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PREDATORY LENDING: ARE FEDERAL AGEN-
CIES PROTECTING OLDER AMERICANS
FROM FINANCIAL HEARTBREAK?

TUESDAY, FEBRUARY 24, 2004

U.S. SENATE,
SPECIAL COMMITTEE ON AGING,
Washington, DC.

The committee met, pursuant to notice, at 10:02 a.m., in. room
SD-628, Dirksen Senate Office Building, Hon. Larry Craig (chair-
man of the committee) presiding.

Present: Senators Craig and Stabenow.

OPENING STATEMENT OF SENATOR LARRY CRAIG, CHAIRMAN

The CHAIRMAN. Good morning, everyone. The Senate Special
Committee on Aging will be convened. Our ranking member, Sen-
ator Breaux wanted to be here, but he had a conflict in his com-
mittee schedule, which is quite typical this hour of the day with
many of our colleagues.

Anyway, I want to thank you all for attending the Special Com-
mittee on Aging hearing this morning. Four years ago, this Com-
mittee held a hearing on equity predators, which treated this type
of lending fraud in a very broad context. However, since then, we
felt this subject merited further sustained and comprehensive in-
quiry, particularly in the context of home real estate assets belong-
ing to our nation’s seniors. To that end, in the fall of 2002, we com-
missioned a bipartisan study by the General Accounting Office into
the problems presented by this type of fraud. The study was to in-
clude the Federal and State efforts in enforcement and education
in this area as well as the effectiveness of such efforts, particularly
on senior citizens.

This study has taken a year to complete and represents only- the
initial step in this oversight endeavor. Accordingly, today, we nar-
row the focus on the ruthless stripping of seniors of their lifelong,
hard-earned equity in homeownership by unscrupulous brokers and
lenders. Senior citizens seek to live comfortably in their advancing
years but also must meet the rising financial costs of medical care
and everyday living expenses. To meet these expenses, they often
tap into the equity of their homes. In so doing, all too often,
through are taken advantage of by those types of predators.

Today, we explore the types of Federal agency efforts as well as
State efforts and their effectiveness in addressing the problems
under the myriad of laws already in place. We will begin with wit-
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nesses from the General Accounting Office and two Federal agen-
cies involved in the noble combat of this kind of fraud.

The CHAIRMAN. Our first witnesses will be David Wood, director
of Financial Markets and Community Investment of the General
Accounting Office. He will be joined by John Weicher, assistant sec-
retary for Housing, Federal Housing Commissioner at HUD and
Howard Beales.

Mr. BEALES. Beales.

The CHAIRMAN. Beales; thank you, Director, FTC’s Bureau of
Consumer Protection.

Our second panel will be that of Gavin Gee, past-president of the
National Association of State Bank Examiners and Lavada
DeSalles, member of the Board of Directors, AARP and Ms.
Veronica Harding of Philadelphia, PA, a victim of such a predator
who has come here today to share her important message.

We thank you all for joining us. We will start with our first
panel. Again, to all of you thank you for being here Mr. Wood, if
you would proceed, please.

STATEMENT OF DAVID WOOD, DIRECTOR, FINANCIAL
MARKETS AND COMMUNITY INVESTMENTS, U.S. GENERAL
ACCOUNTING OFFICE, WASHINGTON, DC

Mr. Woob. Thank you, Mr. Chairman. As we note in our report
to you and Ranking Member Breaux, predatory home mortgage
lending has no precise definition, rather, it refers to a range of un-
savory practices. Our report, which you are releasing today, ad-
dresses five aspects of this complex issue: first, how elderly home-
owners, in particular, may be susceptible to abusive or predatory
lenders; second, the actions of Federal agencies to address preda-
tory lending practices; third, an overview of State laws on the sub-
ject, with case examples from two States; fourth, how the sec-
ondary market for home mortgage loans can affect predatory prac-
tices; and fifth, the roles of consumer education, mortgage coun-
seling and disclosure requirements in fighting such practices.

In the interests of time, I will focus my remarks on the first two
aspects. A number of factors may make the elderly especially sus-
ceptible to predatory or abusive lenders. First, older homeowners
on average have more equity in their homes, making them inviting
targets to lenders looking to strip equity from unsuspecting bor-
rowers. Second, elderly homeowners often live in older homes and
are more likely to need someone to do repairs for them. This makes
them particularly vulnerable to lenders and home improvement
contractors who collaborate to swindle. Third, physical impair-
ments associated with aging such as declining vision, hearing or
mobility can restrict elderly consumers’ ability to obtain and com-
pare credit information. Finally, some elderly people lack social and
family support systems, potentially increasing their susceptibility
to unscrupulous lenders who market loans through home visits.

In response to concerns about predatory lending, Federal agen-
cies have taken a number of actions that generally fall into three
categories. First, Federal agencies have conducted or funded edu-
cation initiatives to increase consumers’ financial literacy. Some of
this effort is focused on the elderly population; for example, the De-
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partment of Justice offers guidance warning about financial crimes
against the elderly.

However, Federal consumer protection laws that have been used
to address predatory lending generally do not have provisions spe-
cific to elderly persons. Accordingly, the other two types of actions
by Federal agencies: first, revising regulations or guidance applica-
ble to lending institutions; and second, undertaking enforcement
actions against certain lenders are designed to protect all con-
sumers.

We asked eight Federal agencies involved in oversight or law en-
forcement among mortgage lending institutions to identify actions
they have taken to address predatory lending. These eight agencies
included the five financial institution regulators, that is, the Fed-
eral Reserve, the Office of the Comptroller of the Currency or OCC,
the Office of Thrift Supervision, the Federal Deposit Insurance Cor-
poration and the National Credit Union Administration. The others
were the Federal Trade Commission, the Department of Justice
and HUD.

The five banking regulators reported little evidence of predatory
lending activities among the institutions they supervise. Accord-
ingly, only one, the OCC, reported taking a formal enforcement ac-
tion. The regulators have, however, issued guidance to their insti-
tutions about predatory lending and subprime lending in general.
Further, the Federal Reserve tightened its regulations imple-
menting the Home-Ownership and Equity Protection ‘Act, the only
Federal law specifically directed at predatory lending practices, and
revised other regulations to require that lenders provide more data
with which to analyze lending patterns.

The Federal Reserve also oversees financial and bank holding
companies, some of which own non-bank mortgage lending subsidi-
aries. Because these companies are engaged in subprime lending,
our report recommends that the Congress clarify the Federal Re-
serve’s authority to monitor and examine their lending activities.

Among the remaining three Federal agencies, the Federal Trade
Commission has filed about 20 complaints since 1998 against mort-
gage lenders or brokers. HUD has taken steps to avoid abuses in-
volving mortgages insured by the Federal Housing Administration,
or FHA. While abuses such as flipping FHA properties, that is, re-
peatedly reselling them at escalating prices, are ultimately directed
at bilking the lender or insurer, they may also harm innocent
homebuyers. Finally, the Department of Justice has taken two
major enforcement actions against lenders under the fair lending
laws.

Mr. Chairman, that concludes my prepared statement, and I will
be happy to respond to any questions you have. Thank you.

[The prepared statement of Mr. Wood follows:]
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CONSUMER PROTECTION

Federal and State Agencies Face
Challenges in Combating Predatory
Lending

What GAO Found

Federal agencies have taken a number of enforcemem. acl:ons. sometimes
jointly, using various federal consumer protection laws to combat predatory
lending. The Federal Trade Commission (FTC) has played the most
prominent enforcement role, filing 19 complaints and reaching multimillion
dollar settlements. The Departments of Justice and Housing and Urban
Development have also taken various predatory lending-related enforcement
actions. Federal banking regulators report little evidence of predatory
lending by the institutions they supervise. However, concerns exist about
nonbank mortgage lending companies owned by financial or bank holding
companies, While FTC is the primary federal enforcer of consumer
protection laws for these entities, it is a law enforcement agency that
conducts targeted investigations. In contrast, the Federal Reserve Board is
well equipped to routinely monitor and examine these entities and, thus,
potentially deter predatory lending activities, but its authority in this regard
is less clear.

As of January 2004, 25 states, as well as several Jocalities, had passed laws to
address predatory lending, often by restricting the terms or provisions of
certain high-cost loans; however, federal banki I have p pted
some state laws for the institutions they supennse Also, some sunes have

Str d their lation and licensing of mortgage lenders and brokers.

While there are no comprehensive data, federal, state, and consumer
advocacy officials report that elderly people have disproportionately been |
victims of predatory lending. According to these ofﬂcxgs and relevant
studies,-predatory lenders target older consumers in part because they are
more likely to have substantial home equity or may live on limited incomes
that make them more susceptible to offers for quick access to cash. Older
consumers may also have cognitive or physical impairments such as poor
eyesight, hearing, or mobility that limit their ability to access competitive
sources of credit.

GAOQ's review of literature and interviews with consumer and federal
officials suggest that consumer education, mortgage counseling, and loan
disclosures are useful, but may be of limited effectiveness in reducing
predatory lending. A variety of factors limit their effectiveness, including the
complexity of mortgage transactions, difficulties in reaching target
audiences, and counselors’ inability to review loan documents.

The secondary market—where mortgage loans and mortgage-backed
securities are bought and sold—benefits borrowers by expanding credit, but
may facilitate predatory lending by allowing unscrupulous lenders to quickly
sell off loans with predatory terms. In part to avoid certain risks, secondary
market participanis perform varying degrees of “due diligence” to screen out
loans with predatory terms, but may be unable to identify all such loans.

Unitad States General Accounting Office




Mr. Chairman and Members of the Committee:

1 appreciate the opportunity to be here today to discuss federal and state
efforts to deter predatory home mortgage lending, especially as it affects
the elderly. While there is no universally accepted definition, the term
“predatory lending” is used to characterize a range of practices, including
charging excessive fees and interest rates, making loans without regard to
borrowers' ability to repay, or refinancing loans repeatedly over a short
period of time without any economic gain for the borrower. No
comprehensive data are available on the extent of these practices, but they
appear most likely to occur among subprime mortgages—those made to
borrowers with impaired credit or limited incomes. Predatory practices,
often targeted at the elderly, minorities, and low-income homeowners, can
strip borrowers of home equity built up over decades and cause them to
lose their homes.

My statement today is based on the report on predatory lending that you
requested and are releasing today.' Specifically, my statement discusses
(1) federal laws related to predatory lending and federal agencies’ efforts
to enforce themy; (2) actions taken by states to address predatory lending;
(3) factors that make elderly consumers susceptible to predatory lending
practices; (4) the roles of consumer education, mortgage counseling, and
loan disclosure requirements in preventing predatory lending; and (5) how
the secondary market for mortgage loans can affect predatory lending. The
scope of this work was limited to home mortgage lending and did not
include other forms of consumer loans. In preparing the report, we
examined federal laws, as well as selected state and local laws, and
interviewed officials from federal, state, and local agencies. At GAO's
request, federal agencies identified enforcement or other actions they have
taken to address predatory lending. We also met with officials from
industry and consumer advocacy groups and reviewed relevant literature.
We conducted our work in accordance with generally accepted

go' auditing dards from January 2003 through January 2004.

*U.S. General A ing Office, ion: Federal and Stats Agencies Face
("Muen.ges in Combating Pmiatom Lendmg, GAQ-04-280 (Washington, D.C.: Jan. 30,
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In summary:

+ Federal agencies have addressed predatory lending by enforcing a
variety of federal laws, including the Federal Trade Commission Act,
the Home Ownership and Equity Protection Act (HOEPA), the Real
Estate Settlement Procedures Act (RESPA), and the Truth in Lending
Act (TILA). The Federal Trade Commission (FTC) took 19 enforcement
actions against predatory home mortgage lenders and brokers between
1983 and 200317 of them between 1998 and 2003—to combat alleged
deceptive acts or other illegal practices, with some resulting in
multimillion dollar settlements. The Department of Justice and the
Department of Housing and Urban Development have also taken
individual and joint enforcement actions related to abusive lending.
While federal banking regulators—the Federal Deposit Insurance -
Corporation, the Board of Governors of the Federal Reserve System
(the Board), the Office of the Comptroller of the Currency, the Office of
Thrift Supervision, and the National Credit Union Administration—
repont little evidence of predatory lending by the d itory
institutions that they supervise, concerns exist about inbank
mongage lending companies that are owned by financial or bank

g CC ies. Our reportr ds that Congress
makmg statutory changes to provide the Board with clear authomy to
monitor, and take enfor actions agai
mortgage lending subsidiaries of fi ial and bank holding cc

* As of January 2004, 25 states, 11 localities, and the District of Columbia
have passed their own laws addressing predatory lending, according to
a database that tracks state and local leglslation.? Int addition, some
states have strengthened the regulation and licensing of mortgage .
lenders and brokers, and state law enfc agencies and banking :
regulators have taken a ber of enfc ions under state
consumer protection and banking laws. However, a state law may not
apply to all mortgage lenders within the state. The Office of the
Comptroller of the Currency, the Office of Thrift Supervision, and the
National Credit Union Administration have asserted that federa! law
preempts some state predatory lending laws for the institutions they~
regulate, stating that federally chartered lending institutions should be-
required to comply with a single uniform set of national regulations.’

'Wmmuwmmmhwmmmmum;m -

i d by Butera & Andrs D.C., law firm that teacks predatory
knmngkguhumneehwamlymdndesmemdbcallmumphcedmml -
restrictions on lending. For example, they do not include local ordinances that consist
solely of a resolution that condemns predatory lending.

GAO-04-413T



« While there are no comprehensive data, government officials and
consumer advocacy organizations have reported that elderly
consumers have been disproportionately targeted and victimized by
predatory lenders. Elderly consumers appear to be favored targets for
several reasons—for example, because they may have substantial
equity in their homes or live on limited incomes that make them
susceptible to offers for quick access to cash. Further, some seniors
have cognitive or physical impairments such as poor eyesight, hearing,
or mobility that may limit their ability to access competitive sources of
credit. While most government and private class-action enforcement
activities seek to provide redress to Jarge groups of consumers, some
private efforts have focused on helping older victims of predatory
lending.

¢« A number of federal, state, nonprofit, and industry-sponsored
org ions offer ¢ education initiatives designed to deter

predatory lending by, among other things, providing information about
predatory practices and working to improve consumers’ overall
financial literacy. Most of these efforts seek to serve the general
consumer population, but a few education initiatives have specifically
addressed predatory lending and the elderly. GAO's review of literature
and interviews with consumer and federal officials suggest that while
consumer education, mortgage counseling, and disclosures are useful,
they may be of limited effectiveness in reducing predatory lending. For
example, consumer education is hampered by the complexity of
mortgage transactions and the difficulty of reaching the target
audience. Similarly, unreceptive consumers, lack of access to relevant
oan documents, and the sheer volume of mortgage originations each
year limit the potential impact of universal counseling. And while
efforts are under way to improve the federally required disclosures
associated with mortgage loans, the complexity of mortgage
transactions hinders the effectiveness of disclosures, especially given
the lack of financial sophistication among many borrowers who are
targeted by predatory lenders.

« The secondary market for mortgage loans—which allows lenders and
investors to sell and buy mortgages and mortgage-backed securities—
provides lenders with an additional source of liquidity and may benefit
borrowers by increasing access to credit and lowering interest rates.
But the secondary market may also inadvertently serve to facilitate
predatory lending, both by providing a source of funds that enables
unscrupulous originators to quickly sell off loans with predatory terms
and by reducing incentives for these originators to ensure that
borrowers can repay their loans. Secondary market participants use

GAO-04-412T



varying degrees of “due diligence®—a review and appraisal of legal and
financial information--to avoid purchasing loans with abusive terms,
but even the most extensive due diligence may not detect some
predatory lending practices. Some states have passed laws making
secondary market buyers liable for violations by loan originators,
although such Jaws may have the unintended consequence of reducing
the availability of legitimate credit to consumers,

Background

While there is no uniformly accepted definition of predatory lending, a
number of practices are widely acknowledged to be predatory. These
include, among other things, charging excessive fees and interest rates,
lending without regard to borrowers® ability to repay, refinancing
borrowers' Joans repeatedly over a short period of time without any
economic gain for the borrower (referred to as *loan flipping™), and
committing outright fraud or deception—for example, falsifying
documents or intentionally misinforming borrowers about the terms of a
loan. These types of practices offer lenders that originate predamry loans
potentially high returns even if borrowers default, becaus¢ many of these
loans require excessive up-front fees. No comprehensw ata are available
on the incidence of these practi butb g T IS, CC

advocates, and industry panicipams generally agree that predatory loans
are most likely to occur in the market for “subprime” loans. The subprime
market serves borrowers who have limited incomes or poor or no credit
histories, in contrast with the prime market, which encompasses
traditional lenders and borrowers with credit histories that put them at
low risk of default. Subprime lending is not inherently abusive, and,
according to officials at HUD and the Department of the Treasury, the
emergence of a subprime mortgage market has enabled a whole class of
credit-impaired borrowers to buy homes or access the equity in their
homes. Ongmators of subprime loans most often are mortgage and

< < ies but can also be banks, thrifts, and other
institutions.

Serious data limitations make the extent of predatory lending difficult to
determine. However, there have been a number of major settlements
resulting from government enforcement actions or private party lawsuits
in the last 5 years that have accused lenders of abusive practices affecting
large numbers of borrowers. For example, in October 2002, Household
International, a large home mortgage lender, agreed to pay up to $484
million to homeowners to settle states’ allegations that it used unfair and
deceptive lending practices 1o make mortgage loans with excessive
interest and fees. In addition, the rate of foreclosures of subprime loans
has increased substantially since 1890, far exceeding the rate of increase

GAO-04-412T
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for subprime originations. Some consumer groups and industry observers
have attributed this development, at least in pari, to an increase in abusive
lending, particularly loans made without regard to borrowers’ ability to
repay. Additionally, groups such as legal services agencies have reported
seeing an ever-growing number of consumers, particularly the elderly and
minorities, who are in danger of losing their homes as a result of predatory
lending practices.

Federal Agencies
Have Taken
Enforcement and
Other Actions to
Address Predatory
Lending, but Face
Challenges

As shown in figure 1, Congress has passed numerous laws that federal
agencies and regulators have used to combat predatory lending. Among
the most frequently used laws—HOEPA, the Federal Trade Commission
Act, TILA, and RESPA—only HOEPA was specifically designed to address
predatory lending. Enacted in 1994, HOEPA places restrictions on certain
high-cost loans, including limits on prepayment penalties and balloon
payments and prohibitions against negative amortization. However,
HOEPA covers only loans that exceed certain rate or fee triggers, and
although comprehensive data are lacking, it appears that HOEPA covers
only a limited portion of all subprime loans. The Federal Trade
Commission Act, enacted in 1914 and amended on numerous occasjons,
authorizes FTC to prohibit and take action against unfair or deceptive acts
or practices in or affecting commerce. TILA and RESPA are designed in
part to provide consumers with accurate information about the cost of
credit.

GAO-04-412T
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“HOEPA covers only a limited portion of all subprime loans.

Other federal Jaws that have been used to address predatory lending
practices include criminal fraud statutes that prohibit certain types of
fraud sometimes used in abusive lending schemes, such as forgery and
false statements. Also, the Fair Housing Act and Equal Credit Opportunity
Act—which prohibit discrimination in housing-related ctions and
the extension of credit, respectively—have been used in cases against
abusive lenders that have targeted certain protected groups.

Using these or other authorities, federal agencies have taken a number of
enforcement actions and other steps, such as issuing guidance and
revising regulations. Among federal agencies, FTC has a prominent role in
combating predatory lending because of its responsibilities in
implementing and enforcing certain federal laws among lending
institutions that are not depository institutions supervised by federal
banking regulators. FTC reported that it has filed 19 complaints-—17 since
1998-—alleging deceptive or other illegal practices by mortgage lenders or
brokers and that some actions have resulted in multimillion dollar
settlements. The Department of Justice, which is responsible for enforcing
certain federal civil rights laws, has taken two such enforcement actions
related to predatory mortgage lending practices and has taken an
additional action on behalf of FTC. The Department of Housing and Urban
Development has undertaken enforcement activities related to abusive

GAO-04-412T
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lending that focus primarily on reducing losses to the Federal Housing
Administration insurance fund.’ It has also taken three enforcement
actions in abusive mortgage lending cases for violations of the Real Estate
Settlement Procedures Act’s prohibitions on certain types of fees.

Federal banking regulators have stated that their monitoring and
examination activities have uncovered littie evidence of predatory lending
in federally regulated depository institutions. Four of the five federal
banking regulators reported taking no formal enforcement actions
involving predatory mortgage lending, while the fifth—the Office of the
Comptroller of the Currency—reported that it has taken one formal
enforcement action against a bank engaged in abusive mortgage lending.
Regulators noted that they have taken informal enforcement actions to
address questionable practices raised during the examination process and
required their institutions to take corrective actions. The banking
regulators have also issued guidance to the institutions they supervise on
avoiding direct or indirect involvement in predatory lending. In addition, in

2001 the Board made ch to its regulation: ing HOEPA that,
among other things, increase the number of loa.ns HOEPA covers. The
Board also made ch toits lation: ing the Home

Mortgage Disclosure Act in 2002 that make it easier to analyze potential
pattemns of predatory lending.

Federal agencies and banking regulators have coordinated their efforts to
address predatory lending on certain occasions through participation in
interagency working groups and through joint enforcement actions. For
example, FTC, the Department of Justice, and the Department of Housing
and Urban Development coordinated to take an enforcement action
against Delta Funding Corporation, with each agency investigating and
bringing actions for violations of the laws within its jurisdiction.

Issues related to federal oversight and regulation of certain nonbank
mortgage lenders may challenge efforts to combat predatory lending.
Nonbank mortgage lending cc ies owned by fi ial or bank holding
companies (i.e., nonbank mortgage lending subsidiaries) account for an
estimated 24 percent of subprime loan orginations, according to the
Deparument of Housing and Urban Development, and some have been the

*The Department of Housing and Urban Development's Federal Housing Administration
mortgage insurance program makes loans more readily available for low- and moderate-
income families by providing mortgage to purchase or reft ahome. Lending
institutions such as jes and banks fund the loans.

GAO-04-412T
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target of notable federal and state enforcement actions involving
allegations of abusive lending.’ The Board may be better equlpped than
FTC to monitor and examine these holding cc
of its role in ov ing fi ! and bank holdi ,-- pani butt.he
Board does not have clea.r authority to do 0. Qur report recommends that
Congress consider (1) making appropriate statutory changes that would
grant the Board the authority to routinely monitor and, as necessary,
e ine the nonbank morigage lending subsidiaries of financial and bank
holding companies for compliance with federal consumer protection laws
applicable to predatory ending practices and (2) giving the Board specific
authority to initiate enforcement actions under those laws against these
bank mortgage lending subsidiaries. In ing on our report, the
Board stated that while the existing structure has not been a barrier to
Federal Reserve oversight, the approach we recommended for
consideration by the Congress would likely be useful for catching some
abusive practices that might not be caught otherwise. The Board also
noted that the approach would present tradeofls, such as different
supervisory schemes being applied to nonbank morigage Jenders based on
whether or not they are part of a holding company, ang additional costs.
However, these nonbank mortgage lenders are already subject to a
different supervisory scheme than other lenders. We agree that costs could
increase and believe that Congress should consider both the potential
costs and benefits of clarifying the Board’s authorities.

Many States Have
Passed Laws
Addressing Predatory
Lending, but Federal
Agencies Have
Preempted Some
Statutes

In response to concerns about the growth of predatorylending and the
limitations of existing laws, 25 states, the District of Columbia, and 11
Iocalmes have passed their own laws addressing predatory lendi :

pr g to a database that tracks such laws. Most of these
laws regulate and restnct the terms and characteristics of high-cost
loans—that is, loans that exceed certain rate or fee thresholds. While some
state statutes follow the thresholds for covered loans established in
HOEPA, many set lower thresholds in order to cover more loans than the
federal statute. The statutes vary, but they generally cover a variety of
predatory practices, such as balloon payments and prepayment penalties,
and some include restrictions on such things as mandatory arbitration
clauses that can restrict borrowers' ability to obtain legal redress through
the courts.

*“These lending idiaries are owned by the bank ar financial holding
companies and are not the direct operating subsidiaries of the bank itself.

GAO-04-412T
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Some states have also increased the regulation of and licensing
requirements for mortgage lenders and brokers, in part to address
concerns that some unscrupulous lenders and brokers have been
responsible for lending abuses and that these entities have not been

d ly regulated. For ple, some states have added educational
requirements that lenders and brokers must meet in order to obtain a
license. In recent years, state law enforcement agencies and banking
regulators have also taken a number of actions against mortgage lenders
involving predatory lending. For example, an official from Washington
State’s Department of Financial Institutions reported that the department
had taken several enforcement actions to address predatory lending,
including one that resulted in a lender being ordered to return more than
$700,000 to 120 Washington borrowers for allegedly deceiving them and
charging prohibited fees.

Three federal banking regulators—the National Credit Union
Administration, the Office of the Comptroller of the Currency, and the
Office of Thrift Supervision—have issued opinions stating that federal
laws preempt some state predatory lending laws for the institutions that
they regulate. The regulators note that such preemption creates a more
uniform regulatory framework, relieves lending institutions of the burden
of complying with a hodgepodge of state and federal laws, and avoids state
laws that may restrict legitimate lending activities, State officials and
consumer advocates that oppose preemption argue that federal laws do
not effectively protect consumers against predatory lending practices and
that federal regulators do not devote sufficient resources toward
enforcement of consumer protection laws for the institutions they oversee.
In response, federal banking regulators have noted that federally
supervised institutions are highly regulated and subject to comprehensive
supervision. The regulators also said they found litile to no evidence of
predatory lending by the institutions they regulate.

Predatory Lenders
May Target Elderly
Consumers

Consistent observational and anecdotal evidence, along with some limited
data, indicates that, for a variety of reasons, elderly homeowners are
disproportionately the targets of predatory lending. Because older
homeowners, on average, have more equity in their homes than younger
homeowners, abusive lenders could be expected to target these borrowers
in order to “strip” the equity from their homes. According to federal
officials and consumer groups we contacted, abusive lenders often try to
convince elderly borrowers to repeatedly refinance their loans, adding
more costs each time—an abuse known as loan flipping. In addition, some
brokers and lenders aggressively market home equity loans as a source of

GAO-04-4)2T
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cash, particularly for older homeowners who may have limited incomes
but require funds for major home repairs or medical expenses. The
financial Josses older people can suffer as a result of abusive loans can
result in the loss of independence and security and a sngmﬁcant decline in
their quality of life.

A number of factors may make the elderly particularly susceptible to
predatory lending practices. For example:

« Diseases and physical impairments associated with aging—such as
declining vision, hearing, or mobility—can restrict elderly consumers’
ability to access financial information and compare credit terms. In
such situations, potential borrowers may be susceptible to the first
lender to offer what seems to be a good deal, especially if the lender is
willing to visit them at home or provide transportation to the closing.

« Some older people may also have diminished cognitive capacity, which
can impair their ability to comprehend and make inforthed judgments
on financial issues. According to a report sponsored by the National
Academy of Sciences, elderly people may be more likely to have
conditions or disabilities Lhat ma.ke t.hem easy targets for financial
abuse and they may have dimini Yy to eval proposed
courses of action.’ Representatives of lega] aid organizations have said
that they frequently represent elderly clients in predatory lending cases
involving lenders that have taken advantage of a borrower’s confusion
and, in some cases, dementia.

» Several advocacy groups have noted that some elderly people lack
social and family support systems, potentially increasing their
susceptibility to unscrupulous lenders who may market loans by
making home visits or offering other personal contact.

+ Elderly homeowners often live in older homes and are more likely to
need someone to do repairs for them. Federal officials, legal aid
services, and consumer groups have reported that home repair scams
targeting elderly homeowners are particularly common. For example, a
joint report on predatory lending by the Department of Housing and
Urban Development and the Department of the Treasury noted that

*Richard J. Bonnie and Robert B. Wallace, eds., “Elder Mistreatment: Abuse, Neglect, and
Exploitation in an Aging America,” Panei to Review Risk and Prevalence of Elder Abuse
and Neglect, National R Couneil (Washi D.C.: National Academies Press,
2003), 393,
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predatory brokers and home improvement contractors have
collaborated to swindle older consumers.® A contractor may come to a
homeowner's door, pressure the homeowner into accepting a home
improvement contract, and arrange for financing of the work with a
high-cost loan. The contractor then does shoddy work or does not
finish the agreed-on repairs, leaving the borrower to pay off the
expensive loan.

Federal agencies, states, nonprofits, and trade organizations have
conducted and funded financial education for consumers as a2 means of
improving consumers’ financial literacy and, in some cases, raising
consumers’ awareness of predatory lending practices. Because the elderly
may be more susceptible to predatory lending, government agencies and
consumer advocacy organizations have focused some of their education
efforts on this population. For example, the Department of Justice offers
on its Web site the guide “Financial Crimes Against the Elderly,” which
includes references to predatory lending. The Department of Health and
Human Services’ Administration on Aging provides grants to state and
nonprofit agencies for progrars aimed at preventing elder abuse,
including predatory lending practices targeting older consumers. AARP,
which represents Americans age 50 and over, sponsors a number of
financial education efforts, including a borrower's kit that contains tips for
avoiding predatory lending.

However, federal consumer protection and fair lending laws that have .
been used to address predatory lending do not generally have provisions
specific to elderly persons. For example, age is not a protected class under
the Fair Housing Act, which prohibits discrimination in housing-related
transactions. In addition, the Home Mortgage Disclosure Act (HMDA)}—
which requires certain financial institutions to collect, report, and disclose
data on loan applications and originations—does not require lenders to
report information about the age of the applicant or borrower. An
exception is the Equal Credit Opportunity Act, which prohibits unlawful
discrimination on the basis of age in connection with any aspect of a credit
transaction.

Little comprehensive data exist on the ages of consumers involved in
federal and state enforcement actions and private class-action lawsuits

*HUD-Treasury Task Force on Predatory Lending, Curbing Predatory Home Morigage
Lending: A Joint Report (June 2000).
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involving predatory lending. Such actions generally seek to provide
redress to large groups of consumers, but a few cases have involved
allegations of predatory lending targeting elderly borrowers. For example,
FTC, six states, AARP, and private plaintiffs settled a case with First
Alliance Mortgage Company in March 2002 for more than $60 million. The
company was accnsed of using misrepresentation and unfair and
deceptive practices to lure senior citizens and those with poor credit
histories into entering into abusive loans; an estimated 28 percent of the
8,712 borrowers represented in the class-action suit were elderly.

Some nonprofit groups—such as the AARP Foundation Litigation, the
National Consumer Law Center, and the South Brooklyn Legal Services’
Foreclosure Prevention Project—provide legal services that focus, in part,
on helping elderly victims of predatory lending. The AARP Foundation
Litigation, which conducts litigation to benefit Amencans 60 years and
older, has been party to 7 ) its since 1998 invol ilegations of
predatory lending against more than 50,000 elderly borroweus. Six of these
suits have been settled, and the other is pending.

The Usefulness of

Consumer Education,

Counseling, and
Disclosures in
Deterring Predatory
Lending May Be
Limited

While representatives of the mortgage lending industry and consumer
groups have noted that financial education may make some consumers
less susceptible to abusive lending practices, GAQ's review of literature
and interviews with ¢ and federal officials suggest that consumer
education by jtself has limits as a tool for deterring predatory lending.
First, mortgage loans are complex financial transactiorns, and many
different factors—including the interest rate, fees, provisions of the Joan,
and sitnation of the borrower—determine whether aloanisina
borrower’s best interest. Even an llent c: ign of c¢

education is unlikely to provide less sophisticated consumers with enough
information for them to determine whether a loan contains abusive terms.
Second, predatory lenders and brokers tend to use aggressive marketing
tactics that are designed to confuse cc Broad-based campaigns to
make consumers aware of predatory lending may not be sufficient to
prevent many consumers—particularly those who may be uneducated or
unsophisticated in financial matters—from succumbing to such tactics.
Finally, the consumers who are often the targets of predatory lenders are
also some of the hardest to reach with educational information.

Prepurchase mortgage counseling—which can offer a “third party” review
of a prospective mortgage loan—may help borrowers avoid predatory
loans, in part by alerting consumers to predatory loan terms and practices.
‘The Department of Housing and Urban Development supports a network

GAO-04-412T
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of approximately 1,700 approved counseling agencies across the country .
and in some cases provides funding for their activities. While beneficial;
the role of mortgage counseling in preventing predatory lending is likely to
be limited. Borrowers do not always attend such counseling, and when
they do, counselors may not have access to all of the loan documents
needed to review the full final terms and provisions before closing. In
addmon, counselmg may be ineffective against lenders and brokers

g in fraudul such as falsifying applications or loanz-
documems that cannm. be detected during a prepurchase review of
mortgage loan documents.

Finally, disclosures made during the mortgage loan process, while
important, may be of limited usefulness in reducing the incidence of
predatory lending practices. Certain federal laws; including TILA and
RESPA, have requirements covering the content, form, and timing of the
information that must be disclosed to borrowers. However, industry and
consumer advocacy groups have publicly expressed dissatisfaction with
the current disclosure system: In July 2002, the Department of Housing ..
and Urban Development issued proposed. rules intended to streamdine the
disclosure process and make discl es more und dable and timely,
and debate over the proposed rules has been contentious.” Although
improving loan disc} would undoubtedly have benefits; once again
the inh complexity of loan tr: fons may limit-any impact on the
incidence of predatory lending practices. M , even a relatively clear ..
and transparent system of disclosures may be of limited use to borrowers
who lack sophistication about financial matters, are not highly educated,
or suffer physical or mental infirmities. Finally, as with mortgage-
counseling, revised disciosures would not necessarily help protect
consumers against lenders and brokers who-engage in outright fraud or
who mislead borrowers about the terms of loans in the disclosure
documents themselves.

767 Fed. Reg. 49134 (July 29, 2002).

GAO-04-422T




19

The Secondary
Market May Benefit
Consumers but Can
Also Facilitate
Predatory Lending

The existence of a secondary market for subprime loans has benefited
cansumers by increasing the sources of funds available to subprime

lenders, potentially lowering i rates and origination costs for
subprime loans. However, the secondary market may also inadvertently
facilitate predatory lending by providing a source of funds for
unscrupulous originators, allowing them 1o quickly sell off loans with
predatory terms. Further, the existence of a secondary market may reduce
the incentive for originating lenders—who generally make their profits
from high origination fees—to ensure that borrowers can repay.

Purchasers of mortgage loans tindertake a process of due diligence
designed to avoid legal, financial, and reputational risk. However, the
degree of due diligence purchasers undertake varies. Officials of Fannie
Mae and Freddie Mac—which are estimated to account for a relatively
small portion of the secondary market for subprime loans—told us that
their organizations undertake a series of measures aimed at avoiding the
purchase of loans with abusive characteristics that may have harmed
barrowers. In contrast, according to some market participhnts, the due
diligence of other secondary market purchasers of residential mortgages
may be more narrowly focused on the creditworthiness of the loans and
on their compliance with federal, state, and local laws. However, even the
most stringent efforts cannot uncover some predatory loans. For example,
due diligence may be unable to uncover fraud that occurred during the
loan underwriting or approval process, some excessive or unwarranted
fees, or loan flipping.

Under some state and local legislation, purchasers of mortgages or
mortgage-backed securities on the secondary market may be held liable
for violations c¢ itted by the originating lend ferred to as
“assignee liability” provisions. Assignee liability is intended to discourage
secondary market participants from purchasing loans that may have
predatory features and to provide an additional source of redress for
victims of abusive lenders, but some argue that it can also discourage
legitimate lending activity. Secondary market purchasers that are
unwilling to assume the potential risks associated with assignee liability
provisions have stopped purchasing, or announced their intention to stop
purchasing, mortgages originated in areas covered by such provisions.
Assignee liability provisions of the Georgia Fair Lending Act were blamed
for causing several participants in the mortgage lending industry to
withdraw from the market, and the provisions were subsequently
repealed.

GAO-D4412T
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Mr. Chairman, this concludes my prepared statement. 1 would be happy to
answer any questions at this time.

Contacts and
Acknowledgements
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The CHAIRMAN. Mr. Wood, thank you very much for that state-
ment.

We have been joined by another of our colleagues and a member
of this Committee, Senator Stabenow. So, Secretary Weicher, be-
fore we go to you, I am going to ask if the Senator has any opening
comments, and then we will proceed.

OPENING STATEMENT OF SENATOR DEBBIE STABENOW

Senator STABENOW. Thank you. I first welcome our panelists and
want to particularly thank you for this hearing. This is a very im-
portant topic. I sit on the Banking, Housing and Urban Affairs
Committee and since coming to the Senate 3 years ago have spent
a great deal of time on this issue, and recognize, in fact, it was one
of the first issues brought to me after becoming a member of that
Committee from the people of Michigan.

I would appreciate if I could put a statement, my prepared open-
ing remarks into the record. ‘

The CHAIRMAN. Certainly.

Senator STABENOW. I would just add that I think there are a
number of things that we can do together, and one of the positive
steps that has already been taken is that in the Fair Credit Report-
ing Act, which we passed overwhelmingly last fall, a title of mine
that I cosponsored along with Senator Enzi in the Committee is on
financial literacy, and we specifically placed that in the new law to
focus on a coordinated effort on financial education, specifically to
help address some of the issues of predatory lending.

I realize it is a larger issue. It is complicated. There is a lot that
needs to be done on the enforcement end, but we also know that
good consumer information, consumers being able to ask the right
questions and being able to get good answers before they make de-
cisions is a part of the whole issue.

So, I am hopeful that this section, this new title of the act, will
be enforced quickly, and we will be able to use that as part of the
way we begin to address this very serious issue. Thank you.

[The prepared statement of Senator Debbie Stabenow follows:]

PREPARED STATEMENT OF SENATOR DEBBIE STABENOW

Thank you, Senator Craig, for convening this hearing on predatory lending. Amer-
icans have a right to expect their national legislators to be concerned about and
take action to thwart abusive lending practices.

We know that home ownership provides basic financial security for Americans at
all income levels. Homeowners hold an asset that most often increases in value, that
provides stability in uncertain times; and that can be bequeathed to heirs. We also
know that most mortgage lenders and brokers are upstanding businesspeople. But
there are some unscrupulous lenders who prey upon naive consumers and take ad-
vantage of their limited financial understanding, ultimately jeopardizing consumers’
basic financial security.

Sadly, predatory lending is a practice that disproportionately targets older adults.
Victims of this type of financial abuse often find themselves paying much higher in-
terest rates, losing their equity through unnecessary and repeated refinancings.
Many even end up losing their homes.

Members of Congress have heard horror stories from victims of predatory lendings
as well as potential solutions from different representatives of the lending industry.
As a member of the Banking and Housing Committee, I have pushed for greater
financial education, enhanced enforcement of existing anti-predatory laws, and
strong n(eiw protections against unethical yet technically legal practices. I will con-
tinue to do so.
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Thank you again, Senator Craig, for holding this important hearing. I look for-
ward to hearing testimony from these knowledgeable witnesses and to working to-
ward ending the unfair practice of predatory lending.

The CHAIRMAN. Senator, thank you for your leadership in this
area. We hope you will take this study over to the Committee along
with the record that I think we can build here that will advance:
these issues for you.

Thank you very much. Now, let us turn to John Weicher, assist-
ant secretary for Housing. Welcome before the Committee, John.

STATEMENT OF JOHN C. WEICHER, ASSISTANT SECRETARY OF
HOUSING/FEDERAL HOUSING COMMISSIONER, U.S.
DEPARTMENT OF HOUSING AND URBAN DEVELOPMENT,
WASHINGTON, DC

Mr. WEICHER. Thank you, Mr. Chairman and thank you, Senator
Stabenow for the opportunity to testify this morning on the efforts.
of the Department of Housing and Urban Development to combat
predatory lending and protect senior citizens and, indeed, all Amer-
icans against unfair and deceptive lending practices.

Meeting the housing needs of senior- citizens while protecting
them from predatory lending practices is a high priority at the De-
partment. I would like to submit my prepared statement for the
record and just discuss a few aspects of our efforts with you this
morning.

The CHAIRMAN. All full statements will become a part of the
record. Thank you.

Mr. WEICHER. HUD’s authority to address predatory lending es-
sentially extends only to FHA loans and FHA lenders, so I would
like to start by describing our mortgage insurance activity.

Our typical homebuyer is a young, first-time homebuyer, often a
minority household. In fiscal year 2003, FHA insured 600,000 home
purchase mortgages. Of these 80 percent were to first-time home-
buyers, and 40 percent were to minority households. About 1 per-
cent of FHA’s home purchase borrowers are elderly.

But FHA does have one important insurance program that spe-
cifically serves the elderly. This is the home equity conversion
mortgage program. HECMs are also known as reverse mortgages:
They let elderly homeowners convert the equity into their homes
into income that can be used to pay for living expenses. FHA ac-
counts for about 95 percent of the reverse mortgage market.

The HECM program started as a demonstration in 1990. We now
have insured 90,000 loans overall. In each of the last 2 years, we
have set records. We endorsed over 13,000 loans in 2002 and then
set another record in 2003 with over 18,000 loans. Three-quarters
of the borrowers are aged 70 or over. There are even some bor-
rowers older than 90. We recognize that seniors with considerable
equity in their homes can be prime targets for predatory lending.
FHA-insured HECMs give seniors an alternative. We require that
seniors considering a HECM loan receive counseling, and we have
worked hard to ensure that the counseling they receive is of high
quality.

During the housing counseling session, the senior learns how a
HECM works, how much he or she would receive through a HECM,
how much the transaction will cost, what are the financial alter-
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nl?ltives and what are the tax and estate consequences, among other
things.

One of HUD’s major partners in our effort to educate seniors
about reverse mortgages is the AARP Foundation. The foundation
sponsors the reverse mortgage education project, which has been
the leading consumer voice in the reverse mortgage market for over
a decade, providing in-depth, objective consumer information and
promoting high quality independent consumer counseling on re-
verse mortgages and other alternatives.

During 2003, the project doubled the size of its counseling net-
work, and this year, the project has received a 150 percent increase
in funding from HUD, from $750,000 in 2003 to $1.9 million this
year. HUD funds AARP through our Housing Counseling Grant
Program. Housing counseling funds have doubled in this adminis-
tration, from $20 million to $40 million, and President Bush is pro-
posing to increase our Housing Counseling Grant Program to $45
million in this year’s budget, another 12.5 percent increase.

We know that housing counseling works. Families who receive
counseling are better able to select the best mortgage for their
needs and better able to manage their finances so they can remain
in their homes. Housing counseling has proven to be an extremely
important activity to educate consumers on how to avoid abusive
lending practices.

In my formal statement, I discuss other HUD activities to combat
predatory lending, including new regulations, some addressing the
HECM program specifically and others addressing all of our bor-
rowers, and also vigorous enforcement of FHA procedural violations
by lenders and others. They protect all FHA homebuyers, elderly
and non-elderly alike.

In the interests of time, I will skip over these at this point, but
I would like to mention that HUD works closely with State and
local governments to carry out enforcement actions against busi-
ness partners engaged in predatory lending. We also work with
coalitions of community groups to help FHA-insured borrowers who
have been victimized by predatory practices.

We have tripled our enforcement staff over the last year. On a
national level, HUD’s Inspector General continues to work closely
with law enforcement in many States, notably New York, New Jer-
sey, Pennsylvania, Illinois and Arizona, to target unscrupulous
lenders and better combat abusive lending practices.

HUD also works closely with the FTC to prosecute lenders who
engage in illegal practices. Some of these cases are described in
both my prepared testimony and the statement of Mr. Beales and
also in the GAO report.

I hope this discussion of our efforts and accomplishments has
made clear that the Department is aggressively policing program
participants and imposing significant sanctions on business part-
ners found to be violating our procedures or otherwise engaged in
abusive or deceptive behavior. The administration remains firmly
committed to protecting seniors and all consumers against preda-
tory lending practices.

We are happy to have this opportunity to discuss our activities
and look forward to working with you to strengthen consumer pro-
tections against predatory lending.
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[The prepared statement of Mr. Weicher follows:]

STATEMENT OF.JOHN C. WEICHER.-

Assistant Secretary for-Housing —Federal Housing .
' Commissioner-

U.S. Department of Housing and-Urban Development -

BEFORE THE. -
UNITED STATES SENATE
SPECIAL COMMITTEE ON AGING .

February 24, 2004



Good moming, Chairman Craig, Ranking Member Breaux and distinguished Members of
the Special Committee. Thank you for the opportunity to testify on the efforts of the Department
of Housing and Urban Development to combat predatory lending and protect senior citizens and
indeed all Americans against unfair and deceptive practices. Meeting the housing needs of senior
citizens while protecting them from predatory lending practices is a high priority at the
Department.

1 would like to provide you with an overview of HUD's initiatives and describe what
HUD, particularly through the Federal Housing Administration (FHA) is curremly doing to
address this problem.

FHA has made significant efforts through consumer education, enforcement actions and
regulatory reforms to combat abusive and deceptive lending practices. Before 1 discuss the full
range of these efforts across all our insurance programs, I would like to describe FHA’s mortgage
insurance activity to the Committee, to place our efforts in context. FHA insures mortgages for
homebuyers who do not qualify for conventional mortgage loans. Our typical bortower is a
young, first-time homebuyer, often a minority household. In FY 2003, FHA insured 600,000 .
home purchase mortgages. Of these, 80 percent were to first-time homebuyers, and 40 percent of
those were to minority households.

Of special interest to this committee, about one percent of FHA's borrowers are elderly
(65 or over) and another one percent are between the ages of 60 to 64. About 20 percent of FHA-
insured clderly homebuyers purchase manufactured homes, compared to less than two percent of
young homebuyers. Over 4.4 percent of FHA borrowers who bought manufactured homes were
60 and over.

Home Equity Conversion Mortgages

FHA does have one important insurance program that specifically serves the elderly. This is
the Home Equity Conversion Mortgage Program. At HUD, we refer it as HECM for short.
The HECM program, commonly referred to by consumers as a reverse mortgage program, is
designed to enable elderly homeowners to convert the equity in their homes into income that can
be used to pay for home improvements, medical costs, living expenses, or other expenses. FHA
accounts for about 95% of the reverse mortgage market.

The HECM program started as a demonstration program in 1990 and was seen as a true
innovation in the mortgage industry, a way of helping elderly people who were house rich but
cash poor. The program became permanent in 1993. In the last two years ~2002 and 2003 - the
program has been growing at a rapid rate. We set records in both of these years. We endorsed
over 13,000 loans in 2002 and then set another record in 2003 with over 18,000 loans.

According to demographic data on new borrowers in the HECM program over the last three
years, 50 percent are between 70 and 79. Another 25 percent are 80 or over, so three quarters of
the borrowers are 70 or over. There are even some borrowers older than 90: they comprise 3.2
percent of the total.

Housing Counseling
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We recognize that seniors with considerable equity in their homes can be prime targets
for predatory lending. We require that seniors considering a HECM loan receive counseling, and
we have worked hard to ensure that the counseling they receive before applying is of high quality.

HUD believes that our frontline of protection against predatory lending is an informed
consumer. Housing counseling has proven to be an extremely important activity to educate
consumers on how to avoid abusive lending practices. Housing counseling agencies help educate
borrowers, so they have the financial literacy they need to protect themselves. Counselors assist
individuals with making intelligent decisions, helping unwary borrowers avoid inflated
appraisals, unreasonably high interest rates, unaffordable repayment terms, and other conditions
with can result in a loss of equity, increased debt, default, and even foreclosure.

During the housing counseling session the senior learns how 2 HECM works, how much
equity he or she would receive through a HECM, how much the transaction will cost, what are
the financial alternatives to a HECM and what are the tax and estate consequences, among other
things.

One of HUD's major partners in our effort to educate seniors about reverse mortagages is
the AARP Foundation. The AARP Foundation sponsors the Reverse Mortgage Education Project
which is designed to help older homeowners make informed decisions about converting the
equity in their homes into cash - without having to sell their homes, or make monthly loan
repayments. This project has been the leading consumer voice in the reverse mortgage market for
over a decade, providing in-depth, objective consumer information, and promoting high-quality,
independent consumer counseling on reverse mortgages and.other alternatives.

‘During 2003, the Reverse Mortgage Education Project doubled the size of its counseling
network, handled 10,000 consumer inquiries and counseled 3,400 households. The Project
recently received a 150% increase in funding from HUD ~ from $750,000 in 2003 to $1.9 million
in 2004. The increase will enable the project to add more counselors and nearly triple the number
of households it counsels. It will also pay for upgrading the project’s online reverse mortgage
calculators, developing a formal counseling quality assurance program, and strengthening the
project’s client screening and appointment scheduling systems.

HUD’s funds AARP through its Housing Counseling Grant Program. This grant program
funds housing counseling agencies across the country. In FY 2003, HUD awarded $37.6 million
in grants, $2.7 million.being awarded specifically to combat predatory lending. These grants will
assist more than 430,000 people to either become first-time-homeowners or remain homeowners
after their purchase. The grants were awarded to 17 national and regional organizations and
approximately 350 state and local housing counseling agencies. President Bush is proposing to
increase HUD's Housing Counseling grant program to $45 million next year - another 12.5
percent increase. We know that housing counseling works. Families who receive counseling are
better able to select the best mortgage for their needs and better able to manage their. finances so
they can remain in their homes.

