the instruments creating and securing the loan.  The assumer further agrees to 
indemnify the Department of Veterans Affairs to the extent of any claim payment arising from the guaranty or insurance of the 
indebtedness created by this instrument. 

IN WITNESS WHEREOF, Borrower(s) has executed this VA Guaranteed Loan and Assumption Policy Rider.   

Source: Public document. 
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Exhibit 7 Median Home Values, 1940–2000 
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Source: Compiled by casewriter using U.S. Census data. Adjusted to 2000 dollars. 

 

 

Exhibit 8 Selected Rates as of December 31, 2002 

U.S. Treasury, 1 year bond 1.32%
U.S. Treasury, 2 year bond 1.61%
U.S. Treasury, 5 year bond 2.78%
U.S. Treasury, 10 year bond 3.83%
U.S. Treasury, 30 year bond 4.95%
Corporate AA bond 6.49%
Mortgage backed security 4.09%
6 month LIBOR 1.38%
1 year LIBOR 1.45%

Selected Rates as of 12/31/2002

 

Source: Compiled by casewriter using Global Financial Data for Treasury and corporate bonds; Thomson DataStream for 
Merrill Lynch Mortgage Master bond index (mortgage backed security); http://www.wsjprimerate.us/libor/ 
libor_rates_history.htm#liborpreviousmonth for LIBOR. 

Note: “The Merrill Lynch U.S. Mortgage Backed Securities Index tracks the performance of U.S. dollar denominated  
fixed rate and hybrid residential mortgage pass-through securities publically issued by U.S. agencies in the U.S. 
domestic market.” This and other information at http://www.mlindex.ml.com/gispublic/bin/getdoc.asp?fn= 
M0A0&source=indexrules. 
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Exhibit 9 Standard Underwriting Criteria 

Historically, young lending officers were taught the “Five Cs” to determine which type of loan a 
borrower could qualify for, how much credit should be advanced on a given property to a particular 
borrower, and how much the loan would cost the borrower, either upfront, in the long run, or both 
(i.e., higher risk = higher cost).   

1. Collateral: the value of the house being purchased, relative to the loan amount. Typically, this 
was referred to as the loan-to-value ratio or the LTV.  Standard practice set the maximum LTV 
at 80%.   

2. Credit/character: one’s Fair Isaac Corporation (FICO) score and credit report. Underwriters 
looked closely at one’s demonstrated willingness to pay, consistency of payment, what type of 
debt a person had and how they were using it. A FICO score ranged from 300 to 850. 
Anything above a 630 typically qualified for “prime” rates. Scores below 620 were typically 
considered “subprime” and therefore only could access higher cost loans. A borrower with a 
score of 500 would have a very difficult time securing a loan without an exceptionally high 
level of collateral. The interest rate difference between the “best” scores (i.e., lowest risk) and 
the “worst” scores (i.e., highest risk permitted) could be four or more percentage points. 

3. Capacity: typically determined by calculating “debt to income ratio,” where monthly gross 
income was divided by the total of housing costs (i.e., proposed mortgage payments, property 
taxes, home insurance), recurring debt payments (i.e., credit cards, personal or student loans), 
and any obligatory payments (i.e., child support, alimony). Standard practice considered a 
ratio of up to 36% to be acceptable. A ratio higher than 40% was thought to be an exception 
and required extenuating circumstances and excellent credit. 

4. Capital: the borrower’s portfolio of assets, including how much “stake” the borrower had in 
the house (i.e., he/she made a down payment or had accumulated equity). 

5. Conditions: what the loan was for, specifically. In the case of mortgages, the loan would be for 
either purchase or refinance. If it were for refinance, it could be for a variety of purposes, 
including to reduce the monthly payment, reduce the length of time of the loan, consolidate 
existing debt, make home improvements, pay for college tuition, make other investments, or 
“cash out” for other consumer-based expenses. 

The stronger a borrower’s profile, the more likely the borrower was to receive a “prime” rate loan. 
That is, he or she was able to get the best rates possible in the market, given their good credit and 
relatively low risk to the lender. 

