Recent Developments in Home Equity Lending

Glenn B. Canner, Thomas A. Durkin, and Charles A. Most recently, to learn more about the current

Luckett, of the Board’s Division of Research andstatus of home equity lending, the Federal Reserve

Statistics, prepared this article. participated in the May through October 1997 Sur-
veys of Consumers, a monthly canvass conducted by

The equity that has accumulated in homes is one ofhe Survey Research Center of the University of

the largest components of U.S. household wealth. BuMichigan (for further details on the surveys, see the

unlike many other types of assets, home equity is noappendix). This article presents findings from those

highly liquid—it cannot, for instance, be readily used surveys and from other sources of information on

to purchase goods or services or to repay debt. Homkome equity lending.

equity is, however, a widely accepted form of collat-

eral for credit, and in recent years, homeowners have

borrowed large amounts against the equity in theiBACKGROUND

homes.

Home equity borrowing is frequently used as aHome equity credit is only one way homeowners can
substitute for consumer credit, either to finance newconvert their home equity (which is the difference
consumption expenditures or pay down outstandindgetween the home’s market value and its outstanding
consumer debt. This substitution generally lowers thenortgage debt) into spendable funds. Homeowners
interest expense of carrying debt and may furthemay sell their homes and purchase less expensive
reduce monthly debt service payments in the shorproperty or become renters. Alternatively, a home-
run by lengthening loan maturities. Of course, byowner may refinance an existing mortgage and bor-
replacing what is often unsecured debt with home+ow more than is required to pay off the old loan plus
secured debt, borrowers become exposed to the risklosing cost$. The availability of these alternatives
of more severe consequences in the event of somgreatly influences the home equity credit market.
financial setback that might impair their ability to Refinancings, which are apt to occur in large volume
service their debts. when interest rates fall, particularly affect home

In view of the growing importance of home equity equity lending because homeowners often pay off
credit in household finances, the Federal Reserve hagher debts, including home equity loans, when they
for a number of years closely followed developmentsrefinance an existing purchase-money mortgage.
in the home equity lending market. The Federal Home equity credit typically takes either of two
Reserve obtains information from monthly and quar-forms. One, referred to here as a “traditional home
terly reports from banks and other lending institu-equity loan,” is a closed-end loan extended for a
tions, and it has participated in several nationwidespecified length of time and generally requires repay-
surveys of household finances, including some thaiment of interest and principal in equal monthly
focus on the use of home equity lodns. installments. Such loans typically are second mort-

gages. Interest rates on these loans are ordinarily
fixed for the life of the loan. The second form, a

1. See Thomas A. Durkin and Gregory E. Elliehausen, 1977 Con-
sumer Credit Survey (Board of Governors of the Federal Reserve————
System, 1978); Robert B. Avery, Gregory E. Elliehausen, Glenn B. 2. In recent years, another option, the so-called reverse mortgage,
Canner, and Thomas A. Gustafson, “Survey of Consumer Financeshas become available. These mortgages allow homeowners with
1983,” Federal Reserve Bulletivol. 70 (September 1984), pp. 679— equity in their homes to take out mortgages that pay the homeowner,
92; Glenn B. Canner, James T. Fergus, and Charles A. Lucketttypically a retired person, a monthly amount without requiring imme-
“Home Equity Lines of Credit,” Federal Reserve Bulletinjol. 74 diate repayment. Repayment occurs at a specified time in the future,
(June 1988), pp. 361-72; Glenn B. Canner, Charles A. Luckett, andrdinarily when the house is sold.
Thomas A. Durkin, “Home Equity Lending,Federal Reserve Bulle- 3. See Glenn B. Canner, Thomas A. Durkin, and Charles A.
tin, vol. 75 (May 1989), pp. 333-44; Glenn B. Canner, Thomas A. Luckett, “Mortgage Refinancing,Federal Reserve Bulletirvol. 76
Durkin, and Charles A. Luckett, “Home Equity Lending: Evidence (August 1990), pp. 604-12; and Joseph Asher, “The Push is on
from Recent Surveys,Federal Reserve Bulletivol. 80 (July 1994),  for Home Equity Business,”ABA Banking Journal(April 1995),
pp. 571-83. pp. 56-59.
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“home equity line of credit,” is a revolving account 1. Péercentage o]f hon’rl]e eqé{itty crediihusetrs citing

H H H H advantages of such credit over other types
that permits blorro_vvmg_from time to time at the of credit. by type of home equity credit, 1997
account holder’s discretion up to the amount of the

credit line. Home equity lines of credit typically have Advantage Line of Traditional
more flexible repayment schedules than traditional
home equity loans, and the interest rates on most of (28 ferestfate oo i b 2
these loans vary with changes in an index rate, such Taxadvantage .................. . 38 40

. e o Convenienttouse............... 43 1
as the prime raté.The majority of credit lines are | Can defer repayment of principai|. . 4 +

2

also of second-mortgage status, but they would b OMer -+ : 4 2

first liens for homeowners who had no other mort- Nore. Data have been weighted to ensure the representativeness of the
gage debt outstanding when the lines were estatifioed t e up o wo advaniages for each type of redit.
lished. The survey results indicate that the users of *Less than 0.5 percent. S )
these two distinct types of home equity productswals' ;rr?r;"lgg;téga;cesstofundsand other responses indicating that convenience
themselves differ in measurable ways. 2. Ability to borrow a large amount, absence of closing costs, ability to

