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The auto finance market has grown significantly inthe past few years. Accordingto Experian
Automotive, outstanding auto loan balances reached a record-breaking $870 billion in the third quarter
of this 2014, an increase of 9.9% and 24.5% overthe same periodsin 2013 and 2012, respectively.! As
of the end of the third quarter of 2014, loans to consumers with below prime credit comprised 38.7% of
open accounts, totaling over $336 billion.? Also, accordingto the Federal Reserve, “The dollarvalue of
originationsto peoplewith credit scores below 660 has roughly doubled since 2009, while originations
for the othercredit score groups increased by only about half.”3 Likewise, subprime auto loan
securitization issuances stood at $13.7 billionin 2013, more than 12 timesthe issuancesin 2009.*
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This growth raises concerns that subprime auto lending practices risk causing problemsinthe larger
auto market. Inthisarticle, we look at delinquency and default rates and explore whetherauto loans
are infact performing betterthan mortgage loans didinthe period before the mortgage meltdown or
whetherthe current statistics may be misleading. We also look at the issue of lengtheningloan terms
and rising loan-to-value (LTV) ratios and what those changes mean for potential risk. Finally, we explore
the recentdiscussion abouta potential “bubble” inthe autolending marketand highlight existing
abusesthat, if eliminated, would reduce risks in the market.

We find:

e Repossessionrates have climbed significantly in the lastfour quarters;
e Lendersarelooseningunderwriting standards and extendingloan terms while increasing auto
loan amounts, increasing the risk of defaults, particularly for subprime auto loans;



e Dealerinterestrate markupsandsellingand financingadd-on products exacerbate the risk of
defaultandincrease risk disproportionately for borrowers of color; and

e Effortsto minimize autoloanrepossession rates by comparing them to the mortgage marketare
misleading.

Repossession rates have climbed significantly in the last four quarters

In every quarter since 3Q 2013, repossession rates have been significantly higherthan the same quarter
inthe previousyear. Mostalarming, the 2Q 2014 repossession rate was 70% higherthan 2Q 2013. This
increaseisalsoevidencedinthe autoloan asset backed securities (ABS) market. Both delinquency and
netlossrates have increased from their post-recession lowsin 2011, and are projected to continue that
trajectoryinthe near future.®

Delinquency and Net Loss from Subprime Auto
Asset Backed Securities
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Some lenders have pointed to recentflat or diminishing quarterlydelinquency rates as evidence that the
auto lending marketis fine. However, the speed of repossession also creates an environment where a
spike inthe repossession rate can occur without a parallel spikein seriously delinquent accounts.
Lenderscan initiate repossession if they believe the collateral isunderthreat. Assuch,itisverylikely
that as signs of a deteriorating market become clear, lenders accelerate repossession atan earlier point
indelinquency.

Evidence of this can be gleaned from comparingthe increase inthe repossession from 2Q 2013 to 2Q
2014 to changesindelinquencies. Inthattime period, the repossession rate increased 70.2%, while the
60-day delinquency rate onlyincreased 6.8% and the 30-day delinquency rate remained flat. Inanother
example, incomparingthe year-over-year period between Q12013 and Q1 2014 the repossession rate
increased, while 60and 30-day delinquencies fell. ®



Year-over-year
Change in 30-Day DQ

Year-over-year
Change in 60-Day DQ

Year-over-year
Change in Repo Rate

3Q 2013 -3.4% 0.0% 54.4%
4Q 2013 -3.5% 0.0% 42.8%
1Q 2014 -5.0% -1.7% 36.5%
2Q 2014 0.4% 6.8% 70.2%

In many markets, a rise in delinquencies serves as a harbinger of potential defaults. Inthis market,

delinquency rates can remain artificially low due to the quick repossession process.

Added Risk from Looser Underwriting

One explanation of increased repossession rates is changing underwriting standards and loan terms for
subprime autoloans. The collapse of the subprime mortgage lending market sentinvestors seeking
higheryieldstothe subprime autolending market. In orderto make theirloans more attractive to auto
dealers, lenders have relaxed their underwriting standards.” A measure of the looseningstandardsis
risingloan-to-value (LTV) ratios and lengthening loan terms, both of which are more pronouncedin
subprime lending.® The combination of allowing a higher LTV and extendingthe loan term makes the
monthly payment appear more affordableto the borrowerin the short-term, butincreases the risk that
the borrowerwill be unable torepay.

