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EXECUTIVE SUMMARY 

I n recent years, a majority of subprime loans made in the United States were originated by 
mortgage brokers, who can be characterized as the “engine” of the subprime market. The rapid

growth of subprime lending, which in the past decade grew from a small niche enterprise to a 
major driver of the U.S. housing market, was made possible by thousands of mortgage brokers across
the country who delivered billions of dollars of subprime loans to mortgage lenders, who in turn
packaged and sold them to Wall Street investors.

Because of their extensive involvement in originating subprime mortgages, mortgage brokers have
had significant influence on which loans were originated, who received them, and at what price.
Ideally, mortgage brokers present their clients with available financing options and help them
choose the most suitable loan. However, the dismal performance of subprime mortgages today has
put brokers and their actual practices under increased scrutiny.

In this report, we focus specifically on broker pricing patterns by systematically comparing the cost
of loans provided by mortgage brokers to those provided by retail lenders, such as banks, credit
unions, and mortgage bankers. Our research addresses three major questions. First, how do the costs
of loans originated by brokers compare to those originated by retail lenders? Second, if significant
pricing differences exist between lenders and brokers, do those differences vary according to the
strength of a borrower’s credit? Third, how do any pricing differences experienced by borrowers
change over the scheduled life of a loan? 

We find significant differences between broker and lender pricing on home loans, primarily on 
mortgages originated for borrowers with weaker credit histories. During the first year of the loan,
borrowers with credit profiles in the subprime range pay statistically more for brokered loans than
they would have if they had obtained their loan directly from a lender. Over a four-year period, a
typical subprime borrower pays over $5,000 more, and over the 30-year life of the loan, the cost gap
grows to almost $36,000.

This analysis is based on 1.7 million mortgages originated between 2004 and 2006. In our analysis,
we compared “matched pairs” of loans to contrast the experience of borrowers who received loans
from brokers and retail lenders. By matching loans based on major risk factors (including credit
score, loan type, level of income documentation, and loan-to-value and debt-to-income ratios), 
this approach allows us to meaningfully measure differences in costs on mortgages that represent
comparable risks.

The results of our analysis reveal striking differences in loan costs depending on the origination
channel. Among our findings:

Significant disparities exist between broker and lender pricing. After matching loans on objective
factors that affect interest rates, the analysis reveals that interest payments were significantly higher
on broker-originated mortgages in the majority of risk categories we examined. 

Disparities are greatest for subprime borrowers. For people with weaker credit, brokers consistent-
ly charged higher interest rates than retail lenders. A typical subprime borrower was slated to pay
$5,222 more during the first four years of a $166,000 mortgage compared to a similar borrower who
received a loan directly from a lender. Over thirty years, this borrower would pay $35,874 more in
interest payments, equivalent to an interest rate approximately 1.3 percentage points higher than a
similar borrower with a retail loan.
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Cost disparities grow greater after initial years. For subprime borrowers, significant disparities are
apparent even during the first year of the loan. However, because so many subprime mortgages come
with short-term introductory rates that rise substantially when they adjust, the cost disparities
become more pronounced after the first four years of a loan. 

Prime borrowers generally do not pay more for brokered loans. In general, people with higher
credit scores—those who received prime loans—did not pay higher interest on broker-originated
loans. In fact, some borrowers with very high credit scores who received loans from brokers achieved
modest savings, although long-term savings were largely limited to fixed-rate loans.

Typical cost (benefit) of brokered loan compared to retail loan

Understanding Brokers’ Pricing Patterns

Our analysis supports the conclusion that brokers react to market incentives predictably: they seek
to maximize both the number of loans they originate and their revenue per loan. However, since
charging too much per loan could drive away potential customers, brokers must find the optimal
balance between these two factors. We posit that brokers shift this balance according to their per-
ception of their customer’s credit profile. Specifically, when serving customers with stronger credit,
we believe brokers emphasize loan volume over revenue per loan, since customers with higher cred-
it ratings generally have more options for financing and may be more aware of their alternatives. 

People with weaker credit scores naturally pay more for mortgages than people with strong scores.
However, it is very difficult for borrowers with weaker credit or less experience in financial matters
to know precisely how much more is appropriate, especially since, unlike prime rates, subprime rates
are not generally publicly available. In addition, subprime loans tend to be much more complex
than the fixed-rate mortgages that have long dominated the prime market, making their costs more
difficult for borrowers to compare. 

Accordingly, we hypothesize that brokers have been able to take advantage of this situation by
emphasizing maximum revenues per loan for subprime borrowers. While retail lenders are probably
not immune from these dynamics, we believe the effects on the costs of retail loans are less pro-
nounced due to more regulation, better internal controls, and concerns about reputational risk. 

Not only do brokers have strong incentives to charge more per loan when this option is available
with subprime borrowers, but they also have specific mechanisms available in subprime loans that

Time in Loan

Market Segment 1 Year 4 Years 30 Years

Subprime $1,174 $5,222 $35,874

Near Prime $154 $1,316 $7,094

Prime ($179) ($42) ($1,767)
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facilitate overcharging: yield-spread premiums (YSPs) and prepayment penalties. A YSP is an 
extra payment that brokers receive from lenders for delivering a mortgage with a higher interest
rate than that for which the borrower qualifies. In the subprime market, lenders usually will pay 
the maximum YSP only if a loan contains a prepayment penalty. The penalty ensures that the
lender will recoup their YSP payment either through excess interest collected over time or from the
penalty fee, should a borrower refinance to avoid those interest costs. 

Our findings are consistent with previous research indicating that brokers tend to steer subprime
borrowers towards higher-cost loans even if these borrowers qualify for lower-cost loans. Yet, people
who employ a mortgage broker often mistakenly assume that the broker is working for them to find
the most affordable loans that will support sustainable homeownership. The results in this report
demonstrate that, too often, this is not the case for subprime borrowers. The common mispercep-
tion by consumers is understandable given that, until the explosive growth of the subprime market,
lenders generally would not approve mortgages unless they had substantial evidence that the loan
was affordable and sustainable. Home buyers and homeowners have therefore trusted their brokers
as mortgage professionals to help them choose a suitable loan. This misplaced trust has likely been
a factor in the current foreclosure crisis, as people who were trying to achieve homeownership or
accrue savings through refinancing were given overpriced or unaffordable loans. 

Based on our findings, we make the following recommendations:

POLICY RECOMMENDATIONS

• Ban yield-spread premiums and prepayment penalties on subprime loans;

• Create a system of accountability where lenders and investors share responsibility for brokered
loans; and

• Establish clear broker duties to their clients.

CONSUMER RECOMMENDATIONS

• Obtain multiple quotes before committing to a home loan, with at least some from retail 
lenders like banks or credit unions. Do not assume that any lender will give you the best or 
even a good rate.

• Ensure that at least one loan option from each lender is a standard fixed-rate mortgage that pays
off principal and interest every month.

• Examine both interest rate and total fee costs. Ask questions about changes in scheduled 
payments and how high payments can go.

• Avoid loans that have prepayment penalties that can restrict refinancing and support the yield
spread premiums that lead to higher interest costs.

• Before applying for a loan, review your credit reports and credit score.
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I. BACKGROUND

A. Brokers and Their Role in the Mortgage Process

A mortgage broker is “an individual or firm that brings borrowers and lenders together for the 
purpose of loan origination.”1 Mortgage brokers are generally involved in all aspects of loan 
origination. They identify and market directly to consumers, collect all relevant information from
potential borrowers and submit loan applications to lenders. They determine which types of 
products to offer borrowers and whether borrowers will pay above market rates on those products.
However, they generally do not use their own funds to close loans. Importantly, though their 
customers routinely rely on them as experts to help select lenders and loan products, mortgage 
brokers often assert that they are independent contractors and not agents of either borrowers 
or lenders. 

Despite their integral involvement in mortgage transactions, there is scant regulation of mortgage
brokers compared to traditional lenders. While banks, for example, are subject to regular oversight
and regulatory examinations that scrutinize the quality and legality of the loans they originate, the
regulatory reviews applicable to brokers are largely focused on ensuring that brokers meet certain
benchmarks in order to be licensed. It is notable, however, that some states have moved to more
aggressively enforce such regulations in an effort to weed out irresponsible mortgage originators.2

While mortgage brokers are active across the entire credit spectrum, they have played a major role
in the rapid growth of the subprime mortgage market. Originally a small, niche market catering to
borrowers who were only marginally ineligible for prime loans, in the last decade subprime lending
has grown rapidly to become a major driver of the U.S. housing market. From 1996 to 2006, the
annual size of the subprime mortgage market grew from $97 billion to $640 billion, increasing its
share of total mortgage originations from 12 percent to 21 percent.3

This growth was driven by the willingness of subprime lenders to rely on third-party originators.
Rather than build brick-and-mortar storefronts, subprime lenders have recruited brokers and, to a
lesser degree, correspondent lenders to market and originate their loans. Together, the loans 
originated by these third-party originators are described as “wholesale” loans. In 2003, 48 percent 
of subprime loans were originated by wholesale lenders. By 2006, the last year of our study period,
estimates from trade publications reported that such loans accounted for 63 to 81 percent of all 
subprime loans.4

There are clear business advantages to wholesale lending. By employing the services of brokers,
lenders have been able to lower their fixed costs and expand operations into new markets without
having to hire new loan officers, acquire office space, or invest heavily in consumer marketing.
Similarly, relying on brokers has allowed lenders to avoid the costs associated with layoffs and other
operational cutbacks when mortgage activity declines due to economic downturns or interest rate
increases.5 When the broker system works well, it arguably can also provide “one-stop shopping” to
borrowers, helping them compare and choose from myriad mortgage products offered by different
lenders. In addition, with limited information available on the prices associated with brokered home
loans, many advocates of brokers have pointed to traditional economic theory, which assumes that
borrowers, like all consumers, are rational and will therefore only use brokers if it is in their 
financial interest to do so. 
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In spite of these benefits, the high proportion of subprime loans originated by brokers and the 
current subprime foreclosure crisis have raised many questions about how well brokers are serving
their customers. In part, these questions have been fueled by the withdrawal of several large wholesale
lenders from the subprime marketplace. For example, in July 2007, Wells Fargo shut down wholesale
operations while continuing to originate subprime retail loans. Several predominately wholesale
lenders, including Aegis, New Century Financial and Fremont, have terminated their lending 
altogether.6 While these recent retreats from subprime brokered lending suggest the market has
become increasingly skeptical of such loans, nothing has fundamentally changed in either the 
incentive structure and regulation of brokers. 