At the end of 1997, the outstanding home equity“*Ss,c: Siveys of Consumers, 1997, Here and in the following tables
debt of U.S. homeowners was an estimated $420 bilsurveys of Consumers refers to the monthly series by that name conducted by
lion, an amount that is fuIIy one-third the size of }gursdSeL:;\i/IzyoF;seezzcheienter of the University of Michigan. See text appendix
nonmortgage consumer debt. Home equity lenders
have been expanding their product offerings and
changing underwriting standards as they have gainedxample, job loss) or large and perhaps unexpected
experience with the market. Lenders have continuedlaims on their income (for example, large medical
to promote this product aggressively by waiving clos-expenses), drawing upon the equity in their homes
ing costs and other fees, offering low introductory may be the only means available to obtain needed
interest rates, and increasing the acceptable limits ofunds. Access to a home equity loan (a secured debt)
loan-to-value ratios. may be particularly important for such households if

they have had difficulty meeting loan obligations in

the past, because their ability to obtain other (unse-
HOLDINGS OFHOME EQUITY LOANS cured) types of credit is likely to be severely limited.

Before the mid-1980s, nearly all home equity bor-

Although households have used home equity loansowing was of the traditional type. Since then, home
for many years, their appeal for homeowners wasequity lines of credit have grown substantially in
heightened by the Tax Reform Act of 1986, which popularity. Although relatively attractive interest
mandated the phaseout of federal income tax deducates and tax advantages characterize both types of
tions for interest paid on nonmortgage consumeioan, the ability to draw money as needed has proved
debt. With this change in tax law, mortgage debt (onto be a particularly attractive feature of home equity
which the interest remained tax deductible) becamdines of credit.
more attractive to consumers for funding expendi- Surveys of households provide an opportunity to
tures that previously were financed through autotrace the extent of home equity borrowing over time.
loans, credit cards, or personal cash loans. Surveys sponsored by the Federal Reserve and others

The favorable tax treatment of debt secured byindicate that about 5 percent of homeowners had
homes, however, is only one reason for the popularithome equity debt in 1977 (table 2). By 1983, the
of home equity loans (table 1). Consumers also freproportion had risen to 7 percent. Following the 1986
quently cite the relatively low interest rates on hometax changes, lenders began to promote home equity
equity loans compared with most other forms oflending aggressively and greatly expanded the avail-
consumer credit as another important advantage.  ability of such credit. By the second half of 1988, the

For some homeowners, particularly those whoproportion of homeowners with home equity loans
encounter significant disruptions in income (for had risen substantially, to 11 percent, and was about

equally divided between home equity lines of credit
and traditional home equity loans.

4. Industry surveys find that well over 90 percent of home equity The prol?ort'on of homeowners with ho_me equity
lines of credit have variable rates, while the rates on only a smallloans continued to grow after 1988, reaching 13 per-
proportion of traditional home equity loans are variable. See Rich-cant in 1993-94. The 1997 survey indicated little
ard F. Demong and John H. Lindgren, Jr., “Home Equity Lending: further change in this proportion, but because of

Survey Reveals Bright PictureJournal of Retail Bankingyol. 17 h ‘ -
(Spring 1995), pp. 37-48. increases in both the rate of homeownership and the
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2. Percentage of homeowners with home equity credit, property. Between 1989 and 1996, the proportion of
by type of credit, selected years, 1977-97 conventional mortgages with high LTVs more than

Type 1977 ‘ 1933‘ 1988‘ 1993_*94 1997 tripled, from 7 percent to 25 percenfn increasing
incidence of home purchase loans with high LTVs

ANY ype .o ? [ means relatively more homeowners have little home
Line of credit .......... n.a. n.a. 6 8 8 i i i i
IS G geosonanang na. na 2 e g equity available to support home equity borrowing.

NotEe. Data have been weighted to ensure the representativeness of the
sample. Between 1988 (the first year for which the data are available) and 1997,
fewer than¥z percent of homeowners had both types of home equity credit.

n.a. Not available. SOURCES OFHOME EQUITY LOANS

Source. 1977 Consumer Credit Survey; 1983 Survey of Consumer Finances;
Surveys of Consumers, 1988, 1993-94, and 1997. Many types of financial institutions extend home
equity loans. Before the mid-1970s, home equity
number of households, theumber of households loans were most frequently supplied by consumer
with a home equity loan increased about 10 percentinance companies, second mortgage companies, and
from 1993-94 to 1997. individuals. Depository institutions—commercial

In contrast to the pattern of account holding banks, savings banks, savings and loan associations,
observed in 1988, both the 1993-94 and 1997 surand credit unions—were the source of only about
veys found that home equity lines of credit weretwo-fifths of these loan&.Today, commercial banks
more prevalent (8 percent of homeowners had thenare the primary source of home equity loans, although
in 1997) than traditional home equity loans (5 percenthe other types of depositories as well as finance
of homeowners). Taken together, roughly 9 million companies have significant market shares (table 3).
households had home equity loans in 1997. Household surveys indicate some specialization