Source: Casewriter. 
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Exhibit 10 Mortgage Originations by Product 

Dollars in Billions % of Total

Conventional/Conforming $1,265 57.1%

Jumbo1 $445 20.1%
FHA/VA $175 7.9%

Subprime2 $215 9.7%
Home Equity Loan $115 5.2%

TOTAL $2,215 100.0%

Adjustable rate (ARM) $355 16.0%
Fixed Rate $1,860 84.0%
Purchase $917 41.4%
Refinance $1,298 58.6%
Source:  Compiled by case writer based on data from Inside Mortgage Finance
1 Jumbo loans exceed the Fannie Mae and Freddie Mac limits, which were $275,000 in 2001 and $300,700 in 2002
2 Includes $55 billion in "Alt-A" loans which are thought to have a risk level "in between" that of prime and subprime loans

Mortgage Originations by Product, 2001

 

 

 
ARM Percent of Total Mortgage Applications, US, 1992-2002
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Source: Compiled by casewriter using data from Thomson Datastream, code USMACA/CB/CR. 
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Exhibit 11 Six-Month London Interbank Offered Rate (LIBOR), 1986–2002 
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Source: Compiled by casewriter based on data from Thomson DataStream.   
Note: The 6-month LIBOR as of March 2001 was 4.71. As of December 2002, it was 1.38. 

 

Exhibit 12 Mortgage Rates, 1983–2002 
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Source: Compiled by casewriter using Global Financial Data. 
Note: Average 30-year fixed and 1-year ARM rates for specific points in time were as follows: March 2001 (7.01, 6.51), 

March 2002 (6.97, 5.34), December 2002 (6.08, 4.47).    
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Exhibit 13 Subprime Mortgage Originations, 1994–2002 

Subprime Mortgage Originations, 1994-2002
(in billions of 2002 dollars)

Year
Subprime 

Originations
Total Originations

Subprime as % of 
Total

1994 33.3 736.3 4.5%
1995 61.9 605.5 10.2%
1996 91.9 747.9 12.3%
1997 119.0 818.2 14.5%
1998 142.9 1361.9 10.5%
1999 152.4 1214.3 12.6%
2000 131.4 998.1 13.2%
2001 164.8 2000.0 8.2%
2002 229.5 2647.6 8.7%

 

Excerpted from: www.federalreserve.gov. Remarks by Governor Edward Gramlich at the 

Financial Services Roundtable Annual Housing Policy Meeting, Chicago, IL, May 21, 2004. 

Source referenced is the Mortgage Statistical Annual, March 2004. NOTE: Subprime 

mortgages are defined in the Annual as “loans made to those who have impaired credit,” 

and are often characterized as “B” or “C” level lending, where “A” is prime and “A-” is 

between prime and subprime. 
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Exhibit 14 Monthly Household Budget as of December 2002   

 

 

 

 

 

Before Refinance After Refinance
Sherry's gross wages $2,932 Social Security $182 $182
Sherry's US Navy Reserve Stipend $338 Medicare $43 $43
Ken's monthly VA income $1,531

Total monthly mortgage payment (principal and interest) $1,099 $1,644
          Mortgage principal average 2002 and projected for 2003 $137 $120
          Mortgage interest average 2002 and projected for 2003 $962 $1,524
Property tax (assessed at $111,100 for 2001 and 2002) $145 $145
Homeowners insurance $32 $32

Home equity line of credit (HELOC) (interest only on $26,311 at 5.99% as of 12/02) $131 $0
 Principal average from 3/2002 to 12/2002 $0 n/a
 Interest average from 3/2002 to 12/2002 $131 n/a

Credit Cards (assuming minimum payment of 3% of balance) $356 $96
Car Loan (Subaru) $214 $214
Installment Loan $200 $0