Lendersroutinely allow dealers to make loans that exceed the value of the car.® LTV ratios above 100%
allow a dealertofinance additional insurance products, such as extended warranties and credit
insurance policies. HigherLTV ratios also allow dealers tofinance “negative equity”, whichisthe
amountthatisstillowed whenatrade-invehicle is worth less than the outstanding balance of the loan

on the trade-in.

To make monthly payments seem affordable on largerautoloans, lenders are extendingloan terms to
as longas 96 months. Longer loanterms resultinthe borrower owing more thanthe car is worth forthe
bulk of the loan term. The Office of the Comptroller of the Currency (OCC), which regulates national

banks, recently warned that, “The average loss pervehicle has risen substantiallyinthe pasttwo years,
an indication of how longerterms and higherLTVs can increase exposure.”1°

LTV ratios and loan terms on subprime new carloans are significantly higherthan the industry average
comparedto prime loans.!?

Average Average Average Average

Loan Average | Average Amount Monthly Interest Paid

Term LTV Rate Financed Payment over Loan Life
SuperPrime 61.3 98.8% 2.90% $25,936 $456 $1,990
Prime 67.5| 114.3% 3.72% $28,802 $471 $3,139
Nonprime 69.7 | 122.2% 5.33% $29,385 $487 $4,869
Subprime 70.6 | 125.5% 8.88% $27,828 $499 $8,048
Deep Subprime 70.9 | 126.0% | 12.12% $25,428 $496 $10,321
Industry
Average 65.0| 110.4% 4.37% 527,430 5471 53,424




This chart also shows how misleadingthe monthly payment can be forconsumers. Lengtheningloan
terms can lowerthe monthly payment to finance a more expensive loan with higher rates (influenced by
rate markups) and LTV ratios (influenced by add-ons and negative equity). While the monthly payments
for deep subprime loans are only 8.7% higherthanloansinthe super prime tier, the total interest paid
overtheloan’slife is over400% betweenthose same tiers.

Risk Layering and lending discrimination

Loosening underwritingis only one part of the puzzle inautolending. There are oth er practices shown
to be abusive thatalsoincrease the cost of an auto loan and subsequently, the risk of default. Because
practices such as dealerinterest rate markups and financing add-on products have been shown to
disproportionately affect borrowers of color, they are of particularconcern.

The practice of dealerinterest rate markups has shown to promote significant unfairnessin the market,
particularly forborrowers of color. For car loansfinanced through the dealer, the loan’s interest rate
has two components. The firstis the “buy rate” that the financial institution buying the finance contract
offersthe dealer. Thisrate is calculated based on the borrower’s credit and financial information that
the dealer collects and provides to the financial institution. The second component of the interest rate is
the dealer markup, which the dealeraddsto the “buy rate” and keeps most of the difference as
compensation. This practice has beenthe subject of several lawsuits over the pasttwo decades, which
provided strong evidence that borrowers of color paid disproportionately higherinterest rates than
similarly-situated white borrowers.

Recent CRLresearch also found that African-American and Latino car buyers reported being sold more
add-on products than similarly-situated White borrowers.'? It is possible, then, thatthe same consumer
couldreceive aninterestrate with adisproportionately high markup, financeseveral add-ons along with
negative equity fromatrade-inresultinginahigh LTV ratio, and stretch out the loanto 96 monthsto
keep the monthly payment “affordable.” This kind of risk layering was a hallmark of the subprime
mortgage market before the meltdown, and should be considered when evaluating potential abusive
practices.

Comparing auto repossession rates to mortgage defaultrates is misleading

Those who argue thatthe auto marketis not facing similarissues that the mortgage market did before
the housing meltdown usually start with acomparison of delinquency and default rates. Specifically,
they claimthat in comparison to the mortgage market, autoloan delinquencies and default rates look
much lower. However, these claims are misleading for several reasons.