The 1990s have seen several periods of extensivemong lenders in the type of home equity credit they
refinancing activity, particularly in 1992 and 1993. supply. Consumer finance companies continue to be
During those years, when interest rates on homa significant source of traditional home equity loans
mortgages fell substantially, millions of homeownerswhile playing a much smaller role in the market for
took advantage of the lower rates; in the process ohome equity lines of credit. Survey evidence indi-
refinancing their first mortgage, some rolled the out-cates that finance companies account for about
standing balances on their home equity loans int®5 percent of traditional home equity loans but only
the new loan. As a consequence, the proportions odbout 7 percent of the home equity line of credit
homeowners with home equity loans found in themarket. More than 90 percent of homeowners with
1993-94 and 1997 surveys were likely smaller tharhome equity lines of credit obtained them from
they would have been otherwise. depository institutions, most frequently commercial

A second factor that has likely held down the banks.
proportion of households with home equity loans in
recent years has been an increase in the share of ——
home purchase loans with high loan-to-value ratios 5. Terms on Conventional Home Mortgagesonthly release,

. . . table 1 (Federal Housing Finance Board).

(LTVs)—loans in which the amount borrowed is “g" see purkin and Elliehausen, “1977 Consumer Credit Survey,”
more than 90 percent of the appraised value of the. 92.

3. Home equity loans, grouped by type and distributed by source, selected years, 1988-97
Percent

1988 1993-94 1997
Source
Lines of credit Traditional loans Lines of credi Traditional loans Lines of cre*ﬁit Traditional loans
Commercial banks................ 54 88 60 29 61 44
Savings institutions............... 31 27 21 30 16 20
Creditunions ..................... . 11 8 13 11 16 13
Other creditors ................... . 4 32 7 29 7 24
Total ... . 100 100 100 100 100 100

Norte. Percentages are based on numbers of loans or lines of credit. Data 2. Finance and loan companies, brokerage firms, mortgage companies, and
have been weighted to ensure the representativeness of the sample. In this aimlividuals.
subsequent tables, components may not sum to totals because of rounding.  Source. Surveys of Consumers, 1988, 1993-94, and 1997.

1. Savings banks and savings and loan associations.
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Several factors help explain the specializationfor traditional home equity loans, with most banks at
among lending institutions. The larger role of financeall asset levels offering such loans.
companies in the traditional home equity loan mar-
ket may in part reflect long-time customer relation-
ships as well as limits on the services they provide USERS ANDUSES OFHOME EQUITY CREDIT
Because finance companies typically do not offer
deposit services (except, in some cases, through affiliAs a group, homeowners with home equity credit
ated depository institutions), they are less well suitechave economic and demographic characteristics that
to offering credit accounts that the borrower can drawset them apart from other homeowners. In general,
down by check, a feature of virtually all home equity home equity borrowers are relatively sophisticated
lines of credit. Also, finance companies tend to serveand financially well off, although considerable diver-
a somewhat younger clientele with relatively lower sity is found among them (see box “Consumer
incomes and substantially smaller amounts of homé&nowledge and Satisfaction Regarding Home Equity
equity” Lenders often prefer to exercise tighter con-Credit”). Moreover, important differences exist
trol over the credit use of such customers by grantingpetween holders of credit lines and users of tradi-
them loans of specified amounts with predeterminedional home equity loans. Differences among holders
payment schedules. of each product—in their financial and demographic

Although commercial banks are the predominantcharacteristics, in their uses of borrowed funds, and
source of home equity lines of credit, not all banksin their perceptions of the advantages of the two
offer this type of loan. As of September 1997, 53 per-products—suggest that borrowers may not consider
cent of all U.S. commercial banks held outstandingthem to be close substitutes.
balances on home equity lines of credit (table 4). A
much larger proportion, 81 percent, held traditional
home equity loans. Characteristics of Holders

Home equity lines of credit are more complex to of Home Equity Credit
administer than are traditional home equity loans;
consequently, large banks are more likely thanHomeowners, who account for nearly two-thirds of
smaller banks to offer lines of credit. The vast major-all households, vary widely in their demographic
ity of commercial banks with assets exceedingcharacteristics and financial circumstances. Home-
$250 million offered home equity lines of credit in owners with no mortgage debt tend to be older indi-
1997, whereas only 28 percent of those with assets ofiduals, in many cases retired; and, although they
less than $50 million did so. The pattern is differenttypically have relatively large amounts of home

equity, they also tend to have lower incomes

_ (table 5).

7. According to the 1997 survey, the median family income of  H5,5eholds who have a home equity line of credit
home equity borrowers at finance companies was $51,000, compared . . .
with $55,000 at depository institutions. The median home equity oftyPically own relatively expensive homes, have
finance company borrowers was $36,000, compared with $68,000 fohigher incomes, and have substantially more equity
borrowers from depository institutions (data not shown in tables). in their homes than most other homeowners, includ-

ing those who have a traditional home equity loan. In

4. Percentage of U.S. commercial banks with outstanding 1997, median household income was $60,000 for

home equity credit, 1997, by type of credit homeowners with home equity credit lines, $50,000
pE—— ' _ - for those with traditional home equity loans, and
(millions of dollars) Lines of credit | Traditional loans  ¢47 500 for those with first mortgages oflyThe
. _ 28 66 median amount of home equity among credit line
Sooade el B 5 holders was $76,000, compared with only $35,000
250-499. ... o] . 83 93 for those with traditional home equity loans and
oo oncasacoacaac : o o $43,000 for those with only a first mortgage. Those
Allbanks ....................... 58 81
MEeMO 8. Surveys of lending institutions also reveal substantial differences
Lines of credit in use (percent). .. 51 . between the income profiles of homeowners with home equity credit