Excise Taxes $5 $5
Electricity $80 $80
Oil heat @ $1.32/gallon, annualized $33 $33
Water and sewer $25 $25
Home repair and maintenance $100 $100
Phone, cable and internet $36 $36
Cable $36 $36
Internet $36 $36
Child support $240 $240
Car insurance $190 $190
Life insurance $11 $11
Health insurance $88 $88
Food $250 $250
Gas @ $1.60/gallon $80 $80
U.S. Navy dues $25 $25
Newspaper subscription $15 $15
Other:  $200 $200

clothing
personal care
gifts
hobbies
entertainment

Monthly Gross Income $4,801 Monthly Budgeted Expenses $3,852 $3,806

Before Refinance After Refinance
House $229,000 Mortgage $162,353 $206,100
Checking $1,050 HELOC $26,311 $0
Savings $800 Credit cards $11,872 $3,209
Car 1 (Ford) $9,400 Car 2 loan (Subaru) $9,255 $9,255
Car 2 (Subaru) $9,500 Installment loan $5,241 $0
Motorcycle $6,800 Student loans (payments deferred)1 $20,844 $20,844

Total Assets $256,550 Total Liabilities $235,876 $239,408

Source:  Income, liabilities, and monthly payments on loans were based on the Ameriquest loan application (which included a credit report) from 2002.  Other budget figures come from 
household files and interviews.

Before Refinance

1 Payments were not required when a borrower returned to school at least half-time (i.e., the loan was "deferred."), as Sherry did in the fall of 2001.  While she still had $9,900 in 
student loans outstanding, she borrowed an additional $11,000  to cover tuition, fees, books, supplies and other eligible costs.  However, interest continued to accrue at a variable rate 
and was added to the balance. Crane documents do not indicate the exact rate and terms of Sherry's student loans.  However, the variable interest rate for federal student loans as of 
2002-2003 was 4.06%, compared to 5.99% for 2001-2002 and 8.19% in 2000-2001. http://www.finaid.org/loans/historicalrates.phtml (accessed July 2010).  Borrowers had the option to 
consolidate the loans into a fixed-rate repayment plan.  It is unclear if Sherry did this.

Monthly Household Budget as of December 2002
 INCOME BUDGETED EXPENSES 

According to Ameriquest Loan Application

Balance Sheet as of December 2002
ASSETS LIABILITIES
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Exhibit 15 Ameriquest Mortgage Rider, December 24, 2002 

ADJUSTABLE RATE RIDER 
(LIBOR Six-Month-Index (As Published in the Wall Street Journal)-Rate Caps) 

 
THIS ADJUSTABLE RATE RIDER is made this 24th day of December, 2002 and is incorporated into 

and shall be deemed to amend and supplement the Mortgage, Deed of Trust or Security Deed (the “Security 
Instrument”) of the same date given by the undersigned (the “Borrower”) to secure Borrower’s Adjustable 
Rate Note (the “Note”) to Ameriquest Mortgage Company (the “Lender”) of the same date and covering the 
property described in the Security Instrument and located at: 
[Blacked-out line for confidentiality] Lawrence, MA 01843      
      [Property Address] 

THE NOTE CONTAINS PROVISIONS ALLOWING FOR CHANGES IN THE INTEREST 
RATE AND THE MONTHLY PAYMENT.  THE NOTE LIMITS THE AMOUNT THE 
BORROWER’S INTEREST RATE CAN CHANGE AT ANY ONE TIME AND THE 
MAXIMUM RATE THE BORROWER MUST PAY. 

 
ADDITIONAL COVENANTS.  In addition to the covenants and agreements made in the Security 

Instrument, Borrower and Lender further covenant and agree as follows: 
 
A.  INTEREST RATE AND MONTHLY PAYMENT CHANGES 

The Note provides for an initial interest rate of 8.900 %.  The Note provides for changes in the interest 
rate and the monthly payments, as follows: 

 
4.  INTEREST RATE AND MONTHLY PAYMENT CHANGES      

(A) Change Dates                
The interest rate I will pay may change on the first day of January, 2005, and on that day every 6th 

month thereafter.  Each date on which my interest rate could change is called a “Change Date.”  
            

(B) The Index                    
Beginning with the first Change Date, my interest rate will be based on an index.  The “Index” is the 

average of Interbank offered rates for six-month U.S. dollar-denominated deposits in the London market 
(“LIBOR”), as published in the Wall Street Journal.  The most recent index figure available as of the date 45 
days before each Change Date is called the “Current Index.” 
 