HECM Regulatory Changes

In addition to pursuing our housing counseling efforts, HUD has undertaken several
regulatory reforms in recent years to protect seniors participating in the HECM Program from.
predatory practices. These rules include:
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. A final rule that would implement statutory changes to the HECM Program under Section
201 of the American Homeownership and Economic Oppertunity Act of 2000. This
legislation authorized FHA to offer mortgage insurance for the refinancing of existing
HECM loans and established a set of consumer safeguards for these HECM refinancing
transaction. The statute requires an anti-churning disclosure to inform the borrower of the
total cost of the refinancing and the new principal limit. The Department submitted this
rule to OMB on February 3.

. A final rule was published in 1999 requiring that seniors receive a full disclosure of all
costs, including estate planning, financial advice and other services that are related to the

mortgage, but arc not required 1o obtain a HECM loan. This rule was designed to protect
senior homeowners in the HECM program from becoming liable for payment of

excessive fees for third party services that may have little or no value and are not
necessary.

Combating Predatory Lending

In addition to the reforms that HUD has pursued in the HECM program, the Department
has developed new requirements specifically targeting lending practices to protect all FHA
borrowers and set an example for the rest of the housing industry. These reforms benefit all of
FHA'’s homebuyers, including the elderly.

In particular, there are several new, more stringent procedures for participating in FHA
insured programs that have been implemented as final rules. They include:

L] An Anti-Flipping Rule that was made effective in June 2003. This rule prohibits FHA
_insurance on a property resold within 90 days of the previous sale and also prohibits sale
- of a property by anyone other than the owner of record.

. An Appraiser Qualifications Rule for Placement on FHA Single Family Appraiser Roster

that was made effective in June 2003. This rule establishes stronger professional
credentials for FHA-approved appraisers.

. A rule establishing Section 203(k) Consultant Placement and Removal Procedures that
was made effective in September 2002. The rule establishes placement and removal
procedures for HUD’s roster of 203(k) consultants to better ensure the consultants meet
HUD requirements. The 203(k) program insures mortgages for home purchases that
include the costs of repairs as well as the purchase price.

. A rule allowing Electronic Submission of Audited Financial Statements that was made
effective in September 2002. This rule allows HUD to accept electronic submissions of

lenders’ financial audits to identify and remove noncompliant:lenders more quickly.

- A rule establishing Placement and Removal Procedures for HUD's Nonprofit

Organization Roster that was made effective in July 2002. This rule better insures that
nonprofits meet HUD requirements.

There are also proposed rules we have published:

. A proposed rule Limiting Nonprofit Organization Participation in FHA Single Family
Activities was just published on February 13. This rule proposes ways to reduce defaults.
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by nonprofits and create more reasonable conditions for their participation in FHA
programs. 1t would require nonprofits that obtain FHA financing forl0 or more properties
in a fiscal year to prepay at least 80 percent of that total number of mortgages within two
years after the fiscal year they were originated.

¢ A proposed Rule Regarding Lender Accountability for Appraisals that was published in
January 2003, This rule provides that lenders and appraisers are held strictly accountable
for the quality of appraisals on properties securing FHA insured mortgages. It proposes
that lenders who submit appraisals to HUD that do not meet FHA requirements are
subject to the imposition of sanctions by the Mortgagee Review Board. The final rule is
expected to be published in the second quarter of this calendar year.

s A proposed rule on the FHA Fec Panel Inspector Roster that was published in October
2002. This rule creates the FHA Fee Panel Inspector Roster for inspecting new
construction projects.

Monitoring and Enforcement

In addstion to establishing more stringent procedures for parﬁcipating in FHA insured
programs, the Department is taking aggressive action conceming business partners that
demonstrate poor performance and abusive lending practices.

HUD has created the Credit Watch Program by which we track quarterly the default rates
for the 25,000 lender offices that originate FHA loans and terminates those operations where the
default rate exceeds twice that of the local jurisdiction. Credit Watch protects the integrity of the
FHA insurance funds and sanctions those lenders who demonstrate imprudent or possible abusive
lending practices. The default rates of these lenders are published on the Web and thereby serve
as a source of information by which other lenders and interested parties can judge a lender’s
performance.

Since Credit Watch started in May 1999, we terminated 205 lender branches and sent out
another 19 sanction letters through December 2003. That is about one percent of FHA lender
offices.

FHA also produces Neighborhood Watch, a web-based software application, for HUD
oversight of lenders and lender self-monitoring. Neighborhood Watch complements the Credit
Watch Termination initiative by providing FHA approved lenders with statistical views of their
performance As a self-policing tool it has enabled lenders to monitor their performance in
comparison to other ienders, take corrective actions within their own orgamzauons and/or sever
relationships with poorly-performing business partners.

When FHA staff finds evidence of widespread abuse of HUD’s program requirements,
lenders are referred to the Mortgagee Review Board. (MRB) for action. I chair the MRB and
other senior HUD officials serve on the Board. Board cases generally involve the most serious
findings. The MRB is authorized to impose a range of administrative sanctions from a letter of
reprimand to withdrawal of a mortagee’s FHA approval. The MRB may also impose civil money
penalties.

FHA monitors the activities of lenders down to the branch level. Based on these reviews,
over the past three years, the MRB took action against 137 lenders, withdrew FHA approval of 36
of them, and assessed $9.59 million in civil money penalties. Also, 8,980 indemnification



31

agreements were executed for a potential total savings of about $209 million. When we-find
loans that are improperly originated or underwritten, we require indemnification- if the loan.goes
bad, the lender pays, not our insurance fund. We made over 1,100 referrals to the OJG for further
investigations. We have debarred 407 individuals and entities from participating in FHA’s
Single-Family Programs.

. FHA has also created a new risk management tool to target appraisers for review, known
as “Appraiser Watch.” Appraiser Watch uses traditional risk factors — such as loan volume, loan
performance, and loan type - to compare appraisers across peer groups and identify appraisers for

.review. With Appraiser Watch, FHA can better identify appraisers who either knowingly or
unintentionally put homeowners at risk for losing their homes to foreclosure because of inflated
valuations and sometimes the poor condition of the property.

Through Appraiser Watch, FHA has identified over 100 poorly performing appraisers
each year and removed them from the FHA Appraiser Roster. The review versus removal rate
under this new system is about one percent. Appraiser Watch is a major improvement over the
appraiser monitoring system we inherited. Under that former appraiser monitoring system, FHA
field staff reviewed more than 30,000 appraisals annually from October 1997 through September -
2001, but identified only 20 poorly performing appraisers each year.

Interagency Enforcement Activities

HUD works closely with state and local governments-to carry out enforcements actions
against business partners engaged in predatory lending. On a national level, HUD’s Office of -
Inspector General continues to work closely with-law enforcement in many states, notably in New
York, New Jersey, Pennsylvania, Illinois and Arizona, to target unscrupulous lenders and better -
combat abusive lending practices. In many of these-areas HUD is working with coalitions of
community groups to provide relief to FHA-insured borrowers who have been victimized by
predatory practices.

HUD has tripled its RESPA investigative staff from ten full time staff to thirty full time,
and has increased funding for investigation and enforcement of fair housing and RESPA
violations, with a new $1.5 million investigation contract and an additional $500,000 for Fair
Housing investigations. Recent RESPA violation settlements have led to more than $1.5 million
in donations by lenders to HUD-approved counseling services.

HUD also works closely with the Department of Justice, federal financial regulators and the
Federal Trade Commission to distinguish between predatory practices of some lenders and others
whose practices are fairly serving the mortgage credit needs of those not qualified for prime
loans. In November 2003, HUD and the FTC jointly filed a case against and reached settlement
with a mortgage loan servicing company charged with violations of the FTC Act, RESPA, and
other laws.

Public Education
HUD is committed to increasing awareness in the public about predatory lending. HUD has
developed literature about predatory lending and distributes this information at homeownership

fairs and other public forums. HUD’s website also includes information on the subject.

In addition, HUD has partnered with other organizations in public education campaigns about -
predatory lending. In early 2004, HUD will launch a national advertising campaign to warn
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against the dangers of predatory lending. The $1 million campaign consists of print, radio, and
television ads. The ads are being produced under a contract with the National Fair Housing
Alliance and the Ad Council. HUD is also a member of the Interagency Task Force on Fair
Lending. HUD worked with the task force in drafting a new brochure that alerts consumers to
potential borrower pitfalls, including high cost loans and provides ups for getting the best
financial deal possible.

Loss Mitigation

HUD also addresses predatory lending through its Loss Mitigation Program, which is
often able to help a victim of predatory lending who has defaulted on the mortgage and faces
possible foreclosure. Under this program, lenders have options that may help homeowners stay in
their bomes or may mitigate the financial consequences of the default if the homeowner does not
have the resources to make that possible. FHA regulations require that lenders explore all
available loss mitigation options prior to proceeding to foreclosure. The success of this program
is clear. In the last two years, the number of loss mitigation cases resolved by the borrower
retaining homeownership is nearly as large as the number of cases resolved through foreclosure.

The Baltimore Predatory Lending Task Force

In early 2000 the Department initiated a wide-ranging inquiry into the impact of
predatory lending on loans insured by the FHA. The Department established a "Flipping and
Predatory Lending Task Force" in Baltimore City to study predatory lending activity at a
community level over a long term. At the time substantial number so delinquent and potentially
predatory loans were originated in Baltimore by multiple entities (of 595 case files reviewed, 100
were determined to have predatory characteristics involving many different lenders, investors,
appraisers, closing agents, and straw buyers).

Today, predatory lending in Baltimore is on the decline. Forty-eight criminals have been
indicted and jailed. A HELP program, funded in part by a $1 million grant from HUD, has been
established to provide victint's assistance. Property flipping of FHA loans has been eliminated,
and homeownership counseling has helped home purchasers avoid the pitfalls of predatory
Jending practices. These accomplishments have been realized thanks to coordination with the
Department of Justice, the State of Maryland, the Baltimore City Government and local
community groups.

Conclusion

I hope this discussion of our efforts and accomplishments-has made clear that the
Administration and the Department are aggressively policing its participants and imposing
significant sanctions on business partners found to be violating procedures or otherwise engaged
in abusive or deceptive behavior. The Administration and the Department remain firmly
committed to protecting seniors and all consumers against predatory lending practices. We are
happy to have this opportunity to discuss our activities, and look forward to working with you to
strengthen consumer protections against predatory lending.

This concludes my statement, Mr. Chairman. I thank the Committee for the opportunity to
meet with you today to discuss this important issue.
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The CHAIRMAN. Mr. Secretary, thank you very much. Now, let us
turn to Howard Beales, director, FTC’S Bureau of Consumer Pro-
tection. Director Beales, welcome.

STATEMENT OF HOWARD BEALES, DIRECTOR, BUREAU OF
CONSUMER PROTECTION, U.S. FEDERAL TRADE .COMMIS-
SION, WASHINGTON, DC

Mr. BEALES. Thank you very much, Mr. Chairman and Senator
Stabenow.

I appreciate the opportunity to appear. before you today on behalf
of the Commission to discuss our efforts to combat unfair and de-
ceptive practices in the subprime mortgage lending industry.

The damage that dishonest and unscrupulous lenders can cause
to consumers of all ages, loss of one’s life savings or even one’s
home, is potentially catastrophic. The Commission has maintained
a vigorous enforcement program, achieving notable successes in
halting illegal practices and returning hundreds of millions of dol-
lars to defrauded borrowers. At the same time, the agency has been
careful to avoid discouraging honest subprime lenders from making
credit available to consumers.

My testimony today will discuss the subprime lending market
and the Commission’s enforcement and education efforts. In recent
years, the subprime mortgage lending market has grown dramati-
cally as part of a trend in.this country toward greater availability
of credit to credit-impaired consumers. This development has been
fueled by the use of risk-based. pricing, through which creditors
fine-tune the terms of a loan offer to a consumer’s specific credit
history.

No longer are credit-impaired consumers shut out from the credit
market. Instead; they are offered credit, albeit on terms less favor-
able than those offered to consumers with stronger credit histories.
The expansion of credit availability that risk-based pricing makes
possible greatly benefits consumers, providing more choices at more
reasonable rates. Subprime borrowers can now obtain needed credit
when previously they did not qualify at all.

Of course, subprime loan terms are less favorable than those
available to prime borrowers, but higher rates are appropriate
when commensurate with the risks involved. For the subprime
market to operate effectively, it is critical that it be free of illegal
practices. As this market has emerged, however, some lenders and
loan servicers deceived or defrauded consumers. The Commission,
working with its Federal and State partners, has used its law en-
forcement tools successfully to stop such illegal conduct.

The Commission has jurisdiction over lenders and servicers other
than banks, savings and loan institutions and Federal credit
unions. Qur primary enforcement tool is the FTC act, which broad-
ly prohibits unfair or deceptive practices. In recent years, we have
settled or prosecuted cases against 20 subprime mortgage compa-
nies of various sizes and located in different parts of the country.
Several of these cases have resulted in large monetary judgments.

Let me highlight three of the Commission’s most recent enforce-
ment efforts. In September 2002, we reached a settlement with the
Associates and its successor, Citigroup. At one time, the Associates
was the largest subprime lender in the United States. The Com-
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mission alleged that it lured consumers into high rate loans by de-
ceiving them about their true costs and by deceptively packing sin-
gle premium credit insurance into the loan.

At the time, the $215 million settlement was the largest redress
order in FTC history, by far. In another recent settlement with
First Alliance Mortgage Company, the FTC and others, including
six States, private plaintiffs and the AARP alleged that the com-
pany promised consumers loans with no up front fees. In reality,
the companies charged exorbitant origination fees, typically 10 per-
cent but sometimes 20 percent of the amount of the loan.

Most recently, last November, the Commission and the Depart-
ment of Housing and Urban Development announced a settlement
with Fairbanks Capital Corporation, one of the country’s largest
third-party subprime loan servicers. Among other things, the Com-
mission charged that Fairbanks did not post payments until after
the payment deadline had expired and then imposed late fees and
other charges as a result.

The Commission also alleged that Fairbanks charged borrowers
for homeowners’ insurance even when they already had insurance
in place. FTC redress funds for these three settlements alone
amount to $345 million, a remarkable achievement on behalf of ag-
grieved borrowers. Enforcement is important, but the first line of
defense against fraud and deception is educated consumers who
shop for the best deal. The Commission has implemented extensive
programs to educate consumers about financial literacy generally
and subprime borrowing specifically.

In October 2003, the Interagency Task Force on Fair Lending, of
which the Commission is a part, published a brochure called Put-
ting Your Home on the Loan Line is Risky Business. This brochure
discussed the risks of home equity loans and makes recommenda-
tions to help borrowers avoid those risks. Also, earlier this month,
when we mailed over 800,000 redress checks to borrowers in the
Associates case, we included a bookmark containing tips on shop-
ping for a home equity loan.

We recognize that the American population is aging, and issues
facing older consumers are therefore a priority for the agency. A re-
cent study found that the population of subprime borrowers tends
to be older than the population of prime borrowers. Therefore, .
while older Americans may have benefited more from the expan-
sion of the subprime market, they may have also suffered more
from illegal lending practices.

At the FTC, we are committed to preserving the increased access
to credit that the subprime market has made possible while illegal
practices that deceive or defraud consumers. Through our enforce-
ment and consumer education, we continue to work to protect con-
sumers of all ages.

Thank you and I would be happy to answer questions.

[The prepared statement of Mr. Beales follows:]
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I. INTRODUCTION

Mr Chairman and members of the Committee: I am Howard Beales, Director of the
Bureau of Consumer Protection of the Fedéral Trade Commission.! 1appreciate the oppoﬁmﬁty
to. appear before you today on behalf of the Commiséion to discuss the Commission’s efforts to
combat unfai:r, decclptive, and other illegal pra-u':tices in the subprime mo‘rtgage lending industry,
among all consumers, including the elderly. The damage to consumers that dishonest.and
m@pulous lenders can cause — loss of their life savings or even their homes — is potentially
catastrophic. The Commission has maintained a vigorous-enforcement pfogram, achieving
notable successes in halting illegal practices and retuming hundreds of millioxis of dollars fo
defrauded borfowersL At the same time, the agency has been careful to avoid discouraging
honest mWe lenders from making credit available to consumers.

I. The testimony today will discuss the Commission’s authority to act against illegal
sul;prime lending practices; the operation of the subprime lending market, including the
considerable benefits that access to credit can provide subprime borrowers; and the
Commission’s enforcement and consumer education efforts.

II. THE COMMISSION'S LEGAL AUTHORITY
The Commission has jurisdiction over lenders in or affecting interstate commerce, other
than banks, savings and loan institutions, and federal credit unions.> As part of its consumer

protection mandate, the Commission enforces Section 5 of the Federal Trade Commission Act

! The views expressed in this statement represent the views of the Commission. My oral -
presentation and responses to any questions you have are my own, however, and do not necessarily
reflect the Commission’s views or the views of any individual Commissioner.

2 15US.C. § 45(a).
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(“FTC Act”), which broadly prqhibits unfair or deceptive acts or practices.’ That section has
provided the basis for most of the Commission’s enforcement activity in this area. The
Commission also enforces a number of laws that address specific aspects of mortgage iending
and servicing practices, including the Home Ownership and Equity Protection Act® and z; number
of consumer credit statutes.®” - » ‘
IIL. THE SUBPRIME LENDING MARKET

Subprime lending (also commonly referred to as “B/C” or “nonconforming” credit) refers
to the extension of credit to persons who are considered to be higher-risk bomwerﬁ, usually due
to their impaired credit histories. In recent years, subprime mortgage lending has grown
dramatically. In 2003, subprime lenders originated $332 billioq in mortgage loans,’® coﬁlpared to
$125 billion in 1997 Thus, the widespread availability of mongage credit to sul;prime
borrowers is a re]aﬁvely new development.

The dramatic rise in ;ub'prime mortgage lending is part of a broader trend in this country

of increasing availability of credit to populations that in the past could not qualify fér_ it®

3 See 15 US.C. § 45(a).

415U S C. § 1639. HOEPA, which is part of the Truth in Lending Act (* “TILA”); provides
additional protections for consumers who enter. mto certain non-purchase money, high-cost loans secured
by their homes

% See the TILA, 15°U.S.C. § 1601 et seq., which requires disclosures and establishes certain
substantive requirements in connection with c« credit transactions; the Equal Credit Opportunity
Act, 15 U.S.C.-§ 1691 et seq., which prohibits discrimination against applicants for credit on the basis of
age, race, sex, or other prohibited factors; the Fair Credit Reporting Act, 15 U.S.C: § 1681 et seq.; and
thc Fair Debt Collection Practices Act; 15 U.S:C. § 1692 et seq.

© See “Top 25 B & C Lenders in 2003,” Inside.B & C Lending, Feb. 9, 2004, at 2.
7 See“Top25B & C Lenders in 1999,” Inside B & C Lending, Feb. 14, 2000, at 2.
8 See, e.g., “An Overview of Consumer Data and Credit Reporting,” Federal Reserve Bulletin,

February 2003, at 70; Fred H..Cite, Robert E. Litan, Michael Staten, and Peter Wallison, “Financial
Privacy, Consumer Prosperity, and the Public Good: Maintaining the Balance,” AEl-Brookings Joint
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Businesses increasingly use credit data to undertake risk-based pricing of credit and other
products. Creditors’ decision making has moved away from simple approval or denial and
towards using credit data in a more finely-calibrated evaluation of what loan terms to offer.’
Consumers with excellent credit histories are offered products with optimal terms. Those with
poorer credit histories, who in the past might ‘have been turned down fo.r cﬁdit, may now qualify,.
albeit on less favorable terms commensurate with the risk. The expansion of credit availability,
v-/hich has been facilitated by our national credit reporting system,'’ brings substantial benefits to
consumers, including more choices for more consumers at more reasonable rates.

The growth in subprime mortgage lending l.xas brought similar benefits. Subprime loans
have provided access to mortgage loans, and thus home purchases, in communities that have
been underserved in the past. Of course, subprime loan terms are less favorable than those

available to brime borrowers, but higher rates are appropriate when commensurate with the

Center for Regulatory Sm&ics, March 2003, passim.

% Id. See also Fred H. Cate, Robert E. Litan, Michael Staten, and Peter Wallison, “Financial
Privacy, Consumer Prosperity, and the Public Good: Maintaining the Balance,” AEI-Brookings Joint
Center for Regulatory Studies, March 2003, at 12; “An Overview of Consumer Data and Credit
Reporting,” Federal Reserve Bulletin, February 2003, at 70 (“{consurner report] data and the credit-
scoring models derived from them have substantially improved the overall quality of credit decisions and
have reduced the costs of such decision-making”), citing Gates, Perry and Zom, “Automated
Underwriting in Mortgage Lending: Good News for the Underserved?” Housing Policy Debate, vol. 13,
issue 2, 2002, pp. 369-91; and Barron and Staten, “The Value of Comprehensive Credit Reports: Lessons
from the U.S. Experience,” Credit Research Center, Georgetown University, 2002,

"% As the Commission testified last year, “[t]he development of a national consumer reporting
system, with its sophisticated risk models and automated underwriting, has contributed greatly to making
credit more widely, inexpensively, and rapidly available.” Prepared Statement of the Federal Trade
Commission on the Fair Credit Reporting Act, before the Senate Committee on Banking, Housing and
Urban Affairs, July 10, 2003.
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greater credit risks involved. Empiricai evidence suggests that st'xbprimc Jloans are different from
prime loans in terms of the variety, complexity, and level of risks they pose."!
IV. THE COMMISSION’S ENFORCEMENT ACTIVITIES

For the subpnme market to operate eﬂic:enﬂy for the benefit of consumers, it is critical
that it be free of decepuon and other illegal practices. As the market has grown, however, some
lenders and loan servicers have engaged in illegal.practices to the detriment of borrowers The
Commission, working with its federal and state law enforcement partners, particularly, the State
Attomneys G;zncml, has been active in bringing enforcement actiéns against such conduct. In
recent years, the agency has settled c;r prosecuted cases against twenty compa_mim in the subprime
mortgage lending industry, involving numerous illegal practices by_ companies of various:sizes,
as well as companies operating in various region# of the country."? Several of these cases have-
resulted in large monetary judgments, including a record-setting $215 mill?on oon;mne'r redress
order against Citigroup.and The Associates.” -

I would like to highlight a few of our recent enforcement efforts. '

Citigroup/The.Associates. . .

In a landmark case concluded in Septémber 2002; the Commission charged that two of
Citigroup Inc.’s subsidiaries, Associates First Capital Corporation and Associgt&s Corporation of

North America (“The.Associates™), engaged in systematic and widespread deception and other

' See Office of the Comptroller of the Currency, “Working Paper: EconomicIssues in
Predatory Lending,” July 30, 2003.at 11=

2 See infra pp. 4-8-and note 23.

13 The Commission also has acted to halt illegal practices in conmection with subprime personal
loans (that is, loans not secured by real estate). See, e.g., Stewart Finance Co., Inc, No. 1:03-CV-2648
(N.D. Ga. 2003) (charging Stewart Finance and its:affiliates with violating federal lending laws in the
‘making of personal ioans to consumers). .



40

illegal lending practices." The Commission’s complaint alleged that the defendants — at one
time the luéwt subprjme ienders in the U.S. — lured consumers into high-cost loans through false
and misleading statements and half-truths about loa_n costs, packed single-premium credit
insurance into loans, and violated numerous federal laws, including the TILA, the Fair Credit
Reporting Act, and the Fair Debt Co!lection Mces Act. The defend-ants paid $215 million for.
consumer redress to resolve the charges, in addition to a concurrent $25 million class action
settlement.

First Alliance Mortgage Co.

" In another major case focusing §n loan origination practices, the FTC and others,
including six states, pri?ate plaintiffs, and the AARP, reached a major settlement with mortgage
lender First Alliance Mortgage Co. in March 2002." The complaint alleged that the defendants’
loan officers in their sales presentations made blatantly deceptive claims about monetary and
other loan terms. Most disturbingly, the defendants allegedly promised consumers that the loans
contained no upfront fees, when in fact théy imposed exorbita.nt oﬁgination fees, typically 10
percent and as much as 20 percent of the loan. The settlement required the defendants to pay an
amount equal to virtually the entirety of the corporate assets, as well as a $20 million payment
from the individual who founded and ran the company. Recently, the Commission announced

that the redress fund will ultimately total about $65 million for nearly 20,000 borrowers.'®

" The Associates, No. 1:01-CV-00606 (N.D. Ga. 2001).
¥ First Alliance Mortgage Co., No. SA CV 00-964 (C.D. Cal. 2000).

'S http://wrww.fic.gov/opa/2004/02/firsthtm. Injured borrowers have already been sent partial
redress and will be receiving a.second check in the near future.
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Mercantile Mortgage Co. and Mark Diamouc_l

In July 2002, the Commission, the Depamneﬁt—of Housing and Urban Development
(“i{l;JD”), and thg' State of Iilinois jointly settled a case against a regional subprime lender,
Mercantile Mortgage Company, Inc., charging violations of the FTC Act, TILA, HOEPA, and the
. Real Estate Settlement Procedures Act."” Thé Commission alleged thal the company’s '
employées, and one mon-gagt‘e broker who was acting as its agent in sqﬁciﬁng and qlosing loans
on its behalf, misrepresented key loan terms to borrowers. As a result, many borrowers did not
realize that their loans required large “balloon” payments at the end of their lérms. The
» settlement »required the company to make a $250,000 paymcnt. for consumer redress and create a
progtaml to offer reﬁnanced loans on favorable terms to certain borrowers with ballocon loans.

Ag. the.san'le time, the Commission and the State of Ilinois jointly sued the mortgage
broker involved and ultimately reached a settlement providing for an additional $270,000 in
consumer redress.'® Last month, we sent redress checks to the consumers the broker solicited in
an avérag; amount of $1,000. .

Fairbanks Capital Corp.

In November 2003, the Commission, along with HUD, announced a settlement with
Fﬁirbanics Capital Corp. and its paréht cotﬁpany." Fairbanks is one of the ;:ounﬁy’s largest third-
party subprime io'an servicers — it does not originate any loans, but collects and processes
payments on. behalf of the holders of the mortgage notes. The Commission alleged that

Fairbanks received consumers’ payments that were made on time, but failed to post them until

Y Mercantile Mortgage Co., No. 02:5079 (N.D. 1l1. 2002).
¥ Mark Diamond, No. 02-5078 (N.D. 11l 2002).

% See Fairbanks Capital Corp., No. 03-12219 (D. Mass. 2003).
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after the payment deadline had expired, and then imposed late fees and other charges as a result.
It also challenged Fairbanks" alleged practice of charging for homeowners® insurance even
though the borrowers already had insurance in place. The Commission further alleged that
Fairbanks charged numerous fees to those borrowers wﬁom it deemed were in default that were
not authorized by the mortgage contract or by state law, or that were ba;sed on services that
Fairbanks never performed. And, the complaint charged Fairbanks with violating federal laws in
using dishonest or abusive tactics to collect debts, and in reporting consumer payment
information to credit bureaus that it knew was inaccurate.

Through the settlement, Fairbanks will pay $40 million in consumer redress.” Fairbanks
also agreed to halt the alleged illegal practices and implement significant changes to its business
pracéces to prevent future violations.? Consumers have4 no choice about who services their
loans, becausg loans are routinely transferred from servicer to servicer, and consumers cannot
simply take théif business elsewhere if they are mistreated. For that reason, it is essential that
servicers comply with their legal obligations. 7 '

"Capital City Mortgage Corp.

In January 1998, the Commission filed suit in fedéral court against Capital City Mortgage
Corporation, a Washington, DC-area mortgage company, alleging numerous violations of federal
laws t;Oth in its origination and servicing of subprime mortgage loans. For example, the

complaint alleges that the defendant assessed unauthorized fees on borrowers’ accounts,

® The FTC/HUD consent decree is being coordinated with a proposed class action settlement in
which the company wil! make additional refunds to consumers. Both the FTC redress settlement and the
proposed class action settlement, Alanna L. Curry, et al. v. Fairbanks Capital Corp., No. 03-10845 (D. .
Mass. 2003), are pending court approval.

*' The Commission charged Fairbanks' former CEO with similar law violations, and he agreed
to a settlement with the FTC and HUD requiring $400,000 for consumer redress.
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misrepresented the amount of money needed to pay off the loan, and foreclosed on borrowers
who wém in compliance with their loan terms.? This case isv scheduled for trial next month.‘

Other FTC Enforcement Efforts

In addition to the cases described above, the Commission has brought fourteen ot-hcr
actiox;s alleging law violations by companies Ain the subprime morlgagcAindusu-y.n As part of 1his.
effort, the Commission has developed cooperative relaﬁonﬁkﬁps with its sister federal
enforcement agencies, as well as states and others, to coordinate enforcement. Workiné together
allows us to leverage our resources to obtain increased remedial and detetrent effects of our

“actions. The many settlements that ihe FTC has obtained i"rom subprime leng:lefs pﬁﬁde a
deterrent to others who migHt consider engaging in this type of condu&. -

The Commission and other agencies routinely share iﬁoﬁaﬁoﬁ about ix:tential targets
and enforcement techniques. In 2003, for example, the FTC and the Amenca.n Association of
Residential Mortgage Regulators co-sponsored two enforcement summits that brought together
representatives of federal and state agencies woﬁing in this area to share information and ideas.’
Activities such as these increase the effectiveness of our law enforcement. -

V. CONSUMER EDUCATION '
Of course, educated consumers are the first iine of defense against fraud and deception.

This is especially true for subprime borrowers, given the complexity of the loan transaction and

2 Capital City Mortgage Corp., No. 1:98-CV-00237 (D.D.C. 1998).

B Action Loan Co., No. 3:00CV-511-H (W.D. Ky. 2000); First Plus Fi inancial Group, Inc., No.
99-23121 (F.T.C. 2000); NuWest, Inc., C00-1197 (W.D. Wash. 2000); Delta Funding Corp., No. 00-1872
(E.D.N.Y. 2000); Barry Cooper Properties, No. 99-07782 (C.D. Cal. 1999); Capitol Mortgage Corp.,
No. 2:99CV580 (D. Utah 1999); CLS Financial Services, Inc., No. 99-CV-1215 (W.D. Wash. 1999);
Granite Mortgage, LLC, No. 99-CV-289 (E.D. Ky. 1999); Interstate Resource Corp., No. 1:99-CV-5988
(S.D.N.Y. 1999); LAP Financial Serv., Inc., No. 3:99-CV-496 (W.D. Ky. 1999); Wasatch Credit Corp.,
No. 99-CV-579 (D. Utah 1999); Fleet Fin., Inc., No. C3899 (F.T.C. 1999); Nationwide Mortgage Corp.,
No. 850976 (D.D.C. 1985); R A. Walker and Assoc.. No. 83-2462 (D.D.C. 1983).
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many borrowers’ limited experience in obtaining mortgages.

The Commission has implemented extensive .;;rograms to educate consumers about
ﬁnz;ncial literacy generally, and subprime borrowing specifically. In October 2003, for example,
ihe Interagency Task Forcé on Fair Lending tof which the Commission is a part) published a

brochure, entitled “Putting Your Home on the Loan Line is Risky Business,”* that alerts

. consumerQ to the risks of home equity loans and makes recommendations to help borrowers

avoid those risks. The Comimission also has included education materials on mortgage loans in
numerous consumer redress distributions. For example, this month we mailed over 800,000
consumer redress checks to claimants in our case against The Associates that included a

bookmark containing tips for shopping for a home equity loan.?* ,

 VI. SUBPRIME LENDING AND OLDER CONSUMERS

A recent study found that the population of subprime borrowers tends to be older than the
population of;in'me borrowers;* more than a quarter of subprime borrowers are 55 years of age
or older, compared to only 14% of prime borrowers.”” Therefore, while older Americans may
have beneﬁtted'vmore from the expansioﬁ of the subprime market, they also may have suffered
more injury from deceptive practices in the market. The Commission is not aware of any

evidence that subprime lenders are engaging in illegal practices that specifically target the

. Available at http:/www. fic.gov/bop/conline/pubs/credit/risky.htm.

 To further the goal of preventing abusive lending, the FTC is conducting a research program
designed to learn more about how consumers search for mortgages, what consumers understand about
mortgage agr ts, and how ch in the disclosure process might improve consumers’ ability to
avoid deception. See Notice of Proposed Information Collection Activity, 68 Fed. Reg. 19,825 (Apr. 22,
2003). :

26 Marsha J. Courchane, Brian J. Surette, and Peter M. Zom, “S-ubprimc Borrowers: Mortgage
Transitions and Outcomes,” Journal of Real Estate Finance and Economics (forthcoming 2004).

Ly A
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elderly. In our experience, the illegal practices cut across demographic groups. Nevertheless,
these illegal practices can be particularly devastating to seniors.

The Commission has taken an active ple in educating older consumers about abusive )
lendiné prac;.tic&s (as well as other consumer issues). -We recognize that the-American
population is_’aﬁng, and issues facing o_ldér consumers are therefort; a priority for the agency. .In
recent years, the FTC has developed a series of'pﬁblicaﬁon's, launched dedicated Web 'ﬁages; and
worked with numert.ms federal agencies and private sector partners to develop and dis;mlinate
plain-langﬁage education materials in English and Spanish aimed at, or of particul& relevance to,
-older consumers. For example among our numer;ms free publications are oq& entitled “Getting
Credxt When You're Over 62”2' and *“Reverse Mortgages.™” |

'I'he Commission has been working to protect older Americans from ﬂlegal lending
pm&im by educati_hg them and using enforcement actions to _halt law violations and retum
mohey to the viétims. We will continue our vigorous efforts. .

VIIL. CONCLUSION ° |

The Cornmlsswn beheves that it is very unportant to preserve the benefits that increased
access to credxt bring, while preventing illegal practxc&s from flourishing in the matketplace
Through_our enforcement and consumer education, the Commission continues to work to protect

consumers of all ages.

B Available at hitp://www.fic.gov/bep/conline/pubs/creditiover62.htm.

® Available at http://www.fic.gov/bep/conline/pubs/alerts/revralrt htm.
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The CHAIRMAN. Director, thank you very much for that state-
ment.

We will now turn to questioning.

Mr. Wood, in the efforts of the General Accounting Office, did
you find a central data base for information containing government
investigations, enforcement actions and other efforts to combat
predatory lending?

Mr. WoobD. There is no central data base of enforcement actions
that we are aware of,

The CHAIRMAN. As a result, your report was a matter of, if you .
will, fanning out and investigating all of those areas where Govern-
ment has that authority.

Mr. Woob. Right, we contacted each agency separately.

The CHAIRMAN. Given GAO’s recommendation and what the
State of Georgia experienced, has the agency done any serious in-
vestigation of the possible adverse effects upon subprime lending
markets among providers and consumers?

Mr. WooD. I am not sure I understand. your question with re-
spect to the Georgia law.

The CHAIRMAN. In looking at that-law——

Mr. WoobD. Yes

The CHAIRMAN [continuing.] I guess what I am saying have you
investigated the possible adverse effects upon a subprime lending
market, both for providers and consumers?

Mr. Woob. We provide some information in our report about the
Georgia law and what happened there and the changes that oc-
curred. I do not know that we have a section specifically on the im-
pact, and we certainly did not assess any impacts on our own:

The CHAIRMAN. You did no assessment there. -

Mr. Woob. That is correct.

The CHAIRMAN. OK; that is fine.

How closely have the Federal regulatory agencies coordinated
their campaign in educating the public in general and seniors in
particular about predatory lending, especially in matters of real es-
tate? Obviously, we have heard an effort now going on at the FTC
and others.

Mr, WoobD. Right.

The CHAIRMAN. Has there been an overall coordinated effort, in
your analysis?

Mr. WoobD. There has not been a single overall coordinated: effort.
Each of the agencies is doing different things. However, there are
certain mechanisms that provide for coordination. There is an
Interagency Fair Lending Task Force that established a working
group on predatory lending specifically, and just recently, that
group published a brochure. I think it is called Putting Your Home.
on the Line is Risky Business.

The CHAIRMAN. Just mentioned, yes.

Mr. Woop. That came out of a cooperative effort among the
agencies.

The CHAIRMAN. Good, good. Well, thank you very much.

Secretary Weicher, what is HUD’s view on the newly created Fi-
nancial Literacy and Education Commission chaired by the Sec-
retary of the Treasury? '
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Mr. WEICHER. Well, we are certainly active participants in that
commission, Mr. Chairman, and I am Acting Secretary Jackson’s
alternate on that Commission, and I attended the first meeting a
month ago at his request, and the Commission has established sub-
committees to address issues of publicizing and making informa-
tion public, a Website, an 800 number, and those committees are
starting to meet.

We are also very active as members of the Interagency Task
Force on Fair Lending that Mr. Beales mentioned and that Mr.
Wood mentioned. So we are participating in both of those efforts.

The CHAIRMAN. OK; what is HUD’s view of the recommendation
that GAO has made regarding the monitoring of the subprime
lending market by the Board of Governors of the Federal Reserve?

Mr. WEICHER. Well, we have not taken a position on that, but we
certainly think that the subprime market, as Mr. Beales said and
I think the GAO report says, embraces more than predatory. lend-
ing. The important procedure is to attack predatory lending with-
out limiting the ability of borrowers to obtain mortgages which are
{mtdpredatory but which reflect the risks that they are imposing on
enders.

The CHAIRMAN. OK; Director Beales, you have cited examples of
enforcement. Does the FTC have an estimate of how much preda-
tory lending in the real estate markets is costing the citizens of
this country today?

Mr. BEALES. We do not. We do not have any reliable basis on
which to estimate either the total or the total for any age group.

The CHAIRMAN. In the kind of investigative work you have done
and those settlements that you have arrived at, how long did it
take to put that kind of effort together and bring it to completion?

Mr. BEALES. It varies by case. Some of them are more straight-
forward than others. Stewart Financial was probably 4 or 5 months
before we filed, something like that. Other cases, like the Associ-
ates, were much more complicated cases; probably took a year or
more to put together before we were ready to file a complaint.

The CHAIRMAN. So they vary, of course, as you have said, de-
pending on the character of the case.

Mr. BEALES. Depending on the character, yes, and depending on
how clear—what we typically see in our enforcement actions is mis-
representations about the terms of the loan.

The CHAIRMAN. Yes.

Mr. BEALES. Sometimes, those are clear. There are scripts that
tell people to misrepresent, and those are relatively straight-
forward cases. Other times, we have to talk to consumers; we have
to figure out what kinds of representations were actually made. We
have to build the evidentiary record sort of consumer by consumer
of what was actually happening and what the salesman was actu-
ally selling. Those are more complicated, and, you know, they just
take longer to build our case.

The CHAIRMAN. You mentioned that in the subprime market,
that group tended to be an older group of people. Is it possible to
obtain reliable data on what percentage of seniors make up settle-
ments spoken to in your testimony?

Mr. BEALES. No, we have not collected that information as part
of the settlements. We are typically asking for a lot of information
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that we need in order to administer the redress program, and we
try to make it as simple as possible and ask for as little as possible
that we do not absolutely need in order to administer the pro-
grams.

The CHAIRMAN. Sure; well, thank you very much. Let me turn to
my colleague, Senator Stabenow, please.

Senator STABENOW. Thank you, Mr. Chairman. Thank you again
to each of you.

I would first indicate that my personal conversations with people
in Michigan and the hearings that I have had back home in Michi-
gan have persuaded me that this is a very serious issue and that
even though there may not be specific information that this is tar-
geted to seniors, certainly in the information that I receive from
people in my State, it is very clear that it appears that seniors are
very highly targeted, I think particularly because they may have
a home that is paid for or a great deal of equity built up in their
homes, and I have had numerous examples brought to my atten-
tion of people who need a new furnace or a new roof on the home
who have been talked into loans that ended up with extremely high
points and fees and interest rates, getting very little out of the
loan. In a couple of cases where the home was entirely paid for,
and they were into totally refinancing their homes again in order
to be able to meet certain needs in terms of home improvements
and so on, really outrageous situations.

One case, there was a situation where a gentleman was following
seniors home from church on Sunday morning, getting to know
them, building a rapport with them and then asking them, gee did
they need any home improvements; did they need a new furnace?
Could he help them with anything? Then, talking them into, again,
situations and loans that took away their life savings or took away
their homes. So I think it is a very, very serious issue.

Having said that, I also believe a majority of lenders are rep-
utable and that we are talking about a few bad actors, but they are
definitely out there. I am very pleased to see that the Commission
is up and running, the Financial Literacy Commission; again, as
the sponsor of the provisions requiring a Website and a 1-800
number and so on, I am very pleased to see things are moving as
quickly as they are.

One of the things that we found in looking at the financial edu-
cation piece is that there are a lot of good things going on, FTC
or HUD or Federal Reserve or all kinds of different agencies, but
it was very difficult from a consumer’s standpoint to find out what
is going on and to be able to access that. So I think that is a very
important part of addressing this, Mr. Chairman, is to be user-
friendly for people so that they can find out information.

My questions really go to the enforcement end, and I also would
add though, first, that I want to thank Freddie Mac, who has been
involved in a program called Don’t Borrow Trouble, which we
brought to Detroit, a very successful consumer education program
and Fannie Mae and many others who have been involved as well
in these efforts.

But there has been a lot of discussion about whether or not we
should pass a Federal law. In the absence of a Federal definition
of predatory lending from a statutory standpoint, we are seeing
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communities, city councils, passing ordinances. We are seeing
States passing laws to address the legitimate needs and concerns
in their States. The question is whether or not we ought to be ad-
dressing this and, if so, how to make sure that we are providing
adequate consumer protections as well as addressing the question
of a national definition.

I am wondering, Mr. Wood, if you looked at all at this issue from
the standpoint of not just individual enforcement, and I would ask
each of the other panelists as well to address this, but not just indi-
vidual enforcement within existing regulations but whether or not
there is a need for a national definition or set of definitions around
which we would then enforce on predatory lending.

Mr. WooD. As we always do, we look for areas in which we can
make a useful recommendation. One of the things in this area that
we looked at clearly was, “Is there a gap in the current Federal
laws in some area?” The one that we identified is the one that we
raised in our matter for consideration. The difficulty, I guess, in
coming up with a single definition, and this is one of the things
that we wrestled with early, is how do you strike that balance in
crafting a law that does not eliminate or cutoff credit to people who
otherwise would not have it while at the same time preventing the
most egregious abuses. We do not have an answer for exactly
where that balance should be.

Senator STABENOW. Thank you. I share that ambivalence or con-
cern about how we strike that balance, but—yes, Mr. Weicher?

Mr. WEICHER. Senator Stabenow, as I think both of my col-
leagues mentioned, there is no generally accepted definition of
predatory lending. What we have done at HUD is to establish regu-
lations that address individual practices which we consider to be
abusive, unfair, deceptive, and to establish a regulation prohibiting
that particular practice. The body of those regulations becomes, in
our judgment, a comprehensive attack on predatory lending.

In my prepared statement, I mention a number of regulations.
One, in particular, is an anti-flipping rule, whereby we will not in-
sure a mortgage if the home has been sold twice within a 90-day
period unless there is evidence that this is a reasonable transaction
and not a flip and that for transactions that occur between 90 days
and 270 days, whether insurance is automatic depends on how
much the price has increased over that period of time.

This has been a particular problem in some of the larger cities.
We have a particular problem in Baltimore, which has been
brought under control—— : :

Senator STABENOW. Right. '

Mr. WEICHER. By a variety of local efforts, and our anti-flipping
rule contributes to fighting that problem in a number of larger cit-
ies. That is an example of the approach we have been taking, and
we think it has been successful.

Senator STABENOW. Are you indicating, then, that you think that
is enough in terms of giving you the authority and the definitions
that you need, or if you had a preference, would you prefer to see
a more standardized definition?

Mr. WEICHER. As I said, we deal essentially with FHA, almost
exclusively with FHA-insured loans and FHA lenders, and we be-
lieve that we have authority to address the problems that we see
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in the. FHA-insured market. We have not felt that we needed to
come to you with. a .request for additional legislative -authority nor-
have we felt it necessary to develop a definition of predatory lend-
ing in general when we think we can target the.individual -prac-
tices that we see and go at them specifically. .

Senator STABENOW. Thank you.

Yes, Mr. Beales?. .

Mr. BEALES. Senator, what:we have seen in-our enforcement ex-
perience is really more of a problem of the claims that are made
than of the-loans themselves.or the practices themselves. They may.
be perfectly legitimate kinds of loan .approaches in the right cir- -
cumstances, but if consumers do not know- what they are getting
into, that is-the source of the problem. -

For example; in the case we did jointly with HUD that involved
Mercantile Mortgage, there- were loans with balloon payments:
Now, that is a fairly common instrument and perfectly appropriate;.
but the. borrowers were told no balloon payment. That is a problem.
But it is a problem of deception rather than of the particular prac-
tices, and we feel like we have the authority to go after those prac-
tices ' wherever we find them.

Senator STABENOW. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you. Thank you.very much, Senator.

Let me also echo what the Senator. did,.and-I think it is-appro-
priate to be said that while the vast majority of our. lenders out
there are reputable, highly professional, skilled people who educate
their consumers, we are after those who-are not; obviously, and.the
phenomenal destruction that they raise against an individual or a
couple when a life savings-is-oftentimes eliminated by that.

It appears from the GAO effort and others that accumulating the
data, grasping it or being -able to bring it together in a way that
is definable for our use is still a problem as it relates to age groups
and those areas where- there may be vulnerable communities of
people that are being preyed upon. We will continue to make that
effort, gentlemen. .

We appreciate all the efforts that you have made and the.work
that is now underway; and we will stay current on.this issue with

ou and monitor-it. As I have said in my .opening statement; we -.
elieve that this will is one of many that we will be having over
time as we review this and watch its process. Thank you very
much. We appreciate it. .

The CHAIRMAN. Now, let me invite our second panel forward.

Well, again, we thank our second panel for being with-us. Let-me .
start with Mr. Gavin Gee, who is the past-president of the National
Association of State Bank Examiners and director of the Idaho De:
partment of Finance. Gavin, welcome-before the Committee.
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STATEMENT OF GAVIN GEE, DIRECTOR, IDAHO DEPARTMENT
OF FINANCE, BOISE, ID

Mr. GEE. Thank you, Mr. Chairman. My name is Gavin Gee. I
am the director of the Department of Finance for the State of Idaho
and appear here today on behalf of the Conference of State Bank
Supervisors. We thank you for this opportunity to testify on the
States’ efforts to protect senior citizens and other consumers from
fraudulent and predatory lending practices.

Through CSBS, State regulators of banks and non-bank lenders
meet to share information and share solutions to problems such as
predatory lending. Predatory lending is a complex issue, and I
want to begin my statement by distinguishing between predatory
and subprime lending. Subprime lending is not necessarily preda-
tory lending. As described in the prior panel, subprime lendin,
products are loans that are priced according to risks associateg
with a particular borrower, and the availability of subprime mort-
gage loans in particular has made homeownership a reality for
thousands of low and moderate income families.

Predatory lending can be hard to define, but it is all too obvious
when we see the harm it does to our most vulnerable citizens. Over
the past several years, the States have learned a great deal about
where the problems lie and how best to address them. We have
learned that a single set of rules and remedies is not necessarily
appropriate for every lender or for every group of borrowers.

Our challenge and yours is to prevent abuses without reducing
the availability of credit or stifling innovation in new lending prod-
ucts such as reverse mortgages, which have been a boon to many
older Americans when appropriately marketed and underwritten.

As you seek to understand the options for State and Federal Gov-
ernment action on this problem, I ask that you consider this point:
Federal preemption of State consumer protection laws can, for all
intents and purposes, deny consumers the real protection that
State laws would give them. The explosion of the mortgage indus-
try created a new class of lenders for nonprime borrowers, and in
some cases, these lenders have engaged in predatory and fraudu-
lent practices.

Many States sought remedies through enforcement of existing
laws, new legislation and financial education efforts. Our efforts
have reached thousands of borrowers and potential borrowers, pun-
ished and discouraged predatory lenders and brought a national
spotlight to this program and this problem. I would mention that
the States have the largest enforcement action on record to date
against a particular predatory lender.

Even small States like Idaho have their share of predatory lend-
ers. Idaho has found its existing laws sufficient to take action
against predatory lenders, and we have not seen a need to enact
separate anti-predatory lending legislation. A priority for my agen-
cy under this law has been to establish a program of routine exami-
nations of mortgage brokers and mortgage lenders. Routine exami-
nations allow our examiners to identify and address violations of
consumer protection laws before these violations harm large shares
of the population.

Education is also a key element of our consumer protection mis-
sion. We are actively involved in the Idaho Financial Literacy Coa-

«
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lition, which provides educational resources and instructions to
educators, youth leaders, the elderly and others who are in need
of assistance or at financial risk.

Over the past 3 years, our Department has processed 617 com-
plaints related to non-depository lenders and 247 complaints relat-
ing to national banks or their operating subsidiaries. In the same
period, we returned over $3.5 million to Idaho consumers as a re-
sult of resolved consumer complaints against mortgage brokers,
mortgage lenders and finance companies and charged an additional
$216,000 in fines and penalties.