1. Calculated by summing the outstanding balances under home equity IinegneS and those with traditional home equity loans. John H. Lind-

of credit and dividing by that sum plus the amount of unused lines of credit 9"€M Jr and Richard F. Demonglome Equity Loan Study: An
available to account holders. Analysis of the Year-End 1996 Surv@onsumer Bankers Associa-

... Not applicable. tion, 1997); and Demong and Lindgren, “Home Equity Lending,”
Sourck. Reports of Condition and Income, September 30, 1997. pp. 42—43.
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Consumer Knowledge and Satisfaction Regarding Home Equity Credit

The 1997 survey repeated a series of questions from earliedisclosure statement, and more than 90 percent of that
surveys to update available information about consumersgroup had saved the statemeéfthe proportion that recalle
understanding of their home equity loans, their searches fohaving received a Truth in Lending statement was slightly
information, and their views of some associated consumetower for users of traditional home equity loans, although
protections. For comparison, the survey also asked similathe proportion of this group that had saved the statement, at
questions of users of other forms of consumer installment97 percent, was slightly higher. About 70 percent of thgse
credit. who recalled having received a TIL statement reported that
Initial questions focused on the homeowner’s understandit had been helpful to them in some way, but only a small
ing of the creditor’s security interest in the home. As in the proportion said that the TIL statement had affected tl
1993-94 survey, almost all users of home equity creditdecision to use credit.

or recalled the lender’s having informed them of, their right Among the small percentage of respondents who
to cancel the transaction up to three days after the closinglissatisfied, most complaints concerned the interest rat
date (a right that is a provision of the Truth in Lending Act). the loan.

Survey respondents cited many actions that a lender
might take if they missed payments, including sending
late-payment notices, assessing late-payment fees, working 2. under the Truth in Lending Act, lenders must give disclosure stdte-
out a revised payment schedule, Contacting a collectiorinents to potential borrowers_. Th_e stat_ements include information about|key

. . erms related to the transaction, including the annual percentage rate.

agency, and foreclosing on their home. When asked what
they thought the worst thing a lender could do if they
missed several payments, most respondents (85 percent, nGonsumer knowledge and satisfaction regarding
shown in the table) said that the lender could foreclose orhome equity credit and installment credit,
the loan. Thus, although virtually all home equity account by type of credit, 1997
holders recognized that a lien had been placed on theiPercent

property, not all believed that foreclosure and loss of the Traditional
property was the most severe possible outcome, perhaps ~ Consumer knowledge |Home equity ,JT"ChIR, Instaliment
. X . or satisfaction line of credit | credit
indicating that some borrowers have substantial other e
resources available to meet obligations. . Knew or learned there was
Another group of questions updated survey evidence lienonhome............. 98 99
ff, f h i di hold Knew or learned there
about efforts of home equity credit account holders to \as right to cancel. ... .. 94 95
gather information before opening an account: About halfSearched for information........ 44 54 33
. . . . Obtained the information
searched for information about home equity credit before  soughe.................. . 96 96 88
i 1 ecalled receiving Truth in
opening the accgunt, somewhat more _than the_ proportion of Lo T e coved 86 e 7
installment credit users. Most of the information searchesSaved Truth in Lending
: : it : P statement ............... 94 97 89
mvolvgd calling or visiting one or more institutions to ask Eound Truth in Lending
about interest rates. Some information searchers consulted = statement helpfd......... 68 70 73
. . . . . Said Truth in Lending
friends, relatives, and financial advisers, and some con- statement affected credit
sulted published sources. Most of the searchers said they _decisior? ... 12 2 6
. . . dicated satisfication with
were able to get all the information they were looking for, ACCOUNE . ..vveennn.. i 98 93 92
and a _feW mor_e said they were able to obtain at least some Note. Percentages are for holders of the indicated type of credit. Data
of the information they sought. have been weighted to ensure the representativeness of the sample.

=

Most surveyed holders of home equity credit accounts 1. Searched for information about other creditors or credit terms before

e i . : obtaining credit.
specifically recalled receiving a Truth in Lending (TIL) Proportion of those who “searched for information.”

_ 3. Proportion of those who “recalled receiving Truth in Lending
1. These questions were asked only of those who had obtained homstatement.”

equity credit or installment credit. The survey did not address the experience 4. Respondents who said they were “very satisfied” or “somewhat satis-

of any potential borrowers who sought home equity credit but did not obtain fied” with account.

it or who chose not to apply after receiving information. Sourct. Surveys of Consumers, 1997.

with home equity lines of credit also tend to be betterbe seen when homeowners with different debt status

educated than other homeowners. are grouped by level of income, home equity, and
Further evidence of differences in demographicother characteristics (table 6). The relative affluence

and financial circumstances among homeowners caof those with home equity lines of credit is apparent
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5. Characteristics of homeowners, by debt status, 1997

Note. Data have been weighted to ensure the representativeness of the 2. Characteristic of head of household.
sample. 3. Characteristic of respondent.