Borrower Perception of Mortgage Received

Borrowers with Brokered Loans Borrowers with Retail Loans

Did not receive a loan 
that was best for them 21% 9%

Did not feel the rates 
and terms were fair 23% 8%

Did not receive accurate 
and honest information 19% 7%

Received loans that 
were worse than expected 20% 8%

Source: AARP

Mortgage Shopping and Brokers

“Rational choice theory,” an analytic framework often used for evaluating economic and social
behaviors, assumes that people faced with choices will choose the best option based on their
own set of preferences and constraints. Applying this framework to mortgage shopping would
suggest that, as rational actors, borrowers will only use mortgage brokers if it is in their 
financial interest to do so. However, research on borrower behavior has shown that, at least 
in many cases, borrowers face serious barriers to effectively shopping for mortgages. 

A 2007 study by Harvard University researchers finds that borrowers have a limited ability to
analyze and compare multiple, complex mortgage products. The study finds that the complexi-
ty of mortgage pricing hampers both borrowers’ ability to assess risk and to comparison shop.
Such difficulties are exacerbated by aggressive and sometimes deceptive marketing practices
that further hinder borrowers from making choices that are in their best interest.7

A 2003 study by the AARP also casts doubt on the notion that borrowers only choose brokers
when it is beneficial to do so. The report published the results of a survey on the experiences
of older borrowers who received loans from brokers versus lenders. Conducted on over 1,000
borrowers age 65 and older who refinanced their homes between 1999 and 2000, the survey
found that 33 percent of broker-originated loans were subprime, compared to only 17 percent
of lender-originated loans.8 In addition, the study also found that 70 percent of borrowers with
broker-originated loans relied “a lot” on their brokers to find the best mortgage for them,
despite brokers having no fiduciary responsibilities to borrowers.9 Finally, the AARP survey
found that older borrowers who received their loans from brokers were less satisfied with their
loans than retail borrowers. Specifically, borrowers with brokered loans were more than twice
as likely to report that: 1) they did not receive a loan that was best for them; 2) they did not
feel the rates and terms of their mortgage were fair; 3) they did not feel that they were given
accurate and honest information; and 4) their loan was worse than they expected.10
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B. Broker Regulation

Brokers are generally regulated at the state level, but such regulation is primarily limited to licensure
rather than substantive lending standards. Since they do not hold deposits like a traditional bank,
they are not subject to safety and soundness reviews by federal or state banking regulators. In 
addition, since it is lenders that set underwriting criteria and sell the loans off to investors in 
mortgage-backed securities, brokers are largely exempt from requirements of independent ratings
agencies and investors like Fannie Mae and Freddie Mac.11 While in theory federal regulators may
hold lenders responsible for third-party relationships that involve financial transactions, in practice
such oversight is limited.

All states license brokers, but the breadth and depth of state broker regulation varies considerably.
Although the majority of states now license individual brokers, some still only require licensing at
the firm level. The typical state licensing regime includes basic requirements like criminal 
background checks, bonding, and educational or experience requirements. However, without 
substantive requirements, like a state predatory lending law or statutes that establish affirmative
duties of a broker to a borrower, licensing in itself generally does not guard against most abusive
lending practices. In other words, licensing statutes act primarily as enforcement mechanisms for
substantive protections but do not actually establish protections themselves. Some states do 
combine both procedural and substantive protections in their broker regulation. For example, North
Carolina’s mortgage broker licensing statute specifically makes compliance with the state predatory
lending law a condition of being lawfully licensed.12 In addition, North Carolina and a number of
other states establish, by statute or common law, affirmative duties that guide brokers’ services to
borrowers and often direct that brokers must act in the interest of the borrower.13 These protections,
of course, are by no means universally available.

Nonetheless, many borrowers perceive brokers to be acting on their behalf. A 2003 survey of 
mortgage borrowers 65 or older conducted by AARP found that 70 percent of borrowers who
received broker-originated loans relied “a lot” on their brokers to find the best loan for them.14

Similarly, a survey of African-American borrowers, a group that has disproportionately received
loans in the subprime market, found that half mistakenly believed that brokers had a legal 
obligation to find them the best loan.15 Indeed, brokers often market themselves as mentors or 
advisors to potential borrowers.16

C. Broker Compensation

The lack of broker regulation might be of less concern if the financial incentives of brokers were
more closely aligned with consumers’ interests. However, broker compensation is tied primarily to
the volume of mortgages they originate and the rates on those mortgages. Their compensation is not
generally linked to the appropriateness or the performance of the loans they originate. 

Brokers typically receive two types of revenue: an origination fee and a yield spread premium (YSP).
The origination fee is paid directly by the borrower and is generally calculated as a percentage of the
loan amount. In addition, borrowers routinely (and, often, unknowingly) pay above market interest
rates on loans originated by brokers so that the broker can earn an up-front cash payment called a
yield spread premium (YSP). A YSP is an extra payment that brokers receive from lenders for 
delivering a mortgage with a higher interest rate than that for which the borrower qualifies. In the
subprime market, lenders usually will pay the maximum YSP only if a loan contains a prepayment
penalty. The penalty ensures that the lender will recoup their YSP payment either through excess
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interest collected over time or from the penalty fee, should a borrower refinance to avoid those
interest costs. These penalty fees are for substantial amounts, typically 6 months interest on 80% of
the prepaid balance. For a $150,000 loan balance at 8% interest, a penalty in this form would
amount to about $4,800. (See Appendix 1 for a detailed example of how YSPs work.)  

This compensation structure encourages brokers to originate as many loans as possible at the highest
prices possible. These incentives are consistent with the practice of loan “steering” (i.e. placing 
borrowers into unnecessarily expensive loans). Since the compensation structure can be similar for
retail loan officers, whether brokers or retail lenders are more likely to be engaged in such activities
is largely an empirical question to be explored below. 

How might brokers set prices?

Brokers optimize their revenue along two primary dimensions. First, they seek to maximize the 
number and volume of loans closed, both of which affect the origination fees they collect. Second,
they seek to maximize their revenue per loan through collection of yield-spread premiums. In fact,
these dimensions can be seen to be in tension. A broker that offers a consumer an overpriced loan
risks losing the business if the consumer identifies a less expensive option. However, a broker that
maximizes loan volume by offering discount pricing will make far less money on each transaction.
Consequently, brokers must find an optimal balance between these two factors.

We hypothesize that this balance will be a function of a broker’s subjective evaluation of borrowers’
willingness to pay above market rates. Specifically, we predict that brokers anticipate that borrowers
with weaker credit will have fewer financing options and be less knowledgeable and confident in
their credit dealings. Accordingly, it is logical that brokers would use this leverage to extract greater
payments from such borrowers. It also follows that brokers would be more concerned about losing
borrowers with strong credit to competing credit providers and so seek to offer these borrowers 
highly competitive rates. We are not the first to articulate this possibility, as Professor Guttentag
made the point as early as 2000.17

To test the hypothesis, we compare the costs of similar brokered and retail loans extended to 
borrowers with similar risk profiles. While retail lenders likely are not wholly immune from the
incentives faced by brokers, we believe that their internal controls, fair lending compliance regimes,
and concern over reputational risk would make such pricing practices less pronounced. 

If our hypothesis is correct, we would expect that brokers will charge borrowers with worse credit
positions more for their loans relative to similar borrowers who receive their loans from a retail
lender. Moreover, because we believe that mortgage brokers may fear losing “prime” borrowers to
competitors, we anticipate that the cost of brokered loans to borrowers with strong credit will be
highly competitive with retail loans. In fact, it is possible that the lower costs associated with 
brokers might be passed on to these borrowers. 

We also think that the difference in loan costs will not be evenly evidenced over loans’ scheduled
lives. We hypothesize that brokers will take advantage of a relative dearth of public or private 
regulatory oversight to aggressively market adjustable-rate mortgages with short-term introductory
rates. If true, the difference in costs between brokered and retail loans will change when 
introductory rates expire. 
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II. DATA

Our analysis uses information on mortgages contained in a database provided by McDash
Analytics.18 The McDash database contains information on individual loans collected from 
approximately 15 mortgage servicers. While it varies from year to year, Table 1 below shows that,
during our study period, McDash’s market coverage is roughly 40% of that of the Home Mortgage
Disclosure Act (HMDA).