Under regulations recently issued by the Comptroller of the Cur-
rency, we would not have been able to take these actions if these
businesses were operating subsidiaries of national banks. The OCC
began by exempting national banks from specific State laws
against predatory lending and has in recent weeks vastly expanded
that exemption. The OCC now claims that national banks and their
thousands of nonbank operating subsidiaries are exempt from vir-
tually all State consumer protections and licensing requirements in
the area of mortgage lending.

The OCC has also said that the States have no authority to en-
force a vast number of laws affecting national banks and their
State-chartered subsidiaries, including consumer -protections and
laws against unfair and deceptive practices. Taking the States out
of enforcement for a large and growing segment of the industry can
have serious consequences. The Comptroller’s recent regulations
would displace much. of the investigative and enforcement network
States have created for responding to consumer complaints; many
related to the operating subsidiaries and affiliates of national
banks.

This network has been working, with millions even hundreds of
millions of-dollars, being returned to mistreated consumers. This
issue of preemption is a critical obstruction to our work against the
threat predatory lenders pose to senior citizens. Over the past 3
years, our small agency conducted- 618 routine examinations of
nondepository lending institutions doing business in Idaho.. These
examinations are the ones that will be deft undone if Idaho’s mort-
gage brokers, mortgage lenders and finance companies continue to
surrender their State licenses to us under the -claim of OCC pre-
emption.

With limited resources -at both State and Federal. levels, we-
should be. talking about sharing responsibilities, not preempting
valuable resources. Most consumers shopping for a mortgage do not
understand that different sets of'laws apply to different lenders. As
in most States, Idaho borrowers call -our Department if they have
a problem with their bank, their mortgage broker or finance com-
pany. . A
For the elderly, a local contact is critical, and consumers rightly-
expect that their State officials can go to bat for them when they.
have been wronged. We want to be able to respond to these.calls
effectively. If you lose the States as a laboratory for consumer pro- -
tections and other innovations, you lose two.great attributes of our
Federalist system: the ability to find out what does and does not
work and the ability to tailor the response to the problem.

S
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Predatory lending is an insidious practice that turns the Amer-
ican dream into the American nightmare. It steals not only the vic-
tims’ money and homes but their confidence in our financial sys-
tem. We at the State level are the first line of defense against these
unscrupulous businesses. A long-term solution to predatory lending
requires three elements: consumer education, clear and consistent
laws and effective enforcement. For the States, enforcement is be-
coming the weakest link. Federal preemption continues to hinder
our enforcement efforts and has created incentives for businesses
to seek the regulatory structure that guarantees the fewest con-
sumer protections. This hurts the citizens of Idaho; this hurts the
citizens of the United States.

We stand ready to work with the Congress and with our Federal
counterparts on a coordinated stand against predatory lending. Our
experience should create a valuable foundation for solutions as we
go forward.

That concludes my testimony, Mr. Chairman. I would be happy
to answer any questions the Committee may have.

[The prepared statement of Mr. Gee follows:]
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Good morming, Chairman Craig, Senator Breaux and members of the Committee.
1 am Gavin Gee, Director of Finance for the State of ldaho, and | appear today on behalf
of the Conference of State Bank Supervisors (CSBS). Thank you for the opportunity to
testify on the states’ efforts to protect senior citizens and other consumers from

fraudulent and predatory lending practices.

CSBS is the professional association of state officials who charter, regulate and
supervise the nation’s nearly 6,400 state-chartered commercial and savings banks and more
than 400 state-licensed foreign banking offices nationwide. Through CSBS, state
regulators of banks and nonbank lenders meet to exchange information and share solutions

to problems such as predatory lending.

We are also, by and large, the same state officials who license, examine. and handle
consumer complaints and enforcement actions against other financial services providers

who extend consumer loans and mortgages.

Predatory Lending

Predatory lending is a complex issue, and ] want to begin my statement by
distinguishing between predatory and subprime lending. The United States economy
depends on the free flow of credit from responsible lenders 1o worthy borrowers. The
average American household has more credil options than consumers in any other country,
and certainly more credit options than it had ten years ago. A major reason for this is the
ability of lenders to manage risk through pricing. The emergence of “subprime” lending
products has made credit available to traditionally underserved markets. These products
are loans that are priced, through their interest rate and other terms, consistent with the
risks associated with a particular borrower. In particular, the availability of subprime
mortgage loans has made homeownership a reality for thousands of low-and moderate-

income families. Subprime lending is not necessarily predatory lending.
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Predatory lending can be hard to define, and one of its most frustrating aspects is
that we too often recognize it by its effects. Predatory lending is all 100 obvious when we
sec the harm it does to our most vulnerable citizens, particularly the elderly, the unbanked
and those who are isolated by barriers of language or economic status. Our challenge at.
the state level has been to develop laws and regulations that identify, prohibit and punish
activities we know will lead to borrowers destroying their credit ratings, losing their
homes, or filing for bankruptcy. At the same time, these laws cannot have the effect of
driving creditors away from our states. We recognize that enacling laws is only part of the
equation; the most significant components are our continuing effort to educate all types of
borrowers and give them the tools they need to make wise credit decisions and strong

enforcement of laws to detect and weed out bad actors and bad practices.

The states, individually and together, have been working hard on the issue of
predatory lending for many years now. Over this time, we have leamned a great deal about
what works and what doesn’t, about where the problems lie and how best 10 address them.
We have learned that a single sct of rules and remedies is not.always appropriate for every
lender or for every group of borrowers. 1 currently serve as the Chairman of the CSBS
task force on predatory Jending. The task force’s goal is to consider anti-predatory lending

standards that can be adopted by the states, or presented to Congress as a national standard.

Our challenge, and yours, is to prevent abuses without reducing the availability of
credit or stifling innovation in new lending products, such as reverse morigages, which
have been a boon 1o many older Americans when appropriately marketed and
underwritten.  As you seek to understand the options for state and federal government
action on this problem, I ask that you consider this point: federal preemption of state
consumer protection laws and enforcement can. for all intents and purposes, deny

consumers the real protection that the state can give them.

The state banking system has traditionally been the laboratory for innovation and
for developing the best practices in both products and services and consumer protections.

As new products and services have emerged over the past len ycars, so 100 have new
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opportunities for consumer confusion and, in some cases, abuse. The explosion of the
morigage industry created a new class of lenders for nonprime borrowers, and in some
cases, these lenders have engaged in predatory and fraudulent practices. Many states
sought remedies through enforcement of existing state laws, new legislation, and
financial education campaigns. Our efforts have reached thousands of borrowers and
potential borrowers, punished and discouraged predatory lenders, and brought a national

spotlight to this problem.

1daho’s Approach

1daho is not one of that handful of states that have enacted specific Jaws against
predatory lending; instead, we opted to combat instances of predatory lending in ldaho -
with the laws already under our junsdiction. But there should be no doubt that even

small states like Idaho have their share of instances of predatory lending.

The ldaho Credit Code, which governs finance companies, incorporates the Federal
Consumer Credit Protection Act, including Truth in Lending and Fair Credit Reporting.
Our Residential Mortgage Practices Act incorporates both the federal Truth in Lending and
the Real Estate Settlement Procedures Act. ldaho has found these laws sufficient to take
action against predatory lenders, and we have not seen a need 10 enact separate anti-
predatory lending legislation. It may be that this is also the case at the federal level; that
existing laws do offer adequate protection and remedies. as long as they are strongly and
consistently enforced. No amount of lawmaking will protect consumers without the proper
enforcement, including well-trained examiners to discover violations, and appropriate

sanctions to back it up.

Together, these two major state laws govern the morigage industry. One gives us
authority to license, éxamine, and take enforcement actions against mortgage brokers and
mortgage lenders. Among other anti-predatory provisions, ldaho law prohibits morigage
brokers from engaging in misrepresentations concerning morigage Joans. and from

“accept{ing] any fees at closing which were not previously disclosed fully to the
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borrower.” But it also-incorporates:federal standards, and authorizes our Department to
take enforcement action if, for example, a mortgage broker violates the federal Real

Estate Settlement Procedures Act.

A priority for my agency under this law has been to establish a program of routine
examinations of mortgage brokers and mortgage lenders. We believe the process of
routine examinations is critical to consumer protection. Through this process our
examiners ofien uncover and address violations of consumer protection laws before large

segments of the population are affected.

Similarly, the law that allows us to license, examine, and take enforcement
-actions against finance companies incorporates federal standards, specifically the federal
Consumer Credit Protection Act. But it also allows the state to take action against a
lender who engages in fraudulent or unconscionable conduct. For example, if the lender
knows. when the loan is made, that the borrower likely cannot repay the loan. it is an

unconscionable loan,

In Idaho, we belicve strongly that part of our consumer protection mission is best
accomplished through education. We are actively involved in the ldaho Financial
Literacy Coalition (IFLC). The IFLC is comprised of individuals from government,
education, all segments of the financial industry, and non-profit organizations. The goal
of the IFLC is to improve the quantity and quality of information and educational
programs related to personal finance by providing resources and instructions to educators,

youth leaders. the elderly. and others who are need of assistance or at financial risk.

Dcpartment personnel volunteer as speakers at senior centers, and in Idaho high
schools, assisting in the introduction of basic financial concepts including investing,
financial planning. and consumer credit. These -speakers specifically «address how
consumers can aveid lending and investment fraud and other abusive financial practices.

The Department co-sponsors and participates in other financial education programs in
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1daho such as the Govemnor’s Conference on Housing, the State Treasurer's Every

Woman'’s Financial Conference, and the Financial Literacy for Youth Month.

Our Department has five staff people dedicated to investi gating consumer
complaints received in person, in writing, by telephone, and by email arising from
transactions with mortgage brokers, mortgage lenders, and finance companies. Over the
past three years, these examiners processed 617 complaints relating to these non-
depository lenders, and 247 complaints relating to national banks or their operating
subsidiaries. In the same period, we returned over $3.5 million to Idaho consumers as a
result of resolved consumer complaints against mortgage brokers, mortgage lenders, and
finance companies, and charged an additional $216,000 in fines and penalties. Our
agency conducted 274 investigations of mortgage brokers, mortgage lenders, and finance
companies, and 33 investigations of national banks or their subsidiaries. In the past three
years, we also completed 178 enforcement actions against non-depository lending

institutions.

Under the regulations recently issued by the Comptroller of the Cumency, we
would not have been able 10 take these actions if these businesses were operating

subsidiaries of national banks.
Preemption

The states have pursued solutions to predatory lending despite what has sometimes
seemed to be deliberate obstruction on the part of federal agencies, in particular the Office
of the Comptroller of the Currency (OCC). The OCC began by exempting national banks
from specific state laws against predatory lending and has, in recent weeks, vastly
expanded that exemption. The OCC now claims that national banks and their thousands of
nonbank operating subsidiaries are exempt from virtually all state laws that “*condition” or
affect their operations, including all state consumer protections and licensing requirements
in the area of mortgage lending. The OCC has also said that the states have no authority to

enforce a vast number of laws affecting national banks and their state-chartered
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subsidianes, including consumer protections and laws against unfair and deceptive
practices. The OCC issued these rulings despite the opposition of the National Governors’
Association, the National Conference of State Legislatures, all fifty state attorneys general,

all fifly state banking supervisors and countless consumer groups.

We can tell you, Chairman Craig and Senator Breaux, that the worst cases of
predatory lending come from nonbank lenders — many independent, some affiliated with
federally insured depository institutions, and many thinking of how to become
subsidiaries of national banks and thus exempt themselves from state laws. These
mortgage lenders and consumer credit companies have traditionally been licenscd and
regulated at the state level. In many, although not all, cases, the state banking
departments are responsible for supervising these companies. In all cases, the states work
constantly to coordinate their enforcement and recovery activities among the state

agencies responsible for preventing predatory lending.

This is why we are so concerned with the OCC’s actions. Taking the states out of
enforcement for a large and growing segment of the industry can have serious
consequences. We cannot understand how our citizens benefit from taking the local cop
off the beat and replacing him with an OCC call center in Houston. The ldaho legistature
agrees. A recently-introduced joint resolution asks the Congress to review the significant

consequences of this federal regulator's preemption.

The Comptroller’s recent regulations would have the effect of displacing much of
the investigative and enforcement network states have created for responding to
consumer complaints, many related to the operating subsidiaries and affiliates of national
banks. This network has been working effectively, with millions, even hundreds of
millions of dollars being returmed to mistreated: consumers. Afier an historic settlement
with a single institution, in 2003 the states returned more than $500 million to consumers

who had been victimized by fraudulent or deceptive trade practices.
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CSBS and others have called attention to the problems created by expansive
federal preemption, and OCC preemption in particular, in hearings and briefings before
the Senate Banking Committee and the House Committee on Financial Services. | bring
the matter of preemption to this committee’s attention because these problems are very

relevant to addressing the threat predatory lenders pose to senior citizens.

The states already have systems in place for referring complaints to the
appropriate agencies, and to law enforcement authorities when necessary. The states

dedicate hundreds of employees to handling these consumer complaints.

1 put forward two final numbers for your consideration. Over the past three years,
the staff of our small agency conducted 618 routine examinations of non-depository
lending institutions doing business in Idaho. These examinations are the ones that will be
left undone if 1daho’s mortgage brokers, mortgage lenders, and finance companies
continue to surrender their state licenses to us under the claim of OCC preemption. ltis
very often these inspections that detect small, manageable problems before.they become
large and costly problems. It is my understanding that the OCC rarely performs on-site,

routine examinations of national bank operating subsidiaries.

Finally, if all non-depository financial institutions in 1daho — and remember, these
nonbank entities are the most frequent sources of complaints — were to seek OCC
preemption by becoming operating subsidiaries of national banks or federal thrifts, Idaho
citizens would lose the protection of ldaho’s laws and Jaw enforcement when dealing

with nearly 1,700 companies.

Mr. Chairman, although the states have had significant success in identifying and
punishing predatory lenders, and returning funds to the victims, this is not an easy or a
simple process. My colleagues and | all feel the strain of limited resources. With
limited resources at both state and federal levels. we should be talking about sharing

responsibilities, not preempting valuable resources.
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State and federal regulators can and must work in a cooperative alliance that
acknowledges their respective strengths. And our state/federal system of financial
regulation has generally been touted as the mode! for cooperative federalism. This push

from a federal regulator to push that system aside is dangerous.

This model of cooperative federalism is still alive in the states and among many
federal regulatory agencies and national organizations. For example, CSBS is a strong
alliance pariner with the FDIC in its Money Smant financial education program, and a
CSBS represcntative sits on the board of directors of Jump$tant. another national financial
education program. We also plan to work with the federal panel recently created by the
Fair and Accurate Credit Transactions Act to ensure financial education initiatives are used

at the state and local levels.

Predaltory lending is an issue that affects us all. While Idaho - and, in fact, most
states — have not enacted separate Jaws against predatory lending, we have all leamed from
the experiences of states that have enacted these laws or promulgated new regulations. A
comprehensive account of these measures as well as state enforcement and education
efforts can be found on the Regulatory Affairs portion of Conference of Siate Bank

Supervisors’ Web site at http://www.csbs.org.

Most consumers shopping for a mortgage do not understand that diffcrent sets of
laws apply to different lenders. As in most states, 1daho borrowers call us if they have a
problem with their bank, mortgage broker, or finance company. We are that important
local office, much like the offices each of you maintains in your home district. For the
clderly, a local contact is critical. And consumers rightly expect that their state officials
can go to bat for them when they’ve been wronged. We want to be able to respond to these
calls effectively, whether it’s going out to the consumer’s home when they can’t readily
come in to our office, or mecting with them in person when they drop by unexpectedly.

Unfornunately. our hands are tied more and more by federal preemption.
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Your examination of predatory lending offers an opportunity for a broader
discussion on the appropriate interaction of state and federal laws that protect consumers.
Given the sweeping preemptions of the Comptroller’s recent regulations, it appears that
new consumer protection laws governing mortgage lending will bave to oniginate at the
federal level, without the benefit of continued experimentation at the state level. As you
know, enacting federal legislation is a long and cumbersome process. Federal laws
necessarily address problems with broad strokes that may not be appropriate for both
large and small organizations within the same industry. And, based on my experience,
taking enforcement authority away from the states and centralizing it in Washington,

D.C. is bad for the citizens of ldaho.

The state system is much better equipped to respond quickly, and to tailor
solutions to the specific needs of various communities and indusiry sectors. If you lose
the states as a laboratory for consumer protections and other innovations, you lose two
great attributes of our federalist system — the ability to find out what does and doesn’t
work, and the ability to tailor the response to the problem. Idaho doesn’t necessarily

need the solution for the problems identified in New York.

Preemption has always been part of the dynamic of our dual banking system.
Congressional preemption.may be necessary at times to create uniform national -
standards, as with the recently-enacted Fair and Accurate Credit Transactions Act. -The
Conference of State Bank Supervisors supported congressional preemption in that case.
But we strongly oppose broad regulatory preemption — such as the OCC’s recent actions -
- in the absence of express guidance from Congress or meaningful consultation with the

states.
Conclusion
Predatory lending 1s an insidious practice that turns the American dream inlo the

American nightmare. 1t sieals not only the victims’ money and homes. but their

confidence in our financial system. We at the state level are the first line of defense
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against these unscrupulous businesses. We are constantly adjusting our approaches, so that

we do not deter legitimate lenders or prevent access to credit by those who need it most.

A long-tenm solution to predatory lending requires three elements: consumer
education, clear and consistent laws, and effective enforcement. My office works with
community groups, churches, schools and our federal counterparts to educate consumers
about the financial system and their rights and obligations, so that they can make the
choices that help them reach their goals. Our examiners are physically present in the
institutions we supervise, tnaking sure that these institutions have responsible lending
policies in place and adhere to those policies. Finally, we do not hesitate to take action

against businesses that violate our consumer protection laws.

For the states, enforcement is becoming the weakest link. Federal preemption
continues to hinder our enforcement efforts, and has created incentives for businesses to
seek the regulatory structure that guarantees the fewest consumer protections. This hurts

the citizens of 1daho. This hurts the citizens of the United States.
We stand ready to work with the Congress and with our federal counterparts on a
coordinated stand against predatory lending. Our experience should create a valuable

foundation for solutions as we go forward.

1 would be happy to answer any questions the Committee may have.
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The CHAIRMAN. Director Gee, thank you. I will be back to you
with questions. You have made a very profound statement this
morning that I want to pursue with you.

Now, let us turn to Lavada DeSalles, member of the Board of Di-
rectors of the AARP. Thank you so much for being with us this
morning.

STATEMENT OF LAVADA E. DeSALLES, MEMBER, BOARD OF DI-
RECTORS, AMERICAN ASSOCIATION OF RETIRED PERSONS,
WASHINGTON, DC

Ms. DESALLES. Thank you for inviting us. My name is Lavada
DeSalles. )

The CHAIRMAN. Lavada, thank you.

Ms. DESALLES. Certainly. As you mentioned, I am a member of
AARP’s Board of Directors.

I appreciate this opportunity to testify, Chairman Craig, on a
matter of concern to us; that is, the practice of predatory mortgage
lending. The types of loans that are being made available to today’s
borrowers have expanded: well beyond the prime credit products
traditionally offered at banks. Subprime credit lending has grown
and grown rapidly. In 1984, the $35 billion in subprime mortgages
represented less than 5 percent of all mortgage originations: By
2002, subprime lending had increased to $213 billion or 8.6 percent
of originations.

AARP’s concern regarding the growth of the subprime market is
based on numerous studies that indicate that older homeowners
are more likely than younger borrowers to receive a subprime loan.
This is a concern because the subprime market appears to be the
primary source of predatory lending practices. Loan-skimming
practit(:ies appear to most often occur when a subprime loan is refi-
nanced.

Additionally, AARP is concerned that push marketing, often con-
ducted by subprime lenders, leads to loans that are sold and not
sought. AARP continues to be concerned by research findings that
the percentage and volume of foreclosures associated with
subprime mortgages appears to be increasing. For older persons,
the impact of foreclosure can be devastating, representing not only
a loss of a lifetime of savings but the loss of one’s home and a life-
time of memories, even one’s independence.

AARP has seen the devastation wrought by predatory loans upon
older homeowners. We have been active in working to eliminate
predatory lending through litigation, advocacy, and education. In
my written statement, I provide two examples of the financial prob-
lems faced by borrowers receiving predatory loans and the efforts
made léy our litigators to provide relief for those who have been vic-
timized.

AARP has also been active at the Federal level, supporting
antipredatory lending legislation and regulation. We have testified
before numerous House and Senate committees as well as the De-
partments of Housing and Urban Development and Treasury, ex-
pressing our concerns about predatory lending and the need for
stronger protections. AARP’s efforts have also included an edu-
cational campaign entitled “They Didn’t Tell Me I Could Lose My
Home.” Educational materials, tips on shopping for mortgages and
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media messages are among the resources we offer to educate home-
owners about predatory mortgage lending.

AARP is pleased to report that as a result of our efforts and the
efforts of many others, including leading lenders, Fannie Mae,
Freddie Mac and other stakeholders, significant market changes
have occurred. But clearly, more needs to be done.

In summary, assuring that older, refinanced borrowers obtain ap-
propriate loans is critical to ensuring the current and future finan-
cial security of millions of older Americans. Predatory lending
harms both homeowners and legitimate lenders.

We look forward to working with you, Chairman Craig, and with
the other members of this Committee. Together, we must strive to
find effective and appropriate methods for eliminating these ex-
ploitative lending practices. These practices have proven to be very
devastating to older persons and their families. I would be happy
to answer any questions that you may have. Thank you.

[The prepared statement of Ms. DeSalles follows:]
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Good moming Chairman Craig, Ranking Member Breaux, and Members of the Special Committee
on Aging. My name is Lavada DeSalles. I am a member of AARP's Board of Directors. 1
appreciate this opportunity 1o testify on a matter of great concern to us — the practice of predatory
mortgage lending.

The American mortgage finance system is justifiably the envy of the world. It has offered
unparalleled financing opportunities under virtually all economic conditions to a very wide range of
borrowers who, in no small part, bave contributed to the highest homeownership rate in the nation’s
history — 68.6 percent.

Over 80 percent of persons 65 and older are homeowners. For older Americans, home equity has
consistently been a primary source of wealth — today, accounting for approximately $2 trillion
among persons 62 and older or roughly one-half of the wealth of older persons.

The process of obtaining a home mortgage has changed dramatically. Many of us remember when
getiing a loan meant walking into a bank or savings and loan, filling out paperwork, going home,
and waiting — sometimes days - for a call from the bank as to whether the loan was approved. Not
so today. Technological advances have increased the speed and efficiency of lending decisions.
TV, newspapers — even the Intenet — are full of ads that offer ‘instant credit,” and ‘guaranteed
loans.” A recent study by AARP found that approximately 7 of 10 older homeowners reported
having received information offering them the opportunity to borrow money against the equity in
their homes. In addition, ill-intended home improvement contractors go door-to-door, ‘finding’
home repair ‘emergencies’ with home-secured loan documents in-hand and ready to sign.

The types of loans that are available to today’s borrowers have expanded well beyond the ‘prime’
products traditionally offered at banks. Subprime lending has grown — and grown rapidly. In 1994,
the $35 billion in subprime mortgages represented less than 5 percent of all mortgage originations.
By 2002, subprime lending had increased to $213 billion or 8.6 percent of originations (subprime
originations in recent years have represented as much as 13 percent of the mortgage market).

AARP’s concern regarding the growth of the subprime market is based on numerous studies that
indicate that older homeowners are more likely than younger borrowers to receive a subprime loan.
This is a concern because the subprime market appears to be the primary source of predatory
lending practices — in particular, subprime refinancings (as opposed to first purchases), since that’s
where there’s home equity to skim, and as Willie Sutton said, ‘that’s where money is.”

In addition, AARP is concerned that aggressive ‘push marketing’, often conducted by subprime
lenders, leads to loans that are ‘sold, not sought.’ In a recent study, nearly two-thirds (61%) of older
borrowers with refinanced subprime loans, reported that the broker/lender — not themselves —
initiated the contact. Over one-half (54%) of these older borrowers with refinanced subprime loans
reported to have responded to ‘guarantee’ ads or sales calls.

AARP continues to be concerned by research findings that the percentage of foreclosures associated
with subprime mortgages appears to be increasing. Studies in both urban and suburban areas have
found that the volume of foreclosures associated with subprime loans has increased considerably in
recent years. For older persons, the impact of foreclosure can be devastating — not only the loss of a
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lifetime of savings, but the loss of one's home and a lifetime of memories -- even one's
independence.

AARP has seen the devastation wrought by predatory loans upon older homeowners and has been
active in working to eliminate predatory lending through litigation, advocacy, and education.

The following cases are but two examples of the problems faced by borrowers receiving predatory
loans. In the early 1990’s, First Government Mortgage and Investors Corporation (First
Govemment) operated as a mortgage broker, charging older clients sixteen points plus very high
interest charges for outrageously expensive and unaffordable montgage loans. Over the years, First
Government expanded its business and became a mortgage banker (i.e., making loans through other
brokers and then selling these loans to banks and other secondary market purchasers). While First
Government changed its pricing practices throughout the years, the hallmarks of its business
operations remained deception, unaffordable pricing and bait and switch. AARP estimated that at
least one-half of the foreclosure cases that we handled throughout the 1990’s came from loans
originated by First Government.

In 2000, AARP represented eleven older Washington, D.C., homeowners in a lawsuit against First
Government, several mortgage brokers, title companies, and the lenders who purchased their
mortgage loans from First Government.! These older homeowners alleged violations of the federal
consumer credit laws -- Truth in Lending Act (TILA) and Home Ownership Equity Protection Act
(HOEPA) and deceptive practices, including high-pressure tactics employed to get them to take out
loans and erroneous or misleading information that hid the actual interest rates and costs of the
loans. The original plaintiff, Betty Cooper, was an older, wheelchair-bound African-American
widow, living on a monthly pension. She experienced a bait and switch of her interest rate that
resulted in unaffordable monthly payments. In addition, she was charged a hidden broker fee that
cost her a steep 8 percent of the mortgage, and an unexplained balloon mertgage payment.
Many of the other older homeowners with First Government loans were similarly surprised to leam
that their mortgage loans included large balloon payments. Moreover, despite the fact that the
borrowers provided their tax returns to the brokers, in many cases, the broker and lender created
phony tax returns which grossly inflated their income or invented jobs to make it appear that they
would be able to afford the mortgage payments. Yet, each of these victims was struggling to make
monthly payments because First Government made them loans with-monthly payments 48-100
percent of their monthly incomes, with effective annual percentage rates as high as 266 percent.

Approximately-one year into the case, First Government filed for bankruptcy, initially in what
appeared to be a-ploy to derail the litigation. When that course of action proved unsuccessful, First
Govemment converted to a liquidation. Unfortunately, bankruptcy filings by predatory lenders and
brokers are all too common. Were it not for the important ability to hold loan purchasers, also
known as assignees, responsible for at least some of the bad acts of the originating lender, many
victimized, older. homeowners would lose their homes. During the three years of litigation, many of

! Cooper v. First Government Mortgage &Investors Corp., et al, 1:00-CV-00536 (D.D.C. 2000). See also, 238 F.
Supp. 2d 50 (D.D.C. 2002); 2002 U.S. Dist. LEXIS 21821, 206 F. Supp. 2d 33 (D.D.C. 2002), 2002 U.S. Dist. LEXIS
12219; 216 F.R.D. 130 (D.D.C. 2002), 2002 U.S. Dist. LEXIS 26661; 216 F.R.D. 126 (D.D.C. 2002), 2002 U.S. Dist.
LEXIS 26666.
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the brokers, loan purchasers and title companies settled their claims, leaving only a few parties,
including First Government, to appear to face the opening day of trial in March 2003.

After hearing the homeowners’ stories and testimony from one of the brokers, the jury in Cooper
found First Government's conduct to be "outrageous,” and in "willful disregard of the plaintiffs'
rights,” and the defendant was found to be in violation of the DC consumer protection laws, as well
as TILA and HOEPA. Approximately $300,000 in compensatory damages was awarded to these
victims. This federal court jury also awarded $4,125,000 in punitive damages. While First
Govemnment'’s bankruptcy makes collection of the majority of these damages virtually impossible,
the homeowners are seeking to collect on bonds which the District of Columbia required First
Government to purchase as a condition of doing business.

A second case has been recently filed which involves a mentally impaired, West Virginia couple,
and highlights the issue of federal preemption -- which is making it increasingly difficult for
victimized homeowners to obtain redress when they are deceived by predatory mortgage lenders. In
Phillips v. Coast to Coast Mortgage, et al’, the Phillipses, who subsist on a limited income of Social
Security benefits, were threatened and tricked into mortgaging their debt-free home by an
unlicensed mortgage broker. The broker asserted that they would lose their home if they failed to
pay off car loans. A grossly inflated appraisal enabled the broker to make a $28,800 loan that was
240 percent of the home's appraised value. The borrowers were charged more than 10 percent in
fees for an adjustable rate mortgage. The mortgage had an initial teaser rate of 12.5 percent which
could increase to18.5 percent, but not decrease. The overvaluation of their home, combined with a
significant prepayment penalty, have made refinancing impossible. These features, combined with
the steep rise of their monthly mortgage payments, will inevitably lead to defauit and foreclosure
for these homeowners.

The loan was made by the lending division of Superior Bank, a failed, federally-chartered savings
bank. The bank was using a mortgage securitization scheme, creative accounting, and an elaborate
corporate structure to strip home equity from homeowners nationwide, including hundreds of West
Virginia homeowners. The Federal Deposit Insurance Corporation (FDIC) has reported on the
misuse and demise of Superior Bank by Coast-to-Coast, Superior’s parent company, through a
securitization scheme that stripped millions of dollars, most of which were derived from the
securitization of risky subprime mortgage loans. As master lender, and prime mover in the scheme,
Coast-to-Coast controlled the structure and cost of the mortgage loans and enjoyed enormous
profits. When Superior eventually collapsed, it triggered losses to the Savings Association
Insurance Fund estimated at between $424-$525 million.

Coast-to-Coast and the other entities sued for this unconscionable and fraudulent loan seek to avoid
responsibility for their own deceptive and fraudulent activities by seeking to enfold these actions
within the cloak of Superior’s preemption. According to its theory, Coast-to-Coast was free o
direct the making of loans through unlicensed brokers, could profit, without risk from fraudulent
and inflated appraisals, and could benefit enormously from unconscionable and deceptive loan
practices -- practices that were required by its own scheme — with impunity. This alarming tactic,
in which Coast-to-Coast and other defendants are attempting to evade responsibility for their own
violations of state contract and common law, challenges the authority of the states to protect their

2 Philips v. Coast-to-Coast Financial Corp., ¢t at,, 03-C-153 (Mc Dowell Co. WV 2003).
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citizens in the most basic areas of contract law and consumer protection and is becoming a regular
feature of predatory lending defense. Abusive assertion of preemption is becoming a frequent
defense in the predatory lending industry’s battle-to evade responsibility for its illicit actions.

AARP’s advocacy efforts have included a multi-year campaign at both the state and federal levels.
AARP has worked diligently ~ with industry, consumers, and policymakers alike - to protect older
homeowners (such as the two cases just described) from abusive lending practices, and has actively
pursued legislative solutions in more than one-half of the states. AARP has advocated, following
the structure used in HOEPA, to prohibit inherently abusive.lending practices, such as 1) financing -
single premium credit insurance and other debt cancellation agreements and 2) refinancing loans
that do not provide a tangible net benefit to the borrower (i.e., loan flipping). In addition, AARP
has advocated that high-cost loans (i.c., loans with very high interest rates and fees) subject
borrowers to greater dangers, and should be subject to additional restrictions (that do not include
interest rate caps), including: 1) limiting prepayment penalties and fees; 2) prohibiting mandatory
arbitration clauses; and, 3) prohibiting the making of: loans based solely on the value of the home
rather than the borrower’s ability.to repay (asset-based-lending). .

AARP has also been active at the federal level, supporting anti-predatory lending legislation and
regulation. Moreover, AARP has testified before numerous House and Senate committees, as well
as the Departments of Housing and Urban Development (HUD) and Treasury, expressing concerns
about predatory lending and the need for stronger protections. AARP has submitted comments to
the Federal Reserve Board supporting amendments to Regulation Z to strengthen HOEPA and to .
the Office of the Comptroller of the Currency (OCC) in opposition to its recently adopted rules.

AARP is pleased to report that as a result of our efforts, and the efforts of many others, including
leading lenders, the Government-Sponsored Enterprises (GSE’s), and other stakeholders, significant
market changes have occurred. For example, major lenders no longer include single premium credit
insurance in their loans. In addition, recently Freddie Mac and Fannie Mae each announced that
they will not purchase loans that include mandatory arbitration clauses. At Jeast.18 states® have
enacted laws that expand on the HOEPA protections. These laws generally cover more subprime.
loans and provide greater protections for borrowers facing foreclosures than HOEPA.,

However, AARP continues to work with consumer advocates, policymakers, credit rating agencies,
and major purchasers of mortgage loans to provide foreclosure protections for older borrowers
victimized by predatory lenders. It must be noted that, even with the previously noted protections
for high-cost loans; unless there is some deterrent to the purchase or assignment of possible .
predatory loans by the secondary market, predatory lenders will continue to receive capital, and will
continue to-make unaffordable loans.

In addition, AARP continues to be extremely concemned about the recent actions regarding state
preemption by the OCC and Office of Thrift Supervision (OTS) and their impact upon older -
borrowers. Neither of these agencies has adopted strong regulations that protect borrowers from .
predatory practices. In addition, enforcement limitations are likely to mean that, in reality,

3 Ark California, Colorado, Connecticut, Florida, Georgia, [llinois; Kentucky, Maine, Nevada, New jersey, New
Mexico, New York, North Carolina, Ohio, Oldshema, Pennsylvania, and South Carolina.
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victimized older borrowers will not be able to avoid a foreclosure that was caused by predatory
lending practices.

AARP’s efforts have also included an educational campaign, titled “They didn't tell me I could lose
my home.” Educational materials, tips on shopping for mortgages, and media messages are among
the resources offered to educate homeowners about predatory mortgage lending. AARP has
sponsored local “consumer universities™ that include workshops on avoiding predatory lending, as
well as statewide ‘Predatory Lending Sabbath” days in several states.* Finally, AARP has partnered
with legal services providers to train attomeys who work with victimized homeowners about the
legal issues surrounding predatory loans.

In summary, homeownership is the great American dream — a commitment to personal financial
security and to economic growth, creating economic prosperity for families and communities.
According to one recent study, 83 percent of Americans believe that owning a home is a good
investment. For older households, home equity is a key component of wealth among older
households.

Assuring that older mortgage refinance borrowers obtain appropriate loans is critical to ensuring the
current and future financial security of millions of older Americans. Predatory lending harms both
_bomeowners and legitimate lenders. AARP looks forward to working with you, Chairman Craig,
and with the other Members of this Committee, to find effective and appropriate methods for
eliminating egregious lending practices that prove devastating to older persons and their families.

* Including Georgia, New York, Maryland, California, South Carolina.
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The CHAIRMAN. Ms. DeSalles, thank you very much for that tes-
timony, and we are pleased to hear that the AARP is as alert on
this as you are. I will pursue some of your efforts with you in a
moment.

Now, let us turn to Veronica Harding of Philadelphia, PA. She
was the victim of such predatory lending, and Veronica, we are
anxious to hear your story.

STATEMENT OF VERONICA HARDING, PHILADELPHIA, PA

Ms. HARDING. First, I would like to say good morning. My name
is Veronica Harding. I will be 75 years old next month. I am a re-
tired machine operator and domestic worker. I now support myself
on Social Security and a small pension. I live in a Philadelphia row
house that I purchased back in 1980.

I paid $7,500 cash for my home in 1980. I guess it is worth now
about $30,000. I love my home, and it is all I have to show for my
lifetime working. I almost lost my house through a combination of
being taken advantage of and not knowing what I was doing. I ap-
preciate the opportunity that you give me today to tell my story.
What I did, you know, when I woke up and found out what had
really happened to me behind this terrible, disgraceful thing called
predatory lending, I felt ashamed when I first found out what had
happened to me.

I was ashamed to talk about.it. But then, I realized that if I
could help just one person to keep them from getting mixed up and
getting into trouble with this predatory lending, then I would have
done something good.

The first thing I would like to say, “I have learned the hard way
that debt is like drugs. They start sending you credit cards in the
mail, making you believe that instantly you can do the things, buy
the things that you want to buy, that you could not really afford
to do in the beginning, and you think they are doing something
good for you.”

Before you know it, you are in a debt that is too big for you to
handle. They sent me credit cards. I used the cards, and I would
occasionally borrow a couple thousand dollars to do small jobs on
my home. Then, here comes the big stuff, the hard stuff. One day,
a man came to my house, and he said he could get me a steel door.
He told me that he thought the best thing for me to do would be
go consolidate all my bills into one payment that I could pay off the

oor.

Well, that started off with one big mortgage company, one big
mortgage. It was $17,000. But within a couple of months of taking
that mortgage, I started getting calls from many companies, from
that company and other companies. They all told me that they
would lower my payments if I would consolidate my bills. I was not
looking for anybody. They looked for me. They found me.

After refinancing my house three or four times, by 1997, the
mortgage debt on my house was over $38,000. Now, remember, I
have only a little money to live on. My house was all paid for. It
is not even worth the $38,000 I now owe.

I really do not remember too much about the loan in 1997. I re-
member a nice man calling me on the telephone. He seemed to
know something about me and told me that he could make it easy
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to pay my bills. I remember him saying, “You got the coffee, I got
the danish.” Honestly, I thought he was really doing me a favor.
It is embarrassing to admit that I never understood what I was
signing. But, you know, there are so many papers involved; these
sales people, they are smooth talkers.

In fact, I realize that I did not know what I was doing. Certainly,
I did not know that they were burying me alive. Attached to my
written testimony are copies of my loan documents from that last
loan. First of all, I want to point out the name of the company that
made me the loan, the American Mortgage Reduction. Senators, do
not bother looking for that company, because they went out of busi-
ness soon after my loan. I think American Mortgage Reduction sold
out to Conti Mortgage Company. I never even heard from that one,
even though I paid them for a couple of years. Then, afterwards,
é foun(i out that I was turned over to a company named Fairbanks

apital.

That is who I have my loan with now. My point in telling you
this is that you have to pay attention not only to the people who
are making the loans but also to the people who are buying these
loans. In my written testimony, I have given these loan documents
one by one. )

This morning, I want to summarize a few key points: first, I now
realize that I was putting over $38,000 of mortgage debt on my
house. We never talked about the amount of the loan. Remember,
I was not even trying to borrow anything. They found me. This
loan would make it easier for me to pay my bills. These people who
come to our houses selling these mortgages never talk about how
much we are borrowing or the fees we are paying. They talk mainly
about the monthly payments, about how, if you will take out this
loan, you will make things better for yourself. Who does not want
to do that?

Second, a very big part of the debt is just fees. Of the $38,000
I was supposed to be borrowing, over $5,600 was just in fees.
Third, the really scary part of the loan for me was the balloon, the
balloon payment that they put on me. Now, the way that worked,
I was supposed to pay $308 for 15 years, and then, in December
of 2011, when I am 82 years old, I am supposed to make a payment
of $29,000. Now, tell me where anybody at 82 years old is going
to have money, $29,000, and have to make this payment in one
lump sum. If I do not have that $29,000, they take my house.

The other thing that is amazing about it is after 15 years of pay-
ing $55,400 in payments from my Social Security, I would still owe
them the amount of the last mortgage company in 1997 when they
refinanced me. v

It is a funny thing that just like the predatory lenders, the peo-
ple who first helped me wake up to what had happened to me came
knocking on my door. They were like my angels: Ira Goldstein and
Rebecca Cook of The Reinvestment Fund and Paul Davies of the
Philadelphia Daily News. They came separately, told me they were
doing some researching on predatory lending, and they discovered
me. They asked me for my loan documents, and I showed them.

They sent me to my lawyer, Irv Ackelsberg at Community Legal
Services. He is the one who is fixing my problem and saving my
house for me. He filed bankruptcy for me. He sued the company
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that has my loan and saved my house. Now, the $38,000 mortgage
problem has been reduced to a $20,000 obligations that I can af-
ford. My picture was on the front page of the Daily News in 2001,
and then, I started giving talks at my church, around the city. The
Mayor came to my house for a press conference, and also, I spoke
at a press conference at City Hall for the graduating housing coun-
selors for the predatory lending training program.

The last page of my testimony shows a flier with my picture on
it that the city was putting into water bills, inviting people to call
thle predatory lending hotline and send people to the housing coun-
selors. ~

Now, you have asked me for suggestions about what government
agencies can do about this problem of predatory lending. Here are
five things I think you should think about. First, stop acting like
credit is always good. The more I have gotten involved, I have
heard it said that we need to be careful about what we are doing
about predatory lending, because it might dry up credit. Truth is,
some kind of credit loans need to be dried up. Loans are just like
food. Some food is good for you, and some food is not.

Second, stop blaming people like me for getting into trouble and
start protecting us from predatory lending. For a long time, I was
really ashamed about what happened to me. But now, I realize -
what happened to me did not happen because I was.a dumb per-
son. It happened because you are letting people like those operate-
in our communities. Right in my block, believe it or not, we had
19 other families caught up in the loans that the researchers who
found me told me about.

I think that the loan that I have, that was sold to me should
have been illegal. All of those fees, the balloon payment, they real-
ly—I was not really looking for a loan. They talked me into these
loans. They are dangerous products like cigarettes, unsafe cars.
Sure, we need education, but we also need protection.

Third, beware of this thing called preemption. I learned the word
preemption about 3 years ago. In Philadelphia, we had a City
Council hearing. We cried for help, and they heard us. They an-
swered us with a new law against predatory lending. Two months
later, some of the companies got angry. They went to Harrisburg,
and they preempted it. The legislature preempted it. It seems like
because the State government is higher than the city government,
they can undo the things that the city has done.

Now, I hear that the Federal Government, which is higher than
the State, is talking about preempting some of the good things
other States have done in protecting their people. I think that is
terrible. Instead of spending so much time trying to pull each other
down, I think the governments should get together and work to-
gether to make a difference about these things and put protection
on us.

Fourth, senior citizens need more counselors, lawyers, like we
have in Philadelphia. I was just one of the lucky people who—peo-
ple who helped me with what happened to me to fix my problem.
Philadelphia has housing counselors, the legal services lawyers,
who know about predatory lending. I hear that if I was in a dif-
ferent city, where they don’t have these services I would probably
have lost my house by now. My lawyer has explained to me that
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Community Legal Services actually has had to give up Federal
funding in order to continue doing the work because of restrictions
that Congress placed on legal service lawyers. This is a real shame.
We need more lawyers and housing counselors, and we need to let
them do their job.

Fifth, spend less time talking to the big fellows, and spend more
time talking to the little people like us, like me. I feel that preda-
tory lenders can come here, hire fancy lobbyists, and tell you how
wonderful they are. You probably do not get many opportunities to
talk to people like me. But you should do more of that. Come to
Philadelphia. I will have the coffee, and you bring the danishes.
[Laughter.]

I can show you over, over hundreds, hundreds of retired, church-
going Americans who are in real trouble and need help, and this
predatory lending—and I thank you so very much for the oppor-
tunity of letting this grandmother speak a piece of her mind.

[The prepared statement of Ms. Harding follows:]
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BEFORE THE SPECIAL COMMITTEE ON
: AGING

Hearing on Preditory Lending:
Are Federal Agencies Protecting Older Americans from Financial Heartbreak?

February 24, 2004

ny of Veronica Hardi

My name is Veronica Harding. I will be 75 years young next month. 1 am a retired
machine operator and domestic worker. T worked from the time I was 17 until I bad to stop
working in my 50's on account of my bad back. Isupport myself now on my Social Security and
a very small pension. ‘

1 live by myself in the small Philadelphia row-house that I have owned for the last 24
years. I paid $7,500 cash for the house in 1980 and I think it is worth about $30,000 today. I
love my house, and, it is all I have to show for my lifetime of work.

1 almost lost that house, from a combination of being taking advantage of and of not
knowing what I was doing. 1 apprem;ate the opportunity you are giving me today to tell the story
nof what was done to me, how I woke up to what was happening, and the many beautiful people
that I have met along the way of getting heip for myself and of starting to speak out against this
disgraceful thing called predatory lending. 1 felt ashamed when I first discovered what I bad
gotten myself into, and I felt ashamed to talk about it. But then I realized that if I could help
ofhers avoid getting into this trouble, 1 just had to do it. By talling out, like what 1 am doing
today, I have started to feel like a person again. .

The first thing I'd like to say is that I have learned the hard way that debt is a lot like
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drugs. They start by sending you credit cards in the mail, making you believe that you can -
instantly buy the things you can't really afford, and making you think that’s the smartest thing
you could do for yourself. And before you know it, when you start sinking into debt that is too
big to handle, they come selling you ﬁne hard stuff, th;z mortgages, telling you this will make
everything better.

T got booked on credit, like a lot of other folks. I'd use my cards or I would occasionally
borrow a couple thousand dollars from a finance company to do some small jobs on my house.
But then the hard stuff got me. One day, a man came to my house, and told me he could get me a
steel security door. And, he told me, it would be a.good idea to consolidate all my debt into the
same loan that would pay for the door. He made it sound so easy and the smart thing to do. That
first big mortgage was $17,000. But within a couple of months of taking out that mortgage, I
started getting calls from that company, and then from other companies, offering to lower my
payments and consolidate my bills. I ended up refinancing arouhd three or four more times. By
1997, the mortgage debt on my home was over $38,000. Now remember, I have very little
money to live on, my house was all paid for, and it's not even worth the $38,000 I now owed. 1
want to talk more specifically.about this last loan-or, I should say, two loans—that almost put me
out of my house.

I really don’t remember much about this transaction. Iremember the nice man who
called me up on the telephox_le, He seemed to know something about me, and told me that he had
something important to help me with my bills. Iremember him saying, “You got the coffes, I got
the danish.” Honestly, 1 really thought he was doing me a favor. It’s embarrassing 1o admit that I

never understood what I was signing, but, you know, there are $o many papers involved and these
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salespeople are very smooth tatkers. . The fact is, though, I now realize that I didn’t know what |
was doing. 1 certainly didn’t know they were burying me alive.

Later, after I realized I had gotten myself into deep trouble and went looking for help, I
started learning about the loans I signed for that day. Attached to my written testimony are some
of the documents I signed. At pages 1-1 and 1-2, you can see the Settleinent Statement from the
loan. My lawyer has taught me that this is the docurnent that shows you where all the money
went.

First of all, I want to point out thé name of the company making me the loan: American’
Mortgage Reduction, Inc. Senators, don’t bother trying to find that company, because it went out
of business soon after my loan. In fact, I don’t think I ever heard from American Mortgage
Reduction after the man with the papers came to my house. The Joan was sold right away to a
company named ContiMortgage Co. I paid them for a few years, and then I got transferred to a ’
company named Fairbanks Capital Corp. That’s who has my loan now. My point in telling you
all this is that you have to pay attention not only to the people who are making the loans, but also
to the companies who are buying these loans.

On the first page of the Settlement Statement you can see at Line 202 that the amount of
this loan was $35,250. it may seem odd to you that I didn’t know at the time that I was
borrowing this much money, but mncfnber, 1 wasn't trying to borrow a particular amount of
moncy. Actually, I wasn't trying to borrow anything. They found me and told me this loan
would make it easier for me to pay my bills. These people who come to our houses selling these

morigages never talk about what we are borrowing or the fees we are paying. They talk mainly

Ay
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about the monthly payment and about how, if you take this loan, you will be making things better
for yourself. And who doesn’t want to that?

You can see on the ﬁxstpaéeoftheMemcnt Statement that the loan was paying off a
$29,000 mortgage I had at that time, with a company named Industry Mortgage Co. Note the
first item listed, $5,595 in “‘settlement charges.” These are all the fees I was charged. They are
listed on the second page, page 1-2. The first two items, “loan origination fee” and “Joan.
discount” add up to $3,525. My lawyer tells me that this is called “points,” which is a fancy way

/o} saying “fees.” What makes me really angry is thinking that I was borrowing money, more
money than I needed to borrow, just to pay these fees. And you can see that I had to pay even
more than that, if you continue going down the rest of the settlement charges I had to pay.

Now I want to show the part of the loan that gave me the biggest shock. If you Jook at
page 1-3 of my documents, it describes some of the terms of the loan 1 got myselfinto. [t says
had to make $308/mo. payments. That much I M, but there is something else on here that
they did not explain to me when I was signing the documents. This is what they call a “balloon.”
The way it works is that I was supposed to pay $308/mo. for 15 years, and then, in December
2011, when I’'m 82 years old, I am supposed to make a payment of $29,000! And if ] can’t make
that payment, they get to take my house! The other thing that is amazing about this is that, after
15 years, after paying 355,400 from my Social Security, 1 still owe them the amount I owed the
last mortgage company in 1997 when they refinanced me.

The last thing 1 want to point out about this loan is that it was actually two loans, again,
something I didn't realize. If you go back to page 1-1, it says at the bottom that 1 put $2,565.88

of my own money into the transaction. But I didn’t. This money came from a second mortgage
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that American Mortgage Reduction had me sign at the same time. If you look at pages 1-4
through 1-6, you see that I signed a second mortgage for 32,815.38, and that, after deducting
more fees, I supposedly éot $2,565.88. Butl didn't get any money myself. This was the money
they applied to the first loan.