1. Market value of home less all debts secured by home, including bal- 4. Excludes those who have only a home equity line of credit.
ances outstanding on home equity credit lines and traditional home equity loans. Source. Surveys of Consumers, 1997.

from these groupings. The proportion of credit line markedly higher than they are for holders of tradi-
holders with incomes of $75,000 or more was sub-tional home equity loans. Only 19 percent of borrow-
stantially higher than that of any other group. A ers with traditional home equity loans have incomes
similar pattern holds for accumulated home equity,of $75,000 or more, compared with 32 percent for
although, not surprisingly, many homeowners withholders of home equity lines; and only 10 percent of
no mortgage debt have also built up significanttraditional home equity borrowers have $100,000 or
amounts of home equity. Levels of household incomemore in home equity, compared with nearly 40 per-
and home equity for holders of home equity lines arecent for holders of home equity lines.

6. Homeowners, grouped by debt status and distributed by demographic and financial characteristics, 1997
Percent

Note. Data have been weighted to ensure the representativeness of the 2. Home equity consists of the market value of the home less all debts
sample. secured by the home, including balances outstanding on equity lines of credit
1. Excludes those who have only a home equity line of credit. and traditional home equity loans.
Source. Surveys of Consumers, 1997.
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The relatively strong financial positions of house- The median balances on home equity loans are
holds having home equity debt and especially lines ofnuch larger than those on other forms of household
credit is reflected in banking industry statistics ondebt1® Nevertheless, most holders of home equity
loan delinquency rates (data not shown in tables)lines of credit owe an amount much smaller than their
According to the American Bankers Association, available credit line—for example, about 47 percent
fewer than 1 percent of home equity lines of credit atof those with a balance have less than 50 percent of
banks are typically in delinquent status, the lowesttheir credit line in usé! Among credit line holders
rate for any category of loan, and the delinquencywith an outstanding balance, the mean and median
rate on traditional home equity loans has averagegroportions of the lines in use were around 55 per-
around ¥4 percent recently, the second lowest figurecent, a level somewhat lower than in 1993-94. The
of any loan category. By comparison, abodt per-  lowering may be a reflection of refinancing activity in
cent of credit card accounts and personal loans wergecent years, as some long-time users of home equity
past due. When delinquency rates are based on dolléines refinanced their outstanding balances on both
amounts rather than number of loans, the rates otheir first and second mortgages into a single new
home equity lines of credit and traditional home loan.
equity loans are both arounddpercent, still lower
than for any other type of loan. In recent ABA
reports, a bit more than 5 percent of bank credit cardPurposes of Borrowing
debt was delinquent.

The survey data show some regional differences irHistorically, surveys have found that the principal
the use of home equity products: Homeowners residuses for both types of home equity credit are
ing in the North Central region are the most likely to

have a home equity loan, partICUIarly a home equity 10. Median amounts owed on home equity loans are two to three

line of credit® This geographic distribution differs {imes as large as those owed on installment debts and perhaps ten
from that in the 1993-94 survey, which found home-times as large as the median amount owed on credit cards. See Arthur

; . Kennickell, Martha Starr-McCluer, and Annika E. Sunden, “Fam-
owners in the Northeast to be the most frequenPy Finances in the U.S.: Recent Evidence from the Survey of Con-

holders of home equity Ioans.. Change in the region umer Finances,Federal Reserve Bulletinjol. 83 (January 1997),
pattern may reflect the relatively strong growth in pp. 1-24.

; ; ; 11. In addition, industry surveys indicate that for most home equity
home prices (and hence, equity) in the North Centralines of credit the credit limit available may be increased with the

region during the period. approval of the lender. See Demong and Lindgren, “Home Equity
Lending,” p. 41.

Amounts Borrowed

. ) ] _ 7. Status of home equity debt, 1993-94 and 1997
One important attraction of home-secured financing  percent except as noted

is that it allows homeowners to borrow relatively

.. . 1993-94 1997
large amounts. In addition, as described below, many e
homeowners with lines of credit have substantial of aredit | | oana | of credit | omra
amounts available in the unused portions of their
lines Outstanding balance

' (dollars)
I i i iti 1-9999............... 34 42 35 29
Users of_ home equity Ilnes of_ credit and traditional e - e = 2

home equity loans differ little in the amounts they 25,000 or more........ 28 19 30 23

have borrowed (table 7). On average, credit line users 0@ = 100 100 100 100

their line of credit) owe only a bit more than users| Median............... 15,000 11,000 15,000 15,000
of traditional home equity loans, and the median percentage of credit
H line in use
amounts outstanding are the same. g 12 14
20-49 ... 19 &
50-74 ................ 36 23
75-100 . .............. 33 30

9. The proportion of homeowners in the South with home equity
loans may grow appreciably with recent amendments to the Texa$ Mgemo: In use (percent)
State Constitution that significantly broaden the opportunities to offer Mean................. ! 58 S 53
traditional home equity loans in Texas. Home equity lines of credit, C
however, will St_'” be PFF’h'b_'ted in Texas. See John Trullinger, “Texas Note. Measures for lines of credit exclude accounts with no outstanding bal-
and Home Equity,Origination NewgNovember 1997), pp. 4-5; and  ance. Data have been weighted to ensure the representativeness of the sample.
Heather Timmons, “Wary Lenders Brace for Texas Home Equity . .. Not applicable.