Table 1: Number of Originations: First-Lien, Owner-Occupied, Conventional Purchase and Refinance Mortgages

The McDash data is rich in detail, including over 70 variables related to loan characteristics and
performance, such as loan amount, loan purpose, borrower credit score, loan-to-value ratio (LTV),
debt-to-income ratio (DTI), documentation level and origination channel. Our analysis is of 30-year
first-lien, owner-occupied conventional home mortgages originated between 2004 and 2006 in the
50 states and the District of Columbia. Loans with balloon payments or mortgage insurance were
excluded from the analysis.19 These selection criteria and the requirement that each matching 
variable used in our analysis contain a valid measurement results in an analytic data set of 
1.7 million loans. Our selection process, and particularly the requirement that both debt-to-income
and income documentation fields be fully populated, disproportionately eliminates certain loans
from the dataset. To ensure that our analysis is representative of the original set and reflects the 
geographic distribution of lending in the U.S. during the study period, we apply a system of weights
(see Appendix 3 for more details).

Examining our analytic data set, brokered loans account for 29% of our weighted observations.
While Table 2 shows that brokers appear to serve similar borrowers in terms of their loan purpose,
credit (FICO) score, loan-to-value (LTV) ratio, and debt-to-income (DTI) ratio, differences in loan
types are apparent. Without controlling for market segment (e.g., subprime or prime), brokered
loans were somewhat more likely to be ARMs, much more likely (17.3% versus 0.6%) to carry 
prepayment penalties, and four times as likely to allow for negative amortization compared to 
retail loans. 

2004 2005 2006

McDash 4,213,937 4,615,911 3,414,372

HMDA 10,754,587 10,539,191 8,708,257

Estimated Market Coverage 39.2% 43.8% 39.2%
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Table 2. Analysis dataset: Summary Statistics 

Unweighted Weighted

All Loans All Retail All Brokered All Loans All Retail All Brokered

Proportion of 
Observations 1 .568 .432 1 .712 .288

Loan Type

ARM (%) 46.7 41.2 53.9 40.1 38.1 45.1

FRM (%) 53.3 58.8 46.1 59.9 61.9 54.9

Jumbo (%) 19.7 18.1 21.9 15.2 14.8 16.2

Prepayment Penalty (%) 9.2 1.6 19.2 5.4 0.6 17.3

Loan Purpose

Purchase (%) 42.7 44.2 40.6 45.8 47.7 41.2

Refinance (%) 57.3 55.8 59.4 54.2 52.3 58.8

Low/No Doc (%) 33.7 27.0 42.4 27.4 23.8 36.4

Negative Amortization (%) 30.3 22.1 41.1 14.8 7.7 32.3

Interest Only (%) 18.2 18.1 18.2 15.9 16.6 14.3

FICO

Mean 718.6 727.2 707.1 721.5 727.0 707.9

Median 726 735 715 731 736 716

Std 60.7 55.8 64.9 60.2 57.2 65.0

LTV

Mean 66.9 64.8 69.7 68.7 67.9 70.7

Median 71.9 69.8 75 74.5 73.9 75

Std 16.4 17.4 14.5 15.5 16.0 14.0

DTI

Mean 33.2 33.0 33.4 32.7 32.6 33.0

Median 31 30 32 29 28 31

Std 17.4 18.0 16.6 18.3 18.9 16.5

III. METHODOLOGY

To compare broker-originated loans with retail loans with similar risk profiles, we employ a
matched-pair analysis and compare the average total interest payments on loans originated by each
of the two origination channels. First, as shown in Table 3, we create 4,032 potential groups of loans
that have similar characteristics along many of the dimensions that determine price and risk. By
subdividing the data in this fashion, our analysis accounts for the fact that lenders may have 
different eligibility and pricing models for loans with different characteristics along some or all of
these dimensions. Further, this methodology is preferable to a multiple regression model because it
allows the impact of broker-origination on loan cost to vary for different matched pair groups. 
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After subsetting our 1.7 million loans into these categories, only 1,623 of the 4,032 potential groups
had 20 or more loans originated by both brokers and retail lenders, the minimum standard we set 
for conducting an analysis. For the loans in these 1,623 categories, we calculate the total interest
payments for each loan over the term of the loan. The interest payments for regular fixed-rate 
mortgages were calculated based on a standard amortization schedule. For adjustable rate mortgages,
total interest payments were decomposed into two parts: interest payments paid during the initial
fixed-rate period and interest payments paid during the adjustable-rate period. Interest payments for
the initial period were calculated using the initial rate; for the adjustable-rate period, an interest
rate was derived by adding the loan’s margin to an index rate, taking into account any limitations
on first or subsequent loan adjustments specified in relation to the loan.20
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Table 3: Variables for Creating Matched Pairs of Loans

Variable Number of Categories Description of Categories

Year 3 1) 2004

2) 2005

3) 2006

Jumbo Status 2 1) Above jumbo limit;
2) Below jumbo limit.

Loan Purpose 2 1) Purchase;
2) Refinance.

Loan Type 2 1) Fixed rate mortgage;
2) Adjustable rate mortgage.

Documentation 2 1) Full documentation;
2) Low or no documentation.

Debt-to-Income Ratio 3 1) Less than or equal to 0.36;
2) Greater than 0.36 but less than or 

equal to 0.55; or
3) Greater than 0.55 

Loan-to-Value Ratio 4 1) Less than or equal to 0.7;

2) Greater than 0.7 but less than or equal 
to 0.8

3) Greater than 0.8 but less than or equal 
to 0.9; 

4) Greater than 0.9.

FICO score 7 1) Greater than or equal to 520 but less 
than or equal to 560;

2) Greater than 560 but less than or 
equal to 600;

3) Greater than 600 but less than or
equal to 640;

4) Greater than 640 but less than or 
equal to 680;

5) Greater than 680 but less than or 
equal to 720;

6) Greater than 720 but less than or 
equal to 760;

7) Greater than 760 but less than or 
equal to 850.

TOTAL NUMBER OF POSSIBLE “MATCHED PAIR” GROUPS: 3 * 2 * 2 * 2 * 2 * 3 * 4 * 7 = 4,032
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For all loans, adjustments to interest payments were made to account for the general cost of 
mortgage credit at the time at which the loans were originated and costs routinely associated with
the use of a condominium as collateral (see Appendix 3 for more information on methodology). In
this analysis, we assume that loans that allow for negative amortization in fact repay on a standard
amortization schedule. This assumption likely underestimates the cost of brokered loans, since 
brokers disproportionately originate such loans and considerable evidence exists that borrowers tend
not to pay down fully-amortizing principal levels on these loans and, consequently, are incurring
higher interest costs than those we estimate.21 We assumed that loans with interest-only periods 
followed their scheduled payment plan, including no amortization of principal during the interest-
only period. Finally, within each subset of loans for retail and brokered mortgages, we compare
weighted average interest payments per $100,000 borrowed.22

IV. FINDINGS 

The results of our analysis reveal striking differences in loan costs depending on the 

origination channel:

1)  Significant disparities exist between broker and retail lender pricing. The analysis reveals that
interest payments were significantly higher on broker-originated mortgages for each year of our study
period. Additional interest payments on brokered loans tended to be greater for adjustable-rate,
jumbo and purchase loans, as well as loans with full income documentation. 

2)  Disparities are greatest for subprime borrowers. For people with weaker credit, brokers consistent-
ly charged higher interest than retail lenders. A typical subprime borrower who received a brokered
loan paid $5,222 more in interest during the first four years of a $166,000 mortgage compared to a
similar borrower who received a loan directly from a lender. Over the scheduled life of a loan, this
borrower would pay $35,874 more in interest payments, an amount equivalent to an interest rate 
1.3 percentage points higher than a similar borrower with a retail loan.

3)  Cost disparities for subprime borrowers vary over time. For subprime borrowers, the additional
interest costs of brokered loans are apparent even during the first year of the loan. The average
monthly cost disparity between brokered and retail loans then increases between the first and fourth
years of loan life and then decreases, but remains positive, over the remaining loan term. 

4)  Prime borrowers paid roughly the same for brokered loans as for retail loans. In general, people
with higher credit scores—those who received prime loans—paid about the same in interest costs
regardless of whether their loans were retail or brokered. In fact, some borrowers with very high
credit scores achieved modest savings from brokered loans.

FINDING ONE: There are significant differences in the interest costs associated with broker
and retail-originated loans.