I never made a payment on this second mortgage, no one ever sent me a bill and I didn’t
even know it was there, until my lawyer showed me. But it was put on my house. So that is how
the $29,000 mortgage on my house became a $38,000 mortgage that I just keep paying and
paying. And that doesn’t even begin to explain where the $29,000 mortgage before that came
from. Because I can’t find the documents from the earlier réﬁmmcings, 1 probably will never
fully understand those earlier loans.

1t is funny to think that, just like the predatory lenders, the people who first helped me
wake up to what had happened to me, came knocking on my door. They were like my angels: Ira
Goldstein and Rebecca Mack from The Reinvestment Fund and Paul Davies, from the
Philadelphia Daily News. They came separately, telling me that they were doing some research
about predatory lending and that they discovered me when they were doing their research. They
asked me for my loan documents, the ones I showed you today, and they sent me to my lawyer,
Irv Ackelsberg, of Community Legal Servicw: He is the one who is fixing my problem and
saving the house for me. He filed a bankruptcy for me, he sued the company that has my loan
now, and that $38,000 mortgage prt;blerﬁ is being reduced to a $20,000 obligation I can afford.

My picture was on the first page of the Daily News, and then | started giving talks at my
church and around the City. The mayor came to my house for a press conference and I also

spoke at a press conference at City Hall for the graduation of housing counselors from their
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predatory lending training program. The-last page of my testimony shows the flyer, withmy -
picture on it, that the City put in peoples’ water bills, inviting them to call the Predatory Lehding
Hotline, that sends people to housing counselors.

You have asked me for suggestions about what government agencies can do about this

problem of predatory lending. Here are a few things I think you should think about:

The more l've gotten mvolved in t!us issue the more P've heard it said that we have to be
careful about doing something about predatory lending because that might dry up credit. The
truth is, some kinds of credit, like the loan they fooled me into signing, should be dried up. Just-
like food, all credit isn’t good for you. Iknow mortgages can help people buy homes. That’s
good credit. But I've learned that they can also be used to steal people’s houses. Especially for
us senior citizens, it’s more important to help us save our homes from thieves and live out our
years in peace than it is to help us buy new homes.

For a long time I was really ashamed about what happened to me. But now I realize that -
what happened to me didn’t happen because Pm a dumb person. It happened because I trusted
people and because I didn’t think to ask about what I didn’t understand, but more important than. -
that, it happened because there are businesses out there that are very smart at fooling people like. .
me. And it happened because you are letting businesses like these operate in our communities.
Right on my block, 19 other people got bad loans; that’s what the researchers who found me told
me. The loan I got fooled into should have been illegal-all those fees, the balloon payment, me
not really getting anything from the Joan. Ilike to think of these loans like they are dangerous -
products, like cigarettes or unsafe cars. Sure, we need education, but we also need protection,
too.

I leamed about ﬂus word, pm-emptmn, three years ago. In Philadelphia, we got our City
Council to hear our cries for help and they answered with a new law against predatory lending.
Two months later, some of those companies who were angry about our law went to the state
legislature and our law got pre-empted. It seems that because the state government is higher than
the city government, they get to undo what the city does. And now, I hear that the federal
government, which is higher than the states, is talking about pre-empting some of the good things_
other states have done to try to protect their people. I think that is terrible. Instead of spending

5o much time trying to upstage each other, the different governments should spend their time -
trying to find ways to work together.
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4. Senior citizens need more housing counselors and lawyers like we have in
Philadeiphia.

1 was so lucky that there were people who could help show me what happened to me and
who could fix my problem. I hear that Philadelphia is unusual with it having bousing counselors
and Legal Services lawyers who know about predatory lending, and that if 1 were in a different
city, ] might have already lost my home. My lawyer has explained to me that Community Legal
Services actually had to give up federal funding in order for it to continue doing its work because
of restrictions Congress placed on what Legal Services lawyers are allowed to do. That is a real
shame. We need more lawyers and housing counselors and you need to Jet them do their jobs.

1 figure mm tbc predato:y lenders come here and hn'e fancy lobbynsts to tell you how wonderful
they are. You probably don’t get many opportunities to talk to people like me. But you should
do more of that. Come to Philadelphia, I'll make the coffee and you bring the danish, and I'll
introduce you to hundreds of retired, church-going Americans, who are in real trouble and need
your help.

Thank you so much for letting this grandmother give you a piece of her mind.
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BALLOON NOTE

THE FINAL PAYMENT UNDER THIS NOTE IS SUBSTANTIALLY GREATER THAN THE
PREVIOUS PAYMENTS. YOU MUST REPAY THE ENTIRE UNPAID PRINCIPAL
BALANCE OF THE LOAN AND UNPAID INTEREST THEN DUE. THE LENDER IS UNDER
NO OBLIGATION TO REFINANCE THE LOAN AT THAT TIME. YOU WiLL, THEREFORE,
BE REQUIRED TO MAKE PAYMENT QUT OF OTHER ASSETS THAT YOU MAY OWN,
OR YOU WILL HAVE TO FIND A LENDER, WHICH MAY BE THE LEND THAT YOU
HAVE THIS LOAN WITH, WILLING TO LEND YOU MONEY. IF YOU REFINANCE TH!S
LOAN AT MATURITY, YOU MAY HAVE TO PAY SOME OR AlLL OF THE CLOSING
COSTS NORMALLY ASSOCIATED WITH A NEW LOAN EVEN IF YOU OBTAIN
REFINANCING FROM THE SAME LENDER.

! OWINGS MILLS, MARYLAND

US $35.250.00 December 4th, 1996
s :
g s i PHILADELPHIA. PA 19132 .
! [Propanymdnul

1 ! BORFIOWER'S PROMISE TO PAY
-~ In retum for a loan that | have receivad, | promiss (o pay U.S- $35,250.00 (this emount is cailad
*principal®), plus Intarest, to the order of the Lender. Tho Lender Is
» | undersiand that the Lender may translzr this Note. The Lendet or anyone who takes
mkNmbymslwmdwholsmmbdwmpnynm!s undor this Nota Is cafed the "Nota Holder®,
. INTEREST.
! wil be ged on unpaid principal tntl the Wil emount of principal has been pald. | will pay
inigrest &l a yeary rate of  9.95%. -Interest wil be charged unil the pringipal has been paid In bl
'mhwmammwmb&eﬁmzblhémmlwluybombdm and after any default described.
In Section &{B) of this Nota.
3.} PAYMENTS
1 wid pay principal and Interast by making psyments every month.
| wil make my monthly payments, except for the flnal payment, wiil be in the amount of U.5. 308.04,
_Ag [ ] e of ipal and Intorest are made oa thek due dates, the fnal payment will be
us, $29.066.62.
" i 1wl make my monthly paymenis on the Sth day of esch month beginning on January Sth, 1997. |
wqmmmmmmmmmmmmj, on which dato | wil pay In il al of the
ramalnhg principel, acciued hisrest and any other cherges, dsscribed balow, that | may owe under this Nots.
Unbsc apphicable taw 9, ai wi be appied first 1o scousd and unpald intsrast lo the
dalo of payment and [he remainder, T any, 1o the unpald princlpal Any Mie ch Rection cosls
ang check and pay made by the Nots Holder to enforce this Nota andlor to,; -
protac\ the Note Holder's ¥ mdat the Socurly k (as defined In Seclion 8) will be assessed
sqmahly
1 wit make my monthly peyments at' 1653 THE FAIRWAY SUITE 208, JENKINTOWN, PA
39048 or at a difacent piace ¥ required by the Nole Holder.
41 BORROWER'S RIGHT TO PREPAY
1 have the right to make payments of printipal &1 any time before they are due. Aplywmlolprhclpnl only
is known &8 & “prepayment”. when | maka a prepayment. R
1 may make u fs8 prep or partial prepay without paying eny prapaymont penalty. Tho Notp
Holdw wil use af of my prepayments 1o reduca the amount of principal that 1 ows undor this Note. 3f | make 8
partial prepayment, thers will be no changes in the dus dates or ot my aionthly pay tmless the
Noto Holdar agrees in withy to thoss ch Except a8 provided In section 5, the Note Holder eams any
prepald finance charpe &t the time the Joan s made and no part of & wilt ba refundad B | pay 1 fubl ghead of
schadula,
5. LOAN CHARGES :
ulhwormwhﬂmuwhbhupphstolhkhanandwhulsm h foan ch is finally in

80 that the interest or other foan ch fiected of lo bo coBiected n ' wihmbbmma;dme
pmnltodlbnls.mmanymhhmmdlwomuban pes shal be redyced by the

mmmnmuﬂwombmcmmmmmmdemlkudyeoﬂactndm
oo which exceoded permitisd fnlls will bs refunded 1o me. The Nole Holder may choose o make this refund
by reducing the prinsipal } ows under thia Nots or by moking a dlrect paymen! lomu i1 a refund reduces
prinolpal, the reduction wil be treated xs & panial prepayment.  1~3

6. BORROWER'S FAILURE TO PAY AS REQUIRED

183 §} ola MNharna tne Dardaa Dammante
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FEDERAL TRUTH-IN-LENDING DISCLOSURE STATEMENT
{THIS 1S NEITHER A CONTRACT KOR A COMMITMENT TO LEND)

Fie Me, TIND
ommen AMERICAN MORTGAGE REDUCTION, INC.
1853 THE FAIRWAY, SUITE 209, JENKINTOWN, PA 18048
Bormwae: !
Data N December 4, 1895 Logh Number:
ANNUAL FINANCE Amount Total of
PERCENTAGE CHARGE Financed ) Payments
RATE
The cond of yout The Oolnr Amawmt The smawnt of The amognt p39
credias & e ool w8 edR pevided wl bive p3Md
yoangsiy test you LB ] Dw Yoy ki
! Pow betat mise 3 prymvats
[} u_ schoduivg.
225%° $16,369.97 52,815.88 $18,135.85
e — e — e

{ ] REQUIRED DEPOSIT: The annunl patcenteoe tals doss not &oka Inte sccount your feguked depas.
PAYMENTS: Your paymeed schadule whl bo:

INSURANCE: Ths loflowing hisursacs is requied 10 obialn credd.

llwralﬂmnmwmm Il?rvmhsmnu 1 } Food hsorence
vuu 2y obiah the hsuance o

BTREET, PHILADELPHIA, PA 19132
| X | Rect propanty you alresdy cwn !

ASSUMPTION: Scomons buylsg your proparty
1 }way [ ) may, subject to condRions  { X ) wey not sssume Dve remolnder of your ioan on the originel temns.
Son yowr conect for sny sbout Y defatsk, and mequired prepaymant in kiB belors

The undessigned acknowisdgs racaling and tseding & complsiad copy ol (his discionre.
NoRhae you no¢ U credRor has become obfigniad to make or accept ihis loen, nor b3 eny wuch obligotion made by the
defvary of sining of this disclosure

(Asptcany VERONICA HARDING onts {PAppicant) Dt

i T T AT WY R F R

I NOTE PI7eecis thate Itsts sa rosired Barigope BIWSace prosmisos. 404 6o W0l Inciods S23MTS GUpotlis for traon, Meserstraaia. ad proporty of 1
Joed heweses, : :

mwr—-h—wm 1-4 |
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FEDERAL !ngﬂ-IN-LKRDING RMOUNT PINANCED ITEMIZATION

Itemization of the Amount Financed of 82,815,88
$ _-2,565,88 t given to you directly

$ 1 _N/A . t paid on your account
!
Amount paid to others on your behalf:

$ o0 to appralser
] ' )] to credit burean
g i83.00 to public officials
$_- 0O to title inpurance company
$ : N/A to credit ingsurxance company ° I
§ _ . 167.00 to VALLEY TITLE COMPANY, closzing attorney
§ . o to , title search
4 ; to
§ : . to
s to
$ to
$ to
$ to
$ to
s to
|
$ i o Prepaid finance charge .

I(Ne) acknowledge receipt of the original of this Federal
Truth-In-Lending Amount Pinanced Itemization form, this 4th day
of pecember, 1996.

VERONICR HARDING
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! NOTE
3

Deéember 4th, 1998

PHILADELRHIA, PA
| - . fStats}

e .- -, PHILADELPHIA, PA 19132
iProparty Address)

1. BQRROWER'S PROMISE TO PAY

In o Kof 4 oen s )-have recehad, | promiss to pay U S. $2,016.88 (ihts smourt b calisd “principar), pls
Iniaresy, to (hs ocder of the Loschr. The Landar s AMERICAN IKORTGAQE REDUCTION, INC.. | mderstang
that the Lender may transter ths Note. The Lander or anyone who takes Nolz by tonsler end who b satited to
recoho prymenis under Bils Nots & calied e "Note Holder”. ’

2. INTEREST .

miscest wil be charped on unpsid principsl unt e o smoust of peincionl s baen psid. | wil pay htsrest ot &
ypaymis i 22,6%.

The intsrast rats raquirsd by this Section 2 & the mis | wit gay both belors pnd after any detesd descrtbed i Saction
68) of s Nata,

3. PAYMENTS

(A) Time and Place of Paymenls

1 wil pay principal snd intarest by meXking peyments evary month,

V wit make my monthly payments on the 9th day of esch month baghning on January 9th, 1997. 1 wil make
these payments every moath untd } have peld sl of the principal and ktacest ang any ofhar chamges desceibed balow that
1 may owe ender this Nots. My manthly payments wil be appied to Insrest priicipal. W, on December Sth,
20286, ¢ ¢1B ows sounts under this Note, | will pay thoss amounts it Nl op that date, which b cated the “matudty
vy

l-nm-nywmwmﬂsuﬁﬂmFNRWAY.SUﬂEzo?, JENKINTOWN, PA 19048 or

placs N requind by the Nots Hoklr.
Amount ot Monthly Payments
moathly nmnmmunsssue.
4, BORROWER'S RIGHT TO PREPAY
|mmmmmmmummammwmmqm A paymsn? of principal only B known

I‘IW when } meks & prapeyrest, ) wil il ihe Nots Holder In that { am doing so.
vmm-uwawwmmq charga  The Nots HoXiar wil use

udwmummmdwmnlmmm @ 1 coake @ partie! prepayment, thers

wi bo[no changas i the dus dala of & fhe emount of my foathly payment s tho Note Holdsr sgross In writing 1o

hoss changes.

S-LOANCHARGES

hmwummmmmmmmﬁmwummm‘u

other wmawumnmmmmnﬁmmmm ) any such
oan charge cofectsd shall be dsced by the smount nacessary to raducs the Chxrge o the pernitied Salt; and (1) =y
sums atrazdy coleciad from me which excesded permited fnils wil de o . The Note Holder guy chogss to
m;n&-mwmwmmwlmmumuubyn & direc] payment to me. B a retund
raduces principsl, the reguction wi be Uealed a3 8 parthl prapayment.
6. BORROWER'S FAILURE TO PAY AS REQUIRED

{A) Late Charge for Overdue

% 8 Notw Holder fus aot recelved s fud smount of eny morthly paymend mmuﬂmaummnm
the cate A b dus, | Wil pay o lis cherge 1o Bia Note Holder. The xmount of the charps wil be 5% of my overdus
paysunt of principat and intaresl. | wit pay this &is charpe promplly but only on sach tais payment.

(8) Detault

¥ 1 do not pay the R smount o sech monthly peymeni on the dats & s
(C) Notice of Default

{1 sm n calaul, tis Note Holder mey send me a wikisn notica tefing me
& ceriie dxts, ti3 Not Holder may mquie me 1 pay inmedhisly the full
00 &3 the hinrsst that § cwe on the smount That date must be ot kst 30
delvered or maled 1o me.

(D) Ro Walver By Note Holder .

€van §, ol ¢ Ome whea | om In delzuk, the Note Holler €083 NOt requirs.
MmmmﬂmMNMbwwllmhmnn
(E) Psyment of Note Holder's Costs and

@ Note Holder has required s 1o pay mediely b kil &y descrded
pals beck by me for of o Rs costs and mxpenzes b anlorcing this Nots to
These wpenses hchede, kr oeaple, rexsonsdis sRomeys’ fees.
7. GMING OF NOTICE

Unisss sppicable w requies a difsrent mathod, sny nolice that st be
Ouloaring & o by maling R by irst Cles mall to e 1t the Property Address
Nols MO & totice of my daan) eddress.

Any notls Dat must be pven 1o D Note Hokler under this Nots wil be
Nois Holoer £t the Rodress slod 1 Saction {A) s2owe o st & diftsrest
address.

1w be n defmt

¥ 1 do ot pay the overdue amount by
of principsl which has ool been peid
sfisr the dste on which ths notcs &

o pay ameditety B Ul as descred
tima-

Mo Nots Holder wil heve the right to be
-ﬂ-mmlwvhbludhy-p;hbhu

o e undar thiy Nots wil be given by
o 2f a cfigcant sddress 1) give Ois
by oaling 1 by frsi class muf i (e
s § | mn given a aotice of that diflersnt

mr‘ﬁmmmm-qu-mwmwm - Foma 3200 12983 ’



Afraid you'll lose your homeﬁ
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The CHAIRMAN. Well, Ms. Harding, thank you very much. If you
are a little person, that is a pretty loud voice, and I think it is
being heard outside Philadelphia today, and we thank you for that
testimony.

Now, let me turn to all of you with questions.

Gavin, you just heard Ms. Harding talk about preemption, and
you spoke pretty forcefully about preemption and the Comptroller
of the Currency. Does your association have any further views
about the role of Federal regulations in general, especially, we are
talking about in regard to GAO’s recommendation for further em-
powering the Board of Governors of the Federal Reserve? If you
would speak to that and also your frustration again about what is
happening to preempt States from the kind of enforcement author-
ity that you have had?

Mr. GEE. Yes; thank you, Mr. Chairman. Well, as I understand,
the GAO recommendation is to empower the Federal Reserve to
grant them more authority over essentially subsidiaries of holding
companies.

The CHAIRMAN. That is correct, yes.

Mr. GEE. Nonbank entities that engage in lending. Let me say,
Mr. Chairman, that we work very closely with the Federal Reserve.
They are our partner in State-chartered Federal Reserve member
banks and also with bank holding companies, we work closely with
them. We have a very good working relationship with the Federal
Reserve.

We believe that it is appropriate, certainly, to have more regu-
lators and more cops on the beat, if you will, with respect to preda-
tory lending. I believe our concern in this area is that based on the
OCC preemption, what you will have by empowering the Federal
Reserve is with nonbank entities, you will have jurisdiction shared
by the FTC, the Federal Reserve and the States, whereas, because
of OCC preemption, national banks and their subsidiaries will only
have a single regulator, and you will not have that oversight; you
will not have examination that is currently being provided by the
States. You will not have that in the Federal Reserve. I assume
they will not have jurisdiction also over those subsidiaries of na-
tional banks.

The CHAIRMAN. That is what I was just going to ask. That would
include the subsidiaries of national banks within the national
banks’ holding companies, would it not?

Mr. GEE. It would include the subsidiaries of the national banks.
Quite frankly, that is our major concern is those subsidiaries of the
national banks. There are hundreds and hundreds, if not thou-
sands, of those companies. We are seeing those companies turn in
their licenses where they are currently licensed by the State. These
are entities that are actually chartered by the States; have histori-
cally been chartered by the States.

Most States, like we do in Idaho, examine those entities. We li-
cense many of those entities, and it is those entities now that we
are being preempted from exercising not only any kind of licensing
or regulatory authority over, but our office and the Attorney Gen-
erals’ offices in our States are being preempted from taking any
kind of enforcement action against those entities. We do not have
the ability to respond to consumer complaints and inquiries. As you
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probably know, Senator, in our State, the OCC has no office, no
presence in Idaho.

When consumers, particularly elderly folks, have complaints or
concerns, they like to come in; they like to visit with us. Often, we
will go out to their homes. We have five people on my staff dedi-
cated to dealing with those kinds of consumer complaints and in-
quiries, whereas, the OCC has no presence in our State. You have
to call an 800 number in Houston. That number is not even listed
in our phone books to my knowledge. So, all of that is being pre-
empted by this recent action of the OCC in dealing with national
bank subsidiaries and national banks themselves.

Let me just mention, in our State, Idaho may be somewhat
unique. We only have one national bank actually headquartered in
Idaho, a community bank. But national bank branches in Idaho
represent about 70 percent of the market share in Idaho. So, a lot
of the complaints and inquiries we receive are against national
banks and national bank subsidiaries.

So to take the States out, to take our ability to respond to our
own consumers, just seems to me to be a huge policy mistake.

The CHAIRMAN. Well, I believe I concur with you on that. You
know, having once been a State legislator, but also understanding
what the average person thinks when they think of government
and when they think of help from government, they think local and
State almost always at the beginning of that thought process, who
can they reach the quickest, or who do they know or know someone
who might know. Sometimes, our Federal Government agencies
are—I will not say inaccessible but say daunting to access, maybe,
is a better word for it.

Mr. GEE. Well, absolutely, and we believe at the State level, we
are the first line of defense. .

The CHAIRMAN. Yes.

Mr. GEE. We are the first ones people-call. They know to call the
State banking departments. They know to call the State financial
regulators. They look to us for help and assistance, and for us, now,
to be preempted by this very large class of potential mortgage lend-
ers, mortgage brokers, finance companies, virtually anybody in the
lending business, now, that is a subsidiary of a national bank, we
are preempted. Our ability to help those people, our ability to ex-
amine, license, regulate in any way has been preempted by this
most recent OCC ruling.

The CHAIRMAN. All right;-thank you for that statement and that .
response. We will pursue that with the Comptroller, and, as I am
sure, others are. I think when we see the impact of that kind of
regulation, we get more State examiners and more finance direc-
tors like you coming forward in that area, that is something that
I think Congress is going to want to take a look at. So I thank you
very much for being here.

Mr. GEE. Thank you, Mr. Chairman.

The CHAIRMAN. Ms. DeSalles, what do you think the Federal
Government should do to obtain the necessary data about how this
particular fraud impacts our nation’s seniors? It sounds like AARP
is attempting to gain a grasp of the impact of it; obviously, your
educational outreach and all of that. Have you, yourself, polled the
membership of the AARP specific to this area of concern? Of
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course, my question is how the Federal Government might gather
that kind of information.

Ms. DESALLES. I am not aware of any specific polling. Certainly,
we have heard about numerous situations as was so eloquently de-
scribed by Ms. Harding. It has been brought to our attention in re-
ports from all of our States. People look to AARP for assistance in
this area. But to be more specific, I am not aware of any specific
polling of our membership on this issue.

As far as the Federal Government’s data collection, I have not
read, of course, the GAO report. I just got a copy of it today.

The CHAIRMAN. Right.

Ms. DESALLES. But we have a very well-respected research arm
at AARP, and we are fully in support of any effort to add to the
body of knowledge through data collection. I do not have a specific
recommendation to offer, Senator Craig.

The CHAIRMAN. Well, we might challenge AARP to look at its
membership and maybe do some information gathering in this -
area. I will have to tell you that we had the CEO of AARP in Idaho
last week testifying at a health conference, and a comment was be- -
cause a young man in the audience had turned 50, they said the
reason we had not caught Osama bin Laden was because he had
not yet turned 50, and AARP had not gone out to find him. [Laugh-
ter.]

Ms. DESALLES. That sounds like Bill Novelli.

The CHAIRMAN. So I suspect that we might look to you, also, as
a way of finding out reaction from an older community of Ameri-
cans as it relates to this impact. So we will be engaging you and
AARP as it relates to that.

Any other—go ahead.

Ms. DESALLES. I will ask staff to see if we have done—it is pos-
sible that we have done some polling on that issue that I am un-
aware of.

The CHAIRMAN. Well, what often happens, and-as I turn to Ms.
Harding, the thing that she said so clearly often happens in these
situations: elderly people I guess—I can use a Western phrase—
hunker down, or they are quiet about something they did because
they are embarrassed about it.

Ms. DESALLES. Absolutely.

The CHAIRMAN. They will not come forward and speak up, or
they do not know where to go to speak up. So, they walk away
maybe having lost a home or a large chunk of their equity or their-
assets simply because they are embarrassed. They feel they were
taken. I am thinking of you and a way to access an information
base that might tap that kind of concern or response that we might
not otherwise be able to gain.-

Ms. DESALLES. I will have my staff get back to you on that.
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PUBLIC

POLICY

INSTITUTE:

SUBPRIME MORTGAGE LENDING AND OLDER BORROWERS

INTRODUCTION

The subprime (that is, non-prime or below
“A” rated credit) mortgage lending industry
has grown significantly in recent years,
expanding from a $35 billion industry in 1994
into a $140 billion industry in 2000 (Figure 1).

Figure I: Increase in Subprime Mortgage
Originations (1994-2000)
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Subprime mortgages cusrently represent 13
percent of total mortgage originations,' an
increase from 4 percent of originations in 1994
and 12 percent in 1999.2

Most subprime lenders arc mortgage or
finance companies, although lenders can also
be thrifts. banks, or affiliates of banks.
Historically, subprime loans have been made
to borrowers with blemished (or non-existent)
credit records,? and the borrower is charged a

! Analore, A. Inside Mongage Finance

Publi Personal ion (February
20, 2001).

2 [nside Mortgage Finance Publications, The
Morigage Market Statistical Annual. Vol. II
(2000).

3 Includes receat d
banh\lpu:lcs, {ow credit risk scores, and high debt
service to income ratios. See Board of Govemors
af the Federal Reserve Sysiem, Federal Deposit
Insarance Corporation, Office of the Comptrolier
of the Currency, and Office of Thrift Supervision.

higher fee to compensate for the greater risk of
delinquency and the higher costs of toan
servicing and collection.*

There is increasing concemn about the growth in
subprime lending for several reasons. First,
there is growing evidence that many borrowers
who gualified for less costly loans received
subprime toans. One study found that between
10 percent and 3$ percent of “A-" subprime
borrowers qualified for “A™ mortgages, but
received and were paying for more expensive
subprime mortgages.s

Second, the percentage of foreclosures
associated with subprime mortgages appears to
be increasing. A recent study in Chicago found
that 25 percent of foreclosures in 1998 involved
borrowers holding mortgages with high and
extremely high interest rates, up from 10 percent
in 19936 Similarly, in Atlanta, while the
overall volume of foreclosures declined by 7
pen;ent between 1996 and 1999, the volume of

started by subprime lenders grew
by 232 percent.?

Third, there is growing evidence of predatory
lending practices in the subprime lending
market.d Practices such as charging exorbitant

Expanded Guidance for Subprime Lending
Programs. (January 2001). <hup://www fdic.gov>
4 Williams, R.. Nesiba, R, et. al. *“The Changing
Face of Inequality in Home Mongage Lending.”
Notre Dame Sociology Working Paper 2000-11.
(November, 2000).
$ Federal Home Loan Mortgage Corporation. (1996).
S NietoGomez, A., ev. al. Preying on Neighborhoods:
Subpnmt Mortgage Lending and Chicagoland

Nati 'Tmmmglnd" ¥
Cem:r (Sepxember 1959).
7 Gruenstein, D. and Herbert, C. Analyzing Trends in
Subprime Originations and Foreclosures: A Case
Study of the Atlanta Metro Area. Abt Associates Inc,
{February 2000).
! U.S. Department of Housing and Urban
Devel and U.S. Dep of Treasury.
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fees and interest rates often occur when
subprime borrowers are unsure about their credit
bistory and loan eligibility, or are unaware of
mortgage details (balloon payments and
prepayment penalties, for example).

Founlu specnﬁc dcmographxc groups are
d among subprime

borrowers. chcmanalysesofHome Mortgage -

Disclosure Act (HMDA) data reveal that
minerities with incomes similar to non-
minorities are significantly more likely to
receive a subprime mortgage.®

Similarly, there is evidence that older
homeowuers are being targeted. A recent study
found that borrowers 65 years of age or older
were 3 times more likely to hold a subprime
mortgage than borrowers less than 35 years of
age.!0 Figure 2 shows that for borrowers 45 and
older, 56 percent of mortgages were subprime,
while for borrowers younger thaa 35, only 12
percent of mortgages were subprime.

Figure 2: Prime and Subprime Mortgage
Borrowers

by Age
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METHODOLOGY

This Data Dlgest presents results from a smdy of
4,342 who had i

HAET

first lien mortgages between January 1996 and -

Curbing Predatory Home Morigage Lending: A Joint
Report. (June 2000).

9 Ibid.

o Lax, H. et al. Subpnm Lending: An

Juue 1997.11 Respondents.were asked an
extensive array of questions related to theu-

gages. Survey resp were
wuh lending ﬁﬂnslz and credit scores.}?
ified financial risk,

demogmpl'uc vanablcs and a variety of other
factors as being significant in the likelihood of a
borrower having a subprime mortgage.'4
Analyses conducted for this Data Digest
examine older borrowers, '3 and the differences
between older prime and subprime borrowers.

FINDINGS

Financial Risk Factors

For two financial risk factors, credit history and
loan-to-value (LTV), older subprime borrowers

had higher risk than older prime borrowers.
Credit History. Figure 3 shows that older

' borrowers with lower-risk FICO scores (that is,

680 and above) were less likely to hold a
subptime. mortgage than older borrowers with
higher-risk FICO scores. However, 11 percent
of older subprime borrowers had lower-risk
FICO scores.

11 Borrowers were rendomly selected from a sample
of borrowers generated by DataQuick, a proprictary
firm that collects and analyzes morigage transaction
data from county records.

12 Using industry sources and information from HUD
and the Federal Reserve Board. a list of
approximately 50 lenders was created representing
those institutions that primarily make subprime loans.
'3 For this study, FICO credit scores were identified
for the borrowers. FICO refers to the Fair, [saac and
Company credit risk scoring models, the most widely
used models 1o measure consumer credit. This
method uses score models and mathematical tsbles to
analyze a borrower’s credit history and condense this
information into a single numerical vatue used to
predict furure credit performance. FICO scores
generally range from 300 to 850, with higher scores
indicating better credit history.

4 Due to the smal} sample of older borrowers,
analyses in this Data Digest are limited to cross-
tabulations.

13 Raca, P. “S Lending: Ch istics of
Older Borrowers.” Presentation to AARP

2000). Older borrowers are defined as

papet (Febnnry 2000).

o
borrowers 45 years of age and older.
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Figure 3: Credit Risk Scores* of Older Priroe and
Subprime Mortgage Borrowers*

|
'h—-l—dy—li.-lﬂ)
Loan-to-Value (LTV).' Figure 4 shows older

borrowers with tow LTV ratios (defined as
below 80%). Of these older borrowers with low
LTV ratios, approximately one-half (48%) had
FICO scores of at least 680. While most older
barrowers with low LTVs and high FICO scores
held prime mortgages (43%), 5 percent held
subprime mortgages.
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Gender. Older female borrowers held 45
percent of subprime mongages and only 28
percent of prime mortgages.

Ethnicity. Older African-American borrowers
held 18 percent of the subprime mortgages and 7
percent of the prime mortgages (Figure 5).
Older Hispanic borrowers held 7 percent of the
subprime mortgages and only 2 percent of prime
mongages. Conversely, older white borrowers
held 68 percent of the subprime mortgages and
85 percent of the prime mortgages.

Parcen

Figure 4: Credit Risk Scores® of Older Prizme and
Subprime Mortgage Borrowers*® with Low LTV
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Demographic Factors

Older female and minority (non-white)
botrowers were more likely to hold subprime’
mortgages than were older male and non-
minority borrowers.

16 LTV is the principal amount of the loan as a
percent of the value of the home. The lower the
LTV, the smaller the loan relative to the collateral in
the home and, therefore, the lower the risk of the
monigage.

gt oy ARP P Py b
s = e £3 a0 of a0 L)

Additional Factors

Application Hurdles.
Three application hurdles, asking a borrower to
pay off debts, turning down a borrower for a
mongage. and asking a bomower to provide
i were ined. Of

older borrowers who had been asked to pay off
debts or had been turned down for a mortgage, a
higher percentage were subprime borrowers.
Asked io Pay off Debes. Fifty percent of older
subprime borrowers were asked to pay off debts
compared to 10 percent of older prime
borrowers.
Tumed Down for a Mortgage. Over one-fourth
{26%) of older subprime borrowers had been
turned down for a mortgage, compared to 3
percent of older prime borrowers.

Asked to Provide Additional Documentation.
Mom than 4 of 10 older borrowers were asked to

ional d 41 percent of

oldcr subprime borrowers and 46 percent of
older prime borrowers.
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Life Disruptions.

Older subprime borrowers were more likely to
have reported a decrease in income or have major
medical expenses/illness “within the past few
years” than were older prire borrowers.
Decrease in Income. Over one-third (36%) of
older subprime borrowers reported a decrease in

SUMMARY

As expected, financial risk (that is FICO scores
and LTV) was a key factor in the likelihood of
an older borrower having a suhpnme or prime

income within the past few years, compared to 10
percent of older prime borrowers.

Medical Expenses/liiness. Over one-third (38%)
of older subprime borrowers reported either a
major medical expense or itlness, compared to 13
percent of older prime borrowers.

Search Behavior.

Older subprime borrowers were less likely to
report having hed for the best availabl
interest rate than were older prime borrowers.
Older subprime borrowers were also more likely
to respond to lender ad than were
older prime borrowers.

Interest Rate Searching. Approximately 6 of 10
(58%) older borrowers holding subprime
mortgages reported searching “some” or “a lot™
for the lowest interest rate available. compared to
71 percent of older prime borrowers.
Responding to Advertisements. Over one-third
(35%) of older subprime borrowers reported
having responded to advertisements offering
“guaranteed approvals” or “morgage loans for
people who may have had credit problems,”
compared to 6 percent of prime borrowers.

Financial Perceptions and Mortgage
Preparedness.

Older subprime borrowers were less likely than
older prime borrowers to feel in control of their
finances and less well prepared for taking out a
mortgage.

{n Control of Finances. Seven percent of older
subprime borrowers and 5 percent of prime
borrowers either disagreed or strongly disagr
that they were in control of their finances.
Mongage Preparedness. Older subprime
borrowers were less likely to be prepared for
taking out a mortgage, as 15 percent of subprime
borrowers reported that they were not famxllar
with common gag y p

10 4 percent of prime borrowers.

q

However, si; ly. 11 percent of
oldu bo‘n'owm with hlgh FICO scores beld

In addition to financial risk, a number of other
borrower factors differentiated older subprime
and prime borrowers. These included key
demographic variables, as well as application
hurdles (asked to pay off debts and turned down
for a mongagc). hfe dlsmpuons search

ptions, and the
bonnwer s mortgage prepamdness

Demographic variables suggest that older female
and minority borrowers were more likely to hold
a subprime mortgage than older male and non-
minority borrowers.

Other factors also revealed distinctions between
older subprime and prime borrowers: subprime
borrowers were more likely to have been tumned
down for a morigage, and to have responded to

an ad offering “g
approvals” or “martgage loans for people who
may have had credit problems.”
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T POLICY

INSTITUTE

OLDER SUBPRIME REFINANCE MORTGAGE BORROWERS

INTRODUCTION

The subprime mortgage lendiog industry
originated $173 billion in loans in 2001,!
representing 11 percent of total mortgage
originations.? Historically, subprime (that is,
nonprime or below “A” rated credit) loans have
been made to borrowers with blemished—or
nonexistent—<redit records; typically,
borrowers are charged a higher fee to
compensate for the greater risk of delinquency
and the higher costs of loan servicing and
collection.?

The majority of subprime loans are refinance
loans. According to Home Mortgage Disclosure
Act (HMDA) data, the subprime home refinance
market ranged from 74 percent of subprime
toans in 1996 to 65 percent of subprime loans in
2000 (Figure 1).

Figure 1: Subprime Horoe Purchase and Refinsace
Lending: 1996-2000

]

. e

Subprime Loans
Pl e—
PR RN

i
H
i

White borrowers may refinance to reduce the
interest rate of their mortgage, many borrowers
liquefy some of their home equity as a source of

¥ 1nside Mortgage Finance Publications. Inside 8&C
Lending (February 11.2002).

2 Inside Mongage Finanee Publicttions. Jnside B&C
Lending (February 15. 2002).

3 Williars. R.. Nesiba. R.. et al. “The Changing
Face of lnequality in Home Mortgage Lending ™
Notre Dame Sociology Working Paper 2000-11
(November 2000),

funds for other expenditures.® This can reduce
the amouru of equity a borrower has in a home,
and increase both the monthly payment amount
and the loan’s length of maturity.S

For borrowers with less than perfect credit, or no
credit, getting a legitimate home purchase
subprime loan may be the first step toward
homeownership. For subprime refinance
bomrowers, however, there are concems about
several aspects of the subprime mortgage
lending market.

First, market segmentation in mortgage lending
results in differential access to prime credit for
many borrowers.5 Studies have shown that
minority’ and older® borrowers are
disproportionately represented in the subprime
refinance market. Further, two recent studies
suggest that berween 30 percent® and 50
percent!? of subprime mortgage borréwers could
qualify for lower-cost “A™ loans, but are paying
for more expensive subprime loans instead.

Second, there is growing evidence of predatory
lending practices in the subprime mortgage
market. One recent study found that more than
one-third of the subprime refinance borrowers

4 Canner, G.. etal. Recent Developments in Home Equity
Lending. Federal Reserve Bulletin (April 1998).

5 Brady, P., et al. The Effccts of Recent Mortgage
Refinaucing. Federal Reserve Builetin (Suly 2000).

6 Sex, for example. National Training and Informmion
Center. Citigroup: Reinventing Redlining (June 2002).

7 Center for Community Change. Risk or Roce? Racial
Disparities and tha Subprime Refinance Marker (May
2002).

8 walters, N.. zad Hermanson. 5. (2001). Subprime
Mortgage Lending and Older Borrowers, AARP Public
Policy tnstitute. DDS7.

9 Federal Home Loan Morgage Corporation. Awtomated
Underwriting Report: Making Mortgage Lending Simpler
and Fairer for America’s Families (September 1996).

10 Care, 1., and Kolluri, L. Predatory Lending: An
Overview. Fannie Mae Foundation (2001).

Data Digest Number 74 -



examined in the study may have had predatory
terms included in their loans.!!

Third, there is concern about the i mcreamng
ge of forect d with
subpnmc mortgage lending. Studies in both
urban'? and suburban'? areas have found that the
volume of foreclosures associated with subprime
loans has increased considerably in recent years.

METBODOLOGY

This data digest presents results from a national
study!* of 1,008 subprime and prime refinance
mmgage borrowers at least 65 years of age who
ired first lien gages b January
1999 and December 2000. Borrowers were
selected randomly from public mortgage
records'S and identified as subprime or prime.!6
Using the sample of prime and subprime
botrowers, a telephone survey was conducted to
obtain information from borrowers about their
mortgage experience, including their search
behavior, their knowledge about the mortgage

! Stein, K. Libby, M. Stolen Wealth: Ineguities in
Cal;/'m s Subprlmf Mortgage Market. California
( 2001).

12 See, for example. Nationai Training and Iformation
Center. Preying anNnghbarhnad: Subprinu Morigage
Lending and Chic 1999);
Grueasiein, D.. den‘buLC. Amlwu@ Trends in
Subprime Originations and Foreclosures: A Case Study of
the Atlarta Metro Area. Al Associztes Inc, (Febeuary
2000).
'3 AARP and Abt Associates loc, Analyzing Trends in
Subprime Originations and Foreciosures in New York:
Suffolk. Nassau, ard Westchester Courvies (forthcoming).
14 The national study. conducted by Market Facts for the
AARP Public Policy Institute 2nd the Federal Home Loan
Mortgage Corporation, inchxded home purchase and
refinance mortgage borrowers at least 18 years of age.
15 Borrowers were selocted randomty from s sampls of
borrowers generated by DataQuick, a proprictary firm that
collects and analyzes mwongage transaction data from
county records. Due to the geographic distribution of the
sample of borrowers, weighting was necessary. Weights by
state are prepared and used to congpute estimates fot the
various :haﬁclmsnt.s mdwded inthe survey 1o adjust for

from s p state.
16 Umgmvnmmdmbpﬂmehstmbhshsdby
Housing and Urban Development (HUD), as well as
tnduszry sources and the Federal Reserve Board, a list of
1enders was crested represesting those instituzions that
ke primarily subprime loans.
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process, and their current satisfaction with the
mortgage they received.

FINDINGS

Demographic Factors® .
Older b s who were widowed, female,
black, and less educated held a significantly
greater percentage of subprime loans than older
borrowers who were married, male, non-black,
and more educated. Widows, for example,
accounted for more than one-third (36%) of
subprime loans, compared to 28 percent of
prime loans. Similarly, blacks accounted for
nearly one-third (35%) of subprime loans,
compared to only 18 percent of prime loans.

Prime | Subprime | Total
Loaas Loaas Loans
(%) (%) (%)
Marita} Stajus
Moarried 59 50 57
Widowed 28 36 30
Other 13 14 13
Gender
Male 50 a4 43
Femate 50 57 52
Race
White n 58 69
Black 18 3s 23
Other 9 7 -]
Hispanic Origip
Yes 3 ? 4
No 97 93 96
Education
<= H. S. Degree 53 59 54
>H, S. Degree Lyl 41 46
Use of Broker or Lender

Older subprime refinance borrowers were more
likely to have used a broker to obtain their loans.
More than one-half (53%) of subprime
borrowers used a broker, compared to only one-
third (34%) of prime borrowers.

* The statisticat apalysis of the variable “income™ does not
meet the essumption of homogeneity of viriance secessary
for the appropriate use of F distribution on which the test of
sigpificant differences is based. Therefore. the statistical
result from amlys:s of income differences between the two
groups of borrowers was pot included.
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Search Behavior

Sixty-one percent of older refinance subprime
borrowers reported that the broker or lender,
before getting the loan, nearly two times more
than reported by older prime borrowers (31%)
(Figure 2).

Over one-half (54%) of older refinance
subprime borrowers reported that they
responded to advertisernents or sales calls that
guaranteed approval, while only 31 percent of
prime borrowers did so (Figure 2).

Figure 2: Older Pritne #ad Subprime Refinance
Mongage Borrowers®: Search Behavior

Trew |

AARP Putiic Pobicy lnstmar
“Refinsmca bormaess 2 beast 63 yours of age
ep< o0l

Prime and subprime borrowers differed in their
assessment of the importance of several loan
features. Low monthly payments, getting
approved, and a quick tumaround were the loan
characteristics more important to subprime than
prime borrowers, while interest rate and
mortgage terms were more important to prime
than subprime borrowers (Figure 3).

Figure 3: Older Prime and Subprime Refinaoce Morgage
] of Loan Cb isti

100

Understanding of Loan Terms and Familiarity
with the Mortgage Process

Older subprime refinance borrowers were less
likely than older prime refinance borrowers to
report completely understanding three key loan
terms: prepayment penalties, points and fees,
and interest rate (Figure 4).

Figors 4; Older Prime and Subprime Refinance Mortgage
Borrowers*: Coutpletely Usderstood Loan Terms
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“Refmance burvers vt loam 67 yeus of g
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Older subprime refinance borrowers were less
likely to be familiar with the mortgage process
than were older prime borrowers. (Figure S).
Subprime borrowers were less likely to be
familiar with their credit records, loan
qualification requirements, mortgage rates and
costs, types of mortgages available, and basic
mortgage terms.

Figure $: Older Prime and Subprime Refinance Mortgage
Botrowers*: Familisrity with tbe Mortgage Process

AABS Paktic Paiicy isese

“Reflasace borrowers u lous 65 yoars of sgn
L]

- Mortgage Refinancing

Older subprime refinance borrowers were more
likely to report having refinanced more than
once in the past three years, and more likely to
consider refinancing within the next 12 months
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to get cash back or consolidate debrs than were
older prime borrowers (Figure 6).

Figure 6: Older Prune md Subgxime Refinance
Mortgags Borrowers*: Movtgags Refinancing
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Borrower Perception of Mortgage Received
Older subprime refinance borrowers were less
likely than older prime borrowers to feel they
received: the loan that was best for them, rates
and terms that were fair, and accurate and
honest information. In addition, subprime
borrowers were less likely to want the same
loan again or to recommend the broker/lender
to a friend (Figure 7).

Figure 7: Older Prime and Subpriroe Refinance Movigage
Borrowers*: Borrower Satisfaction

=

AARP Public Pohey inminae
“Refinusce horomen & lemt 65 yeas of 198 o0

When asked if their loans were different from
what they expected, nearly one-half (47%) of
subprime borrowers said yes, compared to only
20 percent of prime borrowers. Of these who
responded that the loan was different from

expected. 71 percent of subprime botrowers and--

50 percent of prime borrowers reported that the
loan was warse than expected..

SUMMARY

Older borrowers who were widowed, female,
black. and less educated held a significantly
greater percentage of subprime loans than older
borrowers who were married, male, non-black,
and more educated. In addition, they were
more likely to have:
* used a broker to obtain their current loan;
o had the lender/broker initiate the contact;
¢ responded to guaranteed approval
advertisements;
* refinanced two or more times within the
past three years;
e been dissatisfied with their loans; and
* received a loan differem from what they
expected.

In addition, these older subprime borrowers
were less likely to:

o identify loan characteristics associated with
the cost of the loan (interest rate and
mortgage terms) as important, while more
likely to report quick tumaround, approvsl,
and monthly payment to be important;
completely understand three loan terms:
prepayment penalty, points and fees, and
interest rate; and
® be familiar with the mortgage process.

These results suggest that older prime and
subprime refinance borrowers had significantly
different experiences with refinancing their
mortgage. Because home equity is the largest
component of the wealth of older households,
protecting this equity and expanding access to
credit on fair and affordabie terms is critical to
ensuring the current and future financial security
of millions of older Americans.
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EXPERIENCES OF OLDER REFINANCE MORTGAGE LOAN BORROWERS:

BROKER- AND LENDER-ORIGINATED LOANS

INTRODUCTION

Hisworically, mortgages were originated and heid
primarily by financial institutions such as savings
andloans.x ial banks, and i e

debated, and the U.S. Department of Housing and
Urban Develop (HUD) has conducted three
rule-makings over the past seven years regarding

M 23g de . underwriting
cmena credit requlmmcm& and appraisals varied
from instittion to fon. With the
of the secondary montgage market and the
standardization of loans in the {ate 1970s. mortgage
brokers began originating loans by serving as
intermediaries between the borrower and the entity
funding the Joan {that is, lenders or wholesalers).’

The number of mortgage brokers grew at an
average annual rate of 14 percent between 1991
and 1998." In 2000, 30,000 mortgage brokerag

gage broker fees® 10 try 10 ensure that
borrowers are not overcharged.

Aggressive “push marketing™ by some martgage
brokers has also raised a concern that many loans,
parlicularly refinance loans.? are “sold, not
sought.™ In addition, mortgage brokers originate
appruxlmnxely half of all subprime mortgage
loans,' which have been identified as the primary
source of predatory lending practices.

Accordmg to Harvard's Joint Center for Housing,

Y ight has not kept pace with

with an d 240,000 employees,
accounted for 55 percent of all home loans
originated in tha year.?

Mongage bmke:s prov;dc retail lending services,
s on Ioan d

inthe mongage industry. A growing share

of mortgage loans, including the vast majority of

subpnmc toans, is not subject to fcdcml Comnumty
Act(CRA) req

regulation of mortgage brokers as a pmfcssmn

'8 g
et 1 onth £,

iy occurs at the state level outside of the

requwed repons nnd documents, and otherwuse

g data d to complete the loan
package and mortgage transaction.* Some mongage
brokers indicate thar they work with a number of
funding sources and are in a Eosition to shop for
the best loans for borrowers.

However, a concern has been raised that mortgage
brokers may focus more on the short-term

P iliry i d at the origi of the loan
rather than on the long-term performance of the
loan since they are intermediaries who do not hold
Joans through maturity. For instance, the question
of whether the compensation system for mortgage
brokers inevitably results in higher interest rates or
higher costs for borrowers has been widely

* U5, Departmens of Houring and Urban Developmen, Reganding
LmdtermammMoﬂmermn 1999. Rericud e 12,2002
ud o

'thgnk Access. Monigoge Brokers 1998, 1999.
? National Association of Mengage Brokers. Indusiry facts, 2000.
Rexrieved June 12. 2002 fram

Mrp/iwreew. onsumers® SCind_fact.iim
4 Federal Register 67 (145) (Joly 29, 2002): 49, 1430,
hid.

FuurnumeNt Numeer DIT81S

g 'y structure for mortgage lending. State
oversight of mortgage brokers is a patchwork of
laws and regulations. Some states have no boensure
requirements, and more than two-thinds do not
have examination requirements.'” Practices of
cancern to include maltiple refi
excessive up-front fees (such as inappropriate
points and closing costs), asset-based lending
without regard to the borrower's ability to repay,

* U.S. Department of Housing 2nd Urban Development. 1999. op. cit.

7 US. Senae Coraminee on Bankung, Housing, and Utban Afaits.

testimony of Thoms Miller. kea Attomey General. 21 3 hesring oa
Predatory Mortgage Lending: The Probiem. impact, and Responses.

July 26, 2001.

* K Engel and P. McCoy, A Tale of Throe Markets: The Law and

Economics of Prectory Lending.” Texas Linw Review 80 (6) tMay

2002).

* Center for Commanity Change. Risk or Racr® Rarial Disparities and

the Subprime Refinance Market, May 2002.