There are two main faults comparing these rates between markets. First, the delinquency and default
rates used are a snapshotin time measurement. These rates are calculated by taking the total number
of accounts outstanding and dividing that by the number of accountsin delinquency (meaning thatthe
consumeris behind on theirpayments) orin default (the pointatwhich the lenderseeks torecoverthe
collateral). Dataonthe cumulative number of delinquencies and defaults overa period of time is much
more revealing because that datashow the overall impact on the market, and is virtually neverreported
inthe auto market.



The second faultinthe comparisonisthatauto lenders canrepossessacarin about one-tenth the time
it takesto foreclose onahouse. Onaverage, alenderrepossesses a car within 48 days, whereas the
average foreclosure takes 577 days.'* A delinquent home loan stays on the delinquency and default
reportuntil the homeis foreclosed, which means that those loans are included in the delinquency and
defaultratesforalongtime. Conversely, autolenders are able to cleardelinquentloans off the books
relatively quickly.

In orderto compare the two rates, the differencein time between carrepossession and home
foreclosures hasto be takenintoaccount. Loan-leveldatawould provide more specificity, butitis
possible to estimate whatthe carrepossession rate would look like if repossessions took as long as
foreclosures with this calculation:

A) Auto Repossession Rate (Source: Experian) 0.62%
B) Days Until Repossession (Source: CNW Marketing Research) 48.3

C) Days Until Foreclosure (Source: RealtyTrac) 577

Equivalent Auto Repossession Rate = (A x C) / (B) 7.41%
Current Home Foreclosure Rate (Source: Mortgage Bankers

Association) 2.65%

What this calculation shows isthatthe speed of repossession distorts the actual conditionsin the
market, particularly when comparedtothe foreclosurerate. Seenanotherway, if the foreclosure
process operated atthe same speed as the repossession process, the home foreclosure rate would look
much smaller:

Current Foreclosure Rate (Source: Mortgage Bankers Association) 2.49%
Days Until Repossession (Source: CNW Marketing Research) 48.3
Days Until Foreclosure (Source: RealtyTrac) 577
Equivalent Foreclosure Rate 0.21%
Current Auto Repossession Rate (Source: Experian) 0.62%

In eithercomparison, the repossession rate is almost three times larger than the equivalenthome
foreclosure rate. Whatthisanalysis showsisthatthe comparison between the two marketsis
misleading, and the comparison should not be the basis for evaluating the overall health of the market.
Otherfactors needto be takeninto account.

Conclusion

Regulators have taken notice of unfair, deceptive, and discriminatory practicesin the auto lending
marketand begun to take action, butneedto domore. In December2013, the ConsumerFinancial
Protection Bureau (CFPB) and the U.S. Department of Justice (DOJ) entered into asettlement with Ally
Financial. Ally agreed to pay $98 millionin restitution and penalties over alleged discriminationin
connection with loansto borrowers of color. This discrimination was due to the practice of dealer
interestrate markup. DOJ has also stated that the CFPB has forwarded several other complaints to
themfor similar discriminatory impact. Those casesremainopen. Last month, the DOJ and the US
Attorney forthe Southern District of New York issued subpoenas to GM Financial (formerly AmeriCredit)
and Santander, two major auto lenders to probe potentialissues with loans packaged forsale as
securities.!* Santanderin particularis nostrangerto regulatory and legal scrutiny — they have been



charged with various violations of the Fair Debt Collection Practices Act, ** Fair Housing Act and Equal
Credit Opportunity Actjustin the past two years.'® Reports alsoindicate thatthe Manhattan District
Attorney has opened his owninvestigation into subprime auto abuses.’

Regulators and law enforcement, however, should pay more attention to well-known and well-
documented abusesinthe autolending market to stop increasinglevels of default. Whileone Moody’s
analystsuggested, “Instances of fraud and questionable lending need to be addressed before they
become systemicissues,” recent evidence suggests that the problems are already systemic.® One
solutionis to eliminatethose practices that have a historic pattern of abuse, namely dealerinterestrate
markups. Dealers already receive compensation informs otherthaninterest rate markup, and those
otherforms have far less risk of discrimination and unfairness than interest rate markup. Regulators
should also strongly consider applying a consistent ability-to-repay standard for auto lending, and
ensure thatlenders are exercising appropriate underwriting practices.
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