Our matched-pair analysis confirms that loans originated by brokers tend to be more expensive over
their scheduled terms than retail loans, particularly for borrowers who would likely be considered
subprime. For the 1,623 risk-product categories that had sufficient numbers of loans to conduct the
analysis,23 870 (54%) showed brokered loans to be statistically more expensive than retail loans. In
contrast, 243 (15%) categories showed retail loans to be more expensive, while 510 (31%) did not
show statistically-significant differences between the two channels. 
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Table 4, below, aggregates the results from these 1,623 risk/product categories by various loan and
borrower characteristics. Specifically, Table 4 creates weighted averages of the costs or savings
resulting from broker originations in each risk/product category and performs t-tests to determine
the significance at these aggregated levels.24

Table 4. Summary of 30-Year Differences in Interest Payments on Brokered Loans Over Retail Loans by Select

Loan Characteristics, 2004–2006

Variable Category Broker sample size Retail sample size Additional broker cost per 
$100,000 borrowed (in dollars)

Origination Year 2004 320,693 711,695 2,478***
2005 304,237 831,862 2,473***
2006 262,765 663,702 3,173***

Purpose Purchase 360,284 1,045,943 5,251***
Refinance 527,411 1,161,316 1,091***

JUMBO Above 144,799 312,172 859***
Below 742,896 1,895,087 3,939***

Loan Type ARM 381,999 790,188 4,234***
FRM 505,696 1,417,071 830***

Documentation Full Doc 566,613 1,690,502 3,449***
Low/No Doc 321,082 516,757 1,823***

DTI (0,36] 582,395 1,488,551 578*
(36,55] 246,592 441,883 7,773***
(55,100] 58,708 276,825 3,552***

FICO Range (520,560] 12,460 15,719 43,260***
(560,600] 29,872 41,942 29,723***
(600,640] 76,538 114,793 16,685***
(640,680] 133,268 263,970 6,597***
(680,720] 193,593 458,688 1,431***
(720,760] 207,677 550,245 -600*
(760,850] 234,288 761,901 -983***

LTV (0,70] 334,378 911,116 -257
(70,80] 530,772 1,236,851 4,286***
(80,90] 15,512 24,910 31,439***
(90,100] 7,033 34,382 28,784***

Notes:  
(1) One, two and three asterisks denote statistical significance at the 95%, 99% and 99.5% confidence levels,
respectively. This convention is carried through in all subsequent tables. 
2) The categories in this table are not mutually exclusive. For example, an ARM loan above the jumbo loan limit
threshold originated in 2004 would be reflected in the ARM, Above and 2004 rows.
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On average, the additional interest payment scheduled to be paid over 30 years by borrowers with
brokered loans ranged between $2,473 and $3,173 on loans made between 2004 and 2006. Average
additional payments on brokered loans varied by loan type, with higher additional payments for
adjustable rate than fixed rate ($4,234 vs $830), purchase loans than for refinance loans ($5,251 vs
$1,091), and non-jumbo than for jumbo ($3,939 vs $859). Additional payments also tended to be
higher for loans with full documentation of income. Most importantly, as will be explored below,
the additional payments were much higher for borrowers with lower credit scores.

FINDING TWO: The additional cost of brokered loans compared to retail loans is greatest for
subprime borrowers.

Importantly, brokered loans tended to be more expensive for borrowers with credit scores that could
be considered subprime, while they were less expensive in a few credit score categories that would
widely be considered prime.  As shown in Table 4, on average, borrowers with credit scores of 640 or
below who obtained a loan from a broker would pay $16,685-$43,260 in extra interest payments per
$100,000 borrowed over the scheduled life of the loan compared to borrowers with comparable
credit scores who received a retail loan. This amount decreases, but is still positive and significant,
through the near-prime segment (credit scores of 640-720).25

While Table 4 provides a summary by aggregating the results of our 1,623 risk/product categories
into one-dimensional categories of individual and loan characteristics, Table 5, below, displays price
disparities at more detailed levels of creditworthiness, aggregating the results from the 1,623
risk/product categories by combinations of FICO, DTI and LTV. The light gray shaded cells are
those in which brokered loans are statistically more expensive than retail loans, while the light
green shaded cells are those in which retail loans are more expensive. Results in unshaded cells 
were not different from zero by a statistically significant amount.
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FINDING THREE: Cost disparities between brokered and retail-originated loans vary over
time, consistent with brokers disproportionately originating adjustable-rate mortgages (ARMs)
with shorter-term introductory rates.

The results in Table 5 have the advantage of capturing the full scheduled interest costs of a loan,
taking into account key differences, including the length and depth of introductory discount rates,
contractual limits on periodic interest rate changes, various margins that apply during adjustable 
rate periods, and the effects of interest-only periods. An important limitation to the measurements
in Table 5, however, is that they apply to a 30-year time period. In practice, most homeowners 
refinance or sell their home and pay off their loan long before 30 years have passed. In fact, the
average life of a recent home loan is commonly reported at three to five years.26 Consequently, we
also estimate the difference in interest costs between brokered and retail loans over a four-year time
horizon. In addition, to better inspect the effects of introductory rates, we also calculate cost 
differences over a one-year horizon. The results are shown in Tables 6 and 7. Table 8 summarizes
these results by market segment and shows the weighted aggregated results from all three 
time horizons.   

Table 5 reinforces that brokered loans tend to be statistically more expensive than retail loans for
borrowers with weaker credit profiles. Generally speaking, within a given DTI range, borrowers with
lower credit scores and higher loan-to-value ratios pay more for loans from brokers than from retail
lenders. Furthermore, the magnitude of the disparity increases as FICO decreases within individual
DTI/LTV ranges. For example, a borrower with a DTI ratio of 40, LTV of 75, and a credit score of
700 took on $7,348 in extra interest on a brokered loan per $100,000 borrowed. In contrast, a bor-
rower with the same LTV and DTI but with a credit score of 580, took on an additional $39,177 per
$100,000 borrowed as a result of having a brokered loan. For borrowers with credit scores up to and
including 640, across all categories of DTI and LTV, the weighted average of additional costs in inter-
est payments on a median loan size of $166,000 for subprime borrowers who obtained their loans
through brokers is $35,874 over the scheduled term of the loan. 
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Additional Interest Payments Additional Interest Payments 
(Total) (Per Year)

FICO Range & Segment 1-year 4-year 30-Year 1-year 4-year 30-Year

Subprime 

(520,560] $1,593*** $6,562*** $43,260*** $1,593*** $1,641*** $1,442***

(560,600] $961*** $4,231*** $29,723*** $961*** $1,058*** $991***

(600,640] $525*** $2,411*** $16,685*** $525*** $603*** $556***

Weighted Average: 520-640 $707 $3,146 $21,611 $707 $787 $720

Near-Prime 

(640,680] $183*** $1,013*** $6,597*** $183*** $253*** $220***

(680,720] -$4 347*** $1,431*** -$4 $87*** $48***

Weighted Average: 641-720 $72 $614 $3,309 $72 $154 $110

Prime 

(720,760] -$81*** 34 -$600* -$81*** $9 -$20*

(760,850] -$80*** -67 -$983*** -$80*** -$17 -$33***

Weighted Average: 721-850 -$81 -$19 -$799 -$81 -$5 -$27

Table 8. Average additional interest payments per $100,000 on brokered loans by credit score

Table 9: Typical total additional interest payments on brokered loans by market segment

Time in Loan

Market Segment Median loan size 1 Year 4 Years 30 Years

Subprime $166,000 $1,174 $5,222 $35,874

Near-Prime $214,000 $154 $1,316 $7,094

Prime $221,000 -$179 -$42 -$1,767
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The overall pattern of borrowers with weaker credit profiles paying higher interest payments on
brokered loans compared with similarly-situated retail borrowers holds in the shorter-term results
shown in Tables 6 and 7. Of course, the magnitude of the cost differentials is smaller under shorter
time horizons than over the full 30-year term. Specifically, Table 8 shows that the combined
weighted average additional cost for borrowers with credit scores of 640 or below range from $525
to $1,593 per $100,000 borrowed over the first year (average of $707) and $2,411-$6,562 over four
years (average of $3,146). Given a median loan size of $166,000 among subprime borrowers in our
dataset, this corresponds to an additional $1,174 in interest payments on a brokered loan over one
year and $5,222 over four years, compared to $35,874 over 30 years. Table 9 further summarizes
these results and associates them with median loan sizes to provide a measurement of the difference
in interest costs experienced by typical borrowers in each market segment over various time periods.

Interestingly, together, Tables 6-9 suggest that brokers placed a greater emphasis on shorter-term
rates than did retail lenders.  Two patterns help elucidate this finding. First, the one-year results in
Table 7 show thirteen subsets of risk categories where brokered loans carried interest costs that were
statistically lower than retail loans,  compared to only four subsets for the four-year results (Table 6)
and seven subsets for the 30-year results (Tables 5). Second, the magnitude of the differences in
average interest payments between brokered and retail change over time. As shown in Table 8, the
additional interest costs associated with brokered loans for borrowers with credit scores up to 680
increases more than four fold between one and four years. For each of these categories of borrowers,
the additional cost per year then decreases between four and thirty years. For example, the average
additional interest cost over one year associated with brokered loans for borrowers with credit scores
between 600 and 640 is $525. However, the average additional cost over four years is $2,411 (or
$603 per year) and $16,685 over 30 years (or $556 per year). 

The fact that the average additional cost per year changes over different time horizons is likely
attributable to differences in the rates and structures of adjustable-rate mortgages. With brokers 
disproportionately originating ARMs with introductory periods of less than four years, the 
additional costs associated with rate resets comes earlier for brokered loans. Meanwhile, with retail
ARM loans disproportionately resetting after the fourth year, the additional cost associated with
rate resets comes later for retail loans. This helps explain why the average additional interest 
payments per year increases between the first-year and four-year measurements and decreases for the
30-year measurements. The fact that the average additional interest payments per year is positive
for all time horizons suggests that, in addition to brokered ARMs having shorter introductory 
periods, they also tend to have higher introductory rates.
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Figure 1 visually depicts how differences in the interest costs of ARMs between brokered and retail
channels affect monthly interest payments of borrowers with various credit scores over various 
timeframes.27 For all categories of credit, the average difference in monthly interest costs between
brokered loans and retail loans increases between the initial year and the same measurement taken
over the first four years of the loan term. On the other hand, the magnitude of the increased costs
for brokered loans decreases when one compares the average monthly difference over four years to
that of the full scheduled 30-year term. This is likely due to lower levels of interest payments in 
the later years as principal payments become higher, as well as the relatively late rate resets of 
retail loans. 