Flood,” American Banke(January 14, 1998), p. 1. Source. Surveys of Consumers, 1993-94 and 1997.
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8. Percentage of borrowers citing selected uses for home then, climbing to an estimated 16 percent for 1996

equity ioan funds borrowed, by type of credt, and to just over 20 percent for 1997, lifting total
home equity debt to an estimated $420 billion at
1993-94 1997 year-end (table 9).
Use Lines |Traditional Lines |Traditional
of credit loans of credit loans
Home improvement. .. .. 64 38 69 45 Influences on Growth
Repayment of other debts . 45 68 49 61
Reay esmte il B 8 S 1 Several factors suppressed the growth of home equity
AUIO OFIIUCK oo 0 3 37 6 credit from 1991 through 1993.Stagnant real estate
“Bﬂggifgégzgggﬁggs-::::: 8 I o 2 valu.es.in many localities were curbing the growth of
vacation............... I L 13 A equity in home's.' As a result, fewgr homepwners were
""""""""" [ becoming qualified for home equity credit, and those

Note. Data have been weighted to ensure the representativeness of theyho did qua”fy may have been reluctant to increase
sample. Percentages sum to more than 100 percent because respondents werr_le . .
allowed to cite multiple uses for a single loan or drawdown and more than onetheir mortgage debt because of lowered expectations
draw for one line of credit. _ about future increases in home values. The 1990-91

1. Includes purchase of furniture or appliance, purchase of boat or other . .
recreational vehicle, payment of taxes, and personal financial investments. ecession no doubt also had a damping effect on

Sourcke. Surveys of Consumers, 1993-94 and 1997. home equrty borrown’lg’ Indlrectly by Contrlbutlng

to the sluggishness of home values and directly by
to finance home improvements and to repay othepffecting both the propensity of households to spend
debtst2 The results of the 1997 survey show a similarand their ability to qualify for credit.
pattern (table 8); but credit lines were found to have Perhaps the greatest constraint on the growth of
additional uses not often found for most traditional "ome equity loans, however, was the unprecedented
loans, including vehicle purchases, education, an@urges in refinancings of first mortgage debt in the
vacations. Both types of loan appear to be substitute§arly 1990s, the first in 1992 and the second, even

their lowest level in more than twenty years. As

credit.
noted earlier, homeowners who refinanced while
holding outstanding second-mortgage debt often
AGGREGATEHOME EQUITY DEBT folded that debt into the new first mortgage to lock in

a low rate.
After a period of anemic growth in the early 1990s, The moderation or reversal of these factors begin-
home equity debt began to expand again in 1994ning in 1994 helps account for the recent resurgence
with an increase in aggregate outstandings of abou®f home equity borrowing. The economy’s post-

6 percent. The pace has quickened substantially sind€cession recovery was relatively listless in its early
stages in 1992 and 1993, but it gained strength and

12. See Canner, Durkin, and Luckett, “Home Equity Lending: —
Evidence from Recent Surveys,” p. 577; Lindgren and Demong, 13. For a more detailed discussion of these influences, see Canner,
“Home Equity Loan Study,” p. 15-16; anti996 Home Equity Lines  Durkin, and Luckett, “Home Equity Lending: Evidence from Recent
of Credit Survey RepofAmerican Bankers Association, 1997), p. 88. Surveys,” pp. 580-82.

9. Home equity loans outstanding, grouped by year and distributed by type and source of credit, 1993-97
Billions of dollars

Lines of credit Traditional loans
Year c ial c al Total
o?z‘mﬁ;{na Other sources All lenders oglanrl]ﬁ;ua Other sources All lenders
1993 L . 73 37 110 49 102 151 261
1994 .. . 76 40 116 54 104 158 274
1995 .. . 79 44 123 61 115 176 299
1996 ..t . 85 a7 132 69 146 215 347
1997 oo . 98 55 153 76 191 267 420

Source. Reports of Condition and Income, various years; Credit Union
National Association; Federal Reserve; Moody’s Investors Service; and
Bloomberg L.P.
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endurance over the four subsequent years. From the Most subprime lenders place heavy reliance on
end of 1993 through last year, disposable personaecuritization of their loans to fund their operations.
income on average grew 5 percent per year, while th&@hrough such means as third-party insurance guaran-
national unemployment rate dropped from 6.5 per4ees or senior/subordinate debt structures, investors in
cent to 4.7 percent. the securities are largely insulated from credit losses;
Home prices have also been on the rise again irand the securities receive triple-A ratings, yielding
most parts of the country. Although increases haveeturns of only 50 to 150 basis points above Treasury
been moderate compared with those in some earliesecurities of comparable maturity. Ultimately, the
boom periods, they have helped boost the total valubome equity lenders bear the bulk of the credit risk,
of the household sector’s real estate holdings roughlylesigned to be covered by the sizable margin between
20 percent over the past four years. Refinancings athe interest rates paid by the subprime borrowers and
home mortgages have ebbed and surged during thée yield to the security holders.
period in tandem with fluctuations in mortgage inter-
est rates, but the peaks in activity have fallen consid-
erably short of the 1993 volunié. Lower Prepayment Risk

