
 

The Effect of Mortgage Broker Licensing  
On Loan Origination Standards and Defaults:  

Evidence from U.S. Mortgage Market 
 

Lan Shi  
lshi@urban.org 

 

Yan (Jenny) Zhang 
Yan.Zhang@occ.treas.gov 

 
 

Presentation Sept. 2013 at FRB Cleveland Policy Summit 
 
 

The views in this paper are those of the authors and may 
not reflect those of the Office of the Comptroller of the 

Currency or the Department of Treasury. 

1 

mailto:Yan.Zhang@occ.treas.gov


Information asymmetry in the originate-to-distribute model 

• The benefit of having secondary loan markets: 
– Allows better risk-sharing by placing risk in hands of those most willing 

and able to bear it. 
– Allows specialization: origination, servicing, etc. 

 

• With better risk-sharing comes potentially worse incentives 
and adverse selection in the presence of information 
asymmetry 
– Lenders have less incentives to collect soft information on borrowers 

(Keys et al., 2010). 
• They exploit a discontinuity – loans with FICO score greater than 620 are more 

likely to be selected for securitization, to illustrate the effect of securitization on 
loan origination quality. 

 
• This paper: What are the roles of mortgage loan brokers in the 

originate-to-distribute financing model? 

 



Relation Between Lenders and Brokers 

• Lenders use their own employees and independent brokers to 
originate loans. The latter originate 68% of all residential loans in the U.S. 

leading up to the crisis (Wholesale Access Mortgage Research & Consulting, 
Inc.) 

 

• Compared with lender employees, brokers 
– are independent parties and have access to several lenders.  

– have lower overhead costs. 

– brokers were paid origination fee and a percentage of the loan amount.  

• Lenders paid brokers based on the interest rate charged (Yield Spread 
Premium): the higher the interest rate, the greater the rebate 
(compensation) from lenders to brokers (Woodward & Hall, 2010). 

 



Brokers’ Incentives 

• The pay to brokers is not based on long-term performance of 
the loans originated. Rather, pay varies with 
– Quantity and amount of loans closed. 
– Interest rates of the loan. 

 
• Given the compensation structure, brokers have incentives to 

– generate fees by originating as many loans as possible. 

• Expand the loan origination to subprime borrowers, those with 
impaired credit history. 

– Borrowers often are not as sophiscated about mortgage terms as brokers. 

– steer borrowers into loans with higher interest rates. 



State Regulation of Brokers: Prior to 2008 

• Mortgage brokers are regulated by states. It takes the form of 
licensing and registration. 

 
• Financial requirements (of the entity) 

• Minimum net worth 
• Surety bonds. 

– Usually between $25,000 and $50,000. 
– Some require the bond amount proportional to the number of mortgage 

applications, or number of loan originators, or the aggregate principal amount 
of loans. 

 
• Registration/license requirement 

 
• Specific competency requirements (for control 

persons/employees/both): 
• Work Experience 
• Education: degree or hours of classroom-training 
• Continuing Education: Courses; classroom instructions. 
• Exams on mortgage banking knowledge and federal and state laws and 

regulations. 
 

• Having a physical office in the state 
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Hypothesis: Effect of Mortgage Broker 
Licensing on Loan Origination Quality 

• Mechanism: licensing of brokers in the presence of info. asymmetry 
– Selection effect:  

• blocks entry of brokers who had criminal history. 
• admits brokers who have higher ability, who value their reputation with 

borrowers more, and are less likely to exploit borrowers.  

 
– Incentive effect:  

• raises the cost of becoming a broker, which gives them incentives to not 
squander their investments by way of license revocation as a result of 
wrongdoings: surety bond, in particular. 

• reduces the number of brokers and thus generates greater equilibrium profits, 
which raises the value of upholding reputation with borrowers (Kelley, 1990; 
Hellmann et al., 2000). 
 

• Testable predictions: 
– States with more stringent broker licensing requirements will have 

higher origination standards and better loan performance.  
 

– Effect of licensing is greater when information asymmetry is greater. 
 

 



Identification Strategies 

• Focus on PLS loans originated during 2003-06. 

 

• Large cross-state variation in licensing, yet it could be due to 
unobserved state heterogeneity that also affects the 
dependent variable. 

 

• Strategy: within-state over-time variation in broker licensing. 
– Effectively exploiting over time changes to identify the effect of 

licensing on loan origination standards.  

– Rely on the assumption that states that change (changers) have similar 
over time trend than states that do not change (stayers), which we 
check. 

– Also use propensity score method. 
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Data 

• Data on licensing requirements:  
– Pahl (2007) provides detailed coding of licensing requirements.  

 
• Data on loan performance & terms: CoreLogic data on originated 

loans securitized by private label issuers (PLS) 
– Include ABS (subprime and Alt-A), MBS (jumbo loans) 
– Not portfolio loans nor GSE loans; will address possible selection issues. 
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Variable Definitions 

• Dependent variables. 
– whether the loan has risky features 
– whether the originated loan is 60+ days delinquent, in 

foreclosure, or real estate owned (REO) 3 years after origination. 

 

• Licensing variables. 
– Bond/networth requirement: bond over $50,000=3; bond 

$25,000-$50,000=2; bond under $25,000=1; None=0. 
– Registration/license (required=1; none=0). 
– competency requirement is the specific requirement for 

licensing/registration (required=1; none=0). 
– We group licensing requirements by types: specific req. for all 

parties -- the licensee (applicant; owner), managing directors, 
and employees. 