Tables 9 and 10, below, confirm that, while the higher cost of brokered loans for borrowers with
weaker credit profiles holds true for fixed-rate loans, the differences are much more pronounced for
adjustable-rate mortgages. Tables 11 and 12 display the average total cost disparities between the two
channels for ARM loans only, over four years and one year, respectively.

Importantly, for almost every category of borrowers for which brokers were associated with a 
higher cost over the first year (i.e. the gray shaded cells in Table 12), the additional cost remains 
significant and increases by more than four-fold over four years (Table 11). In addition, for every 
category of borrowers for which brokers were associated with lower costs in the first year of the 
loan (i.e. the green shaded cells in Table 12), the four-year differences in costs were no longer 
statistically significant. These findings reinforce the notion that brokered loans tend to have 
higher introductory rates than retail loans for many subprime borrowers and shorter introductory 
periods—that is, are faster to reset.
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Figure 1. Average Additional Monthly Interest Payments: ARMs
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FINDING FOUR: Prime borrowers who obtained loans from brokers generally experienced no
additional costs compared to retail.

Among loans to stronger credit borrowers, the 30-year results shown in Table 5 reveal mixed results.
Generally, stronger credit borrowers with brokered loans that carried lower LTV ratios experienced
savings compared to their similarly situated counterparts who received retail loans. However,
stronger credit borrowers with somewhat higher LTV ratios experienced increases in interest rate
costs compared with their retail counterparts. Table 9 shows that in general, prime borrowers who
obtained loans from brokers experienced no additional costs compared to those who received their
loans from a retail lender. Over a common four-year loan life, prime borrowers essentially pay the
same interest no matter whether they received their loan from a broker or a retail lender.

Turning to the results, as shown in Table 5, in six DTI/LTV combinations associated with borrowers
with stronger credit profiles (credit scores greater than 720), retail loans are actually more expensive
in the higher FICO ranges. Conversely, in five instances, these borrowers actually received loans
with increased costs from a broker relative to retail-originated loans. Table 8 shows the weighted
average 30-year difference for a borrower with a credit score over 720 was $799 less per $100,000
borrowed. As shown in the shorter-term results in Tables 6 and 7, the long-term patterns continue to
hold. In fact, the one-year results displayed in Table 7 show that brokered loans carry lower interest
costs to even more subsets of borrowers. However, at the four-year mark, such differences are already
erased, with brokers only having a cost advantage in four subsets of stronger credit borrowers. The
weighted average difference in costs over the first year was $81 less per $100,000 borrowed and 
$19 less over four years.

Figures 2 and 3 below visually present and augment findings two and three for borrowers with DTI
ratios of zero to 36 and 36 to 55, accounting for the vast majority of all lending. Within each figure,
four sets of graphics serve to illustrate results for LTV ranges of 0-70, 71-80, 81-90, and 91-100.
Each graphic then displays the difference in 30-year interest costs between brokered and retail loans
(vertical axis) versus borrowers’ credit scores (horizontal axis). In addition, the figures also show
whether the reported findings are statistically significant (shaded circle) or not significant (open 
circle). Finally, the different size circles represent the relative dollar volume of loans in each group:
the bigger the circle, the greater proportion of the market accounted for by that group of borrowers’
loans on a dollar volume basis. 

The general trend across these charts shows that borrowers with higher credit scores pay virtually no
additional interest and occasionally pay modestly less interest when they receive their loan from a
broker versus a retail lender, and borrowers with lower credit scores pay more interest. What’s more,
the figures illustrate that the additional interest paid in brokered loans increases dramatically as
credit scores decline. The figures also help clarify that the results vary considerably between loans
that would be considered prime and those that are subprime. While the greater amounts of interest
payments charged to subprime borrowers are striking, the greater volume of loans (in the prime 
market) evidence scant disparities.
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Figure 2a:

Figure 2b:



Center for Responsible Lending        27

Figure 2c:

Figure 2d:
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Figure 3a:

Figure 3b:
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Figure 3c:

Figure 3d:



Steered Wrong: Brokers, Borrowers, and Subprime Loans30

Limitations

Like all empirical analyses, there are limitations to our efforts. First, our data does not have any
information on upfront fees paid by borrowers and, as a result, the cost of the loans is measured
exclusively by interest rate. However, we also do not adjust for the cost of prepayment penalties, the
overwhelming majority of which are on brokered loans. As a result, our estimates understate the true
cost of brokered loans (See Appendix 4). In addition, we have seen no evidence to suggest that 
brokered loans carry lower upfront fees in such a way that would offset the higher interest payments
we document. In fact, research suggests that the borrowers only receive 25 cents in reduced fees for
every one dollar paid in YSPs to brokers and that upfront fees are actually less for retail loans than
for brokered loans.28 Finally, our estimates suggest that, on average, brokered loans for borrowers with
credit scores of 640 or below pay an additional $3,146 per $100,000 amount in interest over a 
typical four year loan life. This is roughly the equivalent of an extra 3 percent of the loan amount in
upfront fees. Therefore, even if these brokered loans did carry lower fees, it is extremely unlikely
that they would be low enough to equalize the total cost of the loan.

Second, our data set was not large enough to control for geography in the analysis. It is possible that
broker originations are concentrated in areas where rates tend to be higher, in which case the cost
associated with going to a broker might actually reflect the geographic distribution of brokered
loans. However, to the extent that any geographic concentrations of broker-originated loans are 
correlated with risk and product characteristics, our matched pair analysis will avoid biased results. 

Third, it is possible that our model omits other information that is correlated with both loan pricing
and origination channel. For example, it is possible that borrowers who tend to rely on brokers are
those who are somehow more difficult to serve and, therefore, are more likely to receive more
expensive loans. However, by subsetting the data among so many dimensions, we were able to 
control for the vast majority of risk factors that lenders generally use to underwrite and price loans. 

Fourth, within our subsetting methodology, we are unable to account for instances in which a 
borrower is steered to a loan with limited or no documentation of income or assets. Such steering is
troubling because it leads to more expensive loans for borrowers even as it reduces work on loan
originators and can even make it easier for incomes to be falsified. If either brokers or retail lenders
are more likely to use such a tactic, the resulting increase in the cost of loans originated by that 
channel would not be evident from our methodology. The descriptive statistics indicate that brokers
were more likely to originate such loans, but, of course, provide no basis for determining whether
the reduced documentation was appropriate.
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V. DISCUSSION 

Our findings show that, for many categories of subprime borrowers, brokers deliver more expensive
loans than retail lenders, with additional interest payments for borrowers with credit scores of 520
to 640 ranging from $11,300 to $73,600 per $100,000 borrowed over the 30-year scheduled loan
life. Meanwhile, for a few subsets of prime borrowers, brokers seem to deliver some savings, though
the magnitude of these savings is quite modest, ranging from $900-$1,600 per $100,000 borrowed
over the loan term. 

These findings are consistent with the view that brokers seek to maximize their revenue by finding
the optimal balance between high loan volume and the highest compensation per loan, and that
the balance they choose is influenced by their subjective evaluation of a borrower’s willingness to
pay. Specifically, these findings support the hypothesis that brokers perceive people with lower 
credit scores to be more vulnerable to accepting loans that are more expensive than they qualify for.
They therefore, in this explanation, attach premiums to the interest rates that they offer these 
borrowers in order to secure the yield spread premiums from lenders. At the same time, concerned
that borrowers with higher credit scores are more likely to seek other financing options, brokers
offer them rates that are highly competitive. 

Consistency with existing literature

These findings also are consistent with published findings from at least three other research efforts.
Our primary advantage over these previous efforts is the size and richness of our data on loans that
span the full credit spectrum. First, researchers affiliated with the Federal Reserve System found
indirect evidence that brokers were disproportionately associated with higher-rate loans.29 In that
study, the authors cited a greater incidence of higher-rate lending outside of depository institutions’
Community Reinvestment Act (CRA) assessment areas. They argued that originations outside the
CRA assessment area were more likely to be brokered, but lacking information on the relative 
risk profiles of borrowers, did not reach any conclusions about whether the greater incidence of
higher-rate loans was attributable to risk, broker pricing, or some other explanation. Second, they
are consistent with published research from Jackson and Burlingame who conclude their empirical
analysis of broker versus retail pricing with the observation that yield spread premiums “allow 
mortgage brokers to extract materially higher payments from consumers, most likely from consumers
who are less sophisticated and more vulnerable to abusive practices.”30 Third, they are consistent
with results from Alexander et al, who analyzed data from loans made between 1996 and 1998 from
a national subprime lender and concluded that brokered loans carried an interest rate a half 
percentage point higher than similar retail loans.31

Finally, the present results are inconsistent with results from one paper from researchers associated
with the Financial Services Research Program and consistent with results from a second paper from
the same source. Anshasy et al used data from the American Financial Services Association’s
(AFSA) subprime mortgage database to find that brokered loans have a negative and significant
impact on the APR of subprime loans.32 In a more recent paper by Elliehausen et al, the authors rely
on the same dataset to, again, model the APR of subprime mortgages. Though not the focus of the
paper, the authors include loan channel as one of the independent variables in their pricing model.
For the two dominant mortgage types, i.e. fixed rate and hybrid-ARMs, broker-origination is 
associated with an increase in the APR of the loan of 0.65 to 0.89 percentage points.33
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Compensation Structure, Loan Type and Revenue Maximization

It is predictable that brokers attempt to maximize their profits. The notable aspect of our findings is
that the fundamental compensation structure of brokers seems to lead to adverse results for 
homeowners with weaker credit. Suppose broker compensation consisted of a flat fee for each 
loan originated and was tied to loan performance. Brokers would still have an incentive to originate
as many loans as possible, but would have to balance it with ensuring that borrowers had a 
reasonable ability to repay. If this were true, brokers’ and borrowers’ interests would be in closer
alignment and brokers could maximize their revenue by providing good service to borrowers and
good loans to lenders.