®U.S. Semase Coomminee oa Banking. Hounng. and Urban Affairs.

testimony of Nelll Fendly, Nationa) Association of Mortgage Brokers,

312 hearing oo Predatory Mangnge Lending: The Problem. Impact,

and Responses, Juty 27, 2000,
* sennt Genter for Housing Stdies of Marvard University. The Siose of
mt.'vanon 's Housing 2002.
*2 Four sates do oot require Hcensure (Alaska. Colarado, Montana,
and Wyoming). AARP Public Policy Institute. Mortpage Brukers: A
Swinmary of Stase Laws, Forthcoming.
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ovemggramw X of groups
such as minorities and oldq' persons
METHODOLOGY

This data digest results from a national
study™ of 1,008 barrowers age 65 and older
(hereafter referred to as older borrowers) who
acquired prime or subprime refinance Joans -
berween January 1999 and December 2000.
Borrowers were selecwd randomnly from public
mongage records'® and |dennﬁcd as having either
prime or subprime loans."”

A relephone survey of these borrowers was
conducted, and borrowers were asked an extensive
array of questions, including whether they obtained
their loan from a lender or broker. Statistical results
for this repon were weighted' to correct for the
dispropartionate sampling design and for any
systematic non-response that could bias results m
ensure sample

Refinance Loan Type: Prime and Subprime
Broker-originated refinance toans (33 percent)
were nearly twice as likely as tender-originated loans
(17 pexcent) to be subprime loans (see Figure 1).

Figure I. Lxodsr- xnd Brokes.
Reflnance Loans: Prime and Sabyrioee (%)

| e P

Source. AARP Mongage Borrower Survey, 2004 (N1 008)

the national popukmon of bunuwm Fxndmgs

D phic Factors

L

Broker-originated refinance loans were more

{other than prime or subprime status) reported in prevalent than lender-originated loans among older
this data digest are self-reported data obtained from fi loan b who were di d

the telephone survey. female, or non-white (see Figure 2).

FINDINGS * Figure 2. Prevatence of Broker Originated Leans.
Nearly half (49 perccm) of reﬁnancc loans among Asmaag Older B [;)’ praphic P

older b were lend inated loaps, and .

39 percent were broker-originated."

¥ Cenmter for Community Change. Risk or Race? Ravial Ditparities
o the Subpeime Refinonce Martet, May 2002

* N. Wallers a0d S. Hermason. Subprizor Mortgage Lending and
Qlder Borrowers. Waskington DC: AARP Publsc Pollcy Instinne
(DDST. 2001,

" The natioon! mudy. condcted by Market Pacts for AARP's Public
Poticy Institute and the Federns Home Loan Mortgage Corporation,
inciuded 7.947 mwrigage borsowen (prrchase and refinance) ar teast.
18 years of age.

** | pans wese mndomiy sedected from a list of first lien bovowess -

gencrated by DaraQuick, 3 proprienty firm that collects and analyzes .

mongage quosaction dta from county records.

"Umgmmmuhfmmmmmmml

Reserve Boand. a tst of 50 lenders was created

ting those Institutions mmmym:wpmm
disproporticnaze dissribution of the sample of

corpate ‘morngage

strutification contsol coutis based on HMDA dxta s adjust for
aversampling o¢ voderszmpling of borowers from paticulas sk,
“This weighting procedare mliates the raw gumbers of the survey

s T e o toe3) o0 of

mongage bocrowers represented in HMDA data.

™ Borrowers also reported toans ociginated by home improvement
contractons (1 percenty, other (11 percent), and both ienders and
brokers (| percens),

FuuFmument Nwasex DI7819

Source. AARP Mongage Borrower Survey, 2001

Marital Status. Older refinance loan borrowers
who were divorced (58 percent) were more likely
than married borrowers (40 percent) to have
broker-originated loans.

Race. Broker-originated loans accounted for a
larger share of loans among non-white borrowers:
64 percent of black borrowers and 66 percent of
Asian ar Pacific Islander borrowers had broker-
originated loans, compared to 38 percent of white
bomrowers.

Gender. Older female borrowers (46 percent) were
stighily more likely than older male borrowers (43
percent) to have broker-originated loans.

AARP PP1 Dara Dicest Nussez 83
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Search Behavior
Older mortgage bonvwers with brokex-ongmated
£ loans d more broker-ini

contact, more rel.l;mz on the broker to find the best
loan, and a higher response to advertisements that
guaranteed loan approvals.

Initiation of Contact. More tban half of older
borrowers (56 percent) with broker-originated
loans reported that the brokers initiated the contact
with them, while less than one-fourth (24 percent)
of older bartowers with lender-originated loans
reported the lender had done so (see Figure 3).

Figure 3. Inittation of Contacts by Loan Ovigination
(%)

Responded tp Adversisements. Forty percent (40
percent) of older borrowers with bmka—ongmazed
loans reported that they responded to g

loan advertisements a1 least “a fintle,” compared to
31 percent of b with lender-origi

loans.

Mortgage Terms

Older borrowers with broker-originated refinance
loans were more likely than borrowers with lender-
originated loans to report that they had paid points
for a mongage and have loans with a prepayment
penalty.

ald Points for Morgage. Older refinance loan

Lender-Odginsted Loans  Broker-Originated Loans
(n=408) {n=si0)
a; BRomowa i }

Note. Duc v rounding. the sum may pot oqual £ 100%.
Source. AARP Mortgage Bommower Survey. 2001

ke Find the Best
Mongage Seventy percenl (70 percent) of older
borrowers with broker-originated refinance loans
reparted that they relied “a lot™ on their brokers to
find the best monigage for them., compared to only
half (52 percent) of older borrowers with lender-
originated loans (see Figure 4).

Figure 4. Retiance on Lenders or Beokens by Loto
Origiaation (%)

(o=d 10}

@ Nt ot sl O Sownd e B At

Note. Due 10 rounding. the sum may 8ot equal  100%.
Saurce. AARP Mongage Barrawer Survey, 2001

s with brok ginated loans (25
percent) were more likely to repon that they paid
points for a mortgage than borrowers with lender-
originated loans (15 percent).

Prepayment Penalry. Older borrowers with broker-
originated refinance loans (26 percent) were twice
as likely as borrowers with lender-originated loans
(12 percent) to report having a loan with a
prepayment penalty.

Mortgage R

Older refinance foan borrowers with broker-
originated loans were more likely than older
botrowers with lender-originated loans te refinance
frequently. less likely to go back to the same
broker, and more likefy 10 predict they will
refinance.

N r imes Re, in the

Years. Approximately one-third (32 percent) of
oldert with broker-originated refinance
loans reported having refinanced two or more times
in the past three years, compared to 19 percent of
older borrowers with lender-originated loans.
Refinancing from the Same Lender or Broker.
Among older borrowers with broker-originated
loans, only 16 percent reported that they returned
to the same broker to refinance, while 40 percent of
older borrowers with tender-originated loans did
s0.

Will Refinance 1o Ger Cash Back. Fourteen percent
of older b s with broker-originated loans
responded that they were either “somewhat”™ or
“very” likely to refinance within the next 12
manths to get cash back, compared to eight percent
of older borrowers with lender-originated loans.
Will Refinance to Consolidate Debr. Almost twice
as many older borrowers with broker-originated
loans (19 percent) as borrowers with lender-




originated loans (11 percent) responded that they
were “somewhat”™ or “very” likely to refinance
within the next 12 moaths to consolidate debts.

Figure 5. Differences in Reflmncing Patterns Acwng,
Oider Borrowers by Loas Origizagen (%)

Sowrce. AARP Mongape Borrower Sarvey. 3001 {1¥a1.0085

Borrower Perception of Mortgage Received
Older borrowers with broker-originated Joans
were more likely than older borrowers with
lender-originated loans to respond that the loans
were not the best for them, the rates and tesms
were aot fair, and they did nol receive accurate
and honest information from their brokers.
Borrowers with broker-originated loans also
reported that they obtained worse loans than they
expected {see Figure 6).

Received Loan that Was Best for Them. Twenty-
one percent (21 percent) of older borrowers with
broker-originated loans reported that they did not
receive a loan that was best for them, compared:
10 nine percent of older borrowers with lender-
originated loans.

Mortgage Rates and Terms Were Fair. Older
borrowers with broker-originated toans (23
percent) were nearly whree times more likely than
older borrowers with lender-originated loans
(eight percent) to report that they did not feel the
rates and terms of their morgage were fair.
Received Accurate and Honest [nformation.
Nineteen percent of older botrowers with broker-
originated loans reported that they did not feel
they had ived and honest i
about their loans, compared to only seven percent
of older borrowers with lender-originated loans.
Received Worse Mongage than Expected.
Twenty percent of older borrowers with broker-
originated Joans reported that they received loans
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warse than expected, compared to eight percent
of borrowers with lender-originated loans.

Figure 6. Obder Refigasce Lows Burrvwers:

5

&g 2

Receiveal Best Rzies & Terms Received Recxived
Loca Were Feir

Nos, Percersages shown reflect disagrer™ o “sopEwha
disagres” rexpues excrpt for "Rencived Worse Lovo™ (yes™ reagume,
Source. AARY Mongage Horowes Sarvey. R (Na 008}

SUMMARY

This study finds that borrowers with broker-
originated loans were much more likely to report
that they did not initiate the contact about the loan,
and they relied more on the broker than borrowers
with lend iginated loans. In addition, b ]
with broker-originated loans were more likely to
report having received loans with less favorable
termas such as prepayment penaltics and points paid
upfront than borrowers with lender-otiginated loans.
Considering the high degree of reliance on
mortgage brokers by older borrowers, especially
among minority and female borrowers, in making
important morigage-related decisions, more
research is needed to better undersiand how
borrowers are affected by the ever-increasing
diversity in lending products and retailers.

Furthermore, because home equity is a key
component of wealth among older households,
assoring that older mortgage refinance borrowers
obtain appropriate loans, regardless of who
originates them, is critical to ensuring the curent
and future financial security of millions of older
Ameticans.
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The CHAIRMAN. Great. Thank you very much.

Well, Ms. Harding, your testimony is important to this Com-
mittee. I think it exemplifies the very kind of thing that we are
pursuing here. We have high-quality professional people in the
lending business, and some of them, most of them, are very cred-
ible. There are others who are not, and of course, that is where we
are looking. Your experience, I think, clearly speaks to that.

I think your recommendation, your five recommendations really
are very critical to us. You have heard Senator Stabenow and my-
self and others talk about educating and outreach and an effort to
educate people to beware, to ask the questions, or to know what
to ask, or to know who to ask to be able to get the right questions
asked. All of that becomes important.

I am pleased that you have mentioned preemption. We do think
local as it relates to government, because that is where we access
it the quickest, and it is the most obvious to most every citizen. So
I think all of those recommendations are important, and we thank
you very much for that.

Your testimony today certainly adds to the overall work this
Committee does. We do not authorize. By that, I mean we do not
write legislation. That is not the role of this Committee. The role
of this Committee is to build a record and to hand it to the Bank-
ing Committee or the Finance Committee, to be advocates for peo-
ple 'like you who found yourself in a very difficult situation and to
be able to build a record around that and to make recommenda-
tions to these committees as to what they might do.

So before I close this hearing, let me ask if you have any further
comment you would like to make.

Ms. HARDING. The further one that I would like to say is that
what bothered me was that when I read in the paper last month
that we had in Philadelphia, there were 1,120 homes up for sher-
iff's sale. It made me feel that some of these people who were los-
ing their homes had gotten caught up in these bad loans, this pred-
atory lending. My heart just goes out for these people. It is so sad.

The CHAIRMAN. Surely.

Ms. HARDING. It is really sad what we are going through.

But like I said before in my testimony, I am so glad that I have
met good people. But the only way that you meet good people, you
have got to be a good person yourself.

The CHAIRMAN. Well, thank you very much. I think you fill that
category. I do not often get to Philadelphia, but when I do, I will
bring the danish. [Laughter.]

Ms. HARDING. I will have the coffee. _

The CHAIRMAN. All right; if you will have the coffee, I will bring
the danish.

To all of you, thank you very much for your testimony and your
active involvement in this area. We appreciate it. The Committee
will continue to pursue, to identify the numbers. Gavin, we are
going to take a very serious look at these new regulations coming
out of the OCC and the impact they are having on State regulators
and the role that you are not being allowed to play now.

So I will also be quizzing my colleagues on the Banking Com-
mittee as to the whys and the wherefores of those regulations.
Thank you all very much, and the Committee will stand adjourned.
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[Whereupon, at 11:24 a.m., the Committee adjourned.]

APPENDIX

Senate Special Committee of Aging
Hearmg on Predatory Lending:
Are Federal Agencies P ing Older Ameri from Financial Heartbreak?
February 24, 2004
Mr. Chaxrman and mcmbexs of the Committee, thank you for holding this important
hearing. Iapp the to provide testi an the problem of predatory mortgage

fending, particularly as it aﬂ'ecu older Americans. Although we cannot quantify the harm that
predatory practices inflict on seniors, we know lhax many face the loss of lifetime savings—and
of homes that house ies, allow for i pend and enable older Americans
to remain active bers of iti

My name is George Brown, and I am the Senior Vice President of the Ceater for
Responsible Lending (CRL) and the Director of our Washington, D.C. office. My personal
interest in housing issues specific to older Americans goes back many years. 1served as the
Associate Deputy Assistant Secretary for Neighborhoods with the U.S. Department of Housing
and Urban Development. At HUD, 1 was Senior Advisor to the Secretary on elderty housing
policy and programs and a principal author of the Section 202 Elderly Housing Program. [ have
lectured on Special Housing Needs at Columbia and Yale Universities. 1 was also Managing
Partner in the first minority-owned development in Richmond, Virginia, which involved the
adaptive reuse of an historic hospital into rental housing for seniors.

1 am proud now to be rep ing CRL, a nonprofi isan research and policy
izati L p ponsible tending ices and 80CES3 10 fair terms of credit for
low-wealth families. CRL is dedicated to p ing h p and family wealth by
working to elimi abusive fi ial practi CRL isan afﬁhate of the Ccmcr for

Community Seif-Help, a North Carolina-based i
Since 1980, Self-Help has provided over $3 billion in financing in 48 states, enabling more than
37,000 families to become homeowners.

CRL is encouraged that the US Senate Special Commmee on Agng has focused on the

topic of seniors harrned by predatory lending. F p has

most families’ primary oprpomnuty to build wealth for their chxld.ren and eeonomnc secumy for

thmr own old d age. Unfc predatory lending has become a significant threat to
p efforts. CRL that predatory mortgage lending costs Americans

$9.1 billion nnnually, stripping home equity from many minority, low-income, and elderly

homeowners.

At CRL, we hear from victims of predatory lending all the time, and Self-Help has
worked hard to help people get out from under bad loans. Last May, we heard from a couple in
Michigan who had lost their home of forty years to predatory lenders. In November, we heard of
an 84 year-old Californian with Alzheimer’s who had been talked into signing a reverse
mortgage; she got out of the contract, but apparently never recovered her fees. Some years ago,
we learned about Ms. Dezelt Wiley. In 1967, Ms. Wiley purchased a home in Durham, North
Carolina, for $13,500 in cash. By February 2000, at the age of 89, Ms, Wiley owed more than
$70,000 on the same house because of five refinance loans taken between 1994 and 1997.
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Several of Ms. Wiley’s loans included a balloon payment and financed unnecessary credit
insurance and exorbitant fees.

The problem of excessive fees is two-fold: the fees seem painless at closing and they are
forever. They are deceptively costless to many borrowers because when the borrower “pays”
them at closing, he or she does not feel the pain of counting out thousands of dollars in cash.
The borrower parts with the money only later, when the loan is paid off and the equity remaining
in his or her home is reduced by the amount of fees owed. ' In addition, the fees are forever
because, even if another lender refinances a family just one week later, the borrower’s wealth is
still permanently stripped away.

To illustrate this point, I thought it might be useful to turn your attention to the testimony
of an elderly African American homeowner from Washington, DC, whose story was included in
the Joint HUD/Treasury Report on predatory lending that was published four years ago.

Ms. H, a widowed 81 year old African-American homeowner who lives in Washington,
D.C. testified at the Baltimore forum about her experience. In 1999, she was induced by
a mortgage broker to refinance an existing $118,000 morigage loan into a new loan for
$129,000.

Ms. H. testified that the broker persuaded her to take the new loan by claiming it would
retire existing unsecured debt, lower her monthly payments, cover her real estate taxes
and insurance, and lower her interest rate. None of these assertions was true. In fact,
Ms. H.'s new loan did not pay off any unsecured debt, raised her monthly payments, did
not cover her tax and insurance obligations, and, after a two year period, will
significantly increase her interest rate. Moreover, the new loan provided Ms. H. with
absolutely no other tangible benefit of any kind. Not only were no unsecured debts paid
off, but she received no cash out from the loan. The mortgage broker, however, made
33,850 as a result of the transaction.

The same mortgage broker had originated Ms. H.'s prior mortgage loan, taken out in
1997. That loan contained a substantial prepayment penalty if paid off in less than three
years; thus, Ms. H. paid significant sums in the form of a prepayment penalty, in addition
to her closing costs, on the 1999 refinancing. The morigage broker's combined
compensation on the two loans exceeded 312, 000.'

Ms. H. was a victim of a practice known as loan flipping, where a loan is refinanced in
order to extract additional fees, with no net benefit to the borrower. The use of funds from the
1999 loan to pay a prepayment penalty on the first loan exacerbated the harm of the refinance,
stripping equity from the home. The reduction in equity effectively trapped Ms. H. in the costly
1999 loan, making it more difficult for a responsible lender to refinance her into a more
affordable product. Both loan flipping and prepayment penaities are now illegal in Self-Help’s
home state of North Carolina and in other states that have followed North Carolina’s lead.

! Joint HUD/Treasury Report on Recommendations to Curb Predatory Home Mortgage Lending (April 20, 2000), p.
20.
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Unfortunately, many lenders continue to resist seriously addressing flipping or excessive
prepayment penalties on subprime loans, even in their best practices.

Finally, I wanted to emphasize two key points from testimony before this Committee by
Ms. Veronica Harding, a 74 year-old Philadelphia resident who almost lost her home to
predatory lenders. Two aspects of Ms. Harding’s story bear special emphasis. First, Ms.
Harding testified that she never went looking for a refinance loan on the house she paid cash for
back in 1980. Rather, unscrupulous lenders came to her. *‘Push marketing” is common in the
subprime market, so “fixes” to predatory lending that rely on disclosure and education to help
borrowers *“shop™ simply fail 10 take into account the realities of the market. Rather, market-
based solutions, like the North Carolina law, that 1) seek to make the costs of a loan simple and
clear to the borrower by encouraging lenders to rely on interest rate rather than hidden fees, and
2) establish protections for the most risky and costly loans in the market, are a much more
effective way to address predatory lending.

Second, Ms. Harding testified that she has learned that many of her neighbors also got
caught up in predatory loans. Unfortunately, predatory lenders are known to target certain
neighborhoods. The odds are good that one victim of predatory lending lives down the street or
around the corner from another. In this way, whole communities are affected, especially when
foreclosures become rampant.

Unscrupulous lenders frequently target older Americans. Seniors may be open to
promises of ready cash if they live on modest, fixed incomes that do no cover property tax
‘increases, necessary repairs to older homes, and unanticipated medical expenses. They may also
have built up a great deal of equity in their homes—which predatory lenders are more than eager
to strip away.

States’ responses to the predatory lending epidemic are reducing predatory lending
without reducing access to credit.

North Carolina’s landmark anti-predatory lending legislation is working as intended.

In 1999, Self-Help founded the Coalition for Responsible Lending, which now represents
over three million people through eighty organizations, as well as the CEOs of 120 financial
institutions. That year, the Coalition spearheaded an effort to enact market-based, common sense
state legislation that would protect borrowers from predatory lending practices. Ultimately, N.C.
Senate Bill 1149 was passed with overwhelming bipartisan support. It was endorsed by: North
Carolina Bankers Association (128 community banks and thrifts), North Carolina Association of
Financial Institutions (5 big banks), North Carolina Mortgage Bankers Association, North
Carolina Association of Mortgage Brokers, and North Carolina Credit Union Network (180
credit unions).

In 2001, the North Carolina General Assembly, with the endorsement of the banking
industry, passed companion legislation to license mortgage brokers and to spell out their
affirmative duties. During the 2003 legislative session, the North Carolina legislature
demonstrated its continuing support for the 1999 and 2001 reforms by extending their reach to
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open-end loans, closing what may have become a significant loophole. Clearly, state legislators
view the North Carolina law as a great success.

The governing principle of North Carolina’s law is fairly simple: deter exorbitant fees
(that, when financed, permanently strip equity from homeowners) and encourage lenders to
garner compensation through interest rates, over which lenders can compete to arrive at a price
that is a true reflection of the loan's risk. Therefore, the North Carolina law prohibits the most
blatantly abusive practices (all of which involve the accumulation of fees) and establishes special
protections for borrowers entering into “high-cost” loans. Moreover—and importantly—special
attention is paid to identifying the fees that count toward categorizing a loan as “high-cost” in the
first place.

Mr. Chairman, we at CRL would be more than happy to discuss with you and Members
of the Committee--in great detail--the operation of North Carolina’s law; the aspects of the anti-
predatory lending law that are particularly tailored to North Carolina; and the lessons that we
have learned over the past five years in North Carolina and in other states where we have
provided technical assistance. What's important for me to say now, however, is that North
Carolina’s law is working.

Recent research clearly shows that the North Carolina law is having its intended effect.
Borrowers continue to have access to a wide variety of competitively priced loans from a wide
variety of lenders. At the same time, North Carolina has reduced predatory lending.

Industry data attests to the robust subprime market in North Carolina. An analysis by a
leading industry trade journal, Inside B&C Lending, found that top North Carolina subprime
lenders continue to offer a full array of products for borrowers in North Carolina—with little or
no variation in rate compared to other states.” In addition, a Morgan Stanley & Co. survey of
280 subprime branch managers and brokers found that tougher predatory lending laws have not
reduced subprime residential lending volumes in any significant way.

Our own analysis of home loans reported to federal regulators as originated under the
Home Mortgage Disclosure Act (HMDA) shows that subprime lending continues to thrive in
North Carolina.* In 2000, North Carolina was still the sixth most active state for subprime
lending, with North Carolina borrowers 20 percent more likely to receive a subprime loan than
borrowers in the rest of the nation. One in every three loans to low-income North Carolina
families (annual incomes of $25,000 or less) was subprime, the highest such proportion in the
country. In addition, the study finds that the North Carolina law saved homeowners $100
million in its first year.

The best research in the field was recently completed by the Center for Community
Capitalism at the Kenan-Flagler Business School of the University of North Carolina in June

? Inside B&C Lending. 2001. Lenders Will Try to Pin Down Effects of NC Mortgage Law, March 5.

* Morgan Stanley. 2002. Channel Check: Surprisingly Strong Subprime Growth. Diversified Financials. August 1.
* Emnst, Keith, John Farris, and Eric Stein, “North Carolina’s Subprime Home Loan Market After Predatory Lending
Reform”, Center for Responsible Lending (August 2002) (available at

http://www.mbaa org/state_update/2002/nc/nc_study_0814.pdf).
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2003.% The University of North Carolina study concluded that the North Carolina law succeeded
in reducing the incidence of loans with predatory terms, perhaps most notably leading to a 72%
drop in subprime prepayment penalties with terms of three years or longer.

On the crucial issue of credit availability, the report found that loans to North Carolina
borrowers with substantially impaired credit actually increased by 31 percent after
implementation of the North Carolina law. In a corollary finding, researchers noted that
subprime loans to borrowers with credit scores above 660—those who could more easily qualify
for low-cost conventional loans—declined by 28%, while, according to HMDA data, overall
loans by primarily prime lenders increased by 40% in the state from 2000 to 2001. This finding
suggests a reduction in “steering” of borrowers to loans with a higher price than that justified by
their credit history. In addition, researchers noted that subprime home purchase loans overall
increased by 43 percent following passage of the law.

While the number of subprime home purchase loans in North Carolina increased, the
number of subprime refinance loans with predatory terms did drop significantly. The UNC study
notes that the reduction in originations can be attributed to subprime refinance originations that
contain at least one predatory lending characteristic: prepayment penalty terms that exceed three
years, subprime balloon payments, and loan-to-value ratios of 110 percent or more. UNC
considers these high LTV loans as proxies for refinance loans that provided little or no benefit to
the borrower, but likely resulted in increased fees to the lender, or abusive, unnecessary
originations. In short, the study suggests that the reduction of subprime refinances is
consistent with a "' weeding out"” of bad loans since passage of the law.

Surprisingly, even though the North Carolina law significantly limited fees, the UNC
study also found that, after the law was fully implemented, North Carolina’s mean origination
interest rates were consistent with corresponding national rates and actually increased slightly
less than the national average increase. This result implies that the fees being charged before the
implementation of the law were not genuinely priced to borrower risk, but represented excessive
fees extracted from North Carolina’s most vulnerable populations. In other words, as Professor
Michael Stegman, one of the study’s authors reported, “[tjhe study shows that since the North
Carolina law went into full effect, the subprime market has behaved just as the law intended. The
number of loans with predatory characteristics has fallen without either restricting access to
loans to borrowers with blemished credit or increasing the cost of these loans."

Those who live and work in the state know that loans remain widely available. Joseph
Smith, North Carolina’s Banking Commissioner, has commented that “[d]Juring the last twelve
months, over seventy-five percent of formal complaints to [his office] ... have involved

% Quercia, R.G., Stegman, M.A., and Davis, W.R. 2003. “The Impact of North Carolina’s Anti-Predatory

Lending Law: A Descriptive Assessment.” Center for Community Capitalism, University of North

Carolina at Chapel Hill (available at http://www.kenan-

flagler.unc edwassets/documents/CC_NC_Anti_Predatory Law_lmpact.pdf). Note: As acknowledged in the study,
the Center for Responsible Lending provided financial support to enable the research.

8 “STUDY: NC Predatory Lending Law Cuts Abuses, Does Not Dry Up Credit for Borrowers™, Center for
Community Capitalism June 25, 2003 press release (available at http://www.kenan-
flagler.unc.edu/News/DetailsNewsPage.cfm?id=466&menu=ki).
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mortgage lending activities [but] .... [n]ot one of these complamts has involved the inability of a
North Carolina citizen to obtain resmentlal mortgage credit.””

Education, counseling, and disclosures are not a significant part of the solution to
predatory lending.

As you know, the report just released by the General Accounting Office only reinforces:.
the need for greater efforts to protect homeowners through high standards for lenders and strong
enforcement of those rules. Significantly, “GAO’s review of literature and interviews with
consumer and federal officials suggest that while tools such as consumer education, mortgage
counseling, and dlsclosures are useful, they may be of limited effectiveness in reducing
predatory lending.”®

The GAO report carefully delineates the limitations of preparing homeowners to protect
themselves in the marketplace. First, “{e]ven an excellent campaign for consumer education is
unlikely to provide less sophisticated consumers with enough information to properly assess
whether a loan contains abusive terms.” This is because mortgage loans are complex; predatory
lenders use aggressive tactics intended to confuse consumers; and those targeted by predatory
lenders may be hard to reach with educational campaigns. Id.

Second, “[t]he role of counseling in preventing predatory lending is-likely to be
limited.™'® The GAO report explains that counselors may not have access to full, final terms of a
loan before closing.

Finally, on the subject of dnsclosures, GAO found that “the inherent comp!exlty of loan
transactions may limit any impact on the incidence of predatory lending practices.”"! Moreover,
unscrupulous lenders use disclosure forms as a legal shield for abusive practices, not as a
protection for homeowners. Lenders:control the preparation of documents that are eventually
presented (in tall stacks) to consumers at closings. Lenders are in the position to bury
disclosures and to make them appear technical and unimportant. “In the average home equity
loan, it is not uncommon for the consumer to receive a multiple-page mortgage, a promissory
note, all;ld 50.or more accompanying documents describing various aspects of the mortgage
loan.”

In 1992, the Department of Education completed the National Adult Literacy Survey; that
study found that over 40 million Americans had very low levels of literacy skills. “New research
measuring the literacy of the U.S. population demonstrates that even consumers who might take
the time and trouble to *read’ contemporary consumer contract documents are unlikely to

7 North Carolina Office of the Commissioner of Banks, Joseph A. Smith, Jr. letter to Comptroller John D. Hawke,
Jr. (October 2, 2003) (available on request).

# “Consumer Protection: Federal and State Agencies Face Challenges in Combating Predatory Lending” (GAQ
2004}, at p. 6.

1d. atp. 13.

1.

d. atp. 14.

2 Alan M. White and Cathy Lesser Mansfield, “Literacy and Contract,” 13.2 Stanford Law & Policy Review 233,
239 (2002), hereinafter “White and Mansfield.”
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understand them. The same literacy research suggests that many, if not most, consumers are
unable to extract critical information on contract terms from federally mandated disclosure
documents.™? Most startlingly, “96% of American adults cannot extract and compute credit cost
information from contract and disclosure documents.”"*

The conclusions of the GAO and other researchers support a basic principle of anti-
predatory lending efforts in North Carolina and other states. We cannot rely on a “buyer
beware” approach. Rather, we must make it more difficult for unscrupulous lenders to make
abusive loans.

State and federal regulatory agencies should work together to combat predatory lending.

The OCC'’s decision to preempt state laws and limit state enforcement powers was a
mistake that should be rectified. -

While North Carolina was the first state in the nation to pass strong anti-predatory
lending leg‘s]ation, others have followed and identified appropriate solutions for their particular
contexts.'” States have truly served as laboratories of democracy by helping to refine solutions
for such issues as the appropriate definition and threshold for points and fees, the scope of loans
included under the law’s protections, and meaningful remedies for borrowers who seek to defend
their homes against foreclosures caused by predatory lending. Like AARP, CRL believes the
best remedy against predatory lending is clear and specific standards that 1) prohibit abuses such
as loan flipping and financed single premium credit insurance, and 2) establish protections on
high-cost loans that limit high fees, including prepayment penalties, and prohibit both asset-
based lending and mandatory arbitration clauses.

Unfortunately, one federal regulatory agency is working to limit the effectiveness of state
laws such as North Carolina’s. No homeowners—young or old—will benefit from limiting the
reach of state-based consumer protections. In fact, older Americans—who, like Ms. Harding,
may initially be ashamed of admitting that they entered into bad loans—will suffer more if local
help is unavailable to them when they need it.

With total disregard for Congressional intent, the Office of the Comptrolier of the
Currency has invented its own standard for preemption—one that essentially allows it to preempt
any state law that it doesn’t like. Under the OCC’s new rule, states may not “obstruct, impair, or
condition a national bank’s ability to fully exercise its federally authorized real estate lending
powers.” The ouly state laws that the OCC does not purport to preempt are those that “‘only
incidentally affect” a bank’s activities. Furthermore, the OCC has pronounced that state officials
may not investigate consumer complaints against national banks and may not take enforcement
actions of any type against national banks. The OCC extends this preemption rule to all

operating subsidiaries of national banks.

“1d. at 234.

' 1d. a1 238.

'3 Perhaps the most notable states in this regard include New Mexico, New York, and New Jersey—however,
Hlinois, Massachusetts, California, South Carolina, Arkansas, and Georgia have all made contributions to the
pioneering efforts of states to identify solutions that protect homeowners and promote a thriving market.
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We at CRL believe that the new rule will promote predatory lending by banks and their -
subsidiaries. First, the OCC has not only preempted strong state law protections, but it has
replaced them with vague and inadequate standards. The OCC relies on a prohibition of asset-
based lending and a reference to the FTC Act’s ban on unfair and deceptive practices. Rather
than prevent practices by making clear to lenders what they may and may not do—as state anti-
predatory lending laws have done—the OCC is planning to rely on a post-hoc “we’ll know it
when we sec it” approach to predatory lending. Second, the OCC ignores existing evidence of
predatory lending within national banks and their affiliates and subsidiaries. Finally, the OCC’s
rule encourages banks to change their subprime lending affiliates into operating subsidiaries,
increasing the OCC’s responsibility for policing the subprime market and decreasing the states’
ability to regulate subprime lenders.

Federal agencies have improved regulations by attending to lessons developed.at the state
level, and they have joined with states to enforce laws that protect homeowners.

The battle against predatory lending requires cooperation between state and federal actors
and among federal agencies charged with regulating financial institutions and protecting
consumers.

The Federal Reserve Board took important action in 2001 when it moved to incorporate
financed credit insurance within the scope of charges evaluated as a point or fee under HOEPA.
The Federal Reserve did not arrive at this conclusion in a vacuum, however. Indeed, North
Carolina adopted a similar provision in its 1999 law.

Similarly, some 35 states have statutory provisions relating to prepayment penalties on
home loans. However, federal law had been interpreted to preclude them from enforcing those
laws against state-chartered finance companies and mortgage brokers in the context of adjustable
rate mortgages and other altemnative mortgage transactions. Not surprisingly, lenders
increasingly structured transactions to take advantage of this rule of preemption. As predatory
lending escalated in recent years, prepayment penalties in home loans came under renewed
scrutiny; a number of states moved to prohibit them outright or to limit their application. In
recognition of these developments, the Office of Thrift Supervision revised federal regulations--
and restored the states’ ability to apply their laws.

The Federal Trade Commission has also cooperated with state attorneys general and bank
commissioners on large, successful enforcement actions such as those taken against First
Alliance Mortgage Company, the Associates, and Mercantile Mortgage Company:

No one federal agency should ever have exclusive jurisdiction over predatory lending—
for any financial institutions.

In some of its enforcement actions, the FTC has partnered with sister agencies at the . .
federal level. In fact, the GAO Report’s sole recommendation is that the Federal Reserve Board
and the FTC exercise concurrent jurisdiction over non-bank subsidiaries of bank holding
companies. This recommendation takes into account that both regular examinations of bank
practices and more consumer-driven investigations of particular activities may be necessary to
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root out abuse. If the recommendation is adopted, Congress should make clear that it is
increasing the number of cops on the beat, not removing any. The FTC, the Federal Reserve
Board, and the states should have concurrent jurisdiction over non-bank affiliates of bank
holding companies.

In order to effectively combat predatory lending, it is essential that the federal
government continue to partner with states to provide protections for the nation’s homeowners,
rather than take away from effective efforts at the state level.

Of course, private rights of actions and opportunities for individuals to raise defenses at
foreclosure proceedings will always be necessary, too, to ensure that those harmed can seek
redress. Even where laws protect homeowners, many subprime lenders have sought to preclude
private legal action through pre-dispute mandatory arbitration clauses. Fannie Mae and Freddie
Mac have recently announced that they will not buy subprime loans that contain mandatory
arbitration clauses, but the GSEs cannot rid the market of such loan terms on their own. In fact,
because of the Federal Arbitration Act, states have not been able to address mandatory
arbitration clauses in their own predatory lending legislation. In this area, Congress clearly can
and should act.

Conclusion
Predatory lending is epidemic. There is no shortage of work for both state and federal

regulators to do—together. Older Americans will have more secure futures if predatory lending
is addressed through strong laws and vigilant enforcement of those laws.
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The American Securitization Forum (ASF), an adjunct forum of The Bond Market
Association, is a broadly-based professional forum of participants in the U.S.
securitization market. Among other roles, ASF members act as investors, issuers,
underwriters, dealers, rating agencies, insurers, trustees, servicers and professional
advisors working on transactions involving securitizations of residential mortgages and
other types of financial assets.

Securitization—the process by which individual, illiquid assets are converted into
marketable capital market instruments—has produced substantial benefits for consumer
and business borrowers, corporations who need capital to grow their businesses and -
produce and retain jobs, and institutional investors, including public and private pension
funds and money managers, who invest in the multi-trillion dollar securitization market
in the United States. In the well-intentioned effort to eliminate predatory lending abuses,
it is critically important to preserve the efficiency and benefits of the securitization
market.

History and Overview of Securitization

Securitization is the creation and issuance of debt securities, or bonds, whose payments
of principal and interest derive from cash flows generated by separate pools of assets. It
has grown from a non-existent industry in 1970 to approximately $7 trillion as of.the end
of 2003. Financial institutions and businesses-of all kinds use securitization to
immediately realize the value of a cash-producing asset and use the proceeds from-a
securitization transaction to generate additional loanable funds. These are typically
financial assets such as loans, but can also be trade receivables or leases. In most cases,
the originator of the asset anticipates a regular stream of-payments. By pooling the assets
together, the payment streams can be used to support interest and principal payments on
debt securities. When assets are securitized, the originator receives the payment stream
as a lump sum rather than spread out over time. Securitized mortgages are known as.
mortgage-backed securities (MBS), while securitized assets—non-mortgage loans or

380 MADISON AVENUE NEW YORK, NY 10017-7111 Telephone 848.637.9200 Fax 648.837.9126 .americansecuritization.com
1398 NEW YORK AVENUE. NW WASHINGTON. DC 20005-4711 Telephone 202.434.8400 Fax 202.434.6458
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other assets with expected payment streams—are known as asset-backed securities
(ABS).

To initiate a securitization, a company must first create what is called a special purpose
vehicle (SPV) in the parlance of securitization. The SPV is legally separate from the
operating company that originated and/or is selling the assets in order to give the investor
greater assurance that the assets will serve as a dedicated cash flow stream to support the
securitization issuance. Typically a company sells its assets to the SPV. The payment
streams generated by the assets can then be repackaged to back an issue of bonds. Or, the
SPV can transfer the assets to a trust, which becomes the nominal issuer. In both cases,
the bonds are exchanged with an underwriter for cash. The underwriter then sells the
securities to investors. Unlike other bonds, securities backed by mortgages usually pay
both interest and a portion of the investor’s principal on a monthly basis.

Mortgage-Backed Securities

The first mortgage-backed securities arose from the secondary mortgage market in 1970.
Investors had traded whole loans, or unsecuritized mortgages, for some time before the
Govermnment National Mortgage Association (GNMA), also called Ginnie Mae,
guaranteed the first mortgage pass-through securities that pass the principal and interest
payments on mortgages through to investors. (Ginnie Mae is a government agency that
guarantees securities backed by HUD- and Veterans Administration-guaranteed
mortgages.) Ginnie Mae was soon followed by Fannie Mae, a private corporation
chartered by the federal government—along with Freddie Mac—to promote
homeownership by fostering a secondary market in home mortgages.

Pass-throughs were a dramatic innovation in the secondary mortgage market. The whole-
loan market, the buying and selling of mortgages, was relatively illiquid. This presented
a risk to mortgage lenders who could find themselves unable to find buyers if they
wanted to sell their loan portfolios both quickly and at an acceptable price. Holding the
loans also meant exposure to the risk that rising interest rates could drive a lender's
funding cost higher than its interest income. But trading whole loans meant a raft of
details and paperwork that made the business relatively costly and inefficient. MBS
changed that. By combining similar loans into pools, the government agencies are able to
pass the mortgage payments through to the MBS certificate holders or investors. This
change made the secondary mortgage market more attractive to investors and lenders
alike. Investors now had a liquid instrument and lenders had the option to move any
interest rate risk associated with mortgages off of their balance sheet.

Growth in the pass-through market inevitably led to innovations especially as originators
sought a broader MBS investor base. In response, Fannie Mae issued the first
collateralized mortgage obligations (CMO) in 1983. A more complicated twist on pass-
throughs, CMOs redirect the cash flows of trusts to create securities with several different
payment and associated cash flow risk features. The central goal with CMOs was to
address prepayment risk—the main obstacle to expanding demand for pass-throughs.
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Prepayment risk for MBS investors is the unexpected return of principal stemming from
consumers who refinance the mortgages that back the securities. Homeowners are more
likely to refinance mortgages when interest rates are falling. As this translates into
prepayment of MBS principal, investors are often forced to reinvest the returned principal
at a lower return. CMOs accommodate the preference of investors to lower prepayment
risk with classes of securities that offer principal repayment at varying speeds. The
different bond classes are also called tranches (a French word meaning slice). Some
tranches—CMOs can include 50 or more—can also be subordinate to other tranches. In
the event loans in the underlying securitization pool default, investors in the subordinate
tranche would have to absorb the loss first.

As part of the Tax Reform Act of 1986, Congress created the Real Estate Mortgage
Investment Conduit (REMIC) to facilitate the issuance of CMOs. Today almost all
CMOs are issued in the form of REMICs. In addition to varying maturities, REMICs can
be issued with different risk characteristics. REMIC investors—in exchange for a higher
coupon payment—can choose to take on greater credit risk. Along with a simplified tax
treatment, these changes made the REMIC structure an indispensable feature of the MBS
market. Fannie Mae and Freddie Mac are the largest issuers of this security.

Asset-Backed Securities

The first asset-backed securities (ABS) date to 1985 when the Sperry Lease Finance
Corporation created securities backed by its computer equipment leases. Leases, similar
to loans, involve predictable cash flows. In the case of Sperry, the cash flow comes from
payments made by the lessee. Sperry sold its rights to the lease payments to an SPV,
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Interests in the SPV were, in turn, sold to investors through an underwriter.
Source: The Bond Market Association
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Since then, the market has grown and evolved to include the securitization of a variety of
asset types, including auto loans, credit card receivables, home equity loans,
manufactured housing loans, student loans and even future entertainment royalties.
Credit card receivables, auto and home-equity loans make up about 60 percent of all
ABS. Manufactured housing loans, student loans and equipment leases comprise most
of the other ABS. And the industry continues to look for new assets to securitize such as
auto leases, small-business loans and "stranded cost recovery™ ABS. (The latter refers to
bonds backed by fees some newly deregulated utilities have won authority to include in
future billings as an offset of previous investment.)

How Securitization Works

ABS and MBS represent an interest in the underlying pools of loans or other financial
assets securitized by issuers who often also originate the assets. The fundamental goal of
all securitization transactions is to isolate the financial assets supporting payments on the
ABS and MBS. Isolation ensures payments associated with the securities are derived
solely from the segregated pool of assets and not from the originator of the assets. By
contrast, interest and principal payments on unsecuritized debt are often backed by the
ability of the issuing company to generate sufficient cash to make the paymerits.

Origination and Servicing

The assets used in securitizations are created—or originated—in a number of ways.
When a lender extends a loan or acquires another revenue-producing asset such as a
lease, they are creating assets that can be securitized. Other assets, such as the balances
due on credit card accounts or a corporation's accounts receivable can also be securitized.
Because they initiate the securitization chain, the lenders, credit card companies and
others are also called originators. Originators ofien retain a connection to their assets
following a securitization by acting as a servicer—the agent collecting regular loan or
lease payments and forwarding them to the SPV. Servicers are paid a fee for their work.
Some originators contract with other organizations to perform the servicing function, or
sell the servicing rights.

Asset Transfer or the "True Sale”

In the vast majority of securitizations, it is critical that the transfer of assets from the
originator to the SPV is legally viewed as a sale, or "true sale.” The proceeds of the
securities are remitted to the originator as the purchase price for the assets. If the asset
transfer is not a "true sale," investors are vulnerable to claims against the originator of the
assets. The cash flows backing the securities or the assets themselves could be ruled a
part of the originator's estate and used to satisfy creditors' claims if a true sale did not
occur. Legally separating the assets also protects the originator.

Investors can turn only to the SPV for payments due on the ABS and MBS, not to the
general revenues of the originator.
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Special Purpose Vehicle and the Trust

The SPV can either be a trust, corporation or form of partnership set up specifically to
purchase the originator’s assets and act as a conduit for the payment flows. Payments
advanced by the originators are forwarded to investors according to the terms of the
specific securities. In some securitizations, the SPV serves only to collect the assets
which are then transferred to another entity—usually a trust—and repackaged into
securities. Individuals are appointed to oversee the issuing SPV or trust and protect the
investors' interests. The originator, however, is still considered the sponsor of the pool.

Underwriter

Underwriters—usually investment banks— serve as intermediaries between the issuer
(the SPV or the trust) and investors. Typically, the underwriter will consult on how to
structure the ABS and MBS based on the perception of investor demand. The
underwriter may, for example, advise the SPV to issue different tranches each with
specific characteristics attractive to different segments of the market. Underwriters also
help determine whether to use their sales network to offer the securities to the public or to
place them privately. Perhaps most importantly, underwriters assume the risk associated
with buying an issue of bonds in its entirety and reselling it to investors.

Credit Enhancement

Credit enhancement is common in securitization transactions. Depending on the nature
of the transaction and the type of assets, the securitization pool may need such support to
attract investors. Enhancement or support can come from the assets themselves or from
an external source. Examples of internal enhancements include subordinating one or
more tranche, or portion, of the securities issued. This practice places the claims of one
tranche over another. Any defaults affecting the securities must be absorbed by a
subordinate tranche before the senior tranche is affected. Over-collateralization of asset
pools is also used to enhance credit. This occurs when the amount of assets placed in a
securitization pool exceeds the principal amount of bonds issued.

External credit enhancements can include a surety bond or a letter of credit from a
financial institution. Both options serve as guarantees that investors will receive the
payments associated with the securities. GSEs enhance the credit of the MBS they issue
by guaranteeing the timely repayment of principal and interest.

Credit Rating

Virtually all ABS and MBS are rated by independent rating agencies whose analyses is
watched closely by investors as a guide to the credit quality of the securities. In almost
all cases, rating agencies monitor the performance of the securities on an ongoing basis.
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Dealers

Just as in other bond markets, dealers play an important role once an issue is initially
distributed. For most bond investors, liquidity—the ability to easily buy or sell a
security—is an important characteristic. By offering prices at which they will buy or sell
bonds to the investment community, dealers provide this service. Bonds typically trade
more actively closer to their date of issue. Because bond investors—usually institutional
investors such as pension funds and insurance companies—hold most bonds to maturity,
trading in bonds declines as they draw nearer to their stated maturity date. The issuance
volume of a certain bond, a bond's credit rating and whether it was issued publicly or
privately can also affect liquidity. All ABS and MBS are traded on the dealer-based,
over-the-counter markets so liquidity depends in part on the ability and willingness of
dealers to maintain an inventory, or make a market, in a certain bond.

Benefits of Securitization

Less Expensive, More Broadly Available Credit

The public benefits of securitization are evident in a number of ways. Chief among these
is the contribution of securitization to lower borrowing costs both for individuals and
corporations. The existence of a liquid secondary market for home mortgages increases
the availability of capital to make new home loans. Financial institutions that realize the
full value of their loans immediately can turn around and re-deploy that capital in the
form of a new loan. This is often the most efficient way to raise new funds in the capital
markets and the savings are passed on to the borrower.

Consumers other than homebuyers also benefit from lower borrowing costs.
Securitization can lower a firm's financing costs as well. MBS and ABS are often
designed to carry a higher credit rating than the originating firm would otherwise realize
for other types of bonds. Higher credit ratings mean the security is less risky and
translates into a lower interest rate for the originator as investors do not demand the same
risk premium. The originator passes the savings on to the consumer in the form of lower
lending rates.

Securitization also aids in the geographic dispersion of capital to arcas that may
otherwise be deprived of credit options. Traditionally, depository institutions have
provided credit in the areas where they accepted deposits. By securitizing loans,
however, the lender generates capital for new loans that may come from a different
location. This linkage to the capital markets broadens the range of regions where
depository institutions obtain capital to provide credit.

By subjecting the lending decisions of financial institutions to valuation by the capital
markets, securitization also encourages an efficient allocation of capital. Financial
institutions and others who securitize assets depend, of course, on investors. Investors
seek an appropriate return based on a level of risk. If the asset pools are not of a
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sufficient quality, for example, investors will demand.a higher interest rate as
compensation. At its most basic level, securitization is the process of isolating risk and
repackaging it for investors. This increases efficiency in the capital market by removing
intermediary steps between investors and the risk they are assuming. A money manager,
for example, may be interested in a mortgage-backed bond that pays interest and
principal on a monthly basis, but not in the debt securities issued by the originator of the
securitized assets.

Securitization reallocates risk at many levels. By shifting the credit risk of the securitized
assets (for a price) to ABS and MBS investors, financial institutions can reduce their own
risk. As the risk level of an individual institution declines, so does systemic risk, or the
risk faced by the financial system overall.

More Options for investors

As noted above, investors benefit from the legal segregation of the securitized assets.
The segregation protects the payment stream on the MBS and ABS from a bankruptcy or
insolvency. Higher-rated securitized instruments generally offer higher yields than
similar sovereign government issues. The actual size of this yield premium, the yield the
securities pay in excess of similar government securities—will depend on the credit
quality of the assets and the structure of the transaction. Pension funds—which comprise
much of the market for MBS and ABS—pay close attention to this premium as they seek
a wide variety of safe fixed income products with attractive yields. Insurance companies,
money managers and other institutional investors with needs for fixed-income securities
with specific features are also large ABS/MBS investors.

The ability of issuers to vary the terms of securities backed by the same asset pool
through different securitization techmiques also makes MBS and ABS attractive to
investors. In a sense, issuers can tailor the.coupon, maturity and seniority of a security
according to a particular investor's needs. This flexibility not only boosts investor.
interest in ABS and MBS, but also contributes to more efficient capital markets by
ensuring investors and money managers have access to the most appropriate securities.