– Also group across all parties for each specific requirement. 
 

• Control variables: loan and borrower characteristics; HPI  & 
unemployment change. 



Summary Statistics on Performance Var. and License Variables 





Summary Statistics on Loan Characteristics 



The specification: 
𝑋𝑖𝑠𝑡 = 𝛽𝑙𝑙𝑖𝑐𝑖𝑠𝑡 + 𝐻𝑃𝐼_𝑐ℎ𝑎𝑛𝑔𝑒𝑠𝑡 + α𝑠 + α𝑡 + 𝜀𝑖𝑠𝑡 

Loan Characteristics as a Function of Broker Licensing 



Econometric Specification for Loan Performance Regressions 

The specification: 
𝑌𝑖𝑠𝑡 = 𝛽𝑙𝑙𝑖𝑐𝑖𝑠𝑡 + 𝛽𝑋𝑋𝑖𝑠𝑡 + α𝑠 + α𝑡 + 𝜀𝑖𝑠𝑡 

where  
-- i: loan, 

-- s: state,  

-- t: year,  

-- Y: 60+ days delinquent, in foreclosure, or real estate owned (REO) three 
years after origination. 

-- X: i) loan and borrower characteristics, ii) MSA quarterly HPI and state 
monthly unemployment change in the origination year over the last year. 

-- α𝑠: state fixed effects, 

-- α𝑡: year fixed effects. 

Standard errors are clustered at the zip-code level. 
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Economic Magnitude 
• The significance of the licensing variables in a loan performance 

regression with loan characteristics included suggests that there are 
factors not captured by loan characteristics that are affected by 
broker licensing 
– Their effort in screening the loan 
– Some loan characteristics might be noisy: home appraisal value might be 

inflated (resulting in lower LTV than the true value), income might be 
inflated (resulting in lower DTI than the true value), etc. 

 
• A one standard deviation in the following variables is associated 

with economically large reduction from the mean default rate: 
– Networth/surety bond: 13 percent 
– Experience: 11 percent 
– Education: 11 percent 
– Experience or education: 16 percent 
– Exam: 19 percent 
– Continuing education: 7 percent 

 
– Licensee requirement: 39 percent 
– Employee requirement: 26 percent. 
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Effect of Licensing Varies with Being Subprime or not 
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Effect of Licensing on Loan Performance by Documentation 



Effect of Licensing on Loan Performance by Percent of Minority 



Selection Issue? 



State Anti-predatory Lending Laws (APL) 
• With the exception of high-cost mortgages covered under Home 

Ownership and Equity Protection Act of 1994 (HOEPA), before the 
subprime crisis there were no federal statutes that expressly prohibit 
making a loan that a borrower will likely be unable to repay (GAO- 04-
280). 

 

•  In response to the lack of protection of consumers in mortgage lending, 
many states adopted anti-predatory lending laws. 
–  In 1999, North Carolina passed the first comprehensive state law that was modeled 

after the federal HOEPA (mini-HOEPA law). Prompted by growing concerns over the 
explosion in subprime lending, many other states also enacted anti-predatory lending 
laws.  

– As of 2007, 29 states and the District of Columbia had mini-HOEPA laws in effect and 
another 14 states had some types of older anti-predatory lending laws that were still in 
effect which were adopted prior to 2000  

 

• APLs restricted prepayment penalties, balloon payments, or negative 
amortization for all mortgages (Bostic et al., 2008a).        
– Federal pre-emption of APLs.  

– OTS: since 1996 

– OCC: since 2004 



Alternative Explanation I: Effect of APL? 
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Further Analyses and discussion 
• Sensitivity analyses: 

– Robust to inclusion of originator FE 
– Robust to inclusion of servicer FE 
– Robust to use of lagged license variables 
– Robust to use of 2-yr default after origination 
– Robust to inclusion of fingerprint as a way of broker licensing 

 
• The risky features were not priced in the interest rate. 

 
• The effect of licensing is also stronger for ARM, IO, Negam, and 

loans with investment purpose. 
 

• Standard economic theory predict that restriction on entry reduces 
efficiency 
– But this is only true in an environment with full information. 
– There are empirical work documenting that occupational license increases 

price (Kleiner, 2000) 
– There is also literature showing that deregulation leads to excessive risk-

taking by banks (Keeley, 1990), entry of a third credit-rating agency 
reduces rating quality (Becker and Milbourn, 2011). 

 
 



Conclusion 
• We argue that  in the originate-to-distribute model, the broker 

licensing raises loan underwriting standards because it 
– raises the quality of mortgage brokers, who value their reputation more, 
– raises the stake of being a licensed broker,  
– reduces the number of brokers who feed the lending frenzy. 

 
• We find evidence that in the originate-and-distribute mortgage 

financing model, states that toughened mortgage brokers licensing 
requirements  
• had a lower proportion of loans with risky features and thus  
• had better loan performance.  
• The magnitude is 11-19 percent reduction from the mean for a one sd 

increase in various licensing requirements. 
• The effect is larger where information asymmetry and the role of broker is 

larger. 
 

• Recent federal regulatory moves (SAFE Act, Dodd-Frank Act on ability-
to-repay, risk retention, and broker pay ) are attempts to raise 
efficiency in mortgage origination and securitization market. 