In reality, the existing compensation structure for brokers is quite different. As has been noted in
previous research, the YSP structure creates a perverse system of reverse competition where brokers
shop for the best YSP rather than the best loan for borrowers.34 But, there is likely more to this story.
Specifically, the availability of prepayment penalties in the subprime market, the complexity of loan
products, and the poorer performance of brokered loans likely contribute to the patterns we observe.

Prepayment Penalties and the Subprime Market

Lenders, and ultimate investors, will pay the maximum yield-spread premium on a loan only if 
they can be assured of recouping the cost of the YSP either through collecting the excess interest
payments over time or through a prepayment penalty. Importantly, prepayment penalties are 
available on most subprime loan products. As a consequence, brokers are able to secure the highest
yield-spread premiums on subprime loans, which encourages them to exploit the vulnerabilities of
people with weaker credit profiles. 

By contrast, prepayment penalties are seldom available on mortgages in the prime market.
Therefore, though lenders still offer yield-spread premiums on prime loans, they are lower than 
those on subprime products, since lenders have less assurance that they will recoup the cost of the
premium. This fundamental difference between the prime and subprime markets—that is, the 
relative availability of prepayment penalties on subprime products compared to prime products—
likely exacerbates any existing tendency to take advantage of subprime borrowers. The far greater
incidence of prepayment penalties on brokered loans than on retail loans reported in this paper, 
particularly among borrowers with the weakest credit profiles, is consistent with this theory.35

Complexity of Loan Products

In addition, as our data show, cost differences between brokered loans and retail loans tend to be
greater for adjustable-rate mortgages than for fixed-rate mortgages. This suggests that mortgage 
complexity can make it difficult for borrowers to detect higher costs associated, for example, with
higher margins applied to unfamiliar indices some years after closing. Moreover, the differences in
introductory rate periods, limits on interest rate adjustments, and other factors make it challenging
for borrowers to assess the true cost over a loan’s likely lifespan. It is likely that many borrowers rely
on initial payments as a proxy for loan costs.36 However, as we have demonstrated, the additional
cost to borrowers of brokered loans at this initial payment amount is much lower than the additional
cost over the assumed average four-year life of their loans. 
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Performance of Brokered Loans

Finally, we note that part of the explanation for higher rates could arguably arise as a consequence
of expectations for worse loan performance among brokered loans. In other words, under this
explanation, lenders who expect worse loan performance on brokered loans charge higher baseline
rates to “price in” the added risk associated with a loan originated by a broker. Alexander et al offer
an analysis of subprime loans consistent with this theory, but end up with a net effect of just half a
percentage point.37 Moreover, they do not distinguish whether this increase is associated primarily
with increased default risk (which they do detect) or yield spread premiums. Even if the entire
amount were attributable to increased default risk, the reported half percentage point difference
would be less than half of the 1.3 effective percentage point difference we report here. Moreover,
since we control for the vast majority of risk factors, we believe our analysis already directly 
controls for much of this concern. In addition, to the extent that broker-origination itself is the
risk factor that may cause higher delinquencies we question whether the risk factor could be related
to the very additional expenses we identify here. In addition, Jackson and Burlingame do explicitly
isolate yield spread premiums to identify differences.38 Consequently, the differences they report
between brokered and retail pricing have their origin with the broker and cannot be the result of
higher prices built in by a lender to account for anticipated worse loan performance. 

Implications

The implications of these findings are important in light of the recent collapse of the subprime
mortgage market. Brokers have strong incentives to originate mortgages in large volume and 
relatively little incentive to scrutinize whether the loans will perform over time. While these
incentives might be effectively checked by lenders who hold their mortgages “in portfolio,” this is
less likely to be the case for lenders that resell loans to subsequent investors. In recent years,
lenders who did not hold their mortgages accounted for most subprime originations—the vast
majority of these loans were pooled and sold off in the form of mortgage-backed securities (MBS).39

In fact, as investors bought more and more subprime mortgages, lenders appear to have relaxed
lending standards even as the broker share of originations grew. Indeed, this “originate to 
distribute” model as described by Chairman Bernanke, “appears to have contributed to the 
breakdown in underwriting standards, as lenders often found themselves able to pass on the 
credit risk without much resistance from the ultimate investors.”40 

Under this system, we believe that brokers were able to maximize their revenue by disproportion-
ately marketing and underwriting subprime loans based on introductory interest rates that were, in
the long run, much more expensive. In doing so, they were exposing their borrowers to greater 
payment shocks and, consequently, greater risks. In fact, with strong incentives to ignore loan 
quality and overcharge on subprime loans, brokers evidently either made loans without regard to
borrowers’ ability to stay in their homes or else relied on borrowers’ ability to refinance when 
their rates reset. In either case, many of these loans were likely unaffordable in the long run and,
therefore, unsuitable. As housing prices fell and refinancing became less possible for many 
borrowers, the risk of foreclosure to borrowers facing rate resets skyrocketed. Since our findings 
suggest that rate resets were particularly high and/or quick for brokered loans, it stands to reason
that borrowers who received such loans have been put in the greatest risk. According to the
Mortgage Bankers Association, 5.66% of subprime ARMs entered foreclosure in the 4th Quarter 
of 2007 versus 1.64% of subprime fixed-rate mortgages.41
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Until recently in mortgage history, lenders would not approve mortgages for people unless the loans
were substantially shown to be affordable and sustainable. In the subprime market in recent years,
the rules changed, but borrowers continued to expect lenders to play this gatekeeper role. To the
extent borrowers evaluate their ability to repay a mortgage, their judgment often remains focused 
on the monthly payment. When loans come with a standard amortizing fixed rate, this method is
largely acceptable. However, for more complex mortgages with features like adjustable rates or 
interest only periods, the measure is less helpful and borrowers tend to rely greatly on advice.
Combined with their inclination to mistakenly believe brokers are working on their behalf, this
can be a recipe for disaster. 

In light of the important role of brokers in providing expertise, at least one prominent mortgage
researcher has called for a voluntary system where brokers should hold themselves out as borrowers’
agents. From all reports, a relatively small number have taken up this challenge.42 Yet, borrowers
who are making the most important economic investment of their lives should be able to trust the
very professionals they are paying to help them. While much attention is currently being paid to the
systemic risk posed by the recent and potential collapse of major investment houses like Bear Sterns
and Lehman Brothers,43 a perhaps even larger risk is that borrowers will lose faith in the financial
system and forego transactions from which they could benefit and that provide important 
contributions to the larger economy. 

VI. CONCLUSION & RECOMMENDATIONS

We find that borrowers who use brokers receive more expensive loans than borrowers with similar
risk profiles who receive their loans directly from lenders. We find that borrowers with weaker credit
profiles—consistent with subprime status—experience the greatest increased interest cost associated
with brokered loans. In addition, we report that stronger credit borrowers—consistent with prime
status—receive comparable rates on both broker and lender-originated loans. These results support
our hypothesis that brokers will seek to extract greater payments from borrowers who have fewer
financing options and who they consider to be more vulnerable. In addition, we have discussed 
several explanations for how these observed results likely occur, including misaligned incentives 
presented by yield spread premiums and prepayment penalties, brokers’ lack of responsibilities to
serve borrowers’ interests, and insufficient regulation. Given the prevalence of brokers in today’s
market and their impact on the ability of borrowers to build and maintain home equity, we propose
specific policy recommendations below. 

First, yield spread premiums and prepayment penalties should be banned on subprime mortgages.
Second, lenders should be more accountable for the actions of mortgage brokers originating loans
in their names and investors should share responsibility. Third, mortgage brokers should have a

fiduciary responsibility to the borrowers they serve. These recommended policies are described
below. Notably, our proposals do not focus on increased disclosures. While improved disclosures and
increased financial literacy are laudable goals, the magnitude of the problems identified in this paper
indicate the need for a direct and immediate response. Moreover, experience and findings from
behavioral economics as well as findings related to limited financial literacy among consumers 
suggest that improved disclosures are likely to have limited effect, at best.44

To the extent that our recommended policies or similar proposals are adopted into federal law, we
stress the need to retain the rights of states to take further independent action to protect consumers.
The last time Congress passed a significant law related to abusive mortgage lending practices was
1994.45 During the interim period, the mortgage market has evolved in ways that few could have
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predicted, and the majority of states have found it necessary to take action to curb predatory lending
practices that were harming homeowners and communities. In fact, research on state laws by CRL
and others indicates that state efforts have been successful in saving homeowners millions of dollars
while reducing the incidence of predatory lending practices.46 Had federal preemption of state laws
been in effect since 1994, however, these advances and the lessons they hold for policymakers today
might never have been realized.