Flexibility for the Originator

Securitization also benefits the financial institutionor corporation that originates the
securitized asset. Without securitization, a bank making a home loan usually would hold
that loan on its books, recognizing revenue as payments-are made over time. To realize
the value of the loan immediately, the bank can sell the whole loan to another institution, .
though this is generally not economical unless the loan is very large. Furthermore, a
bank would have to rely on its existing funding sources, such as deposits, to originate
new loans Securitization offers an important-funding resource..The more efficient option
is to pool similar loans together, as discussed above, and enter into a securitization
transaction.
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The process makes even more sense for originators with assets considered illiquid, such
as equipment leases or the balance due on a credit card. The latter comprises an asset
class called credit card receivables that account for approximately 20 percent of
outstanding ABS. Similar to banks securitizing home loans, credit card companies are
able to use the securitization process to provide more credit and manage their balance
sheets.

Originators realize another benefit from securitization as the transfer of the asset to an
SPV removes it from the firm's balance sheet. This can help the originator improve
certain measures of financial performance such as return-on-assets (ROA). A way to
gauge a firm's efficiency, ROA tells observers how many dollars are eamed for every
dollar of assets on its books. Moving an asset off of the balance sheet while
simultaneously increasing income has a positive effect on ROA and demonstrates to
investors a more efficient use of capital. Banks realize a unique advantage from
securitization. Removing loans from their balance sheet can lower regulatory capital
requirements, or the amount and type of capital banks must hold given the size of their
loan portfolio, to reflect lowered risk.

The segregation of assets that takes place in a securitization can also effectively lower the
firm's financing costs. This occurs when the securities issued by the SPV carry a lower
overall interest rate than the originating firm pays on its debt. As the firm receives the
proceeds from the securitization it has, in effect, achieved cheaper financing than might
have been extended to the firm based solely on its own credit rating.

Conclusions

Securitization reflects innovation in the financial markets at its best. Pooling assets and
using the cash flows to back securities allows originators to unlock the value of illiquid
assets and provide consumers lower borrowing costs at the same time. MBS and ABS
securities offer investors an array of high quality fixed-income products with attractive
yields. The popularity of this market among issuers and investors has grown dramatically
since its inception 30 years ago to about $7 trillion in outstanding MBS/ABS today.

The success of the securitization industry has helped many individuals with subprime
credit histories obtain credit. Securitization allows more subprime loans to be made
because it provides lenders an efficient way to manage credit risk. Efforts to curb
“predatory” lending that inhibit the legitimate use of securitization by assigning liability
to the purchaser of a loan or some other means, threaten the success of the beneficial
subprime market. Secondary market purchasers of loans, traders of securitized bonds and
investors are not in a position to control origination practices loan-by-loan. Regulation
that seeks to place disproportionate responsibilities on the secondary market will only
succeed in driving away the capital loan purchasers provide in the subprime market.
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The ASF urges Congress to move with great care as it addresses the problem of predatory
lending. The secondary markets are a tremendous success story that has helped
democratize credit in this country. Well intended, but overly restrictive, regulation in this
area could easily do more harm than good. This is particularly the case when state and
local governments craft disparate anti-predatory lending statutes that place different
compliance burdens on the secondary market. For this reason, the ASF urges Congress to
consider legislation to pre-empt the authority of state and local governments in the area of
predatory lending and to construct a safe harbor from assignee liability for secondary
market participants.
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The Bond Market Association represents approximately 200 securities firms and banks
that underwrite, trade, and sell fixed-income securities both domestically and .
internationally.

The secondary market for mortgage debt—the segment of the financial industry that
purchase and repackage loans as mortgage-backed securities or MBS—witnessed
tremendous growth over the past decade. At present, there are about $5 trillion in
mortgage-related bonds outstanding, or nearly a quarter of all fixed income securities.
Such significant participation by the capital markets in the mortgage lending business
benefits consumers in the form of lower interest rates and more widely available credit.
No doubt there are thousands, if not millions, of families who were able to find mortgage
financing and purchase a home because of the secondary market.

This success has come with some setbacks, however, as the volume of subprime loans
extended to consumers has ballooned and incidents of predatory lending appear to have
increased. There can be no question that such abusive lending practices are bad and
should be stopped. In response to this trend, state and local governments have pursued
many different anti-predatory lending initiatives. Some of these efforts would place new
responsibilities on participants in the secondary market. Some initiatives adopt an
approach that could make loan purchasers the subject of lawsuits by borrowers who
believe the lender committed lending abuses.

The Bond Market Association opposes the concept of extending liability to the purchaser
or assignee of a loan for violations of which they had no knowledge. The Association
supports the right of borrowers to defend themselves in the event an assignee seeks to
foreclose on their property. But the concept of "assignee liability” embodied in recent
anti-predatory lending measures goes a step further. It would grant borrowers the ability
to seek redress from the loan purchaser for virtually any alleged violation during the
origination process. This is bad public policy that will ultimately shrink the supply of
credit available to subprime borrowers. It is important that well-intentioned proposals to
combat predatory lending—such as the statutes discussed below-—not seek to use the
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secondary market as an enforcement tool. Moreover, subprime borrowers would benefit
from a single national standard as opposed to the present variety of state and local
predatory lending laws. Disparate and conflicting rules in multiple jurisdictions will raise
the cost of credit as secondary market participants pass on compliance costs or withdraw
funding which limits competition among lenders.

Georgia and New York: Examples of the Wrong Approach

With the expansion of the subprime market has come increased scrutiny from regulators
and consumer groups concemed with alleged abusive tactics used by some lenders. The
practice has no clear-cut definition, but is commonly called predatory lending.

Generally, a predatory lender is one who violates consumer lending laws to take financial
advantage of a borrower in the course of originating a loan or else uses legal loan features
or lending tactics in an abusive way. Examples include loading up loans with points and
fees that are disproportionate to the amount an individual is borrowing, as well as
outright fraud and misrepresentation. Loans extended without regard to a borrower's
ability to repay or with features such as balloon payments that are unfavorable to
borrowers can also be considered predatory. Predatory lending is sometimes also
associated with home improvement contractors who offer to arrange financing for cash-
poor homeowners.

As predatory lending captured headlines in the late 1990s, regulators at the state and local
level began to address the issue. One of the first to act was the state of North Carolina
with a 1999 statute that defines a high-cost loan more narrowly than the federal HOEPA
(Homeowner Equity Protection Act) standard in addition to prohibiting certain practices.
Several other states and some cities have passed similar anti-predatory lending laws with
varying effects on the secondary market.

Generally, state and local initiatives sought to tighten the definition of a high-cost loan
under HOEPA. In Georgia, lawmakers approved the Georgia Fair Lending Act (GFLA)
which included an assignee liability provision that would hold secondary market
participants responsible for the actions of fenders should they purchase predatory loans.
The Georgia law proved so disruptive to the mortgage market—mortgage rates reportedly
jumped a quarter of a percentage point as market participants withdrew-—the legislature
was forced to repeal the assignee liability provisions.

Like other anti-predatory lending legislation, GFLA expanded the definition of covered
loan established under HOEPA using sometimes vague criteria. More importantly from
the Association's perspective, anyone who purchased a covered loan, or is assigned the
loan, would have become liable for the actions of the originator and face potentially
unlimited damages.
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Under GFLA, assignees—including loan purcth and securitization trusts—are subject
to claims that borrowers might raise against lenders. whether or not the assignees knew of
the circumstances giving rise to the alleged violation.. The secondary market signaled
early on that the Georgia law would disrupt that state's mortgage market when Freddie
Mac announced it would no longer purchase loans covered by the law. Several other
financial institutions followed suit and at least 40 lenders' left the Georgia market
because of the law. The legislature has'since repealed parts of GFLA and many lenders
have returned.

While several lenders and secondary market participants lobbied against GFLA and
announced intentions to leave the market early on, the critical blow to the new statute
came when the three major credit rating agencies said they would not rate pools of
mortgages that included Georgia loans. Without credit ratings, the MBS backed by pools
including at least one Georgia loan would be shunned by many traditional investors such
as pension funds or endowments that are only permitted to invest in "rated” securities.
The secondary market, then, would likely stop purchasing these loans. The rating
agencies called for revisions to clarify the circumstances under which assignees could be -
held liable and a reasonable limit on the damages borrowers could seek. The legislature
recognized losing the secondary market as a funding source for the Georgia mortgage
market would ultimately hurt Georgia borrowers by raising mortgage rates.

Aside from Georgia, rating agencies have also assessed the effect a law enacted in New
York State would have on investors in pools that contained loans covered by the statute.
The agencies concluded they would decide whether to rate such pools on a case-by-case -
basis so long as they only included a minimal amount of "high-cost” loans as defined by a
law that became effective April 1, 2003. Even this relatively limited uncertainty will
increase the cost of securitizing New York State loans, which in turn will put upward
pressure on mortgage rates in that state. Ultimately, disrupting the secondary market for
subprime loans will always hurt the subprime borrower in the form of higher interest
costs and fewer borrowing opportunities.

If investors cannot be certain of the risk associated with investing in MBS b of the
jurisdiction in which one of the loans backing the security was originated, they will
demand a higher retumn. Under such a scenario, MBS will become less attractive as a
source of mortgage loan funding. Subprime borrowers will face higher interest rates and
less available credit.

Clarifying Assignee Liability
Under current law, civil actions brought against lenders for infractions of HOEPA may
also be brought against an assignee of the lender if the violation is “apparent on the face

! Sce Georgia Rautles US Home Equity Market: State legislation 10 Provect Sub-Prime Borrowers is Threatening a Secior Worth
$132 billion last Year, by Jenny Wiggins, Financial Times, Feb. 13, 200, p. 21,
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of the loan document.” An assignee or the purchaser of a mortgage will not be subject to
the claims and defenses of the borrower if a “reasonable person exercising ordinary due
diligence, could not determine™ the mortgage was a high-cost loan under HOEPA
Unfortunately, neither this standard nor subsequent court decisions have effectively
settled the question of what “apparent on the face™ means in practice. The recent Georgia
and New York State laws compound this problem by creating still more standards for
assignee liability.

The presence of loans originated using predatory practices in the pools of loans backing
mortgage securities is not in anyone's best interest. Not only do predatory lenders target
individuals with risky credit profiles, but the terms of predatory loans often promote
default. The more defaults a MBS pool experiences, the less attractive the security
becomes to investors. Securitizers of mortgages, then, have a clear incentive to eliminate
from pools any loans they can identify that violate applicable predatory lending laws.

Though recently enjoined by a New York state court, a recent New York City law sought
to employ the secondary market as de facto policeman by requiring an arbitrary level of
due diligence on loan pools in order to escape liability for subprime lending violations.
Complying with the due-diligence level set by this statute could have significantly raised
the cost of purchasing covered mortgages, which would in turn increase borrower costs.

fn many cases, such screening would simply be impossible. The bill required assignees
to determine whether subjective loan origination standards were met, such as whether the
terms of a loan were misrepresented or whether the loan provides a “net tangible benefit”
to the borrower. The purchaser of a loan cannot know what a lender told a borrower.
Nor does the purchaser have unique insight into what type of loan or specific loan
features are suitable for that borrower. Blanket assignee liability under these
circumstances is unreasonable. Assignees have neither the opportunity to identify
violations in advance of purchasing the loans, nor the ability to mitigate legal exposure
once they do identify violations.

Nonetheless, this approach would have effectively held assignees responsible for the
conduct of lenders by threatening to void the assignee's interest in the loans they have
purchased unless the arbitrary due-diligence level is met.

Preemption: The Need for a National Standard

Several other states and localities are pursuing—or have enacted—legislation similar to
the new Georgia and New York laws. Not only are these initiatives unduly restrictive,
but their substantive provisions are frequently inconsistent from one jurisdiction to
another. This fragmented approach to legisiating the parameters of “acceptable” and
‘“unacceptable” subprime lending threatens to balkanize the subprime credit industry in

215U.8.C. 164i(a)
31508.C. 1641(d) |
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the United States. The outcome might well be a retun to the days of severely limited
credit opportunity and significant regional and local disparities in credit availability for
those who need credit most.

The development also presents a new compliance burden for lenders and secondary
market participants. Multi-state lenders must constantly adjust lending practices and
underwriting standards as new statutes with varying definitions of predatory lending
emerge in different states. In some instances—Georgia, for example—lenders will
choose to withdraw completely from the market for certain loans. In other cases, lenders.
may choose to adjust underwriting guidelines to minimize the chance of violating new
standards. In doing so, subprime lerders run the risk of violating the federal Fair Lending
Act, which prohibits the denial of credit under certain circumstances. This type of
regulatory confusion only creates a disincentive for lenders to participate in the subprime
market at all. The preservation of credit for borrowers in all markets is one of the
strongest arguments available in favor of federal preemption of state and local predatory
lending laws.

The Need for a National Standard for Assignee Liability

The Association believes limiting and clarifying the potential liability to which a
secondary market participant can be exposed and making that standard applicable
nationally, is the best way to address predatory lending without disrupting the secondary
market for subprime loans. Such an approach would strike a better balance between
consumer protection and market forces than any state or local initiative enacted or
introduced to date. We urge these committees to consider the need for preemptive
legislation in order to ensure subprime borrowers enjoy continued access to credit that is
reasonably priced and widely available.

Broad assignee liability provisions are not necessary to ensure that borrowers have
remedies available to them in the event of a foreclosure on their home. Regardless of
whether the original lender or an assignee holds a loan, if the loan was made on predatory
terms, borrowers should have the right to make such a claim.

There can be no doubt predatory lending is a harmful practice with which no reputable
part of the American financial industry wants to be associated. Threatening secondary
market participants with assignee lability to enlist them as enforcers of acceptable
leriding practices, however, makes their participation in the market for subprime
residential mortgage market largely untenable from an economic perspective.
Withdrawing the liquidity provided by the secondary market will deny credit to
thousands of subprime borrowers. The access tens of thousands of deserving borrowers
once had to mortgage credit would be lost.
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Placing the burden of enforcement of anti-predatory lending rules on the secondary
market is bad public policy with consequences that are both undesirable and unnecessary.
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Introduction & Summary Overview

The Coalition for Fair and Affordable Lending' (*CFAL") appreciates the
opportunity to submit this testimony to the Senate Special Committee on Aging.

We commend Chairman Craig for holding this hearing to focus attention on the
harm that older Americans may suffer due to abusive mortgage lending practices.
CFAL’s members abhor such practices and believe that federal legislative action and
other measures are needed to prevent such abuses. We believe that this can and should
be done in a manner that also preserves senior citizens’ and others’ access to affordable
mortgage credit.

Without question, some lenders and mortgage brokers engage in inappropriate
lending practices that need to be stopped. Many of these abuses are fraudulent, deceptive
and illegal. Enhanced enforcement together with more consumer financial education and
counseling opportunities are needed to help prevent them. However, significant new
federal statutory requirements also are needed to remove gaps or weaknesses in current
law.

CFAL believes that it is imperative that Congress promptly pass such new federal
requirements. H.R. 833, the Ney-Lucas bill in the House, effectively addresses many of

! The Coatition for Fair and Affordable Lending (CFAL), launched January of 2003, was formed to
advocate national, uniform fair legislative standards for nonprime mortgage lending. CFAL’s members
make around one-third of all nonprime mortgage loans.
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the current law’s shortcomings. We hope that Senate and House Members will work
together to further refine that bill’s provisions as may be needed to address any additional
concerns and gain broader bipartisan support. We want to work constructively with you
and other interested parties to help craft a fair and balanced refined legislative proposal
that can be the basis for the new federal law that Congress can act on this year.

Due to gaps in current federal law, states and localities have passed numerous
taws in the past several years that are intended to address concerns over improper
mortgage lending practices. Unfortunately, this well intended legisiation has become an
arbitrary and irrational patchwork of state and local laws that is proving to be unduly
burdensome and costly. Moreover, federally chartered depositories, as well as some state
chartered entities, are being exempted from these state and local laws’ requirements.
This creates not only an unlevel regulatory playing field for lenders, but also confusion
and inconsistent levels of protection for borrowers. Many consumers are not being
adequately or equally protected by these measures, and the national housing finance
market is being disrupted.

Accordingly, CFAL thinks that the new federal fair lending rules should apply
uniformly so that all mortgage lenders are governed by them and that every American
borrower receives the same effective protections. And, we want to see both federal and
state regulators actively enforce these nationwide standards.

Congress clearly has the power to pass legislation providing for uniform national
standards for nonprime lending. We believe that such uniform rules are badly needed
and that it is sound public policy for Congress to establish them.

As Committee members know, housing is critically important to our nation. Not
only is home ownership “the American dream,” and central to the welfare and stability of
families and communities, it is vital for our nation’s economy. Housing has been an
essential economic engine for us. Millions of Americans rely on their home equity to
help meet their credit needs, and this is especially important during tighter economic
times. We clearly need to ensure that they are not abused in the mortgage lending
process, but we also must make certain that “protective” measures do not harm them by
limiting their access to needed credit or unnecessarily increasing its cost.

Today’s nonprime mortgage industry has truly become an interstate business that
is increasingly dominated by large nationwide lenders. The primary reason that this
business has grown dramatically in the last decade and has been able to provide credit at
relatively low rates to millions of Americans who could not have qualified for
conventional financing is the development of a strong secondary market for nonprime
loans. Our industry has become much more automated, standardized and efficient, and
now securitizes the majority of the loans we originate. About 65% of the roughly $350
Billion in nonprime mortgages originated last year were securitized. Securitization has
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let us bring in vast amounts of capital from the national and global markets. This has
both enabled us to make far more credit available and to dramatically decrease the rates
we charge borrowers.  However, overreaching legislation, regardless of how well-
intended, can easily disrupt our capital markets, and have a horrendous adverse impact on
both credit availability and borrowers’ credit costs. Unbalanced legislation can also hurt
not only those who it is primarily intended to protect (e.g., those perceived as being most
vulnerable), but it can also injure the many other people who make up the larger part of
the overall nonprime market.

Simply put, housing and housing finance is very special and important for both
personal and national interests. In order to continue making reasonably priced mortgage
credit available to more and more - Americans, industry needs clear, consistent and
workable lending standards, not a hodgepodge of differing and often inappropriate
restrictions. Congress is in the best position to set such standards, and we ask that you do
s0. '

CFAL's members are flexible and open to compromise and reasonable changes.to the
initial Ney-Lucas proposal as a part-of an overall refined bipartisan proposal that provides
fair uniform national standards. Among other things, we believe- that workable-
refinements could:

¥ Cover many more loans;

v" Further restrict prepayment penalties;

¥ Enhance “anti-flipping” requirements; .

¥ Provide an effective right to cure unintentional violations; -

¥ Impose very tough penalties for intentional violations;

v Address assignee liability concerns while ensuring that borrowers have
effective recourse when violations occur; and

v

Increase funding for state and federal enforcement.efforts and for expanded
consumer education and counseling services.

Before outlining how the current federal law should be changed and strengthened,
we will explain a few important points about nonprime mortgage lending.

“Nonprime” Lending Products vs. “Predatory” Lending Practices

Literally millions of Americans are unable to qualify for the lowest rate -
mortgages available in the so-called “prime™? (a/k/a “conventional” or *“conforming™)
market because they have less than perfect credit, or they can not meet some-of the ather
tougher underwriting requirements of the prime market. These borrowers, who generally

2 The term “prime” in the mortgage context does not refer to the “prime™ interest rate that banks charge
their best customers for loans; instead, it refers to-the lower rate that mortgage lenders charge the lowest
risk borrowers who qualify for mortgages that are bought by Fannie Mae and Freddie Mac, the two large
housing government sponsored enterprises (“GSEs™).
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are considered as posing higher risks, must rely on the so-called “nonprime™ market
which offers many more customized mortgage products to meet customers’ varying
credit needs. And, as one would reasonably expect, they will pay a somewhat higher rate
to offset their greater risk. Substantially higher servicing costs also increase the costs of
these loans. It is in this “subprime” or “nonprime” lending segment where most concerns
over improper lending practices have been raised. :

“Predatory lending” is how many people refer to a variety of lending practices
that may involve actual or perceived abuse with regard to the sale of nonprime mortgage
products.  Although “predatory lending” is a generic term without precise definition,” it
has been used to describe these questionable practices because the perpetrator often is
said to “prey upon” people who are more likely to be vulnerable or desperate for credit.

Due in part to earlier misleading, but widely circulated media stories, as well as
the actual higher level of abusive practices that have occurred in this nonprime part of the
market, many parties have unfortunately confused “nonprime” products with *“predatory”
practices. Accordingly, some have thought “nonprime lending” literally was the same as
“predatory lending”, failing to recognize that abuses are practices occurring in only a
relatively small portion of the overall nonprime product market. Although this
misperception today is far less prevalent than several years ago, this confusion still clouds
the public policy debate.’

* Customers who are viewed as posing higher risks, for a variety of reasons--—most often because of some
defects in their credit records, are considered to be of tesser credit quality or below “prime™ and hence are
termed “subprime” or less pejoratively, “nonprimc” borrowers.  “Banking regulators generally designate a
‘subprime ' borrower as having one of the following characteristics: two or more 30-day delinquencies in
the last 12 months; one or more 60-day delinquencies in the last 24 months; judgment, foreclosure,
repossession, or charge off in the prior 24 months; bankrupicy in the last 5 years; a high default
probability as measured by a credit score of 660 or below; or a debt service-to-income ratio of 50% or
greater. (See OCC Bulletin 2001-6.) Generally, a credit score of 680 qualifies a borrower for
consideration for a prime loan, whereas a score below 620 virtually eliminates the possibility.” OCC
working paper “Economic Issues in Predatory Lending” (July 30, 2003) (hereinafter cited as “OCC
Analysis”™), p. 8.
¢ “There is no single, generally accepted definition of a ‘predatory loan." Indeed, disagreemenis over the
definition of predatory lending have aflen served to confuse the debate over this issue....The term has been
employed loosely by community groups, policymakers and regulators to refer to a wide range of
practices....Within the academic literature on predatory lending, economists typically suggest that
Judgments as to whether a loan’s price is high or abusive in the absence of additional concrete economic
analysis of underlying risks, costs and other fundamentals, such as the level of demand for credit, are not a
valid basis for defining predatory lending. These analysts point out that without a precise definition, many
of the published figures on predatory lending abuses become less convincing. There have been a variety of
estimates on the societal costs of predatory lending released in the media. However, a closer examination
of some of these studies suggests that with even slight definitional or methodological changes, a case could
be made for significantly small imates of abusive lending costs.” OCC Analysis, p. 6.
5 Most consumer advocates now admit that “nonprime lending™ should not be equated with “predatory
lending”, and that legitimate nonprime lending has “democratized™ credit and helps millions of Americans
who can not qualify for prime mortgage rates meet their credit needs. They claim that they are only trying
to stop the abusive practices, not legitimate lending. But, by their actions (i.c., the overly restrictive
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In any case, it is important for policy makers to understand that “nonprime”
mortgage lending is, for the most part, not only wholly legitimate and non-abusive, but
also critically important for meeting the credit needs of the millions of Americans who
are unable to qualify for “prime” mortgage credit. This nonprime market last year
amounted to about $350 billion, or about 10% of the overall mortgage market.. Over half
of these loans were originated through brokers, and about 65% were sold into the
secondary market and securitized.. Today, one of the major reasons. for the availability-of
nonprime credit and its relatively low rates is this securitization process. Securitization
has provided the capital from the national and international markets to fund these higher
risk loans. This has made mortgage credit much more available and dramatically
decreased costs-to borrowers. As Federal Reserve Board Governor Gramlich said in a
recent speech:

“One of the important stories of the 1990s was the huge growth.in subprime lending. .
In dollars, subprime’morigage .originations:grew by a factor of seven over-the 1994-

2002 period. Since low-income and minority. borrowers are much more likely to rely on

subprime credits, these groups have benefited disproportionately from the expansion.

One visible outcome has been an increase in home ownership rates for low-income and
minority borrowers. This represents a welcome extension of home mortgage and.other
credit to previously underserved groups—a true democratization of credit markets.

Millions of low- and moderate-income families now have a chance at owning a home
and building wealth. This rapid growth of subprime credit may have created
problems..., but there is plenty of good news in this area.

“Nonprime” Customers

Contrary to common misperceptions and some parties’ erroneous contentions,
“nonprime” borrowers are not primarily extremely.poor and desperate minorities and’ -
senior citizens. In fact, most are in their 40s and 50s, have incomes in the $50,000 -
$75,000 range, and are not minorities. In many cases, they again become “prime”
customers after experiencing temporary problems because of some adverse life event
(e.g., a divorce; job loss; or serious medical illness). In others, they may remain unable
to qualify for lower prime rates due to ongoing poor management of their finances, or a
tendency to periodically become overextended economically. And in many situations,
the borrower may have good credit, but might not meet certain of the other strict
underwriting requirements for prime loans (e.g., inadequate income documentation;
limited down payment or cash reserves; or the desire to take more cash out in a -
refinancing than conventional loans allow).

legislative provisions that they are advocating) many advocates indicate that they in fact favor significantly
curtailing nonprime credit availability.

6 Remarks of FRB Governor Edward Gramtich, “An Update on the Predatory Lending Issue" (October 9,
2003).
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Although they pose somewhat higher risks than prime rated customers, and
sometimes are slower paying, the vast majority of nonprime borrowers pay in a timely
manner and they are good customers. Nonprime lenders utilize risk-based en'cing and
generally charge rates that vary based on the particular customer’s risk level.” Overall,
these customers now are given loan products that have average rates only about 2%
higher than prime rates, and many are only a fraction of a percent more. This is a far cry
from the 15% to 20% rates many people mistakenly think are charged by most nonprime
lenders.

How HOEPA Works (and Doesn’t Work)

In 1994, Congress recognized that higher risk mortgage borrowers may be more
likely to be subject to more coercive or inappropriate lending practices. Accordingly, it
then passed the federal Home Ownership and Equity Protection Act (“HOEPA™) to
provide additional disclosures and substantive protections for certain of the highest cost
mortgage loans.

HOEPA applies only to certain “closed-end” loans (a/k/a “HOEPA loans”) for
refinancing prior loans that “trigger” its provisions by having annual percentage rates
(“APRs™) above a set level or “points and fees” in excess of a specified percentage of the
loan amount.” HOEPA does not apply to loans made to purchase a home, or to loans that
are structured on an “‘open-end” basis.

In addition to special warning disclosures, loans subject to HOEPA and its
implementing regulations have certain limitations or prohibitions on contract terms or
sales practices such as prohibiting: negative amortization, which occurs when the
payments made do not reduce the principal balance; increasing interest rates upon
default; balloon payments on loans less than S years; payments made only to a home
improvement contractor from loan proceeds; refinancing within 12 months unless it is in
the borrower’s “interest”; and making loans without regard to ability to repay on a

7 “[T]he gap berween prime and subprime rales is largely explained by differences in risk and servicing
casts between the two markets and that subprime rates therefore do not appear to be particularly out of
line with underlying risk and cost considerations....The risks and costs associated with subprime lending
are significantly higher than those in the prime sector. These factors account for the lion’s share of the
pricing differential between subprime and prime morigages. In addition, there are indications that demand
Jfor subprime credit is currently outstripping available supply.... Therefore, the empirical data do not
support the contention that subprime providers are earning economic rents [a/k/a “abnormally high
froﬁls "]. OCC Analysis, pp. 13, 16-17.

15 U.S.C. §§ 1602(aa), 1639. Impl ting HOEPA regulations issued by the Federal Reserve Board
can be found at 12 C.F.R. § 226.32.
? HOEPA's APR triggers are 8% for first liens and 10% for junior liens. The law’s points and fees trigger
covers loans when the total points and fees (counting only certain specified items) exceeds 8% of the total
Yoan amount, and exceeds an indexed base amount, which is $499 for 2004.
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“pattern and practice” basis. HOEPA also applies expanded assignee liability on covered
loans for essentially ALL claims and defenses that the borrower could have raised against
the loan originator, including those arising under other statutes and common law.

Although HOEPA does provide some limited safeguards, it now generally is
accepted that this federal law has serious defects.

Advocates’ Concerns - Advocacy groups essentially contend that HOEPA is
inadequate because it: (1) applies to only a relatively small portion of higher cost loans;
and (2) fails to mandate many substantive protections that are needed to prevent certain
abusive practices.

Industry’s Concerns — Responsible lenders acknowledge that HOEPA does not
contain some restrictions that are needed to protect borrowers from certain abusive
practices. However, they note that the current statute also is fundamentally flawed
because it: (1) includes unclear requirements so lenders may not know what they must
do; (2) fails to provide a meaningful “right to cure” unintentional errors; (3) mandates
unduly severe penalties; and (4) imposes liability on assignees who could not reasonably
know of violations.

HOEPA’s Perverse Effects - It is now widely recognized that HOEPA has the
practical effect of prohibiting borrowers from being able to obtain legitimate nonprime
loans instead of simply restricting inappropriate practices. Few lenders make loans that
are subject to this statute and there are virtually no secondary market purchasers of the
relatively few that are made.'® The HOEPA loans that are originated are held by
portfolio lenders who are likely to charge an even higher price due not to the borrower’s

' HOEPA poscs two types of risk for legitimate lenders. The first is reputational (i.€., concems whereby
companies do not want to have their reputations hurt by being associated with loans that may be perceived
as “high cost™). More frequently, however, the concern has to do with the legal risk that arises from
HOEPA'’s provisions. In practice, given how the current restrictions are worded, the main compliance
problem here has little or nothing to do with the limitations on practices such as loan flipping, repayment
ability or negative amontization. The problem is that lenders sometimes inadvertently miscalculate whether
or not certain loans cross HOEPA's thresholds. This puts them in a “got you” situation as they will not
have given the required special HOEPA disclosure notice which has to be given before the loan is made.
There is inadequate provision for correction in this case or for most other unintentional mistakes. This
means that the lender has violated the law. Penalties include having the loan rescinded at any time during
its first three years and being required to refund all fees and payments made by the borrower. Lenders
understandably consider this an extremely severe penalty, and many do not think it is worth the risk of
making loans in these circumstances. Moreover, HOEPA’s sweeping assignee liability provisions mean
that secondary market purchasers would likewise be liable for such a miscalculation or other unintended
violation about which they neither knew, nor reasonably could have known. Not surprisingly, therefore,
there is virtually no secondary market and no securitization of HOEPA loans. And, as noted above, only
certain portfolio lenders make these loans, and when they do it generally is at higher rates due not to the
borrowers’ credit risk, but to the law’s risks.
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credit, but to the higher legal and reputational risks and reduced competition caused by
the law itself!

The bottom line here is that for many of the most needy borrowers, HOEPA’s
“protections” are providing relatively little real benefit, and it is likely to come at higher
costs due to the law’s provisions. We seriously question whether this is what Congress
intended, and recommend that Congress restructure as well as broaden HOEPA so this

perverse effect is not allowed to continue.

State & Local Initiatives

Congress has failed to update HOEPA despite widespread acknowledgment
among both consumer advocates and industry groups that statutory changes are needed.
Not surprisingly therefore, starting in 1999 with North Carolina'' many states and
localities have enacted, or are seriously considering enacting their own laws to prohibit
perceived abusive mortgage lending practices.'?

Some of the enacted and proposed state and local measures include two
significant types of loans that are not covered under HOEPA: (1) loans for the purchase
of a home (a/k/a “purchase money loans™);"* and (2) open-end loans (e.g., home equity
lines of credit where the amount of the loan can go up and down and the borrower is not
initially paying off the loan by amortizing the amount by set payments over a set number
of months)."*

In most cases, the state and local initiatives use the federal HOEPA law’s
threshold / trigger-based model as the general framework on which they overlay their
own requirements. In essence, these non-federal laws include “trigger” provisions that
provide that nonprime mortgage loans that have annual percentage rates (“APRs"™) above
a certain level or “points and fees” in excess of a specified percentage of the loan amount
are subject to the state or local law’s requirements.

' Many advocates have contended thal the NC taw should serve as the model for other state laws, or even
for a revised federal HOEPA. In that regard, it is worth noting that although some states essentially started
with proposals close the NC statute, significant changes have been made elsewhere during the legislative
process. Thus, for example, by the time the Georgia Legislature finished with it’s work on the first version
of that state’s law, key NC concepts had “mutated” like 8 SARS virus-—e.g., assignee liability and
draconian penalties were added; limitations on the anti-flipping “net benefit” test were removed.
Subsequent analysis also has shown the NC law and its impact may be quite a bit different and less
favorable than its proponents have asserted. See OCC Analysis at pages 18-22; 24-25; and “Trigger
Happy: Enactment And Aftereffects Of North Carolina's ‘Predatory Lending’ Law, " by Donald C. Lampe
(July 2003) (copy available on CFAL’s website).

"2 See the information on CFAL’s website regarding various state/local measures at:
http://www.cfal.ws/resources.hitm .

' For example: California; Georgia; Kentucky; New Jersey; New Mexico; New York; North Carolina;
South Carolina.

" For example: Arkansas; Connecticut; Georgia; New Jersey; New Mexico; New York; North Carolina.
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The more restrictive'® laws lower the trigger percentages so that they apply to far
more loans than the federal law. In particular, the “points and fees™ trigger is often
significantly lowered by both decreasing the percentage number (e.g., 8% to 5%) and by
including more items within the definition of a “fee” so the percentage is exceeded more
often (e.g., by counting indirect broker compensation). Thus, in real terms, the
percentage reduction is far greater than at first may appear (e.g., 8% to 5% really in effect
can be about 3%).

Sometimes, in addition to “high cost™ loans, a second category is created
(typically called “covered” loans) where certain loans are subject to some, but not all the
requirements that apply to the very highest cost loans. The requirements in either case
generally include restrictions on additional practices and/or more stringent restrictions
than those found in the federal HOEPA law.

What is especially important to understand for present purposes is that NONE of
these varigus state and local laws are the same. Requirements differ widely. Moreover,
not only is there a patchwork of different state/local laws, but some quite frankly are too
weak, failing to provide adequate protections. Others are excessive, imposing undue
requirements and unnecessarily limiting credit availability. And, MOST states do not
have laws that effectively plug HOEPA's gaps.

There is no question but that too many older Americans and other nonprime
borrowers are subjected to inappropriate practices which should be prevented. There also
is no question but that vast numbers of borrowers who are not victims of such practices
can become victimized by poorly crafted “protective” legislation that restricts nonprime
credit availability or unnecessarily increases its cost.'® This unfortunately is occurring in
all too many cases where state and local “anti-predatory lending” laws are being passed."”
Legislators therefore need to exercise care to ensure that they do not unintentionally

'* One point that should be understood is that the often-made claim that a harsher state law provides
“greater consumer protection” than HOEPA or another state’s law can be very misleading. Different,
“more restrictive,” or “tougher” do not necessarily mean “better” or more appropriate protection of
borrowers’ interests. In fact, the opposite may be true. Sometimes more actual protection is provided.
Other times the law is so restrictive that legitimate practices or products are prohibited, and it is against
consumers’ interests for this to occur. Put another way, “greater protcction™ labels may be more political
advocacy terms used all too often 10 disgui balanced legislation that can hurt, more than help, many
borrowers.

16 As noted in the OCC Analysis, [tjhere is a good deal of empirical evidence to suggest that anti-
predaiory statutes impede the flow of morigage credit, especially to low income and higher-risk borrowers,
and any reductions in predatory abuses resulting from these measures is probably achieved at the expense
a/ ‘many legitimate loans.” OCC Analysis, p. 20.

' In Georgia, for example, we saw the Legislature pass a very onerous bill that resulted in a literal
shutdown of nonprime morgage lending in that state. After this occurred, Georgia legislators had to pass
major amendments to correct some of the worst excesses.




140

Gk

atee? F
GEICFAL S3nist i thome
1301 Pennsylvania Ave., NW - Suite 500
Washington, DC 20004 - 202- 742-4245
www.fairlendingnow.org

curtail well-priced, affordable nonprime credit from legitimate, responsible lenders, or
make it more expensive. With careful drafting and balanced provisions, however, they
can prevent abuses while preserving credit availability.

Finding Workable Solutions and Setting Balanced 1.ending Standards

Congress should act to bridge the gap that exists between what is in HOEPA and
what actually is needed to prevent real abuses. It also should refine certain of HOEPA'’s
provisions to make the jaw more workable. From a technical perspective, we think that it
is relatively easy to draft language that effectively prohibits abusive practices while
allowing legitimate nonprime lending to continue. The more difficult question, however,
has been whether there is enough political will and discipline to adopt appropriate
changes. We believe that there is a growing bipartisan willingness to do so. CFAL
believes that in most cases, the policy choices are reasonably clear, and thus it should be
possible to develop reasonable and workable bipartisan solutions on most issues without
great disagreement. Some of the key issues where policy decisions are needed include
the following:

LOAN ORIGINATION-RELATED ISSUES

> Restricting Prepayment Penalties — Prepayment penalties are fees that are
charged when a borrower pays off a loan earlier than had been agreed when the
loan was made. Prepayment penalties are part of a lender’s fundamental pricing
consideration. Loan pricing is based on having loans on the books long enough to
recover various origination costs that are amortized through the planned and
agreed upon number of monthly payments. When the loan has a prepayment
penalty, either the rate or the points the borrower pays will be lower; if no penalty
applies, they will be higher. Thus, by utilizing a prepayment clause a lender can
make a loan more affordable for many cash-strapped consumers.

CFAL believes that there is nothing inappropriate about a prepayment
penalty that is properly disclosed and fairly structured, and that borrowers can
receive major benefits from such provisions primarily through lower interest
rates. However, we also recognize that sometimes prepayment penalty features
are not adequately disclosed and explained to customers. In some cases the time
duration of the penalty and the penalty amount may be excessive.

Thus, we support adding further reasonable limitations on prepayment
penalties. In crafting such limitations, it is important for Congress to ensure not
only that the penalty is not excessive, but also that it is in fact enough to allow the
lender to give the borrower who accepts it a significant benefit (e.g., a lower
interest rate).
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HOEPA limits prepayment penalties to 5 years. CFAL believes that
Congress should further refine these limitations as follows:

1.Inform ed Choice - If a loan is offered with a prepayment penalty, the
borrower always should be given the choice of a loan without the penalty,
and the penalty should be clearly disclosed and explained to the borrower;

2.Maximu m 3-Year Time Limit - The time duration of the penalty should
be limited to a maximum of 3 years (or 2 years where an adjustable rate
product is involved); and .

3.Amo unt Limit - The amount of the penalty should be limited to what is
allowed by Califomia’s law, which is 6 months interest on 80% of the
outstanding loan balance.

» Prohibiting “Loan Flipping™ — When a loan is refinanced frequently with the
borrower receiving no real benefit and paying loan closing fees and costs that
have the effect of stripping away the borrower’s equity, loan “flipping” is said to
occur. There is no question that flipping has been a significant problem.
Consumer advocates and lenders agree that loan “flipping” is abusive and should
be prohibited. There is disagreement, however, on how this should be done.

Under implementing regulations issued by the Federal Reserve Board,
HOEPA essentially prohibits covered loans from being refinanced by the same
lender within 12 months “unless the refinancing is in the borrower’s interest.”'®
The regulations indicate that this determination is to be made on a case by case
basis taking into account relevant circumstances.

Consumer groups usually favor using a differently worded test and applying it
to loans for a much longer period of time. In particular, advocates argue that the
statutory test should be that the loan should not be made unless there is a
“reasonable tangible net benefit” to the borrower. This ghraseology was first
used in the North Carolina “anti-predatory lending” statute.'

CFAL's members and other lenders certainly want to stop loan flipping, but
feel strongly that there are better ways of crafting an effective restriction than
using an undefined “tangible net benefit” test. *°

%12 C.F.R. § 226.34(2)(3).

19 As noted earlier, there has been much discussion, pro and con, regarding the NC statute. Suffice it to say
here that experience has shown that no reputable tenders are known to be making loans that are deemed
“high cost™ under this law. This NC law has significant qualifications on this test (e.g., a requirement that
the flipping violation be “knowing " or “i ional” and a limitation on the ability of a plaintiff”s attorney
to collect attorney's fees if a r bl I t of a dispute is rejected) that have made the law such
that most lenders can continue to do business, albeit not in the “high cost” area.

 Some parties favor using the somewhat different approach of simply imposing a very tough but relatively
short term (e.g., 1 year) prohibition on refinancing a “high cost™ loan with another “high cost™ loan (as is
done in H.R. 833). CFAL would find such a restriction workable and believes it would be effective during
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CFAL believes that Congress should recognize that however the flipping test
is worded, clear statutory guidance should be given so that lenders can know with
reasonable certainty what they are required to do. Providing such guidance is fair
to all parties, facilitates compliance and enforcement, and helps avoid
unnecessary and costly lawsuits. We suggest that the basic approach for crafting
such a test should involve:

(1) choosing the most suitable wording-—-“identifiable benefit,” which is used
in California’s law and is proving to be workable is significantly clearer than
“tangible net benefit,” which seems to require some type of unspecified
mathematical netting calculation;

(2) regardiess of the term used, including NC’s key qualifications (i.e., that the
flipping be “knowing or intentional’ and that the awarding of attorney’s fees be
limited to encourage settlements and discourage lawsuits);

(3) providing a number of specific “safe harbor” examples to give lenders
meaningful guidance on what is intended to be an acceptable “benefit”; and

(4) setting a reasonable limit on the length of time the “flipping” restriction
applies (e.g., 2 years).

> Financing Points and Fees — Many consumer advocates assert that lenders are
engaging in a “predatory” practice when they allow customers to borrow the
money needed to pay mortgage closing costs and finance these costs as a part of
the total loan amount. These advocates contend this has the effect of stripping
away the borrower’s equity. They argue that nonprime lenders should instead be
required to incorporate all closing costs into the loan interest rate.?!

CFAL’s members and other lenders have a fundamental disagreement with
these advocates position, which we consider extreme and against consumers’
best interests.”> Nonprime borrowers rarely have extra cash available to pay
closing costs.” They are not required to finance their closing costs, but borrowers

its term. However, we recognize that many parties are insisting on a longer term *“borrower benefit” test of
some type.

? In fact, in a joint letter to House Financial Services Committee Chairman Oxley, many of the most active
national advocacy groups termed such financing as “the most egregious predatory lending practice.” Thus,
it appears they are contending that all nonprime lenders arc engaging in predatory practices since all such
lenders, as far as we know, allow borrowers to finance such costs. The same might be said of most prime
lenders who also allow borrowers to finance costs.

2 1t should be remembered that when effective prohibitions are added to prevent loan flipping, “equity
stripping” becomes much less of a problem. Borrowers will not be repeatedly refinancing their loans in a
short time period so they will not be repeatedly using equity to pay loan closing costs.

3 There are basically four options facing the consumer: (1) if their credit is adequate, and assuming no
prohibition on “indirect” financing is applicable as it is in NJ, they can borrow the cash needed for closing
elsewhere-—--typically at higher cost, unsecured rates (e.g., a cash advance at a 19.99% APR via an AARP-
sponsored credit card)-—and usually have much higher total monthly payments; (2) if they can afford it-—
and most can not-—they can pay a higher rate with higher monthly payments as some consumer groups are
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choose to do so in most cases because they determine that it is in their interest.
(Many prime borrowers also choose to finance their closing costs.) Lenders have
found that borrowers prefer paying these costs over the term of the mortgage.
They want and need lower monthly payments. Having a higher rate with closing
costs included as some have suggested would mean higher monthly payments,
making mortgage credit much less affordable.

We support requiring a disclosure that financing points and fees is optional,
but CFAL believes that most legislators will agree that borrowers, both prime and
nonprime, should continue to have the right to finance their loan closing costs. At
most, some reasonable limitation on the amount of such costs that could be
financed (e.g. at least 5%, depending on what is included in the costs definition)
might be considered.

» Mandatory Arbitration — Many lenders include a clause in the loan terms that
any disputes between the borrower and lender must be settled by a mandatory
arbitration procedure instead of by court litigation. Consumer groups generally
claim that mandatory arbitration clauses are inherently oppressive and deny
borrowers their legal rights. They argue that arbitration is unfair and likely to
favor the lender over the borrower. Lenders counter by noting that Congress has
clearly indicated that arbitration is an acceptable alternative dispute resolution
process. They say that arbitration is fair to both parties, and point out that it
usually is much quicker and less expensive for borrowers. In addition, lenders
point out that mandatory arbitration is allowed and often required in many other
types of consumer financial transactions (e.g., real estate sales; securities; credit
cards). Lenders also acknowledge that they favor using arbitration to resolve
disputes because this approach helps facilitate settlements and prevents costly
class action lawsuits.

CFAL does not believe that requiring arbitration is inherently unfair, but we
do support at a minimum imposing certain further statutory restrictions on
arbitration clauses to ensure greater faimess to borrowers. In this regard, we think
that the so-called “New York rule” is a reasonable solution. This rule would only
allow arbitration clauses which require that: (1) the arbitration be conducted in
accordance with the standards set forth by a recognized national arbitration
association; (2) it must be held in the federal judicial district where the loan
property is located; and (3) the lender must pay all reasonable costs of the first 2
days of the arbitration. If Congress should determine, however, to prohibit

advocating; (3) they can not get the loan and not be able to use their home cquity to meet their financial
needs, and possibly be forced into bankruptcy and/or foreclosure; or {4) they can sell their house and get
their needed cash from their home equity.
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mandatory arbitration, we believe that it is imperative to provide lenders with a
more meaningful right to cure unintentional violations.

> Rulemaking for Additional Prohibitions - Although this should not be a
contentious issue, we want to recommend that Congress ensure that there is an
effective administrative procedure in place so that new prohibitions or further
refinements can be added as may be needed based on subsequent experience and
circumstances. It is highly likely that unscrupulous actors will find creative new
ways to take unfair advantage of borrowers. Therefore, we believe that regulators
should be able to move promptly to stop such practices without having to wait for
new legislative authority. Congress should consider whether the existing Federal
Reserve Board rulemaking authority is adequate, or whether a different approach
is needed.

LIABILITY & PENALTIES-RELATED ISSUES

» Meaningful Right to Cure~ One.of ‘HOEPA’s biggest flaws is its failure to
provide a meaningful right to cure unintentional mistakes. CFAL believes that it
is absolutely essential that such a right be provided for in any amendments. We
recommend that lenders be given at least 90 days to correct an error after they
learn of it either through their.own actions or from the borrower or other persons
such as a regulatory audit. Correction should entail whatever is required to make
the borrower whole, including full restitution and payment for any loss or actual
damages caused by the error. This right to cure should not apply, however, if the
violation is considered willful or intentional.

» Penalties — Consumer groups have repeatedly sought to have state and local
legislators adopt very onerous penalties for violations of “anti-predatory lending”
laws. Also, consumer advocates have sought to allow “predatory lending” claims
to be raised as defenses in every foreclosure action.

We believe that many of the penalties advocated by consumer groups are
excessive and unfair. In fact, having extremely severe penalties is one of the
reasons that many lenders have been reluctant or even unwilling to continue
making loans in Georgia earlier and as we are starting to see now in New Jersey
and elsewhere. When onerous or unclear requirements are coupled with excessive
penalties, the legal risks rise to unacceptable levels. Not only does this tend to
limit credit availability, but it also causes higher prices for borrowers to offset the
undue legal risks. We also are understandably concerned that legitimate
foreclosure proceedings will be stymied by an open-ended provision allowing
“predatory lending” claims to be raised in every foreclosure proceeding.



145

@c FAL S0 Vo

1301 Pennsytvania Ave., NW — Suite 500
Washington, DC 20004 — 202- 742-4245
www. faidendingnow.org

CFAL’s members will support strong.penalties, but we do ask that all
penalties be graduated or proportional to the harm done, as well as to whether the
violation was willful or intentional. Very tough monetary penalties should apply
to willful violators who are the truly “bad actors”. We would welcome the
opportunity to work on a bipartisan basis with legislators to develop balanced,
proportional penalty provisions.

» Assignee Liability - Consumer advocates have contended that traditional “holder
in due course” type protection should be ended and that all assignees of nonprime
loans should be strictly liable for any violations that occurred before the assignee
obtained the loan even if the assignee had no knowledge of, or even could not
reasonably have known of, the violation. These advocates contend that the
secondary market is providing the funding for predatory loans, and that strict
assignee liability is needed to cut off such funding. They maintain that such
liability will force secondary market purchasers®® to better police those from
whom they buy loans.

Nonprime lenders and secondary market purchasers are strongly opposed to
extending such strict liability to all nonprime loans.® We question whether it is
appropriate to impose any liability on assignees, other than perhaps larger lenders
who buy loans from smaller correspondent lenders. Today, only larger lenders
with substantial resources are able to securitize loans. They clearly have the
resources to ensure the borrower receives a full recovery of any damages.
Moreover, they are in the best position to police the practices of their brokers,
loan officers and correspondents.

The North Carolina law, which consumer advocates tout, does not include
such strict assignee liability provisions. In contrast, imposing broad assignee
liability in Georgia resulted in secondary market purchasers refusing to buy loans
and loan rating agencies like Standard & Poor’s and Moody’s being unable to rate
loans. This resulted in Georgia’s nonprime lending market being shut down, and

* They typically do not mention that such purchasers include pension funds and other bond buyers who
will be very reluctant, and most often unwilling to continue making capital available for mortgage loans if
such liability is imposed.

