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When borrowers face financial distress, they turn to debt servicers to obtain relief through
forbearance and loan modification. These servicers are increasingly likely to be shadow banks.
Since the 2008 financial crisis, stringent bank regulations have led to the growth of shadow banks,
particularly among minority and low-income communities (Buchak et al. (2018), Lewis (2022)).
Shadow banks differ from banks in regulatory burden, funding capacity, asset composition, and
lack of explicit access to government liquidity and credit backstops, making them less effective in
providing debt relief during crisis times (Jiang et al. (2020), Jiang (2021), Cherry et al. (2021,
2022)).

This project studies the role of bank regulation on the transfer of mortgage servicing rights (MSRs)
from banks to shadow banks, and the subsequent impact on debt relief in minority communities.
In 2010, the USA adopted Basel III which changed allowed leverage ratios, changed risk weighting
of assets, and included countercyclical stability measures. Among the adopted regulations was a
higher capital requirement imposed on banks holding MSRs, meaning that the bank had the right
to collect payments on mortgage loans. Since shadow banks were excluded from compliance with
Basel III, banks transferred MSRs to shadow banks following the introduction of the rule.
Moreover, non-mortgage servicing was excluded, increasing banks’ incentive to invest in other
asset-backed securities. We will first study the effect of Basel III on MSR holdings of shadow
banks, relative to banks, focusing on disparate sale of minority MSRs to shadow banks. We will
then estimate the impact of this change on the resolution of households’ distress, including default,
foreclosure, loan modification, and personal bankruptcy.

Our research design depends on the creation of a unique new consumer credit dataset that includes
information on servicers. To date, servicing data is available only for the mortgages and only for
a small segment of mortgages - government mortgages serviced by the top servicers. In this
research project we plan to link credit bureau data to comprehensive servicing data. This data
covers the servicing for a representative sample of borrowers in the USA — all borrowers in the
state of California and a 2% random sample of all borrowers in the USA. We will link these data
to a panel dataset of the servicers who service each of the credit products that consumers hold.
This merge will allow us to identify whether a servicer is a shadow bank or a commercial bank as
well as identifiers for whether or not it is solely in the servicing business versus an
originator/servicer, and quarterly balance sheet data for the servicer when available.

Connecting servicer information to consumer outcomes is essential for understanding the
transmission of bank regulation. Debt servicers have a great deal of power over consumer
outcomes, given their ability to offer forbearance and modifications to borrowers in financial
distress. Little is known about the role of shadow banks in providing debt relief and their impact
on the pass-through of macroeconomic policy. A central strength of the data is that it is a
representative sample of all servicers and we observe servicer information for all types of credit.
Our outcomes of interest include measures of servicer debt relief in mortgage payments, as well



as in credit card, auto loan, and student loan payments. Moreover, we can observe race at the
census-tract level to study the differential treatment of racial groups by banks and shadow banks.

Our work contributes to several open literatures. It deepens our understanding of household debt
and defaults documented in Mian and Sufi (2017) by illuminating the role that servicers play in
default. Our work also adds to previous work on the microeconomic effects of macroprudential
policy and capital market regulations. For instance, Lewis (2021) shows that changes in collateral
reuse policy have unintended consequences for retail mortgage borrowers, increasing foreclosure
risk and accelerating financial crises. Our work also adds to the literature on debt relief during
crisis times. Cherry et al. (2021, 2022) show that shadow banks are less likely to provide
forbearance than traditional banks and study the key role of mortgage forbearance in averting
household financial crises during the COVID-19 pandemic. Finally, our work adds to a growing
literature showing disparities in debt servicing for disadvantaged communities. Jiang and Zhang
(2022) find that low-income and minority households tend to live in high price dispersion counties,
so housing serves poorly as mortgage collateral, precisely in areas where households tend to be
constrained and need mortgage credit most. Padi (2022) shows that servicers provide mortgage
forbearance to high income communities more often than to low income communities. Kermani
and Wong (2021) find that the main driver in racial disparities in the housing wealth gap is due to
forced liquidation sales in minority areas.

A key outcome of this project will be creating a new and novel public dataset available to
researchers via the California Policy Lab. The dataset will enable the merge of a representative
sample of credit bureau data in the USA with a comprehensive set of servicer data. Once this merge
has been completed, the servicers will be de-identified, leaving servicer level balance sheet data
binned at a granular level and identifiers for whether the lender is a shadow bank, and whether it
only originates, only services, or both originates and services credit products. This will be the first
time that a merge of servicer and consumer credit product data will have been created at such a
comprehensive level.

Timeline

e The California Policy Lab has agreed on the feasibility of the merge with the credit
bureau. The process will be done in three steps. First, the bureau will send the research
group a list of servicers in the dataset. Second, the research group will merge relevant
variables with the servicer list and return the data to the credit bureau. Third, the bureau
will merge servicer variables with the Policy Lab’s existing servicer key and return de-
identified data to the research group to merge with the individual tradeline credit panel.

e August 2022 — Complete merge with credit bureau and California Policy Lab

e September 2022 — January 2023 — Train research assistant(s) to access data and derive
preliminary results

e January 2023 — June 2023 — Write preliminary paper draft

e June 2023 — December 2023 — Present paper and get feedback

e January 2024 — Submit paper for publication

Budget: $15,000



e The California Policy Lab will charge $15,000 to implement the merge between the panel
of servicer data and the credit bureau data. Once completed, the merged data will be
made accessible to all researchers via the California Policy Lab.
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