1. Eliminate yield spread premiums and prepayment penalties on subprime loans.
The combination of yield spread premiums and prepayment penalties allows lenders to capture
above-market rates and brokers to secure maximum compensation, while locking borrowers into
loans that are more expensive than those for which they qualify. In addition, this arrangement 
perversely encourages brokers to shop for the best yield spread premium rather than the best rate for
borrowers. Further, despite claims that prepayment penalties benefit borrowers by lowering their
interest rates, our previous research has shown that subprime borrowers who receive loans with 
prepayment penalties do not, in fact, receive lower interest rates than similarly-situated borrowers
without prepayment penalties.47 In addition, states that have banned or otherwise heavily restricted
subprime prepayment penalties have not seen rates increase.48 As a result, we strongly encourage
policymakers to prohibit both yield spread premiums and prepayment penalties on subprime loans. 

2. Strengthen accountability of lenders and investors.
Largely insulated from liability under the claim that brokers are acting as independent agents and
freed from some level of concern over reputational risk, lenders have originated mortgages through
brokers with seemingly little oversight. Moreover, they have quickly passed those mortgages along to
investors. Federal Reserve Bank Chairman Ben Bernanke has addressed this concern explicitly:

A key function of efficient capital markets is to overcome problems of information and 
incentives in the extension of credit. The traditional model of mortgage markets, based on 
portfolio lending, solved these problems in a straightforward way: Because banks and thrifts 
kept the loans they made on their own books, they had strong incentives to underwrite 
carefully and to invest in gathering information about borrowers and communities. In contrast, 
when most loans are securitized and originators have little financial or reputational capital at 
risk, the danger exists that the originators of loans will be less diligent.49

Based on these observations and our present findings, we believe lenders should be held accountable
for ensuring brokered loans meet reasonable standards. Holding lenders liable for acts, omissions,
and representations made by brokers originating loans in the lender’s name will ensure that lenders
do not turn a blind eye to broker abuses. Second, investors should take reasonable steps to avoid
supporting irresponsible lending, including only purchasing mortgages from lenders and brokers who
use appropriate underwriting and quality control standards to ensure that loans are affordable to the
borrowers they are serving. Policymakers can encourage investors to support responsible lending by
including reasonable assignee liability provisions in protections for borrowers.

3. Establish fiduciary responsibilities for brokers.
Investment professionals have long had an affirmative duty to ensure that the products they 
recommend are appropriate for their clients.50 However, despite the fact that buying a home is the
biggest investment that most families ever make and mortgage transactions are just as or more 
complicated as those of other investments, mortgage brokers typically have no such obligation to
their clients. As a result, while a securities broker who steers a client into an inappropriate 
investment takes a serious legal risk, a mortgage broker who does the same often reaps higher 
compensation with no negative consequences. 
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Brokers should have a fiduciary obligation analogous to that currently in place for investment 
professionals, as they are dealing with an asset that is more common and more precious: the home.
In addition, policymakers should consider options such as establishing a duty of good faith and fair
dealing for all originators. Finally, policymakers should consider significantly increasing the bonding
requirements for mortgage brokers. Through such a mechanism, policymakers could enlist the help of
bonding firms that would have increased incentives to evaluate the risk posed by broker applicants.

In addition, we also make several recommendations to consumers:

• Obtain multiple quotes before committing to a home loan, with at least some from retail
lenders like banks or credit unions. Do not assume that any lender will give you the best or
even a good rate.

• Ensure that at least one loan option from each lender is a standard fixed-rate mortgage that
pays off principal and interest every month.

• Examine both interest rate and total fee costs. Ask questions about changes in scheduled 
payments and how high payments can go.

• Avoid loans that have prepayment penalties that can restrict refinancing and support the yield
spread premiums that lead to higher interest costs.

• Before applying for a loan, review your credit reports and credit score.
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APPENDIX 1: YSPS AND PREPAYMENT PENALTIES—RATE SHEET EXPLANATION 

The following excerpt is from Testimony from Martin Eakes, CEO of the Center for Responsible Lending
before the Joint Economic Committee of Congress on September 19, 2007:

Yield-spread premiums are a bonus paid by the lender to the mortgage broker as a reward for placing
the borrower into a higher cost loan than the borrower qualifies for. Lenders are willing to pay the
premium only where they are sure that the borrower will remain in the higher-cost loan long enough
to enable the lender to recoup the cost of the premium from the borrower. This is not a theoretical
concept; the evidence is clear from examining “rate sheets,” information lenders distribute to 
mortgage brokers showing which loan products the lender is willing to offer at different interest rate
levels for borrowers that represent different credit risks. These sheets also indicate the yield-spread
premium the lender is willing to pay.

We provide an example of a recent rate sheet (September 2007) [below]. As you can see, the rate
sheet shows that the broker collects a 50 basis point (0.50%) yield spread premium (called a “rebate”
on this rate sheet) for adding 1% to the borrower s interest rate. The broker collects an additional
75 basis point yield-spread premium for adding an additional 1% to the borrower s interest rate.
Thus, with a $200,000 subprime loan, for the broker to receive a 2% yield-spread premium, or
$4,000, the borrower pays 1.25% more than she actually qualified for, or $10,000 in excess interest
expense if he or she stays in the loan for four years. The broker maximizes his compensation by 
seeking the lender and the loan that allow for the maximum return to him.

It is important to note that this lender reduces the yield-spread premium if the borrower pays a 
higher interest rate to “buy out” the prepayment penalty—in many cases lenders do not allow the
broker to get any yield-spread premium if the loan has no prepayment penalty. Yield-spread 
premiums and prepayment penalties are intertwined in a way that is harmful to consumers and 
detrimental to competition.
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APPENDIX 2: SUMMARY STATISTICS

Below are summary tables showing the characteristics of loans in the McDash database, both
unweighted and using our geographic, risk, channel and product weights. The summaries include
conventional first-lien, owner-occupied 30-year mortgages without balloon payments or mortgage
insurance and that contained values for all of our subsetting variables. The total number of 
observations differs from the total in the cost analysis because the cost analysis dropped categories 
of loans with fewer than 20 observations in either the broker or the retail channel.

UNWEIGHTED WEIGHTED

All Loans All Retail All Brokered All Loans All Retail All Brokered

Number of 
Observations 1,670,624 949,191 721,433 3,248,357 2,312,064 936,293

Loan Type

ARM (%) 46.7 41.2 53.9 40.1 38.1 45.1

FRM (%) 53.3 58.8 46.1 59.9 61.9 54.9

Jumbo(%) 19.7 18.1 21.9 15.2 14.8 16.2

Prepayment 
Penalty (%) 9.2 1.6 19.2 5.4 0.6 17.3

Loan Purpose

Purchase(%) 42.7 44.2 40.6 45.8 47.7 41.2

Refinance(%) 57.3 55.8 59.4 54.2 52.3 58.8

Low/No Doc (%) 33.7 27.0 42.4 27.4 23.8 36.4

Negative 
Amortization (%) 30.3 22.1 41.1 14.8 7.7 32.3

Interest Only (%) 18.2 18.1 18.2 15.9 16.6 14.3

FICO

Mean 718.6 727.2 707.1 721.5 727.0 707.9

Median 726 735 715 731 736 716

Std 60.7 55.8 64.9 60.2 57.2 65.0

LTV

Mean 66.9 64.8 69.7 68.7 67.9 70.7

Median 71.9 69.8 75 74.5 73.9 75

Std 16.4 17.4 14.5 15.5 16.0 14.0

DTI

Mean 33.2 33.0 33.4 32.7 32.6 33.0

Median 31 30 32 29 28 31

Std 17.4 18.0 16.6 18.3 18.9 16.5

Table A1. Summary Statistics: All Loans
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Table A2. Summary Statistics: Adjustable-Rate Loans

UNWEIGHTED WEIGHTED

All ARM Loans Retail Brokered All ARM Loans Retail Brokered

Number of 
Observations 780,106 390,984 389,122 1,303,427 881,171 422,256

Jumbo (%) 32.7 33.2 32.3 28.5 28.8 27.9

Prepayment 
Penalty (%) 17.4 3.6 31.2 11.3 1.4 31.9

Loan Purpose

Purchase (%) 42.5 42.7 42.3 45.2 46.6 42.4

Refinance (%) 57.5 57.3 57.7 54.8 53.4 57.6

Low/No Doc (%) 49.3 42.2 56.3 41.0 35.9 51.7

Negative 
Amortization (%) 64.8 53.5 76.1 36.8 20.2 71.6

Interest Only (%) 38.3 43.8 32.8 39.2 43.4 30.4

FICO

Mean 712.1 727.4 696.7 715.0 725.0 694.3

Median 719 733 704 724 734 702

Std 61.9 52.9 66.4 63.0 58.0 67.6

LTV

Mean 69.0 66.0 71.9 70.1 68.9 72.7

Median 74.3 70 75.1 75 74.6 76.6

Std 15.3 16.5 13.3 14.8 15.4 13.1

DTI

Mean 32.7 32.1 33.3 30.1 28.7 33.1

Median 31 30 32 27 26 32

Std 17.8 17.5 18.0 17.2 16.6 17.9

Initial  Rate

Mean 4.6 4.4 4.9 5.0 4.9 5.0

Median 5.3 5.1 5.4 5.3 5.3 5.4

Std 2.3 1.9 2.6 1.9 1.4 2.6

Initial Period  

<1 year (%) 33.6 38.1 29.0 22.8 20.5 27.7

1 year (%) 4.0 6.7 1.4 4.9 6.3 1.9

2 years (%) 11.1 0.0 22.2 7.7 0.0 23.8

3 years (%) 5.8 4.0 7.6 7.7 7.2 8.7

5 years (%) 32.1 37.4 26.9 39.9 46.5 26.2

7 years (%) 7.7 8.0 7.4 10.4 12.2 6.6

10 years (%) 4.5 4.7 4.3 5.3 6.1 3.7

Margin

Mean 2.8 2.4 3.2 2.6 2.4 3.2

Median 2.4 2.3 2.7 2.3 2.3 2.8

Std 1.0 0.4 1.2 0.8 0.3 1.2
Cap 
(Lifetime Maximum 
Increase over initial rate)