If the index is no longer available, the Note Holder will choose a new index which is based upon 
comparable information.  The Note Holder will give me notice of this choice. 

(C)  Calculation of Changes   

Before each Change Date, the Note Holder will calculate my new interest rate by adding six and one-quarter 
percentage points (6.250%) to the Current index.  The Note Holder will then round the result of this 
addition to the nearest one-eighth of one percentage point (0.125%).  Subject to the limits stated in Section 
4(D) below, this rounded amount will be my new interest rate until the next Change Date. 

The Note Holder will then determine the amount of the monthly payment that would be sufficient to 
repay the unpaid principal that I am expected to owe at the Change Date in full on the maturity date at my 
new interest rate in substantially equal payments.  The result of this calculation will be the new amount of 
my monthly payment. 
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Exhibit 15 (continued) 

(D)  Limits on Interest Rate Changes 

The interest rate I am required to pay at the first Change Date will not be greater than 10.900% or less 
than 8.900%.  Thereafter, my interest rate will never be increased or decreased on any single Change Date 
by more than one (1.000%) from the rate of interest I have been paying for the preceding six months.  My 
interest rate will never be greater than 14.900% or less than 8.900%. 

(E) Effective Date of Changes  

My new interest rate will become effective on each Change Date.  I will pay the amount of my new 
monthly payment beginning on the first monthly payment date after the Change Date until the amount of my 
monthly payment changes again. 

(F) Notice of Changes  

The Note Holder will deliver or mail to me a notice of any changes in my interest rate and the amount 
of my monthly payment before the effective date of any change.  The notice will include information 
required by law to be given me and also the title and telephone number of a person who will answer any 
question I may have regarding the notice. 

B. TRANSFER OF THE PROPERTY OR A BENEFICIAL INTEREST IN BORROWER  
 Section 18 of the Security Instrument is amended to read as follows: 

Transfer of the Property or a Beneficial Interest in Borrower.  As used in this Section 18, “Interest 
in the Property” means any legal or beneficial interest in the Property, including, but not limited to, those 
beneficial interests transferred in a bond or deed, contract for deed, Installment sales contract or escrow 
agreement, the intent of which is the transfer of title by Borrower at a future date to a purchaser. 

If all or any part of the Property or any interest in the Property is sold or transferred (or if Borrower is 
not a natural person and a beneficial interest in Borrower is sold or transferred) without Lender’s prior written 
consent, Lender may require immediate payment in full of all sums secured by this Security Instrument.  
However, this option shall not be exercised by Lender if such exercise is prohibited by federal law.  Lender 
also shall not exercise this option if: (a) Borrower causes to be submitted to Lender information required by 
Lender to evaluate the intended transferee as if a new loan were being made to the transferee; and (b) Lender 
reasonably determines that Lender’s security will not be impaired by the loan assumption and that the risk of 
a breach of any covenant or agreement in this Security Instrument is acceptable to Lender. 

To the extent permitted by Applicable Law, Lender may charge a reasonable fee as a condition to 
Lender’s consent to the loan assumption.  Lender may also require the transferee to sign an assumption 
agreement that is acceptable to Lender and that obligates the transferee to keep all the promises and 
agreements made in the Note and in this Security Instrument.  Borrower will continue to be obligated under 
the Note and this Security Instrument unless Lender releases Borrower in writing.  If Lender exercises the 
option to require immediate payment in full, Lender shall give Borrower notice of acceleration.  The notice 
shall provide a period of not less than 30 days from the date the notice is given in accordance with Section 
15 within which Borrower must pay all sums secured by this Security Instrument.  If Borrower fails to pay 
these sums prior to the expiration of this period, Lender may invoke any remedies permitted by this Security 
Instrument without further notice or demand on Borrower. 

BY SIGNING BELOW, Borrower accepts and agrees to the terms and covenants contained in this 
Adjustable Rate Rider. 

Source: Public document. 
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