5 As observed earlier, HOEPA currently applies such liability to “high cost™ loans and that this is a major
reason that most lenders do not make such loans. {HOEPA's assignee liability is so broad that it essentially
makes the assignee liable for any violation of any law committed by the originator, even if the violation is
not a violation of HOEPA.) Currently, virtually no private secondary market purchasers, including Fannie
Mae and Freddie Mac, will buy such “high cost” loans. The refatively few such loans that exist appear to
be ones made by retail lenders who keep them in their own portfolios. The cost of such loans, when
available, also is generally significantly higher for the borrower not because of their credit risk, but because
of the higher legal risk and reduced competition caused by the law. This is one of the perverse effects of
the current statute.
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Georgia’s legislature taking. emergency action to address this unintended.
consequence of its earlier legislative actions

Legislators must be extremely cautious in making changes that upset
secondary market dynamics because unfettered access to the capital markets is
largely responsible for having dramatically increased nonprime credit availability
and for lowering costs for millions of Americans. Lenders and secondary market
purchasers believe that it is very unfair to impose liability when there is no
reasonable way that the loan or securities holder could have known of the
violation. In any case, we feel that liability generally should apply only if the
assignee by reasonable due diligence knew or should have known of a violation of
the law based on what is evident on the face of the loan documents.

CFAL's members include many of the largest securitizers in the nonprime
mortgage business. We again want to work closely with Senators, as well as Wall
Street investment bankers, the rating agencies, the GSEs and other key players in
the securitization process to develop workable provisions on this liability issue so
that mortgage capital.

SCOPE OF HOEPA’S COVERAGE

> Expanding to Cover Other Types of Nonprime Loans — At the present time
HOEPA only applies to certain “closed-end” loans involving a refinancing of an
existing mortgage. It does not cover either “open-end” loans, such as home
equity lines of credit, or loans for the purchase of a home. A number of state
measures have applied restrictions to such open-end and/or purchase money
loans.”® CFAL believes that it would be appropriate to expand the federal law so
that its protections cover both of these types of loans. We feel that this is both
proper policy and consistent with our support for uniform national lending
standards for nonprime lending, which will be discussed further momentarily.

» Expanding Coverage by Changing HOEPA’s APR and “Points and Fees”
Triggers — As noted earlier, HOEPA currently only applies to a relatively small
part of the nonprime market---i.e., certain of the highest cost loans where the APR
or points and fees exceed specified threshold levels. Advocacy groups have
consistently sought to extend coverage at both the federal and state levels by
significantly lowering the trigger levels. We are unwilling to support such
reductions unless HOEPA's current flaws are corrected and any new restrictions
are truly balanced and workable. Our opposition is based on the very real concern
that doing so would expose lenders and secondary market participants to
unacceptable risk levels on far more loans. This would destroy large portions of

* please refer back to footnotes 13 and 14.
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the nonprime market, greatly limiting borrowers’ credit access and increasing
their costs. However, if HOEPA is restructured in a reasonable and fair manner,
we are quite open to discussing expanding it to cover more nonprime loans.

UNIFORMITY & ENFORCEMENT-RELATED ISSUES

National Uniformity and Enforcement — The irrational patchwork of state and
local “anti-predatory lending” laws that is developing is not workable. None of
these laws is the same, and requirements vary greatly. Provisions are often
arbitrary, unclear and totally impractical for lenders to implement. Well intended,
but poorly crafted state and local requirements are having unintended negative
consequences for borrowers. Most states also still have no effective borrower
safeguards in place.

Today, nonprime lending is clearly a nationwide, interstate business that is
highly dependent on the national capital markets in order to make affordable
mortgages available to the millions of Americans who can not qualify for
conventional financing. We need consistent, nationwide requirements to be able
to do so effectively and efficiently. Senior citizens and other borrowers need
protections not only from abusive lending practices, but also from differing,
poorly crafted state and local laws that limit their access to affordable credit and
force them to pay more.

CFAL therefore strongly supports prompt Congressional action to provide
clear, effective and workable uniform national fair lending standards®’ for
nonprime mortgage loans. These standards should provide equal protections for
all Americans and apply to all mortgage originators, regardless of how they may
be structured or chartered.

We also believe that state officials should have an active role along with
federal authorities in enforcing these national standards. In that regard, we
believe that Congress should consider having nonprime lenders pay a reasonable
fee into a central fund when they originate a mortgage. This fee could be used as
a funding mechanism for state and community based education programs and
quite possibly for state enforcement efforts.

* * *

CFAL is confident that Congress can fairly resolve these issues and pass
effective national standards for fair lending that protect nonprime borrowers

2 Both Fannie Mae and Freddie Mac also have now expressed their support for uniform national standards,
as have many other lenders and trade groups.
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without unduly limiting their access to affordable mortgage credit. We look
forward to working constructively with Committee members and all other
interested parties to help enact such legislation.”®

®Please contact CFAL's Executive Director, Wright H. Andrews (202-742-4245,. wandrews@butera-
andrews.com), if you have questions or would like further information about CFAL's positions.
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The Consumer Mortgage Coalition (“CMC™), a trade association of national

residential mortgage lenders, servicers, and service providers appreciates the opportunity
to submit its written testimony concemning predatory mortgage lending to the Senate
Committee on Banking, Housing, and Urban Affairs.

In considering the problem and impact of, and possible responses to, “predatory

lending,” we emphasize the following key points:

Many abusive practices are the result of outright fraud. As we examine the
anecdotal descriptions of borrowers being abused, it is clear that many of the
abuses resulted from misrepresentation, deception and other practices that violate
existing laws. New laws are not needed to address these problems. Rather, there
must be a renewed emphasis on devoting the necessary resources to enforce
existing law.

“Predatory lending” is hard to define. Practices {other than those constituting
current illegal conduct) that are often labeled “predatory™ can have both adverse
and beneficial consequences for consumers. As policy makers consider
restricting individual terms and provisions, such as prepayment penalties and
yield spread premiums, they must understand that these terms have legitimate
uses that can benefit consumers, for example, by reducing interest rates or upfront
costs.

It is not in the interests of lenders and servicers to make loans, whether prime
or subprime, which result in default or foreclosure. Lenders and services do not
benefit from defaulted loans. Rather they lose money-—often significant amounts.
Simply put, a lender whose loans that go into default represent more than a small
proportion of its total loans will not long be in the lending business. In fact,
because subprime borrowers by definition present a greater risk, subprime lenders
must devote additional resources to ensuring that they will not end up with a
defaulted loan.

The goal of policymakers in addressing “predatory lending” should be to
educate and empower consumers to make appropriate decisions about their
financial affairs, not to restrict consumers’ option. The CMC is convinced that
both consumers and lenders are better off if lenders have the freedom to offer and
consumers have the freedom to choose from the widest range of financial options.
Consumers, however, must be put in a position to make an informed decision that
is most appropriate for their needs and situation.

Current regulatory requirements do not allow consumers to understand their
choices. They often act as barriers to competition that could reduce costs.
Studies have shown that the innumerable disclosures required by a variety of
federal and state laws often confuse, and sometimes mislead, consumers who are
attempting to shop for loans. In addition, while lenders compete on their
offerings based on interest rate and points, because of regulatory restrictions,
there is little incentive to compete on the basis of ancillary settlement costs.
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The CMC, working with other trade groups, has developed a five-part program
that we believe best addresses “predatory lending” without unduly restricting consumer’s
options or unduly burdening the efficient operation of the mortgage market. The program
consists of the following:

» Adequate enforcement of existing law

» A nationwide licensing registry that allows constant monitoring by state
regulators and consumers of licensing complaints, suspensions and revocations

» A comprehensive public awareness and education campaign

» Implementation of Federal regulators’ existing authority to address predatory
practices

» Reform of mortgage origination regulatory requirements to give consumers
simpler, more uniform disclosures that allow them to understand and effectively
comparison shaop for loans, to give lenders the ability to offer ancillary
settlement services at lower cost, and to pravide certain substantive protections..

Following a brief note describing our coalition, we examine each component of
this comprehensive solution. In addition, in Tab 1 of this testimony, we describe the
subprime market. In Tab 2, we describe the products and practices that often are labeled
“predatory,” and show how they can be used to the benefit of borrowers and how our
solutions would mitigate any abuses they could cause. Finally, in Tab 3, we describe the
mortgage origination process, its participants and the compensation each receives for
their role.

About the CMC

The CMC was formed, in large part, to pursue reform of the mortgage origination
process. From our perspective, one of the principal goals of mortgage reform is to
streamtline the mortgage origination process so that consumers would be better informed
when making credit choices. Complementary to our goal of streamlining the mortgage
origination process is the goal of reducing abusive lending practices. We believe that
better disclosures and substantive protections can enhance consumer protection. The goal
should be to allow consumers to make educated choices in the credit market.

We commend the Committee for its continued attention to the issue of predatory
lending. The CMC is particularly concerned because of the damage caused by deceptive
lenders to consumers and to the image of our industry. We support the goal of protecting
consumers from unscrupulous lending practices and recognize that some elderly and )
other vulnerable consumers have been subjected to abuses by a small number of
mortgage lenders, brokers and home contractors. We share the Committee’s objective of
developing approaches that prevent predatory lending practices without restricting the
supply of credit to consumers or unduly burdening the mortgage lending industry.
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The CMC’s Alternative: A Comprehensive Solution to Predatory Lending

Rather than further restrictions on products, terms and provisions, the CMC
favors a multi-tiered, comprehensive solution to predatory lending, including increased
enforcement of existing prohibitions against fraud and deception, coordinated,
nationwide enforcement of licensing requirements, and better consumer education on the
mortgage process.

Most significantly, the CMC believes that comprehensive reform of the regulation
of the mortgage origination process is needed so that all consumers, but particularly those
most vulnerable to predatory lending practices, can better protect themselves. As noted
above, our solution has five parts.

Part 1:  Devoting Adequate Resources To Enforcing Existing Laws

We agree with Federal Reserve Board Chairman Alan Greenspan’s comments that
enforcement of existing laws is the first step that should be taken. Many examples of
predatory lending involve fraudulent practices that are clearly illegal under current law.
Adequate resources at both the federal and state levels of government need to be devoted
to pursuing those committing fraud. Therefore, the appropriate federal and state agencies
should advise policymakers of the resources they need to combat mortgage fraud.

PartII: A Nationwide Licensing Registry

We recommend that all mortgage brokers and companies be licensed, and that a
federal system be established to ensure that if a broker or company loses its license in one
state as a result of predatory practices, all licenses would be revoked, suspended, or put
on regulatory alert nationally. A “Consumer Mortgage Protection Board™ could be
established to maintain a clearinghouse to identify mortgage brokers and companies
whose licenses have been revoked or suspended in any state.

The goal of this recommendation is to prevent those engaging in predatory
practices from being able to move from one jurisdiction to the next and continuing-to
prey upon vulnerable consumers while keeping one-step ahead of law enforcement
authorities in prior jurisdictions.

This new Consumer Mortgage Protection Board could also be responsible for,
among other things, reviewing all new and existing Federal regulations and procedures
relating to the mortgage origination process and make recommendations that will
simplify and streamline the lending process and make the costs of the process more .
understandable to consumers. The Board could also be used to initiate and oversee:
public awareness media programs (described below) that will help consumers evaluate
the terms of loan products they are considering.

PartIII: Increasing Public Awareness and Improving Consumer Education

Consumer advocates have long advised industry and government officials that
certain consumers, particularly elderly seniors, were not able to clearly understand the
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loan terms disclosed in the innumerable disclosures provided to consumers during the
mortgage process.

We recommend a three-step program to increase public awareness and improve
consumer understanding of their loan obligation:

1.

Public Service Campaign.

Federal policymakers should implement an ongoing, nationwide public
service campaign to advise consumers, but particularly the more vulnerable
such as senior citizens and the poorly educated, that they should seek the
advice of an independent third party before signing any loan agreements.
Public service announcements could be made on radio and television, and
articles and notices could be run in local newspapers and selected
publications.

Public Awareness Infrastructure.

Once alerted, consumers will need to be able to avail themselves of
counseling services from unbiased sources. Those sources can always include
family and friends and industry participants. In addition, however, a
nationwide network should be put in place to ensure that all consumers can
easily access advice and counseling to help them determine the loan product
that best fits their financial needs. A public awareness infrastructure could be
built out that would include 1-800 numbers with independent counselors,
using sophisticated computer software, to help consumers talk through the
loan product they are considering. In addition, programs could be developed
with community organizations and other organizations serving senior citizens
to provide on-site counseling assistance at local senior and community centers
and churches. HUD’s 800 number for counseling could be listed on required
mortgage disclosures as an initial step to increase awareness of available
advice.

“Good Housekeeping Seal of Approval” for On-Line Mortgage Calculators

The Joint Report on the Real Estate Settlement Procedures Act and Truth in
Lending Act of the Board of Governors of the Federal Reserve System and the
Department of Housing and Urban Development, issued in 1998 (“Joint
Fed/HUD Report”) recommended that the government develop “smart”
computer programs to help consumers determine the loan product that best
meets their individual needs. Since this idea was first discussed in the
Mortgage Reform Working Group,' mortgage calculators or “smart” computer

' The Mortgage Reform Working Group (“MRWG™) was an ad-hoc group, comprised of over 20 trade

iations and cc advocate organ izations, that was organized at the request of former

Congressman Rick Lazio (R-NY) with the goal of reaching a compromise on a comprehensive
mortgage reform proposal that would streamline and simplify the mortgage process for consumers
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programs have become available-online. Since these computer programs were
already developed by the private sector and are widely available, a more
appropriate role for the government today would be for the federal
government to approve a limited and unbiased generic mortgage calculator
module that could be incorporated into any online site that helps consumers
evaluate various loan products. (Legislation may be needed to advance this
initiative. But there may be resources in agencies’ current budgets that could
be tapped to implement this recommendation.)

Part IV:  Use Existing Federal Regulatory Authority to Stop Abusive Practices

Regulators may have existing authority to implement changes to existing
regulations to prevent loan flipping and other questionable practices. Where such
authority exists, action should be taken to change existing regulations. Regulators may
also be able to use their rulemaking powers under existing law to implement some of the
mortgage reform proposals discussed.in Part V.

Part V: Comprehensive Mortgage Reform

The Joint Fed/HUD Report found that consumers do not understand the
disclosures required by the current TILA and Real Estate Settlement Procedures Act
(“RESPA”). There is widespread agreement that the mortgage loan origination process is
overly complex and that the current legal structure is often an.obstacle to improving that
process.

Comprehensive mortgage reform would reduce confusion and improve
competition, lowering prices for all consumers while:discouraging predatory lending.
The CMC has been at the.forefront of industry efforts to reform and improve the laws and
regulations govemning the home mortgage origination process in this country.  The
mortgage reform that we, along with others in the industry, have advocated would
directly address many of the weaknesses in current law that allow predatory lenders to
operate. We note that some of these reforms can be achieved through regulatory changes
while others will require legislation..

Some of the features of mortgage reform that bear directly on the predatory
lending problem include: -

o Early Disclosure of Firm Closing Costs, leading to greater certainty for
consumers on closing costs and increased price competition for both loans and
ancillary services required to make the loan. A common feature of most
allegations of predatory lending is that the borrower was either confused or
deliberately misled about the amount of closing costs that he or she would have to

while simultaneously reducing the liability for the industry. While all parties did not reach an -
agreement, many of the recommendations that were developed in that process formed the basis for the
recommendations made in the Joint Report issued by the Federal Reserve Board and the Department
of Housing and Urban Development.
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pay. The central feature of mortgage reform is a proposal that mortgage
originators disclose to consumers the firm, not estimated, costs of the ancillary
services needed to make the loan for which the consumer has applied. If the
borrower receives a clear disclosure of firm closing costs early in the transaction,
it will be more difficult for an abusive lender or broker to misrepresent the terms
of the loan and the borrower will have time to seek financing from other sources
if the terms are unfavorable.

The Administration has proposed a rule that, if implemented correctly, would give
consumers the option to choose and the industry an option to offer a guaranteed
mortgage package. When modified appropriately, the rule will do what HUD
intended it to do — vastly simplify the process by which consumers shop for and
obtain mortgage loans in this country and significantly reduce closing costs.
While the proposed rule has proven to be controversial, the benefits of the
Guaranteed Mortgage Package (“GMP™), if structured correctly, are
extraordinary.

The Administration should be applauded for taking the lead in advancing an
initiative that will result in consumer savings of $10.3 billion per year — almost
$1,000 per mortgage loan - by removing outdated regulatory barriers. The
Administration’s RESPA reform proposal will expand homeownership
opportunities more than any other proposal that we have seen in years. In fact, it
is the most significant pro-consumer regulatory proposal from any agency ever to
have been proposed.

The savings to consumers come from two effects of the proposed rule. First, the
elimination of Section 8 for packagers allows, for the first time, for leverage and
competition to be brought to the selection and pricing of ancillary settlement
services. Today, Section 8 of RESPA effectively prevents volume discounts,
average cost pricing, or other cost-reducing arrangements to be negotiated
between loan originators and settlement service providers. Removing this
regulatory barrier opens this who process up to competition, which will force
prices down.

Second, bundling of settlement costs into a single guaranteed number makes it
easier and much more likely for consumers to comparison-shop based on this
number (together with interest rate and points). Borrowers today shop on interest
rate and points, but not settiement costs. These costs, which are delineated in a
laundry list of items seldom understood, are viewed as an unpleasant, but
unavoidable, fact of life. The “packaging” approach will change that. With justa
few key figures to shop with, borrowers will be better informed, shop better and
reach better deals.?

2 11 should be noted that services are required as a condition for the borrower to obtain the loan. They are
not services that are performed for the benefit of the borrower, but are rather services that are
performed for the lender and investor to ensure that their coll Ii s are pri d
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As mentioned earlier, the Administration’s GMP proposal will also help prevent
predatory lending. Under the packaging approach, consumers will receive
relevant, guaranteed information about a loan early in the process to promote
comparison-shopping. Moreover, simplifying comparisons will increase the
likelihood of consumer understanding of their mortgage loan and make more
difficult the deception that characterizes abusive loans. Consumers will no longer
face unwelcome surprises at the closing table of increased or hidden fees.
Borrowers will be empowered under packaging to make logical, informed choices
about settlement fees and costs in the context of a single numbser that is
guaranteed, and loan originators and packagers will have to abide by their
guarantee.

The details of any final rule, however, are key to ensuring that the rule will
actually achieve the goals of reducing costs and streamlining and simplifying the
mortgage process, while simuitaneously reducing the liability and needless
litigation that continues to plague the industry.

Simplified, Understandable Disclosures of key information about the loan.
Mortgage reform would consolidate and highlight disclosures of the key terms of
a mortgage credit product so that applicants could easily comparison-shop for
loans. It would eliminate confusing disclosures such as the “Amount Financed,”
which has actually been used to mislead consumers about the true amount of the
obligation. The disclosure of firm closing costs, noted above, would include any
mortgage broker fee paid by the borrower.

Proportional Remedies so that lenders are the targets of less litigation over
harmless or minor errors while consumers can be.compensated for actual harms.
The remedies in the mortgage reform proposal, in contrast to current law, are
structured to ensure that the borrower receives a loan on the terms that were
disclosed. Lenders that detect and correct errors quickly will not be penalized,
while those that engage in knowing and willful violations will be penalized more
severely than under current law.

Substantive Protections against Loan Flipping to protect the most vulnerable
consumers from abusive loans. The focus of the mortgage reform effort is on
reforming the mortgage process for all consumers, but we include an

enhancement to the Home Ownership and Equity Protection Act (*HOEPA")in
the form of protections.against loan flipping. Under the proposal, when making.a-
HOEPA loan that refinances an existing mortgage loan and that is entered into -
within twelve months of the-closing of that loan, the originator may not finance
points or fees payable to the originator or broker that are required to close the.loan
in an amount that exceeds three percent of the loan amount. This limitation does -
not apply to voluntary items such as credit insurance, nor to taxes and typical -
closing costs for settlement services such as appraisal, credit report, title, flood,
property insurance, attomey, document preparation, and notary and closing
services provided by a third party, whether or not an affiliate.
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Limiting the financing of points will mean that borrowers would have to bring
cash to closing to pay high points and fees. This will mean that borrowers of
HOEPA loans will be less likely to be "flipped” numerous times. Consistent with
regulations adopted by the New York State Banking Department, the limit on
refinancing points does not apply to typical third-party closing costs.
Significantly, this restriction is not limited to refinances by the same lender and
would thus apply to a much broader number of loans that may not be in the
category of “flipped” loans. For this reason, it is appropriate that a reasonable
amount of points and fees be eligible to be financed in order to meet real credit
needs.

Substantive Protections Affecting Prepayment Penalties. On non-HOEPA loans,
no prepayment penalty would be permitted after 5 years from the date of the loan.
However, prepayment penalties would be authorized during this 5-year period,
notwithstanding state law. Any prepayment penalty permitted would be limited to
a maximum of 6 months’ interest on the original principal balance.

Foreclosure Reforms to provide additional protections to borrowers facing the
loss of their home without reducing the value of lender’s security interest in the
property. Lenders and servicers have in recent years significantly changed their
procedures for dealing with delinquent borrowers. Workouts, forbearance and
other loss mitigation tools are employed and foreclosure is increasingly seen as an
expensive (for everyone) last resort. In addition to this business trend, we would
support the enactment of a new "Homeowner's Equity Recovery Act" (“HERA"),
which would apply at the time lender notifies consumer of consumer's default and
rights under HERA.

» HERA protections would apply if the consumer’s indebtedness
(origination balance and interest, junior liens, etc.) is not more than 80%
of the origination valuation. A consumer would have the right to list the
property with a real estate broker or otherwise make a good faith effort to
sell the property.

» HERA protections would apply if the consumer's
indebtedness (origination balance and interest, junior
liens, etc.) is not more than 80% of the origination
valuation. A consumer would have the right to list the
property with a real estate broker or otherwise make a
good faith effort to sell the property.

We believe that the consumer protections made available through HERA strike a .
reasonable balance between the rights of lenders and investors for repayment-of
amounts owed and the consumer’s right to.“breathing room” if the consumer.is -
attempting to resolve the default. However, we do not support the expansion of
mandatory judicial foreclosure because it is costly both to the consumer and
lender, and is too time consuming, which, among other things, puts the.collateral
atrisk. In addition, we note that the Federal tax code (REMIC provisions), under
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which loans are sold to the secondary market, places limitations on types of
compromise that a lender can offer to a defaulting borrower.

Substantive Protections Afffecting Collection Practices. Under the proposal, the
prohibitions contained in Section 806 of the Fair Debt Collection Practices Act
(“FDCPA") concerning harassment and abuse would be extended to the collection
of mortgage loan debts by a creditor or its affiliates. The law would be clarified
to ensure that loan servicers that collect debts as part of their servicing function
would not be treated as debt collectors

Uniform, National Rules so that lenders can comply with a uniform set of
disclosure requirements that will adequately protect consumers and result in lower
costs to lenders and lower rates for borrowers. Imposing uniform laws and
regulations ensures that consumers ~ across the nation — are afforded the same
protections. Preemption would also reduce the number of documents to be signed
by consumers at closing. “Information overload” is an almost universal feature of
complaints about predatory lending.

A uniform set of national rules is particularly important because the need for
uniformity has never been greater. There has recently been a proliferation of state
and local legislation to combat predatory lending practices. Although well
intentioned, these initiatives can be counterproductive because they can impose
very high costs on tenders in comparison to the potential number of loans
affected.

In one example, the City of Philadelphia enacted anti-predatory-lending
legislation that was so broad in its sweep that it threatened to cut off much
legitimate, mainstream lending as well as the practices at which it was targeted.
Last-minute legislative intervention at the state level was necessary to prevent this
legislation from taking effect and shutting down most mortgage lending in
Philadelphia.

Another example of the unintended negative effects of state and local regulation
has recently occurred in Chicago, where the City of Chicago, Cook County, and
the State of [llinois have all enacted new laws aimed at preventing predatory
lending. Name-brand, well-capitalized lenders and servicers are reluctant to put
their capital and reputation at risk to make new loans in Chicago because of the
risk that they could be found to be making “predatory” loans under one of the
three, varying, and sometimes conflicting and/or unclear definitions (or under the
federal HOEPA).

If the Committee decides that clarification of the existing législation prohibiting
abusive practices is needed, we strongly urge that it support a single, nationwide
standard that cannot be undermined by myriad local initiatives.

In recent years, the.Ofﬁce of the Comptroller of the Currency has taken a leading
role in developing detailed regulatory guidance aimed at both predatory lending
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and unfair and deceptive acts and practices.’ Indeed, the OCC issued a final rule
recently that directly addresses these issues by creating an anti-predatory lending
standard for real estate and consumer lending and codifying the applicability of
the FTC Act to national banks and their subsidiaries in connection with real estate
and consumer lending activities.* These guidelines serve as an excellent basis for
uniform standards to protect consumers.

» * *

The CMC appreciates the opportunity to submit its views on the problem of, and
appropriate responses to, “predatory lending.” We look forward to working with the
Committee on constructive, practical solutions to address abuse practices without
restricting the availability of credit, reducing consumers’ options, or burdening the
efficient operation of the mortgage market.

3 See OCC Advisory Letter, 2003-2, Guidelines for National Banks to Guard Against Predatory and
Abusive Lending Practices (Feb. 21, 2003); OCC Advisory Letter 2003-3, Avoiding Predatory and
Abusive Lending Practices in Brokered and Purchased Loans (Feb. 21, 2003).

4 See Bank Activitics and Op erations, Real Estate Lending and Appraisals, 69 Fed. Reg. at 1911 (Jan. 13,
2004).
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DESCRIPTION OF SUBPRIME MARKET

Although the involvement of CMC’s members in subprime lending varies, all
CMC members share an interest in the efficient operation of the mortgage lending
market. Subprime lending plays a crucial part in that market, allowing individuals who
do not qualify for “prime” loans to make use of the equity in their homes to obtain credit
at reasonable rates. As Comptroller of the Currency John D. Hawke, Jr., noted fast year
in a letter to this Committee—

“One problem with the fact that ‘predatory lending’ is not
susceptible to precise definition is that many people make
the mistake of equating subprime lending to predatory
lending. Responsible, risk-based subprime lending, that
provides access to credit for individuals with less than
perfect credit histories, should not, in and of itself, be
considered predatory. The OCC encourages national banks
to engage in responsible subprime lending, and has issued
guidance to ensure that banks engaging in this type of
business do so in a safe and sound manner and consistent
with applicable consumer protection law.”

Legitimate subprime lending offers many benefits to consumers. A subprime
home loan provides financial options to borrowers who cannot obtain prime loans
because of problems with their credit history or for other reasons such as a reduction in
income or other change in financial circumstances. Subprime credit gives such
individuals a chance to buy a home. In other instances, the availability of subprime
home-equity credit gives credit-impaired borrowers financial options that would not
otherwise be available, including debt consolidation or other purposes.

The Subprime Mortgage Industry

Mortgages are the largest component of the U.S. debt market with over $5 trillion
in outstandings. Total first mortgage origination volume in 2000 was over $1 trillion.
Subprime mortgage lending accounted for approximately 13% of the entire mortgage
industry’s production in 2000.

Scale, capital and risk management requirements are driving rapid consolidation
in the mortgage banking and servicing sectors of the industry. However, the mortgage
origination business remains relatively fragmented.

* Letter from John D. Hawke, Jr., Comptroller of the Currency, to the Honorable Phil Gramm, Chairman,
Committee on Banking, Housing, and Urban Affairs, Uniled States Senate, May S, 2000.
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Subprime Credit Borrowers and the Use of Subprime Credit

Subprime borrowers are like any other borrowers in the U.S. economy. In fact, a
study of nearly one million subprime and manufactured housing loans originated in 1998
shows a racial and ethnic borrower profile similar to the racial and ethnic composition of
the total U.S. population.®

As practiced by mainstream lenders, including those CMC members who
participate in the subprime market, subprime lending is also not conceptually different
from lending to “prime” borrowers. The process begins when the borrower identifies a
need for financing, either for a home purchase or for cash for other purposes. Althougha -
significant portion of subprime loans are made to finance the purchase of a2 home, the
proportion is lower than for prime loans.’

More frequently, a subprime borrower will seek cash to consolidate existing
debt—the most commen use of subprime credit. Home equity financing often allows the
borrower to reduce monthly payments dramatically, allowing an overextended consumer
to gain control of his or her budget. In addition, subprime loans carry significantly lower
interest rates than other forms of credit. Although subprime loans average about 250
basis points (2.5 percentage points) above prime loans, at around 9.5%-10% they are still
much less expensive than credit cards and other sources of credit (when those alternative
sources are even available to credit-impaired borrowers).

Other common uses of subprime home equity loans include—

Financing a college education;
Paying medical bills;

e Providing alternatives for homeowners who fall behind on their mortgage
payments; and

¢ Home improvement and repair.

$ An April 2000 SMR Research study of 1998 HMDA data,

7 An April 2000 SMR Rescarch study of 1998 HMDA data showed the following distribution of loans by
toan purpose:

urchase P(eﬁnancingl)lomc lmprovcm:mEotal

Subprime loans

197,917 661876 94,116 953,909

R0.75% 169.39% .87% 100.00%

\Prime loans

1,968,766|5,863,187 {819,393 10,651,346 IS
B7.26% [55.05% .69% 100.00%




162

Subprime Credit Grades

In the mortgage industry, loans are graded from “A” (a prime loan) to “D” (the

riskiest subprime loan). An *“A” loan is 2 “prime” loan, or a loan of the highest credit

. Typical factors that determine a consumers credit grade are:

Mortgage delinquency history
Consumer debt delinquency history
Bankruptcy or foreclosure
Collection or judgments

High debt:-to-income ratios

High loan-to-value ratios

Low credit risk scores

Although the definitions of the subprime grades are neither precise nor

completely uniform throughout the industry, the following examples convey the general
concept of credit grading:

A homeowner who filed for bankruptcy two years ago due to mismanagement of
credit and was sixty days late on his current mortgage may qualify for a “B-"
credit grade;

A borrower who was laid off and had to accept a lower-paying job, and, as a
result, was occasionally thirty days late in making her mortgage payment may
qualify for an “A-” credit grade; and

A widow who has an excellent credit record but has had difficulty in paying
outstanding medical and home repair expenses and needs cash for her son’s
college education may qualify for a “B” credit grade. In this example, the
subprime credit grade is based on income compared to total amount of debt, rather
than on credit history.
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SPECIFIC PRACTICES OFTEN LABELED “PREDATORY”

In this section we discuss a number of practices that have been attacked as
“predatc»ry.”s As the Board of Governors of the Federal Reserve System has noted, there
are two types of abusive practices in home equity lending—blatant fraud or deception,
and the use of practices that are not inherently abusive but can be misused to injure
COnsumers:

“[AlJbusive practices in home-equity lending take many forms but
principally fall within two categories. One category includes the use of
blatantly fraudulent or deceptive techniques that may also involve other
unlawful acts, including violations of HOEPA [the Home Ownership and
Equity Protection Act]. These practices occur even though they are
itlegal. For example, loan applicants’ incomes and ability to make
scheduled loan payments may be falsified, consumers’ signatures may be
forged or obtained on blank documents, or borrowers may be charged fees
that are not tied to any service rendered. The other category of abuses
involves various techniques used to manipulate borrowers, coupled with
practices that may ordinarily be acceptable but can be used or combined
in abusive ways. . . . [S]ome loan terms that work well for some borrowers
in some circumstances may harm borrowers who are not fully aware of the
consequences. For example, a consumer may not understand that a loan
with affordable monthly payments will not amortize the principal or that
the cogxsumer may have to refinance a balloon payment at additional
cost.”

Fraud and Deception

Predatory lenders who are disregarding existing legal requirements—including, in
many cases, prohibitions against fraud and forgery that predate current consumer
protections by many centuries—will not be deterred by additional rules. Instead, public
policy should focus on more effective and sophisticated enforcement of those existing
requirements. Examples of “predatory” practices that are prohibited under current law
include the following:

® This list of alleged predatory lending practices is largely drawn from Patricia Sturdevant and William J.
Brennan, Jr., The Double Dirty Dozen Predatory Mortgage Lending Practices (National Association
of Consumer Advocates, Inc. 2000).

¢ Testimony of Gov. Edward M. Gramlich before the Committee on Banking and Financial Services, U.S.
House of Representatives (May 24, 2000) (emphasis added).
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Misleading Solicitations

Advertising and marketing material may mislead consumers about the true cost or
nature of a loan. These marketing practices are already prohibited under the Federal
Trade Commission Act and analogous state laws. In many instances, deceptive
solicitations also violate the Truth in Lending Act.

Home Improvement Scams

A home improvement contractor may originate a mortgage loan to finance the
home improvements and seli the loan to a lender, or steer the homeowner to the lender
for financing. The contractor may mislead the consumer about the work to be performed,
fail to complete the work as agreed, damage the property, or fail to obtain required
permits,

Current law prohibits all of these practices. In addition, under the Federal Trade
Commission’s “Holder in Due Course Rule,” similar state law provisions, and HOEPA
(for HOEPA loans), the lender will generally subject to the same claims and defenses that
the consumer has against the contractor (up to the amounts that the consumer has paid on
the contract). Thus, if the work is not completed in a satisfactory manner, the consumer
will not be responsible for full payment.

As a result of this exposure, subprime mortgage lenders use devices such as joint
proceeds checks and progress payments to ensure that home improvement contractors
perform the work properly. We would recommend that all lenders these practices.

Falsified or Fraudulent Applications; Forgery of Loan Documents; and Inflated
Appraisals

An unscrupulous broker or lender may convince an unsophisticated borrower who
cannot repay a loan to sign a blank application form. The broker or lender then inserts
false information on the form, claiming income sufficient to make the payments, and sells
the loan to an investor on the basis of the false information. Alternatively, the
“predatory” broker or lender may simply forge the borrower’s signature. Another
fraudulent practice is for the broker or lender to collude with a corrupt appraiser to
deliver an appraisal that exceeds the true value of the property. The investor then
purchases the loan on the basis of the inflated appraisal.

All of these practices have two things in common—
e They are illegal under current law; and

e The investor is a victim along with the borrower, since the loan will eventually
default and the investor will lose most or all of its investment.

Although legitimate, mainstream lenders maintain extensive procedures to avoid
being caught in scams of this type, they are sometimes victimized by fraud by “predatory
lenders.” We recognize that more can be done—CMC's plan for addressing predatory
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lending includes the creation of a nationwide registry that would report on licensing
status and disciplinary actions, so that brokers and companies who are caught engaging in
fraud in one jurisdiction could not simply relocate to another area.

Incapacitated Homeowners

There have been allegations that predatory lenders make loans to homeowners
who are mentally incapacitated. Since the homeowner does not understand the nature of
the transaction, the end result is default and foreclosure.

Under long-standing contract law principles, a mortgage loan in which the
borrower was incapacitated at the time of signing is unenforceable. Entering into such a
transaction may also represent civil or criminal fraud.

As noted, subprime lenders are not in the business of making loans that are likely
to default, and major lenders maintain procedures to avoid originating or purchasing
loans in which the borrower lacks the legal capacity to enter into a contract.

Acceptable Practices That Are Subject to Abuse

The second type of alleged predatory lending consists of practices that are not
illegal or unacceptable but may harm consumers when used in abusive ways.

Mortgage Broker’s Fees and Kickbacks (Including Yield Spread Premiums}

A prominent target of critics of “predatory lending” has been the yield-spread
premium —compensation paid to the broker through an increase in the interest rate.
Yield spread premiums have been the subject of extensive class-action litigation in which
plaintiffs have argued that this form of compensation is illegal under the prohibitions in
RESPA against kickbacks and fee-splits.

Yield spread premiums can be helpful to consumers. Paying a yield spread
premium allows a lender to reduce the cash required to close the loan by financing
closing costs through a higher interest rate. A borrower who understands the cost of the
loan can choose between paying more of these costs upfront or over the course of a loan.

The appropriate remedy for any abuses of yield spread premiums is not to prohibit
a practice that often benefits consumers. It is to provide more effective disclosures and
improve the competitive environment so that consumers can make informed choices that.
serve their interests. If consumers understand their.closing costs, including the broker’s
fees they are to pay, before they-commit themselves to a transaction and lenders are
allowed to compete in providing ancillary settlement services, the broker’s receipt of a
yield spread premium is irrelevant to the consumer’s shopping decision. Importantly, we
note that the Mortgage Bankers Association of America and the National Association of
Mortgage Brokers have encouraged the use of a form, developed jointly by those.
organizations, that explains the broker’s role.
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Prepayment Penalties

Another practice that is often criticized as “predatory” is the imposition of a
prepayment penalty—a fee for paying off the loan before some specified time. In most
instances, the penalty is reduced over time until it is finally phased out completely.

Legitimate lenders use prepayment penalties to protect themselves against the risk
that the borrower will prepay the loan before the lender has recovered its origination
costs. A prepayment penalty is one way for a lender to hedge against that risk as well as
other financial risks that can occur from early prepayment of the loan. The benefit of
reduced prepayment risk can be passed on to the borrower in the form of lower points or
a lower interest rate. [fa lender is not allowed to impose a prepayment penalty, then it
may not be able to offer a zero- or low-closing-cost loan or it may have to increase its
rates to be profitable.

On the other hand, an unscrupulous lender can use a prepayment penalty to lock a
consumer into an undesirable loan. The CMC believes that the appropriate remedy for
the “predatory” abuse of prepayment penalties is to ensure that borrowers understand that
a loan with a prepayment penalty is an option that allows them to reduce their interest
rate or upfront costs, not a requirement to obtain the loan. In addition, under the CMC’s
mortgage reform proposal, no prepayment penalty would be permitted after five years
from the date of the Joan. However, prepayment penalties would be authorized during
this five-year period, notwithstanding state law. Any prepayment penalty permitted
would be limited to a maximum of six months’ interest on the original principal balance.

Making Unaffordable Loans (Asset-Based Lending)

Another common allegation is that predatory lenders make loans on the basis of
the value of the property, disregarding the borrower’s ability to pay and in fact
anticipating that the borrower will default and the lender will foreclose.

CMC members and other responsible subprime lenders are not in the business of
making loans that borrowers cannot repay. Foreclosing on a house is costly, time-
consuming, and almost always results in significant losses to the lender. As discussed in
greater detail under Tab 3, many subprime loans are now sold into the secondary market,
and the rating agencies insist that such loans meet underwriting standards.

For those reasons, the CMC supports, in principle, the existing HOEPA rule
against engaging in a pattern or practice of lending without regard to repayment ability.
In practice, however, it is difficult to craft specific rules to prevent such “asset-based™
lending that reliably apply to all situations. Attempts to specify static rules regarding
each borrower’s repayment ability are likely to be counterproductive and injure the very
borrowers they are intended to protect. For example, one common proposal is to
establish a presumption that a borrower with a debt-to-income ratio (“DTI”) above a
certain cutoff, such as 50%, lacks repayment ability. This rule seems to make sense until
a lender encounters a borrower who currently is meeting her obligations with a DTI of
65% and wants a loan that would reduce her DTI to 55%. Moreover, a DTI that indicates
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an excessive debt load in a rural area may reflect the average in areas such as New York
City or San Francisco with very high housing costs.

In addition, setting.a cutoff for DTI at any particular level ignores differences in
borrowers' circumstances that affect the debt load they can carry. . At one extreme, an
individual with a very high income, $1 million/year for example, and._few family
obligations can easily afford to make high monthly payments and still have enough to
meet other living expenses. At the other extreme, a borrower with a low level of income
and many dependents may not be able to make mortgage payments that represent a high
fraction of his or-her income.

Another proposed remedy for asset-based lending is to institute “suitability” rules
that create lender liability for making an individual loan if, in hindsight, the lender should -
have anticipated that the borrower would default. For a mainstream subprime lender that
already makes every effort to avoid making loans that go into default, the effect of such a
rule will be to increase the costs of foreclosure by requiring the lender to absorb both the
losses on the loan itself and the cost of settling the claim that it made an unsuitable loan.
These costs will ultimately be passed onto borrowers in the form of higher loan costs or
reduced credit availability.

High Points and Fees: Padding Closing Costs; Inflated Appraisal Costs; Padded
Recording Fees: Bogus Broker Fees; and Unbundling (Double-Charging for the Same

Service

One of the major sources of criticism of and litigation against the subprime

lending industry has been fees paid to mortgage brokers and to other participants in the
mortgage process such as appraisers. For example, critics allege:that lenders overpay
mortgage brokers in comparison to the services the brokers provide orrequire an-

- expensive appraisal when a “drive-by” evaluation would suffice. Critics also note that .
the actual amount of these costs (as opposed to an estimate) is not disclosed in advance of -
settlement, when the borrower still has the opportunity to shop for a better deal or
negotiate an improvement in the current one.

Although the CMC agrees that borrowers should not have to pay for services that
are not needed or not provided, we believe that a-focus on the specific. components of the
cost of the mortgage is misplaced. Ultimately, the borrower is concerned with total costs
(closing costs-and interest rate) and not with.the relationship among the different-
providers of settlement servicers or the cost of each individual component of theloan. .

The CMC also agrees that present disclosure requirements do.not give borrowers.. -
accurate and understandable information about the costs of obtaining a loan when they
are in a position to use it. In some instances, current requirements may actually have
facilitated abuses—as when an_unscrupulous lender allegedly misrepresented the TILA-
required “amount financed” (which does not reflect loan fees deducted from the .
proceeds) as if it were the total amount of the loan.
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But the CMC believes that it is ineffective to combat excessive loan fees through
ever-increasing scrutiny of the practices of settlement service providers and the
relationships among them. A more sensible approach—the one taken in the CMC’s
mortgage reform proposal—would be to eliminate the disincentives in current law that
prevent mortgage originators from offering a single, guaranteed price for all settlement
services, and then impose a requirement mortgage originators to honor that commitment.
Borrowers have no way of knowing what a service such as an appraisal or flood
certification “should” cost, yet current law has created an elaborate system of disclosure
and monitoring of such costs that is of very little value to most consumers.

Credit Insurance

Consumer advocates often assert that credit insurance products are of little or no
benefit to consumers. In fact, while credit insurance is clearly not a good choice for all
consumers, lender-provided credit insurance meéts a consumer demand that is not met
elsewhere in the marketplace. Independent insurance agents are often not interested in
providing insurance to subprime borrowers in the relatively small amounts characteristic
of a second mortgage loan. In addition, the liberal eligibility standards and convenience
of purchasing the insurance are attractive to some subprime customers.

An unscrupulous lender can abuse the credit insurance product by selling it to a
consumer who does not want or need it, based on the misrepresentation that insurance is
required to obtain a loan. But a recent report on subprime lending shows penetration
rates for single-premium credit insurance ranging from 28.3% for first-mortgage loans to
47.9% to second mortgages.'® These statistics do not support the common assertion that
credit insurance is being foisted on unwilling consumers.

Moreover, abusive credit insurance practices are illegal under current law. TILA
currently permits a creditor to exclude credit insurance from the finance charge and
annual percentage rate only when the lender discloses in writing that it is voluntary and
the consumer consents to the purchase by signing or initialing the disclosure form.''
Misleading consumers about credit insurance would also violate the Federal Trade
Commission Act and similar state laws.

Voluntary credit insurance helps to address an unmet demand for life and
disability insurance. About 25% of all U.S. households do not have life insurance
coverage, and about 40% of single parent households and households with annual
incomes below $35,000 are completely uninsured. About 50% of all households are
uninsured. The Department of Housing and Urban Development estimates that 46% of
all foreclosures on conventional mortgages are caused by borrower disability and that
33% of Americans will suffer a serious disability between ages 35 and 65.

10 See Michael E. Staten and Gregory Elliehausen, The Impact of The Federal Reserve Board's Proposed
Revisions to HOEPA on the Number and Characteristics of HOEPA Loans at 12 (July 24, 2001).

12 C.F.R. § 226.4(d).
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Single-premium credit insurance—in which the cost of the insurance is financed
as part of the total cost of the Joan—nhas been particularly controversial. The CMC
members are no longer offering this product. Other large lenders, however, have
modified their sales policies in response to concerns about the marketing of this product,
by, for example, offering a monthly-premium product as an alternative and instituting a
liberal cancellation policy. It should be noted, however, that the single-premium product
has advantages for some consumers. For example, the consumer does not face
cancellation of the policy if he or she misses a single payment—a consideration for some
subprime borrowers.

The CMC'’s mortgage reform proposal, discussed above, includes a number of
other protections related to credit insurance. There would be clear and conspicuous
disclosure given to the consumer that the insurance is voluntary and that it may be
cancelled at any time with a refund of unearned premiums. Monthly-pay insurance could
also be sold at or before closing. In both situations, there would be a notice after closing
that the borrower may cancel the insurance at any time. Refunds of unearned premiums
would be based on the actuarial method, not the less favorable Rule of 78’s.

Loan Flipping

Loan flipping is the practice of an unscrupulous broker or lender repeatedly
convincing the borrower to refinance in order to get a small amount of cash back. The
broker or lender then receives additional points and fees. Consumer advocates often
argue that it would be better for the consumer to take out a second, junior loan than to
refinance the entire obligation. While that may be true in many instances, there are other
situations in which the rate and terms on a new first mortgage are more desirable than the
combination of retaining the existing first mortgage and obtaining a new second
mortgage.

Loan flipping is another example of a practice that is easy to condemn in theory
but difficult to prevent through a single rule that can be applied to all situations. One
approach, taken in several state anti-predatory laws, is to require a demonstrated “net
benefit” to the borrower before the same lender can refinance a loan. The difficulty in
this approach is its subjectivity, which could leave lenders exposed to litigation if they
could not demonstrate an adequate net benefit.

The CMC’s mortgage reform proposal would limit the financing of closing costs
and points on HOEPA loans to 3% of the loan amount for refinancings or equity loans
entered into within twelve months of a prior financing. The rationale for this approach is
to reduce the lender’s incentive to flip HOEPA loans. Borrowers who must bring cash to
closing to pay costs over the 3% are less likely to be “flipped” numerous times. At the
same time, the CMC believes that 3% should be sufficient to allow for refinances to take
advantage of declining interest rates.
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Arbitration Clauses

Many consumer credit contracts—including many subprime mortgages—include
a provision requiring that disputes be resolved through arbitration rather than through the
lengthy process of litigation in the courts. Consumer advocates have asserted that
binding arbitration clauses are inherently unfair, and there is no question that such a
clause could be abused by erecting insuperable obstacles to a consumer’s obtaining relief.
But the U.S. Supreme Court has upheld the use of such clauses even when the case
involves “claims arising under a statute designed to further important social policies,” so
long as the consumer can vindicate the rights granted under the law before the
arbitrator. '

The Supreme Court noted in another case that arbitration benefits consumers in
many ways:

“[A]rbitration’s advantages often would seem helpful to
individuals, say, complaining about a product, who need a
less expensive alternative to litigation. See, e.g., H.R. Rep.
No. 97-542, p. 13 (1982) (‘The advantages of arbitration
are many: it is usually cheaper and faster than litigation; it
can have simpler procedural and evidentiary rules; it
normally minimizes hostility and is less disruptive of
ongoing and future business dealings among the parties; it
is often more flexible in regard to scheduling of times and
places of hearings and discovery devices . . .’).”*?

In place of long, drawn-out proceedings in which the attorneys’ fees often dwarf
any nominal amount received by consumers, an arbitration clause offers consumers
speedy access to a neutral forum that can resolve their dispute with the damages being
paid to the consumer, rather than attorneys. The one group that clearly does not benefit
from reasonable arbitration clauses in consumer contracts is the class-action trial bar.

Dispute Resolution Process

Recently a number of investors, including Fannie Mae, have indicated their
refusal or hesitancy to purchase loans having mandatory arbitration provisions. This
certainly stems in part from certain state high cost loan laws that regard such provisions
are potentially predatory. While we disagree with that premise, a potential altemative
provision that would provide immediate relief to consumers and some protection against
the frenzy of class actions for lenders is a dispute resolution provision, that would part of
the loan contract, that would require the borrower to notify the lender (or servicer) of a
compliance defect in a loan, such as an incorrect disclosure or impermissible term, prior
to instituting any action, and giving the lender or servicer an opportunity to correct the

"2 Green Tree Fin. Corp. v. Randolph, 531 U.S. 79, 90, 121 S.Ct. 513, 521 (2000).
3 Allied-Bruce Terminix Cos. v. Dobson. 513 U.S. 265, 280, 115 S.Ct. 834, 843 (1995).
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error. For its part, the lender (or servicer) would be incented to review the loan file to
correct defects on its own.

For example, the provision could provide for a 60-day cure period for disclosure
defects, including inaccurate disclosures, missing disclosures or late disclosures. For
inaccurate disclosures, there could be a minimum adjustment amount of $200 for an error
less than $200, and an adjustment of the actual amount of the error plus $50 for an error
of $200 or more. For missing disclosures that the lender provides within 60 days after
the closing, the account would be adjusted by $250. If the disclosure is provided within
one year after the closing, the lender would adjust the account by $500. For late
disclosures, if discovered within 60 days after the closing, the lender must adjust the
account by $25. If the late disclosure is discovered within one year after the closing, the
lender must adjust the account by $50.

If the lender fails to cure a defect brought to its attention and the borrower
prevails in an action against the lender, the lender would owe a minimum adjustment
amount of $2,000 plus attorneys’ fees. If the lender has failed to provide the notice of
right of rescission, the right to rescind would be extended to one year from the closing
date. If the defect is wiilful and knowing, the borrower may bring an action, and if
successful, the lender would have to make a minimum adjustment of $5,000 plus
attorneys’ fees.