One characteristic that has attracted investors to secu-
Emergence of the Subprime Market rities backed by home equity loans (generally
subprime loans) is that, when interest rates drop
On the whole, then, recent macroeconomic developsignificantly, the risk of accelerated prepayments of
ments have led to robust consumer spending, anthe loans underlying the securities has been consid-
strength in the real estate market has encouraged thered to be less than for other mortgage-backed securi-
use of home equity credit to finance part of thattiesi® When rates fall, borrowers in the subprime
spending. Moreover, a new element has given a sharpategory are not expected to refinance so readily as
boost to overall growth in home equity lending over other mortgagees precisely because their marginal
the past couple of years, and that is the vigorougredit status usually bars them from doing so at
marketing by nonbank lenders to the “subprime” attractive interest rates.
segment of the market—homeowners with relatively
low incomes, limited equity, or tarnished credit histo-
ries. Loans in this higher-risk segment carry interes _ -

. . 16. When market interest rates fall significantly, many homeown-
rates several percentage points higher than those Q it existing mortgages will refinance, paying off the original
“A-quality” home equity loans and typically lift a loans. Under the typical “pass-through” security format, a large
borrower’s total mortgage debt to a high level rela-Volume of mortgage prepayments means that principal is returned to

. h | fthe h S bori . I|nvest0rs sooner than anticipated, forcing them not only to reinvest
tive to the value of the home. Some subprime specialzayjier than planned but also in a low-rate environment.

ists offer to lend amounts that would raise that ratio
to 125 percent, and in a few instances, even higher.

Subprime home equity loans are commonly mar-1. Delinquency rates of traditional home equity loans,
keted as bill-consolidation loans, particularly as  1992-97
a means to pay off credit card debt. Given their pric
ing, collateral, and performance characteristics—
relatively high rates of charge-off and delinquency

Percent

(chart 1)—these real-estate secured loans are more

. . — — 9
akin to unsecured personal loans than to mainstream D S e 5l

home equity loans.

14. The decline in mortgage interest rates in the opening weeks of
1998, to just below 7 percent for conventional thirty-year fixed-rate
loans, has spurred a surge in refinancing that may approach the earlier At commercial banks
peak volume.

15. Generally speaking, however, industry sources indicate that
most lenders who make so-called “125 loans” grant them only to | | | | | | |
borrowers of strong credit standing rather than to subprime borrowers. 1992 1993 1994 1995 1996 1997
Such loans are higher in risk than A-quality mortgages because of the o1, Closed-end loans, typically second mortgages. The data are monthly.
absence of equity, but borrower characteristics are typically well Source. For pools, Moody’s Investors Service; for banks, American Bank-
above average. ers Association.
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Borrower reaction to the interest rate declines dur-A.1. Approximate sampling errors of survey results,
ing the past year seems to support this expectation. A DY size of sample
recent report from Standard & Poor’s observed that Percentage points

prepayments of securitized home equity loans have suney Size of sample

i i i results

risen only slightly when interest rates have dropped  ciceny 100 ‘ 200 ‘ 1,000 ‘ 2,000‘ 3,000

sharply, while prepayments of other securitized mort

gages have soaréd.Indeed, the principal factor = 38 oo 105 %% %5 55 %5

behind home equity loan prepayments was found to 200or 8o ... 8.4 4.9 2.9 22 2.0
. . . . " 10 0r 90 ... 6.3 3.7 2.2 17 15

be improvements in the financial positions of the 5oros . .. 46 2.7 16 12 11

borrowers that enable them to qualify for more attrac-

tivel iced | g8 Notke. Ninety-five percent confidence level, 1.96 standard errors.
Ively pricea loans:

Volume in the Subprime Market Federal Reserve Board helped develop questions for
inclusion in the Surveys of Consumers, conducted
The volume of subprime home equity credit can-by the Survey Research Center of the University of
not be estimated with much precision, in large partMichigan, for the period May through October 1997.
because definitional distinctions among differentinterviewees were chosen from a cluster sample
types of loans are not clear. With much of subprimeof residential listings, and the interviews were con-
home equity credit funded by securitization, an ap-ducted by telephone. The sample was chosen to be
proximate measure of the volume of subprime creditoroadly representative of the four major regions—
can be derived from securitization volumes. But theNortheast, North Central, South, and West—in pro-
loan pools designated as “home equity” pools fre- portion to their populations (residents of Alaska and
guently contain subprime purchase-money mortgagellawaii were not included). For each telephone num-
or refinanced loans as well; they may also mix someber drawn, an adult from the household was ran-
higher-quality home equity loans with the subprimedomly selected as the respondent.
paper. Conversely, not all subprime home equity The survey defined a household as persons living
loans are securitized. These imprecisions notwithiogether, whether or not related by marriage, blood,
standing, however, data from industry sources suger adoption, or any individual living alone. The head
gest that the amount of home equity credit in securi-of the household was defined as an individual living
tized pools was about $90 billion at the end of 1997,alone, the male of a married couple, or the adult (age
much of it believed to be subprime in quality (see eighteen or older) in a household composed of more
box “Estimation of Aggregate Home Equity Debt”). than one person and only one adult. In the case of
This level represents about one-fifth of the estimatednore than one adult but no married couple, the head
$420 billion of aggregate home equity credit at year-of household generally was designated to be the
end 1997. person most familiar with the household’s finances or
the one closest to age 45.
The survey included 3,000 households. Among
APPENDIX THE SURVEYS OFCONSUMERS the 2,098 respondents who were homeowners, 181
reported having a home equity line of credit, 102
To obtain information on the prevalence of homereported having a traditional home equity loan, and
equity accounts and their use by homeowners, th& reported having both types. The survey data have
been weighted to be representative of the population,
thereby correcting for differences among households
17. “Standard Prepayment Model Doesn’t Fit Home Equity Securi- In the probability of their being selected as survey
ties,” National Mortgage NewgNovember 24, 1997), p. 20. __respondents. Estimates of population characteristics
18. Lately, however, prepayments for some pools of subprime - .
home equity loans have been more rapid than anticipated in underwritder'ved from samples are SUbJeCt to error based
ing assumptions. These accelerated prepayments may imply tha@dn the degree to which the sample differs from the

