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What Question Does This Paper Ask?

Why do mortgage lenders ration credit to risky borrowers, even when loans
carry government guarantees?

From 2018-2023, 3MM mortgage applications were denied because of
lender overlays, accounting for 7% of all originations (≈ 39MM).

Using detailed regulatory data on US non-depository mortgage lenders,
this paper finds that:

• Underwriting overlays reflect lenders’ responses to forced-repurchase
risk, not servicing costs.

• Show that the threat of forced repurchase can significantly constrain
credit supply, despite low realized repurchases.

• Lenders with less strict credit policies mitigate repurchase risk in
other ways, increasing the labor cost and slowing production.
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Structure of the Discussion

My discussion:

• Contribution and alternative narrative

• Measuring diligence

• Econometric refinements
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Comment 1: Contribution and alternative narrative

The paper frames the main puzzle as ”Why do lenders impose overlays
at all?”.

• It argues that overlay is driven by ”forced repurchase risk” instead of
”servicing risk.”

• However, the findings suggest that, conditional on facing this risk.
Two underwriting production functions co-exist in equilibrium;
overlays are not the only response.
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Comment 1: Two Paths to Managing Repurchase Risk

Repurchase Risk

The Strictness Strategy

• Method: Use overlays to screen out
risky loans upfront. This is a
low-effort, low-cost way to reduce
delinquency risk.

• Production Model: High loan officer
throughput, lower labor costs per
loan.

• Trade-Off: Lose higher-margin loans.
Accept higher realized repurchase
risk if a loan defaults, because less
time is spent checking
representations and warranties.

The Diligence Strategy

• Method: Less strict overlays to
access higher-margin loans. Mitigate
risk by having employees exert more
time and effort checking information
on loans sold to investors.

• Production Model: Low loan officer
throughput, higher labor costs per
loan.

• Trade-Off: Diligence provides
powerful protection from forced
repurchases, even for delinquent
loans, but it is expensive.

Felipe Severino (Dartmouth) Reject Loans with Government Guarantees 5 / 13



Suggestion 1: Two Paths to Managing Repurchase Risk

The results point to an equilibrium in underwriting technologies, rather
than simple credit rationing: lenders manage repurchase risk through
distinct strategies with no systematic profitability differences.

Suggestions. Why do both strategies persist in competitive markets?

• Who uses which technology? Classify lenders by strictness vs.
diligence and relate to geography, borrower mix, and number of
applications.

• Measurement. Are results driven by marginal lenders or the tails?
Explore categorical definitions (e.g. quartiles).

• Dynamics. Do lenders switch strategies over time, or reflect
persistent organizational choices?

These patterns suggest costly compliance and production trade-offs, rather
than classic credit rationing (Stiglitz and Weiss, 1981).
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Suggestion 1: Latent Repurchase Risk and Policy
Implications

A natural criticism is the low observed volume of forced repurchases.
However, with new framing, low repurchase rates are not evidence of
irrelevance, but an equilibrium outcome generated by two costly
mitigation strategies.

Mechanism. Lender behavior is disciplined by the off-equilibrium threat
of repurchase enforcement, even when enforcement is rarely observed.

Policy implication. Repurchase enforcement acts as a powerful policy
lever, shaping credit supply, interest rates, and underwriting
(production) technologies.
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Comment 2: Measuring Diligence

Less-strict lenders offset higher credit risk through greater diligence,
leading to lower repurchase exposure despite worse loan performance.

Empirical proxies for diligence.

• Lower loan officer throughput

• Higher origination labor costs

• Performance–repurchase reversal

Concern. Diligence is a residual mechanism. Alternative explanations
remain consistent with the facts.

• Officer experience vs. effort

• Backend compliance vs. frontline screening

• Differential GSE monitoring or investor regimes
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Suggestions: Sharpen the Diligence Mechanism

Distinguish diligence from competing explanations.

• Exploit time-variation in enforcement risk. Use episodes of
heightened scrutiny (e.g., shifts in GSE enforcement intensity,
DOJ/FHA False Claims Act activity) and show lenders adjust along
the strictness–throughput margin.

• Within-lender changes / event study. When a lender tightens
overlays, does loan officer productivity mechanically increase? A
within-lender event study would sharply strengthen the mechanism.

• Clarify what diligence is not. Rule out servicing intensity or ex-post
loss mitigation as drivers (Some is already done, make it front and
center).
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Comment 3: Leave-Out Bias in the Strictness Measure

Lender strictness is defined relative to a market benchmark that includes
the lender’s own observations.

• Strictness is constructed as
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Comment 3: Separate Regressions vs. Joint Accounting
Structure

Revenue and expense categories are analyzed one-by-one, even though
they are jointly determined.

• Income and cost components are mechanically linked by accounting
identities

• Operational choices (e.g. diligence vs. overlays) affect multiple
margins simultaneously

• Error terms across equations are likely correlated

Individual coefficients are informative, but the key economic claim
substitution across margins with little effect on profits is not directly
tested.

Suggestions: Estimate revenues and costs as a system or aggregate
margins to formally test whether higher revenues are fully offset by higher
labor costs.
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Conclusion

• Very interesting paper documenting an important driver of mortgage
credit rationing and the role of production technologies in equilibrium.

• Combines novel regulatory data with a clear economic mechanism
linking overlays, diligence, and repurchase risk.
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Thank you!
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