Mean 5.7 5.6 5.8 5.6 5.5 6.1

Median 5 5 5 5 5 5

Std 1.7 1.6 1.9 1.5 1.4 2.2
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Table A3. Summary Statistics: Fixed-Rate Loans

UNWEIGHTED WEIGHTED

All fRM Loans Retail Brokered All FRM Loans Retail Brokered

Number 
of Observations 890,518 558,207 332,311 1,944,930 1,430,893 514,037

Jumbo (%) 8.3 7.6 9.6 6.3 6.2 6.6

Prepayment 
Penalty (%) 2.0 0.1 5.2 1.6 0.2 5.4

Loan Purpose

Purchase (%) 42.8 45.3 38.7 46.2 48.3 40.3

Refinance (%) 57.2 54.7 61.3 53.8 51.7 59.7

Low/No Doc (%) 20.0 16.3 26.1 18.4 16.4 23.8

Negative 
Amortization (%) 0 0 0 0 0 0

Interest Only (%) 0.5 0.1 1.2 0.3 0.1 1.0

FICO

Mean 724.2 727.1 719.3 725.8 728.2 719.0

Median 733 736 728 735 737 727

Std 59.1 57.7 61.0 57.9 56.7 60.5

LTV

Mean 65.1 63.9 67.2 67.7 67.3 69.0

Median 70 68.6 72.6 73.7 73.4 74.5

Std 17.1 18.0 15.3 15.9 16.4 14.4

DTI

Mean 33.6 33.7 33.5 34.5 35.0 32.9

Median 31 30 32 30 30 31

Std 17.1 18.3 14.8 18.7 19.8 15.3

Note  Rate

Mean 6.1 6.0 6.1 6.1 6.0 6.1

Median 6 6 6 6 6 6

Std 0.6 0.5 0.8 0.6 0.5 0.8
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APPENDIX 3: MATCHED-PAIR METHODOLOGY

This appendix provides additional detail on the subsetting of the loans, the calculation and 
comparison of interest payments, and the weighting of our observations. In addition, we 
provide information on several sensitivity analyses that were performed to test the robustness 
of our findings.

Subsetting Data

Creating categories for year, jumbo status, loan purpose and documentation level was straight-
forward, since these variables are all discrete. However, because DTI, LTV and FICO are 
continuous, they required identifying ranges that are consistent with how loan applications are
evaluated for the purpose of determining risk. For DTI, we used 0.36 as one cutoff between 
categories, as this is a ratio that is conventionally used to define affordability (albeit inclusive of
other debt obligations), while we used 0.55 as the other cutoff as this is generally the maximum
DTI that many originators will allow. LTV ranges were created based on prevailing ranges on 
lender rate sheets. Finally, we use 40 point FICO ranges, the narrowest ranges that still allow for
the analyses to be conducted on a significant number of subsets. Because our subsets so closely
reflect the risk categories that lenders use to price loans, we assume that loans within a given subset
should be priced equally between the two channels. If not, then the difference on the average cost
of the loans should indicate a pricing discrepancy between lending channels that are unrelated to
the objective pricing factors we observe.

Adjustment to Interest Payments

We account for the increase in interest rates that lenders often charge for loans on condominiums.
Specifically, we subtract 25 basis points from the interest rates of loans on condominiums. These
basis point adjustments allows loans secured by condominiums and single-family dwellings, to be
fairly compared.

To control the effect of economic conditions at the time of closing on the pricing of a loan, for
each loan, a total interest payment was calculated based on the average rate for first-lien prime 
30-year, fixed-rate conventional conforming home mortgage commitments for the week of the 
loan’s closing as surveyed by Freddie Mac s Primary Mortgage Market Survey. The total interest
payment based on this average rate was then subtracted from the loan’s actual total interest 
payment (adjusted for the existence of a prepayment penalty). We call this difference between 
the actual interest payment and the interest payment based on the average rate for that week the
“time neutral” interest payment. We normalize this by the size of the loan. Within each match
group, we then compare the weighted-average time neutral interest payment per $100,000 in loan
amount between the two channels (i.e. retail vs. broker).
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Weighting Observations for Risk and Product Type

To be included in our analysis, loans had to have complete information along each of our subsetting
dimensions. While we had almost all of the needed information for 3.1 million loans, there were 
relatively large numbers of missing values for documentation level and/or DTI. As a result, our 
analytic dataset dropped in size from 3.1 million to 1.7 million observations. Therefore, we weight
our data to rebalance this smaller dataset to reflect the risk- and product-distribution of the larger
sample. Specifically, we weight each loan to reflect the annual FICO, LTV, jumbo status, rate type,
property type, and loan purpose distributions of the larger dataset. We also weight the data to reflect
the distribution of loans that allow for negative amortization in the larger dataset.

Weighting Observations for Geographic Distribution

To account for differences between the geographic distribution of loans in our sample with that of
the mortgage market as a whole, we apply weights to loans when calculating the average costs 
within each loan category. Specifically, we use 2004, 2005 and 2006 HMDA data to determine the
distributions of loans across states in these years. Based on these actual distributions, we assign
weights to loans in our sample to correct for any over-representation or under-representation of
states in our sample and apply these weights when calculating the average total interest payments
for brokered and retail loans within each loan category.



Steered Wrong: Brokers, Borrowers, and Subprime Loans44



Center for Responsible Lending        45



Steered Wrong: Brokers, Borrowers, and Subprime Loans46



Center for Responsible Lending        47



Steered Wrong: Brokers, Borrowers, and Subprime Loans48

APPENDIX 4: ADJUSTING FOR PREPAYMENT PENALTIES

In our analysis, we do not adjust the interest rates of loans that contain prepayment penalties, even
though these penalties constitute a real cost to borrowers and are much more prevalent on brokered
loans. Recognizing that lenders assign different “values” to prepayment penalties, as is evidenced by
differences in how prepayment penalties are treated in rate sheets, we opted not to adjust interest
rates, knowing this would likely lead to conservative estimates of the true costs of brokered loans. 

As a way to test this, we tried adjusting the interest rates of loans with prepayment penalties.
Specifically, for loans with prepayment penalty terms of 1 to 24 months, an extra 50 basis points was
added to the note rate. For loans with prepayment penalty terms of 24 to 35 months and of 36 or
greater months, an additional 75 and 100 basis points were added, respectively. These amounts were
chosen by reference to rate sheets commonly used by the lenders most likely to offer loans with 
prepayment penalties. We then ran the analysis for 1-year, 4-years and 30-years. 

These results are available on request. They confirm that, by not adjusting for prepayment 
penalties, our main analysis understates the true cost of brokered loans. As a result, the actual 
additional interest payments incurred by borrowers with brokered loans compared to similar 
borrowers with retail loans is actually higher than those presented in this paper.
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APPENDIX 5: SENSITIVITY ANALYSES

To test the robustness of our results, we performed several sensitivity analyses. First, we tried running
our model without weighting the data to reflect the risk- and product-distributions of our larger
dataset (though we continued to weight to reflect the geographic distribution of  HMDA data). In
addition, we tried modifying the FICO ranges used to categorize loans and the indices assigned to
adjustable-rate mortgages. Finally, we ran an analysis that included low-margin adjustable-rate loans.
Importantly, none of these sensitivity analyses altered the basic finding of our paper. The general
pattern of brokered loans being more expensive, particularly for subprime borrowers, was consistent
across sensitivity analyses. These modifications are described in greater detail, below.

1) Removing loan-level weights: In our primary analysis, we weight the loans to reflect the risk,
channel and product distributions of the 3.1 million loans that contain all of the information that
we need to conduct our analysis, except for documentation level and DTI.

2) FICO Ranges: Our analysis groups loans into small categories of similarly-risky loans based, in
part, on FICO scores. Specifically, we use 40 point FICO ranges in the categorization of loans. In
case our brokered loans tended to have lower FICO scores within each category, we tried shifting our
FICO boundaries upward by 20 points. This would, in essence, address any potential bias of FICO
within 40-point ranges somehow being correlated with broker.

3) Indices: Finally we test whether our model is sensitive to differences in how we assign indices to
adjustable-rate loans. In our model, for ARM loans that do not specify which index they use, we
assume they use the 6-month LIBOR. However, though we have no evidence of this, it is possible
that brokered and retail loans have different likelihoods of being tied to specific indices. Therefore,
we tried two variations. In the first, we assume that those brokered loans that do not specify an
index are tied to the 6-month LIBOR, while the retail loans that do not specify an index are tied to
the Treasury. In the second, we do the reverse. 

4) Low-Margin ARMs: 36,663 adjustable rate mortgages were listed as having margins of less than 
200 basis points and of being indexed to LIBOR or U.S. Treasuries. Based on an exploration of
Fannie Mae and Freddie Mac ARM products, subprime ARM products, and and secondary, we 
determined that loans with such low margins are likely to be  tied to the prime rate and not to either
of these indices.† We therefore assume that either the margin or the index is incorrectly coded for
these loans and exclude them from our main analysis. However, in the unlikely event that this data
was not miscoded, we did try running the basic analyses with these loans included.
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