improvements in borrowers’ financial positions have exceeded expecnyaneral population. Table A.1 indicates the sampling
tations or that intensified competition among lenders has enable(?

some lower-quality borrowers to refinance at rates below those the)errorls for proportions derived from samples of differ-
had originally obtained. ent sizes. []
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Estimation of Aggregate Home Equity Debt

As banks and finance companies have reported morestate credit at the end of 1997, and (3) industry membh
detailed information on their home equity loans in recentconfirm that most of these receivables are closed-end lo
years, estimates of aggregate debt of this type have become
more accurate. Other factors, however, have introduced new
sources of impfeci'sion into the estimates: the rapid developpept Under Traditional Home Equity Loans
ment of securitization of home equity loans and the expand-
ing role of mortgage companies and specialized homeEstimating the amount of traditional home equity de
equity lenders, for whom data reporting is fragmentary.  outstanding is somewhat more difficult: Fewer institutio
Since 1987, commercial banks have reported receivableprovide specific data on this type of credit, and much of
under home equity lines of credit on quarterly Call Reports,recent growth has been among holders for whom the d
and since 1991 they have reported their holdings of tradi-are the least precise.
tional home equity loans. Mutual savings banks also report The Call Reports show the levels for commercial barj
these data on Call Reports. Savings and loan associatiorgnd credit unions.
and federal savings banks report credit line receivables on Savings and loan associations and federal savings b
Call Reports but do not separate traditional home equitydo not break out traditional home equity loans from th
loans from first mortgages in these reports. Finance compaether residential mortgage debt. The household sur
nies report each month to the Federal Reserve on their reandicated that savings institutions (including mutual s3
estate loans, and since June 1996 they have reported redpgs banks) held about half as much of this type of dé
dential and commercial mortgages separately. Finance cons commercial banks, which in 1997 would be abg
panies do not distinguish between loans under lines of$38 billion.
credit and traditional loans, but the bulk of their home The estimate of $48 billion for finance companies
equity receivables consists of traditional closed-end loansderived from their report of $58 billion in residential mor
Estimates of both types of home equity debt outstanding agage debt and the estimate that $10 billion of it is in cre,
credit unions are available from the Credit Union National lines. The estimate for pools is from the rating agencies.
Association. An estimate of $10 billion is used here for miscellaneo
sources of traditional loans, including mortgage compan
Although mortgage companies have become quite activ
this market, most of the loans they originate are securitiz
According to Call Reports, commercial banks held aboutand would be reflected in the estimate for pools.
$98 billion in receivables under home equity lines at the end The estimated $420 billion of total home equity de
of 1997 (table); savings institutions held about $18 billion, represents a 60 percent increase from the 1993 total, ¢
and credit unions about $15 billion. The data for the otherpared with an approximately 15 percent to 30 perc
holders are less precise. Information from the securitiesncrease implied by responses to the household survey.
rating firms indicates that about $12 billion of credit line the gain in the aggregate is accounted for by securiti
receivables resided in pools of securitized assets (the dat®ans, a category which, as noted, contains some unkn
on these receivables usually do not show the type of origi-amount of loans that would otherwise be considered or
nating institution). nal or refinanced purchase-money mortgages. In the ho
The estimate of $10 billion for finance companies is hold survey, these loans were excluded from the detal

Debt Under Home Equity Lines of Credit
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based on the fact that the household survey indicates thajuestions that focused on traditional home equity loans

(1) they supplied only about 6 percent of the credit lines (typically second mortgages) and home equity lines
surveyed, (2) they reported $58 billion of residential real credit.
Estimates of aggregate home equity debt outstanding, by source, 1997
Billions of dollars
. Commercial Savings Credit Finance Securitized
Type of home equity debt banks institutions: unions companies pools Other2 All sources

Lineofcredit........................| . 98 18 15 10 12 * 153
Traditional loan. ...................... . 76 38 15 48 80 10 267
Total ..o . 174 56 30 58 92 10 420

1. Savings and loan associations, federal savings banks, and mutual Sourck. Surveys of Consumers, 1997; Reports of Condition and Inco
savings banks. December 31, 1997; Credit Union National Association; Federal Rese

2. Mortgage bankers, individuals, and any other source mentioned byMoody’s Investors Service; and Bloomberg L.P.
respondents.

* Amount is negligible.
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