If adopted as part of the loan contract, these remedies would benefit both
consumers and lenders. Consumers would receive immediate compensation for
compliance defects, without having to pursue an action, and in most cases, would receive
damages in amounts exceeding the actual amount of the error. In addition, because of the
incentive to the lender of responding quickly to the consumer, the consumer will be made
whole in a matter of months, rather than years.

The lender would benefit from these provisions by not having to undergo the
great expense of defending class action lawsuits over relatively minor defects. Giving
the consumers the incentive to bring errors directly to the attention of the lender also
offers the lender an additional means to monitor its disclosure compliance procedures and
improve the accuracy of the service it offers future borrowers.

Finally, both consumers and lenders would benefit ultimately from
implementation of such a provision because the reduction in lawsuits would decrease
overall costs to lenders and thus allow them to offer loans at lower rates.

Balloon payments and Negative Amortization

Consumer advocates often characterize two loan structures—balloon payments
and negative amortization—as types of predatory lending. In a balloon payment loan, the
monthly payments do not fully amortize the amount of the loan, resulting in a large final
payment. In negative amortization, the monthly payments are insufficient to pay the
interest that accrues on the loan, and the difference is added to the principal. Balloon
payments are restricted and negative amortization is prohibited under HOEPA.
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We recognize that both of these structures can be used in an abusive manner. If
the broker or lender misleads the borrower about the nature of a batloon loan or the final
payment is due in an unreasonably short time, the homeowner may not be able to afford
the balloon payment and may either lose the home or be forced to refinance on
unfavorable terms. A borrower who does not understand the nature of negative
amortization may face similar negative consequences.

At the same time, both of these loan structures can be helpful to some consumers.
Balloon payments can benefit borrowers by allowing them to obtain lower-cost credit
than they would otherwise qualify for. A balloon note can be particularly helpful to a
borrower who expects to move to a new location within the period of the balloon
mortgage. Such a mortgage would be less expensive than a fixed-rate, long-term
mortgage loan for the consumer,

Negative amortization, by definition, reduces the monthly payment and may make
-a loan more affordable to a borrower with significant equity but insufficient income to
qualify for a standard loan. Congress has recognized the benefits of one form of
negative-amortization loan—the reverse annuity mortgage—by exempting such loans
from the general prohibition against negative amortization in HOEPA.

Thus, further blanket restrictions on these loan structures, while protecting some
consumers, could prevent others from obtaining loans that fit their financial
circumstances.
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MORTGAGE LENDING AND SERVICING PROCESS

In this section of our testimony, we describe the mortgage origination, funding

and servicing process, its participants and the compensation each receives.

Mortgage Origination

Application Processing

In some instances, the borrower seeks out the source of financing, or responds to

direct mail or other direct marketing. In others, a real estate broker or home
improvement contractor refers the borrower. In both prime and subprime lending, there
are two major distribution channels for distributing mortgage credit:

In the retail channel, the lender offers mortgage loans directly to borrowers,
through a sales force of loan officers. Loan officers are employees of the
lender/servicer who counsel the applicant, take and process the application, obtain
verification documents, order the appraisal of the property, and prepare the loan
for underwriting (evaluation).

In the wholesale channel, the lender does not deal directly with the consumer.
Instead, the lender and consumer work though an intermediary.

The types of intermediaries in the wholesale channel include the following:

A mortgage broker is usually an independent contractor that offers loan products
from a number of wholesale lenders. The mortgage broker generally does what
the loan officer does (described above), i.e., discusses loan options with the
borrower, takes an application, and usually processes the loan—obtains a credit
report and appraisal, verifies employment and assets, and otherwise prepares the
loan for underwriting.

A correspondent lender not only takes the application and processes the loan, but
also funds the loan. The correspondent then sells the loan to a wholesale lender,
usually under a previous commitment of the wholesaler to purchase a certain
amount of loans at an agreed-upon interest rate.

A home improvement contractor may act as, in effect, the originating lender,
taking an installment sales contract in payment for the goods and services
provided and then discounting (selling) the contract to a lender. In that situation,
the application is usually processed and underwritten by a mortgage broker or
mortgage banker.
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Underwriting

Historically, the next step after taking and processing the application was for the
lender to underwrite (¢valuate and approve or reject) the application. With the advent of
credit scoring and automatic underwriting systems, much of the evaluation of an
applicant is now accomplished during the application stage, but loans are stiil subject to
final underwriting approval by the lender, incfuding the underwriting of the property to
be used as collateral for the loan.

There are a number of factors used to assess risk. Typically, they include;
e Credit-Related Factors
¢ . Mortgage or Consumer Debt Payment History
¢ Bankruptcies, Foreclosures or Judgments
¢ Borrowing Capacity Factors

® Debt-to-income (“DTI”) requirements (the borrower’s debt load, including the
proposed loan, compared to his or her income)

* Loan-to-Value ratio (the amount of the proposed loan compared to the appraised
value of the property)

¢ Non-standard Collateral

® Mixed-use commercial/residential properties

Closing

Once the loan has been underwritten and approved, the closing is scheduled. The
lender generally has certain conditions to closing which must be met, including assurance
that (i) the borrower has clear title to the property (through title insurance), (ii) the
borrower has other required insurance on the property, such as flood insurance or
property and casualty insurance, and (iii) the borrower has sufficient funds to close the
loan. At the closing, the borrower executes the mortgage note evidencing the debt and
the mortgage on the property in exchange for the closing proceeds. Funds for points and
closing costs, payable by the borrower to the lender, the mortgage broker or
correspondent, or third party settlement service providers, are collected either directly
from the borrower or from the loan proceeds.

Funding: Holding the Loan In Portfolio or Selling into the Secondary Market
After the loan has been underwritten and closed, the lender will either hold the

loan in its portfolio or to sell it in the secondary market either in a securitization or a
whole loan sale. If the loan is held in portfolio, the lender is effectively the investor in
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the loan. In a securitization, a pool of loans is used to back an issuance of securities to be
traded in the securities market, or an undivided interest in the loans themselves is sold to
investors. There are costs to the {ender in the execution of both a whole loan sale and an
issuance of mortgage-backed securities.

Mortgage-backed securities are first analyzed and rated by an independent bond-
rating agency such as S&P or Moody’s. The rating agency’s evaluation includes
computation of the average credit scores of the loans in the pool to be securitized as well
as a due diligence review of the lender’s procedures. The lender will generally have to
promise that proper underwriting procedures were followed. If it fails to keep that -
promise, the investors will often have the right to force the lender to repurchase the loan
in the event of default.

Even when a lender expects to retain a loan in portfolio rather than sell it into the
secondary market, prudent risk management dictates that the lender complies with
appropriate underwriting criteria to ensure that the borrower can afford to repay the loan.

Investors, whether they be secondary market investors or portfolio lenders will
only make a retum on their investment if the loans that they fund perform.

Servicing

Whether the loan is held in the lender’s portfolio or sold in the secondary market,
the loan must be serviced, that is, the monthly payments must be collected, payments
must be passed through to the investor, and delinquencies, defaults, bankruptcies and
foreclosures must be dealt with, as they arise. On first mortgage loans, the servicer must
collect funds for tax and insurance escrow accounts and disburse those funds to the taxing
authorities and insurance companies, in accordance with state and federal law and the
mortgage contracts. Second lien loans generally do not involve escrow accounts.

Except for correspondent lenders, lenders often retain the servicing
responsibilities on loans they make and fund. Sometimes they conduct the servicing
functions through a contractor in a “subservicing” arrangement. In other cases, they will
sell the servicing rights (including the rights to servicing fees) and responsibilities to
another servicer.

Compensation

Compensation to Brokers and Correspondent Lenders

The mortgage broker or correspondent may receive its compensation for the
borrower, the lender, or both. Compensation by the borrower, if any, is in the form of
points or an application fee, an origination fee, or a broker fee.'* All or part of the
application fee may be used to pay for the credit report and appraisal. Compensation paid

' Some originators also charge a lock-in fee for locking-in an interest rate for the borrower.
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by the lender reflects the difference between the retail rate charged to the borrower and
the lender’s wholesale rates. When a correspondent lender sells a loan to a wholesaler,
the price reflects this compensation and may exceed the amount that the correspondent
lender advanced to the borrower. When a mortgage broker brings a loan to a lender, the
lender may pay a “yield spread premium” that is equivalent to the difference in value
between a loan at the retail rate and one at the wholesale rate.

The points and fees paid to a mortgage broker or loan correspondent cover the
costs of processing the application and underwriting a subprime loan. These costs are
generally higher than for prime lending, for several reasons:

o First, by definition, a subprime borrower is likely to have issues that must be
resolved through manual verification. For example, the borrower’s explanations
for late payments or for a reduction in income must generally be independently
verified—an expensive, hands-on process.

¢ Second, subprime loans tend to be for somewhat lower amounts than prime loans,
thus the cost per loan tends to be proportionally higher.'> Many processing and
underwriting costs are fixed regardless of the size of the loan.

¢ Third, as “lenders of last resort,” subprime lenders receive a much higher
proportion of applications from applicants who do not qualify even for subprime
loans. Accordingly, subprime lenders have much higher rejection rates than do
prime lenders.'® Brokers and lenders generally do not recover the cost of
processing rejected applications through fees charged to rejected applicants and
must make up some of those costs through revenues from approved loans. Thus,
the cost of processing loan applications that are eventually denied raises per-loan
processing and underwriting costs on approved subprime loans.

As noted, in the wholesale loan market, the mortgage broker or correspondent
lender bears many of these processing and underwriting costs. The broker or
correspondent also has advertising and marketing costs that would otherwise be borne by
aretail lender. Either the borrower or the lender, or both, must compensate the broker or
lender for these expenses.

Compensation to Lenders/Servicers

Lenders who originate loans through a retail channel receive compensation from
borrowers in the form of am application fee, a lock-in fee if applicable, and points and
fees paid at closing. In addition, if a lender sells the loan in the secondary market, it will -

'* According to the same study, 1998 HMDA data show that subprime lenders had an 11.25% share of the
total mortgage market in terms of number of toans, but only 8% of the dollar volume.

" The study of 1998 HMDA data showed denial rates for subprime lenders of 50.0% in purchase loans,
59.5% in refinances, and 69.1% in home improvement lending. Comparable figures for prime lenders
were 11.8% in purchase-mortgage lending, 13.6% in refinances, and 33.2% in home improvement
lending.
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receive some compensation on the execution of that sale, whether in a whole loan sale or
a securitization.

The compensation a lender receives from the borrower through fees and through a
secondary market sale often do not fully cover, or cover only by a small margin, the costs
of originating and, if applicable, transferring the loan. Thus, the lenders’ profits come
principally from its servicing eamings, and there is a great incentive for the servicer to do
everything it can to keep the borrower paying the loan on time. Defaults interrupt the
servicer’s income until the borrower resumes making payments. A foreclosure not only
stops the income, but it resuits in the added costs of prosecuting the foreclosure. Not all
of these costs are entirely reimbursed by the investor. In fact, foreclosures are costly,
time-consuming, and almost always result in large losses to the lender/servicer.

Servicing income is also the principal component of eamners for subprime
lenders/servicers. The upfront fees are higher because originating a subprime loan is
more costly. Upfront fees are also higher because lender/servicers need to defray the
higher origination costs to compensate for the shorter period over which these loans will
be serviced. Subprime loans refinance more quickly because borrowers, as they become
qualified for prime loans, refinance into a prime loan product. Moreover, subprime loans
have higher default rate and are more expensive to service. Those additional costs need
to be built into the price charged to consumers. Nonetheless, subprime servicers have the
same very high incentive to do everything they can to keep the borrower paying the loan.
Conversely, they have no incentive whatsoever to get the borrower into a loan that he or
she cannot afford to repay. Nor do they have an incentive to get the borrower into a loan
with a very high interest rate that is more likely to refinance more quickly. In either case,
the servicing income on that loan comes to an end.

Compensation to Investors (Portfolio Lenders or Secondary Market Investors)

Investors earn the interest paid on the loan by the borrower over the life of the
loan, minus the fraction of a percent that is paid to lender/servicers that service the loan.
Like lender/servicers, mortgage market participants that fund loans, whether they are
portfolio lenders or secondary market investors, do not have an economic incentive to
fund loans at above market interest rates because those loans will refinance more quickly.
(Of course, consumers have the choice of agreeing to a lower market interest rate if they

agree to a prepayment penalty.)

Like lender/servicers, investors earn money when consumers are provided loans
they can afford to repay over time.
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What GAO Found

While only one federal law—the Home Ownership and Equity Protection
Act—is specifically designed to combat predatory lending, federal agencies
have taken actions, sometimes jointly, under various federal consumer
protection laws. The Federal Trade Comumission (FTC) has played the most »
prominent enforcement role, filing 19 complaints and reaching multimillion
do]lar settlements. The Departments of Justice and Housing and Urban

D have also d into predatory lending-related settiements,
using laws such as the Fair Housing Act and the Real Estate Settlement
Procedures Act. Federal banking regulators lnc]udmg the Federal Reserve'
Board, report little evidence of predatory | ng by the institutions they
supervise, However, the nonbank subsidiari of f ial and bank holdi
companies—financial instituions which account for a significant portion of
subprime mortgages—are subject to less federal supervision. While FTC is
the primary federal enforcer of consumer protection Jaws for these entities,
itis a law enforcement agency that conducts targeted investigations. In
contrast, the Board is well equipped to routinely monitor and examine these
entities and, thus, potentially deter predatory lending activities, but has not
done so because its authority in this regard is less clear.

As of January 2004, 25 states, as well as several localities, had passed laws to
address predatory lending, often by restricting the berms or provisions of.
certain high-cost loans; however, federal banking have p p
some state laws for the institutions they supervise, Also, some states have
strengthened their regulation and licensing of mortgage lenders and brokers.

The secondary market—where mortgage loans and mortgage-backed
securities are bought and sold—benefits borrowers by expanding credit, but
may facilitate predatory lending by allowing unscrupulous-lenders to quickly
sell off loans with predatory terms. In part to avoid certain risks, secondary
market participants perform varying degrees of “due diligence” to screen out
loans with predatory terms, but may be unable to identify all such loans.

GAO's review of literature and interviews with consumer and federal

officials suggest that ducation, mortgag ling, and loan
disclosure requirements are useful, but may be of limited effectiveness in
redur:ing predatory lending. A variety of factors limit their effectiveness,

the complexity of mortgage transactions, difficulties in reaching
target audiences, and counselors’ inability to review loan documents.

While there are no comprehensive data, federal, state, and consumer
advocacy officials report that the elderly have disproportionately been
victims of predatory lending. According to.these officials and relevant
studies, older consumers may be targeted by predatory lenders because;
among other things, they are'more likely to have substantial home equity and
may have physxcal or cognitive impairments that make them more

v t0 an unscrup mortgage lender or broker.

Unitod Statos General ing Office
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January 36, 2004

The Honorable Larry E. Craig
Chairman

The Honorable John Breaux
Ranking Minority Member
Special Committee on Aging
United States Senate

This report responds to your request that we evaluate issues related to
predatory home mortgage lending. As you requested, this report reviews
(1) federal laws related to predatory lending and federal ieg’ efforts to
enforce them, (2) actions taken by states to address predatory lending, (3}
the secondary market’s role in facilitating or inhibiting predatory lending,
(4) how consumer education, mortgage counseling, and loan disclosures
may deter predatory lending, and (5) the relationship between predatory
lending activities and elderly consurers. This report includes a Matter for
C ional Consideration.

L4

As agreed with your office, we plan no further distribution of this report
until 30 days from its issuance date unless you publicly release its ¢

sooner. We will then send copies of this report to the Chairman and
Ranking Minority Member of the Senate Committee on Banking, Housing,
and Urban Affairs; the Chairman and Ranking Minority Member of the
House Committee on Financial Services; the Secretary of the Department
of Housing and Urban Development; the Secretary of the Department of the
Treasury; the Chairman of the Federal Trade Commission; the Chairman of
the Board of Governors of the Federal Reserve Systemy; the Chairman of the
Federal Deposit Insurance Corporation; the Comptroller of the Currency;
the Director of the Office of Thrift Supervision; the Chairman of the
National Credit Union Administration; and other interested parties. Copies
will also be made available to others upon request. In addition, this report
will be available at no charge on the GAO Web site at http//www.gao.gov.

GAD-04-280 Predatory Lending
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This report was prepared under the direction of Harry Medina, Assistant
Director. Please contact Mr. Medina at (415) 904-2000 or me at (202) 512-
8678 if you or your staff have any questions about this report. Major
contributors to this report are listed in appendix V1.

Dowid 4 Woud

David G. Wood
Director, Financial Markets
and Community Investment

GAD-04-280 Predatary Lending
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Executive Summary

L
Purpose

Background

Each year, millions of American consumers take out mortgage loans
through mortgage brokers or lenders to purchase homes or refinance
existing mortgage loans. While the majority of these transactions are
legitimate and ultimately benefit borrowers, some have been found to be
“predatory”—that is, to contain terms and conditions that ultimately harm
borrowers. Loans with these features, often targeted at the elderly,
minorities, and low-income homeowners, can strip borrowers of home
equity built up over decades and cause them to lose their homes.

The Chair and Ranking Minority Member of the Senate Special Committee
on Aging asked GAO to examine the efforts under way to combat predatory
lending. GAOQ reviewed (1) federal laws related to predatory lending and
federal agencies’ efforts to enforce them, (2) actions taken by states to
address predatory lending, (3) the secondary market's role in facilitating or
inhibiting predatory lending, (4) how ¢ jucation, mortgage
counseling, and loan disclosures may deter predatory lending, and (5) the
relationship between predatory lending activities and elderly consumers.
The scope of this work was limited to home mortgage lending and did not
include other forms of cc foans. To add: these abjectives, GAG
reviewed data and interviewed officials from federal, state, and local
agencies and from industry and consumer advocacy groups; examined
federal, state, and local laws; and reviewed relevant literature. At GAO’s
request, federal agencies identified enforcement or other actions they have
taken to address predatory lending. GAO also obtained data from publicly
available databases; the data were analyzed and found to be sufficiently
reliable for this report. Chapter 1 provides the details of the scope and
methodology of this report. The work was conducted between January
2003 and January 2004 in accordance with generally accepted governunent
auditing standards.

While there is no uniformly accepted definition of predatory lending, a
nuraber of practices are widely acknowledged to be predatory. These
include, among other things, charging excessive fees and interest rates,
lending without regard to borrowers’ ability to repay, refinancing
borrowers’ loans repeatedly over a short period of time without any
economic gain for the borrower, and committing outright fraud or
deception—for le, falsifying doc or intentionally

GAO-04-280 Predatory Lendlag
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misinforming borrowers about the terms of aloan.! These types of
practices offer lenders that originate predatory loans potentially high
returns even if borrowers default, since many of these loans require
excessive up-front fees. No comprehensive data are avaﬂable on the
incidence of these practices, but banking advocates,
and industry participants generally agree that predamry loans are most
likely to occur in the market for “subprime” loans. The subprime market
serves borrowers who have limited incomes or poor or no credit histories,
in contrast with the prime market, which encompasses traditional lenders
and borrowers with credit histories that put them at low risk of default.
Originators of subprime loans most often are mortgage and consumer
finance companies but can also be banks, thrifts, and other institutions.

Serious data limitations make the extent of predatory lending difficult to
determine. However, there have been a number of major settlements
resulting from government enforcement actions or private party lawsuits in
the last 6 years that have accused lenders of abusive practices affecting
large numbers of borrowers. For example, in October 2002, Household
International, a large home mortgage lender, agreed to pay up to $484
million to homeowners to settle states’ allegations that it used unfair and
deceptive lending practices to make mortgage loans with excessive interest
and fees. In addition, the rate of foreclosures of subprime loans has
increased substantially since 1990, far ding the rate of i for
subprime originations. Some consumer groups and industry observers
have attributed this development, at least in part, to an increase in abusive
lending, particularly of loans made without regard to borrowers’ ability to
repay. Additionally, groups such as legal services agencies have reported
seeing an £r ber of particularly the elderly and
minorities, who are in danger of losing their homes as a result of predatory
lending practices.

Results in Brief

Federal ies have add d predatory lending under a variety of
federal laws, including the Home Ownership and Equity Protection Act
(HOEPA), which was an amendment to the Truth in Lending-Act (TILA)
designed specifically to combat predatory lending, and other

protection laws such as the Federal Trade Commission Act (FTC Act), TILA
generally, and the Real Estate Settlement Procedures Act (RESPA). The

*Throughout this report, the terms “predatory lending” and “abusive lending” are used to -
refer to such practices.

‘GAO-04-280 Predatory Lending
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Federal Trade Commission (FTC) has played a prominent role because it is
ible for impl ing and enforcing certain federal laws among

lendmg institutions that are not supervised by federal banking regulators.
As of December 2003, FTC reported that it had taken 19 enforcement
actions against mortgage lenders and brokers for predatory practices,
including some actions that have resulted in multimillion doilar
settlements. The Department of Housing and Urban Development's (HUD)
enforcement activities related to abusive lending have focused on criminal
fraud in its Federal Housing Administration (FHA) loan insurance program.
The federal banking regulators—the Federal Deposit Insurance
Corporation (FDIC), Board of Governors of the Federal Reserve System
(the Board), Office of the Comptroller of the Currency (CCC), Office of
Thrift Supervision (OTS), and National Credit Union Administration
(NCUA)—report little evidence of predatory lending by the depository
institutions that they supervise. However, concerns exist about nonbank
mortgage lending companies that a.re owned by ﬁnancna.l or bank holding
companies, which have been involved in
.actions involving allegations of abusive lending practices. While FTC has
clear authority to conduct investigations and enforce consumer protection
1aws among these nonbank lending c ies, as a law
enforcement agency its roleisto i i possible violati rather than
to act as a supervisory agency with routine monitoring and examination
responsibilities. The Board may be better equipped to monitor and

ine these subsidiaries’ 1 with federal consumer protection
taws and thus to deter predatory lending, but it does not have clear
authority to do so.

According to a database that tracks state and local legislation, 25 states,
11 loca.lmes, and the District of Columbia have passed their own laws
v lending? While these laws vary, most of them

restrict t.he t.erms or provisions of mortgage loans originated within their
jurisdictions. In addition, some states have strengthened the regulation and
hcensmg of mongage lenders and brokers, and state law enforcement

andb regul have taken a nuraber of enforcement
actions under state consumer protection and banking laws. Some federal

regulators have asserted that federal law preempts some state predatory

Anformation relating to state and local laws and their provi is froma
intai by Butera & Andrews, a D.C., law firm that racks predatory Yending
leﬂshuon.nndlscurm!-of.lmnaryQW ‘I‘huelxw:onlymcludestaxzmdloesllaws
mntnhc:dacmalreszﬂmommlamng, exanlpleu\eydonotmmlocnl

that solely ofa i predatory lending,

GAD-0¢-280 Predatory Lending
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lending laws for the institutions they regulate, stating that federatly
chartered lending institutions should be required to comply with a single :
uniform set of national regulations. Many state officials and consumer
advocates, however, maintain that federal p ption interferes with the
states’ ability to protect consumers.

The secondary market for mortgage loans—which allows lenders and
investors to sell and buy mortgages and mortgage-backed securities—
provides lenders with an additional source of liquidity and may benefit
borrowers by increasing access to credit and lowering interest rates. But
the secondary market may also inadvertently serve to facilitate predatory
lending, both by providing a source of funds for unscrupulous originators

to quickly sell off loans with predatory terms and by reducing incentives for -
these originators to ensure that borrowers can repay their loans.

Secondary market participants may use varying degrees of “due
diligence™—a review and isal of legal and fi ial informati to .
avoid purchasing loans with abusive terms. Fannie Mae and Freddie Mac—
which are relatively recent entrants in the subprime market—have due -
diligence processes that are designed, in part, to avoid purchasing loans
that may have been harmful to consumers. Other firms may use due
diligence not necessarily to avoid loans that may have harmed consumers
but to avoid loans that are not in compliance with applicable law or that
present undue financial or reputation risks. Some states have passed laws

making secondary market buyers liable for violations by loan origi 3
although such laws may have the uni ded q of reducing the
ilability of legiti credit to

A number of federal, state, nonprofit, and industry-sponsored organizations
offer consumer education initiatives designed to deter predatory lending
by, among other things, providing information about predatory practices
and working to improve ' overall fi ial literacy. GAO’s
review of literature and interviews with consumer and federal officials
suggest that while tools such as consumer education, mortgage counseling,
and disclosures are useful, they may be of limited effectiveness in reducing

p y lending. For inst , € education is hampered by the
complexity of mortgage transactions and the difficulty of reaching the
target audience. Similarly, unreceptt and cx lors' lack of
access to relevant toan dc can hamper the effectiy of

mortgage counseling efforts, while the sheer volume of mortgage
originations each year makes providing universal counseling difficult. And -
while efforts are under way to imp the federally required disclosures -
associated with mortgage loans, the complexity of mortgage transactions

GAO-04-280 Predatory Lending
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also hinders these efforts, especially given the lack of financial
sophistication among many borrowers who are targeted by predatory
lenders.

While there are no comprehensive data, government officials and

cC advocacy organizations have reported that elderly consumers
have been disproportionately targeted and victimized by predatory lenders.
According to these officials and organizations, elderly ¢ appear to
be favored targets for several reasons—for example, because they may
have substantial equity in their homes or live on limited incomes that make
them susceptible to offers for quick access to cash. Further, some seniors
have cognitive or physical impairments such as poor eyesight, hearing, or
mobility that may limit their ability to access competitive sources of credit.
Most consumer financial education efforts seek to serve the general
consumer population, but a few education initiatives have focused
specifically on predatory lending and the elderly. Most legal assistance
related to predatory lending aims at assisting the general population of
consumers, although some is focused on elderly consumers in particular.

Principal Findings

Federal Agencies Have Federal agencies and regulators have used a number of federal laws to
Taken Enforcement and combat predatory lending practices. Among the most frequently used
Other Actions to Address laws—HOEPA, the FTC Act, TILA, and RESPA—only HOEPA was

Predatory Lending, but Face
Challenges

specifically designed to address predatory lending. Enacted in 1994,
HOEPA places restrictions on certain high-cost loans, including limits oa
prepayment penalties and balloon payments and prohibitions against
negative amortization. However, HOEPA covers only loans that exceed
certain rate or fee triggers, and although comprehensive data are lacking, it
appears that HOEPA covers only a limited portion of all subprime loans.
The FTC Act, enacted in 1914 and amended on numerous occasions,
authorizes FTC to prohibit and take action against unfair or deceptive acts
or practices in or affecting commerce. TILA and RESPA are designed in
part to provide consumers with accurate information about the cost of
credit.

Other federal laws that have been used to address predatory lending
practices include criminal fraud statutes that prohibit certain types of fraud
sometimes used in abusive lending schemes, such as forgery and false
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statements. Also, the Fair Housing Act and Equal Credit Opportunity Act—
which prohibit discrimination in housing-related transactions and the
extension of credit, respectively—have been used in cases against abusive
lenders that have targeted certain protected groups.

Using these or other authorities, federal agencies have taken a number of
enforcement actions and other steps, such as issuing guidance and revising
regulations.

* Among federal agencies, FTC has a prominent role in combating
predatory lending b of its respongibilitiesin impl ting and
enforcing certain federal laws among lending institutions that are not
depository institutions supervised by federal banking regulators. FTC
has reported that it has filed 19 complaints—17 since 1998—alleging
deceptive or other illegal ices by mortgage lenders or brokers and
that some actions have resulted in multimillion dollar settiements. For
example, in 2002 FTC settled a complaint against a lender charged with

ing in syst ic and widespread deceptive and abusive lending
practices. According to FTC staff, close to 1 million borrowers will
receive about $240 million in restitution under the settlement.

* DQJ, which is responsible for enforcing certain federal civil rights laws,
has filed an enforcement action on behalf of the FT'C and identified two
additional enforcement actions it has taken that are related to predatory
mortgage lending practices. The statutes DOJ enforces only address
predatory lending practices when they are alleged to be discriminatory.

¢ HUD has undertaken enforcement activities related to abusive lending
that primarily focus on reducing losses to the FHA insurance fund, most
notably violations of criminal fraud statutes and FHA regulations
through “property flipping” schemes, which in some cases can harm
borrowers by leaving them with mortgage loans that may far exceed the
value of their homes.* HUD has also taken three enforcement actions in
abusive mortgage lending cases for violations of RESPA’s prohibitions
on certain types of fees.

*HUD's FHA mortgage insu; program makes loans more readily available for low- and
" families by g h to 1l

or a
home. Lending in: ions such as and banks fund the loans.
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¢ Federal banking regulators have stated that their monitoring and
exxnumuon actmties have uncovered little evidence of predatory
lending in fe lly regulated depository institutions. Four of the five
federal banking regulators reported taking no formal enforcement
actions involving predatory mortgage lending against the institutions
they regulate, while the fifth-—~OCC—reported that it has taken one
formal enforcement action against a bank engaged in abusive mortgage -
fending. Regulators noted that they have taken informal enforcement-

ctions to address questionable practices raised during the examination

process and required their institutions to take corrective action.

» The banking regulators have also )ssued gmdance to the msﬁtuuons
they supervise on avoiding direct or indirect invoh inp 'y
lending. In addition, the Board has made changes to its regulations
implementing HOEPA that, among other things, increase the number of
loans HOEPA covers. The Board also made changes to its regulations
implementing the Home Mortgage Disclosure Act that make it easier to
analyze potential patterns of predatory lending.

Federal ies and banking r have dinated their efforts to
address predatory lending on cemsm occasions through participation in
interagency working groups and through joint enforcement actions. For
example, FTC, DOJ, and HUD coordinated to take an enforcement action:
against Delta Funding Corporation, with each agency investigating and
bringing actions for violations of the laws within its jurisdiction.

Issues related to federal oversight and regulation of certain nonbank
mortgage lenders may chailenge efforts to combat predatory lending.
Nonbank mortgage lending companies owned by financial or bank holding
companies (nonbank mortgage lending subsidiaries), such as finance and
mortgage companies, account for an estimated 24 percent of subprime loan
orginations, according to HUD and some have been the target of notable
federal and state enfor llegations of abusive
lending.* FTC is the primary federal enforcer of consumer protection laws.-
for these nonbank subsidiaries, but it is a law enforcement rather than
supervisory agency ’l‘hus, FTCs mxssnon and resource allocations are

d on ¢« ing inv in resp toc comp
and other information mthet than on i itoring and inats
*These tes are owned by the holding bank holding

companies and are not the direct operating subsidiaries of the bank itself.
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responsibilities. In contrast, the Board cond periodic inations of
financial and bank holding companies and, under the Bank Holding
Company Act, is authorized to monitor and examine the subsidiaries of a
bank holding company under certain circumstances. However, this
authority does not clearly extend to routine examinations of nonbank
subsidiaries of these holding companies with regard to laws pertinent to
predatory lending. In addition, the Board does not have specific authority
under pertinent federal consumer protection laws to institute an
enforcement action against a nonbank subsidiary of a financial or bank
holding company. Granting the Board concurrent enforcement authority
with the FTC for these nonbank subsidiaries of holding companies could
help deter some predatory lending.

Many States Have Passed
Laws Addressing Predatory
Lending, but Federal
Agencies Have Preempted
Some Statutes

In response to concerns about the growth of predatory lending and the
limitations of existing laws, 25 states, the District of Columbia, and 11
localities have passed their own laws addressing predatory lending
practices, according to a database that tracks such laws. Most of these
1aws regulate and restrict the termas and characteristies of high-cost loans—
that is, loans that exceed certain rate or fee thresholds. While some state
follow the thresholds for covered loans established in HOEPA,
many set lower thresholds in order to cover more loans than the federal
statute. The statutes vary, but they generally cover a variety of predatory
practices, such as balloon pay and prep lties, and some
inchide restrictions on such things as nmndalory arblcranon clauses that
can restrict borrowers' ability to obtain legal redress through the courts.

Some states have also increased the regulation of and licensing
requirements for mortgage lenders and brokers, in part to address
concerns that some unscrupulous lenders and brokers have been
responslble for lending abuses and that these entities have not been
lated. For le, some states have increased the
ional requi that lenders and brokers raust meet in order to
obtain a license. In recent years, state law enforcement agencies and
banking regulators have also taken a number of actions against mortgage
lenders involving predatory lendi For le, an official from
Washington State’s Department of Financial Institutions reported that the
depan:mem. had taken several enforcement actions to address predatory
tuding one that resulted in a lender being ordered to return
more than $700, 000 to 120 Washington borrowers for allegedly deceiving
them and charging prohibited fees.

A
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Three federal banking regulators—NCUA, OCC, and OTS—have issued
opinions stating that federal laws preempt some state predatory lending
laws for the Institutions that they regulate. The regulators note that such
preemption creates a more uniform regu)uory framework, relieves lending
institutions of the burden of complying with a hodgepodge of state and.
federal laws, and avoids state laws that may restrict legitinate lendmg
activities. State officials and that
argue that fedeml laws do not effectively protect consumers agmnst

datory 1 1g practices and that federal regulators do not devote
sufﬁctent resources toward enforcement of consumer protection laws for
the institutions they oversee.

The Secondary Market May
Benefit Consumers but Can
Also Facilitate Predatory
Lending

In 2002, an estimated 63 percent of subprime loans, worth $134 billion,
were securitized and sold on the secondary market.® The existence of a
secondary market for subprime loans has benefited consumers by

inc g the of funds available to subprime lenders, potentially
lowering i rates and origination costs for subprime loans. However,
the secondary market may also inadvertently facilitate predatory lending.
by providing a source of funds for unscrupulous originators, allowing them
to quickly sell off loans with predatory terms. Further, originators of
subprime mortgage loans generally make their profits from high origination
fees, and the existence of a secondary market may reduce the incentive for
these lenders to ensure that borrowers can repay.

Purchasers of mortgage loans undertake a process of due diligence
designed to avoid legal, financial, and reputational risk. Prior to the sale,
purchasers typically review electronic data containing information on the
loans, such as the loan amount, interest rate, and credit score of the
borrower. Purch also often physically review a sample of individual
loans, inctuding such items as the loan application and settlement forms.
However, the degree of due diligence purchasers undertake varies. Fannie
Mae and Freddie Mac—which are estirated to account for a relatively
small portion of the secondary market for subprime loans—told us that
they undertake a series of measures aimed at avoiding the purchase of

of mortgage loans—which can include banks, other depository institutions, and
monpgeluﬂesdmaenadepodmrylnsﬂmﬁm—mvkeepﬂwhmsormﬂumm
market p roay then hald the loans or pool”
mge\huuywpollwsmdisuennnuiwdmbbachdbyamldmm&s(a
“mortgage-backed security™).
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loans with abusive characteristics that may have harmed borrowers. In
contrast, according to some market participants, the due diligence of other
secondary market purchasers of residential mortgages may be more
narrowly focused on the creditworthiness of the loans and on their
compliance with federal, state, and local laws. However, even the most
stringent efforts cannot uncover some predatory loans. For example, due
diligence by secondary market purchasers may be unable to uncover fraud
that occurred during the loan underwriting or approval process, some
excessive or unwarranted fees, or loan flipping.

Under some state and local legislation, purchasers of mortgages or
mortgage-backed securities on the seconda:y market may be fable for

violations committed by the originating I ferred to as “assi

lability” provisions. HOEPA ins such upmwsion for loans above
certain thresholds, as do the antipred _y lawsmatleastelgm
states and the District of Columbi g to a database that tracks

state predatory lending laws. Assign habilltyls ded to di age
secondary market participants from purchasing loans that may have

y fi and to provide an additional source of redress for
vlctzms of abusive lendels However, according to some secondary market
participants, assignee liability can also discourage legitimate lending
activity. S dary market purch that are unwilling to assume the
potential risks associated with assignee liability provisions have stopped
purchasing, or announced their i ion to stop purchasing, mortgages
originated in areas covered by such provisions. Credit rating agencies—
whose decisions influence securitizers' ability to sell the securities—have
asserted that assignee liability provisions can make it difficult for them to

the risk iated with pools of loans. Assignee liability
provisions of the Georgja Fair Lending Act were blamed for causing several
partici inthe gage lending industry to withdraw from the market,

and the provisions were subsequently repealed.

The Usefulness of
Consumer Education,
Counseling, and Disclosures
in Deterring Predatory
Lending May Be Limited

In response to widespread concern about low levels of financial literacy
among s, federal agencies have conducted and funded financial
education for consumers as a means of i unprovmg consumers’ financial
Htemcyand in some cases, raising of predatory
g practt For \ple, FDIC afi i 'hteracy
progmm MoneySmart, which is designed for low- and moderate-income
iduals with little banking experience. Other federal agencies,
including the Board, FTC, HUD, and OTS, engage in activities such as
distributing educational literature, working with community groups, and
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viding insti they regulate with guid on encouraging fi ial
litcmy Federalagendahavealsohkensomeacnonsmcoorduwmmelr
efforts to ed: o about predatory lending. For le, in

October 2003, the Interagency Task Force on Fair Lending, whxch consists
of 10 federal agencies, published a brochure that alerts consumers to the
potential pitfalis of home equity loans, particularly high-cost loans. A
number of states, nonprofits, and trade organizations also conduct
consumer financial education activities, which someﬂmw focus
specifically on raising about predatory |

While representatives of the mortgage lending industry and consumer
groups have noted that financial education may make some:consumers less
susceptible to abusive lending practices, GAO's review of literature and
interviews with consumer and federal officials suggest that consumer
education by itself has limits as a tool for deterring predatory lending.
First, mortgage loans are plex financial t jons, and many
different factors—including the interest rate, fees, provisions of the loan,
and sltuation of the borrower—determine whether a loan is in a borrower’s

best i Even an 1l ign of education is

unlikely to provide less sophisticated with h information

to pmperly assess whether a loan contains abusive terms. Second

P vyl and brokers tend to use aggressive marketing tactics that

are designed to confuse c« Broad-based campaigns to make
aware of predatory lending may not be sufficient to prevent

many consumers—particularly those who may be uneducated or
unsophisticated in financial matters—from succumbing to such tactics.
Finally, the consumers who are often the targets of predatory lenders are
also some of the hardest to reach with educational information.

Prepurchase mortgage counseling—which can offer a “third party” review
of a prospective mortgage loan—may help borrowers avoid predatory
loans, in part by alerting consumers to predatory loan terms and practices.
HUD supports a network of approximately 1,700 HUD-approved counseling
agencies across the country and in some cases provides funding for their
activities. While beneficia), the role of mortgage counseling in preventing
predatory lending is likely to be limited. Borrowers do not always attend
such counseling, and when they do, counselors may not have access to all
of the loan documents needed to review the full final terms and provisions
before closing. In addition, counseling may be ineffective against lenders
and brokers engaging in fraudulent practices, such as falsifying

app or loan d ts, that cannot be detected during a
prepurchase review of mortgage loan documents,
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Finally, disclosures made during the mortgage loan process, while
important, may be of limited useful in reducing the incid of
predatory lending practices. TILA and RESPA have requirements covering
the content, form, and timing of the information that must be disclosed to
borrowers. However, industry and consumer advocacy groups have
publicly expressed dissatisfaction with the current disclosure system.
HUD issued proposed rules in July 2002 intended to streamline the
disclosure process and make disclosures more understandable and timely,
and debate over the proposed rules has been contentious. Although
improving loan discl es would undoubtedly have benefits, once again
the inherent complexity of loan transactions may limit any impact on the
incidence of predatory lending practices. Moreover, even a relatively clear
and transparent system of disclosures may be of limited use to borrowers
who lack sophi ion about fi ial matters, are not highty educated, or
suffer physical or mental infirmities. Finally, as with mortgage counseling,
revised disclosure requirements would not necessarily help protect
consumers against lenders and brokers that engage in outright fraud or that
mislead borrowers about the terms of loans in the disclosure documents
themselves.

Predatory Lenders May
Target Elderly Consumers

Consistent observational and anecdotal evidence, along with some limited
data, indicates that, for a variety of reasons, elderly homeowners are
disproportionately the targets of predatory lending. Abusive lenders tend
to target homeowners who have substantial equity in their homes, as many
older homeowners do. In addition, some brokers and lenders aggressively
market home equity loans as a source of cash, particularly for older
homeowners who may have limited incomes but require funds for major
home repairs or medical expenses. Moreover, diseases and physical
impairments associated with aging—such as declining vision, hearing, or
mobility—can restrict elderly consumers® ability to access financial
information and compare credit terms. Some older persons may also have
diminished cognitive capacity, which can impair their ability to
comprehend and make informed judgments on financial issues. Finally,
several advocacy groups have noted that some elderly people lack social
and family support systems, potentially increasing their susceptibility to
unscrupulous lenders who may market loans by making home visits or
offering other personal contact.

Because the elderly may be more susceptible to predatory lending,
government ies and ¢ advocacy izations have fc d
some of their education efforts on this population. For example, the
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Matters for
Congressional
Consideration

Justice Department offers on its Web site the guide “Financial Crimes
Against the EAderly,” which includes references to predatory lending, The
Department of Health and Human Services' Administration on Aging
provides grants to state and nonprofit agencies for programs aimed at

- preventing elder abuse, including predatory lending practices targeting

older consumers. The AARP, which represents Americans age 50 and over,
sponsors a number of financial education efforts, including a borrower's kit
that contains tips for avoiding predatory lending.

Consumer protection and fair lending laws that have been used to address
predatory lending do not generally have provisions specific to elderly
persons, although the Equal Credit Opportunity Act does prohibit unlawful
discrimination on the basis of age in connection with any aspect of a credit
transaction. Federal and state enforcement actions and private class-
action i datory X lly seek to provide
redress to large groups of consumers. Little comprehensxve data exist on
the age of consumers involved in these actions, but a few cases have
involved allegations of predatory lending targeting elderly borrowers. For
example, FTC, six states, AARP, and private plaintiffs settled a case with
First Alliance Mortgage Company in March 2002 for more than $60 million.
An estimated 28 percent of the 8,712 borrowers represented in the class-
action suit were elderly. The company was accused of using
misrepresentation and unfair and deceptive practices to lure senior citizens
and those with poor credit histories into entering into abusive loans. In
addition, some nonprofit groups—such as the AARP Foundation Litigation,
the National Consurmer Law Center, and South Brooklyn Legal Services'
Foreclosure Prevention Project—provide legal services that focus, in part,
on helping elderly victims of predatory lending.

To enable greater oversight of and potentially deter predatory lending from
occurring at certain nonbank lenders, Congress should consider making
appropriate statutory changes to grant the Board of Governors of the
Federal Reserve System the authority to routinely monitor and, as

Y, ine the nonbank mortgage lendi bsidiaries of financial
and bank holding ¢ jes for compli: with tedeml consumer
protection laws applicable to predatory tending p Also, G

should consider giving the Board specific authority to initiate enforcement
actions under those laws against these nonbank mortgage lending
subsidiaries.
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Agency Comments and
Our Evaluation

GAQ provided a draft of this report to the Board, DOJ, FDIC, FTC, HUD,
NCUA, OCC, 0TS, mldtheDepamnentofmeT\'easmyfonevlewand

[ The that have been

incorporated where appropnme. lnaddiuon, the Board, DOJ, FDIC, FTC,

HUD, and NCUA provided , which are discussed in

gmaterdetaﬂaxl;he end of chapberz The written comments of the Board,

DOJ, HUD, and NCUA are printed in appendixes IT through V.

The Board commented that, while the existing strucmre has not been a

barrier to Federal Reserve oversight, the ap ded in our
Matter for Congressional Considerati would likely be beneficial by
hing some abusi ices that might not be caught otherwise. The

Board also noted that the approach would pose tradeoffs, such as different
supervisory sch being applied to nonbank mortgage lenders based on
whether ornot t.hey are part of a holding company, and additional costs.

bank mortgage lenders that are part of a financial or bank
holdmg company currently can be examined by the Board in some

, they are already subject to a different supervisory scheme

than other such lenders. We agree that the costs to the lenders and the
Board would increase to the extent the Board exercised any additional
authority to monitor and examine nonbank lenders, and believe that
Congress should ider both the p ial costs and benefits of clarifying
the Board’s authorities.

The FTC expressed concern that our report could give the impression that
we are suggesting that Congress consider giving the Board sole
Jjurisdiction—rather than concurrent jurisdiction with FFC—over nonbank

bsidiaries of holding companies. Our report did not intend to suggest
that the Congress make any change that would necessarily affect FTC's
existing authority for these entities, and we modified the report to clarify
this point.

DOJ commented that the report will be helpful in assessing the
department’s role in the federal govemment’s efforts to develop strategies
to combat predatory lending. DOJ di d with our inclusion in the
report of “property or loan flips,” which it said was a traditional fraud
scheme but not a type of predatory lendmg As we noted in our report,
there is no precise definition of p y ) g We incorporated a
discussion of property flipping—quick resales of r recently sold FHA
properties—because HUD officials characterize some of these schemes as
involving predatory practices that can harm borrowers. We included loan

GAO-04-280 Predatary Lending



197

Execotive Summary

flipping——the rapid and repeated refinancing of a loan without benefit to
the bor in our report b this is widely characterized in the
literature and by federal, state, and nonprofit agency officials as a
predatory lending practice.

I-‘DIC noted that our Matter for Congressional Consideration focuses on

k substdiaries of holding companies even though these entities
cormprise, according to HUD, only about 20 percent of all subprime lenders.
We recognize that our Matter does not address all subprime lenders or
other institutions that may be engaging in predatory lending, but believe it
represents a potential step in addressing predatory lending among a
significant segment of mortgage lenders. NCUA said that the report
provides a useful discussion of the issues and the agency concurs with our

Matter for Congressional Consideration. HUD, in its comment letter,
descnbed a vanety of actions it has taken that it characterized as

ing p y lending, particularly with regard to FHA-insured
loans.
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Introduction

In recent years, abuses in home mortgage lending—commonly referred to
as “predatory lending”—-have inc ingly garmered the attention and
concemn of policymakers, consumer advocates, and participants in the
mortgage lending industry.! Once relatively rare, government enforcement
actions and private party lawsuits against institutions accused of abusive
home mortgage lending have increased dramatically in the last 10 years. In
2002 alone, there were dozens of settlements resulting from accusations of
abusive lending. In the largest of these, a major national mortgage lender
agreed to pay up to $484 million to tens of thousands of affected
consumers.

The Nature and
Attributes of Predatory
Lending

Predatory lending is an umbrella term that is generally used to describe
cases in which a broker or originating lender takes unfair advantage of a
borrower, often through deception, fraud, or manipulation, to make a loan
that contains terms that are disadvantageous to the borrower. While there
is no universally accepted definition, predatory lending is associated with
the following loan characteristics and lending practices:

* Excessive fees. Abusive loans may include fees that greatly exceed the
amounts justified by the costs of the services provided and the credit
and interest rate risks involved. Lenders may add these fees to the loan
amounts rather than requiring payment up front, so the borrowers may
not know the exact amount of the fees they are paying.

* Excessive interest rates. Mortgage interest rates can legitimately vary
based on the characteristics of borrowers (such as creditworthiness)
and of the loans themselves. However, in some cases, lenders may
charge interest rates that far exceed what would be justified by any risk-
based pricing calculation, or lenders may “steer” a borrower with an
excellent credit record to a higher-rate loan intended for borrowers with
poor credit histories.

¢ Single-premium credit insurance. Credit insurance is a loan product
that repays the lender should the borrower die or become disabled. In
the case of single- premium credit insurance, the full premium is paid al}
at once—by being added to the amount financed in the loan—rather
than on a monthly basis. Because adding the full premium to the

‘Throughout this report, the terms predatory lending and abusive lending are used
interchangeably.
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of the loan ily raises the t of interest
bor pay, single-p fum credit i e is generally considered
inherently abusive.

s Lending without regard to ability to repay. Loans may be made
without regard to a borrower’s ability to repay the loan. In these cases,
the loan is approved based on the value of the asset (the home) that is
used as collateral. In particularly egregious cases, monthly loan

pay have equaled or ded the borrower’s total monthly
i Such lending can quickly lead to forecl of the property.
* Loan flipping. Mortgage origin s may refi borrowers' loans

repeatedly in a short period of time without any economic gain for the
borrower. With each successive refinancing, these originators charge
high fees that “strip” borrowers’ equity in their homes.

o Fraud and deception. Predatory lenders may perpetrate outright fraud
through actions such as inflating property appraisals and doctoring loan
applications and settlement documents. Lenders may also decetve
borrowers by using “bait and switch” tactics that mislead borrowers
about the terms of their loan. Unscrupulous lenders may fail to discl
items as required by law or in ather ways may take advantage of
borrowers’ lack of financial sophistication.

. Ities. Penalties for prepaying a loan are not

nec'a;'aﬂly abusive, but predatory lenders may use them to trap
borrowers in high-cost loans.

¢ Balloon payments. Loans with balloon payments are structured so that
monthly payments are lower but one large payment (the balloon
payment) is due when the loan matures. Predatory loans may containa .
balloon payment that the borrower is urdikely to be able to afford,
resulting in foreclosure or refinancing with additional high costs and
Iea Somehm lenders market a low monthly payment without
q X of the ball pay

Predatory lending s difficult to define partly because certain loan
attributes may or may not be abusive, depending on the overall context of
the loan and the borrower. For example, although prepayment penalties
can be abusive in the context of some loans, in the context of other loans.
they can benefit borrowers by reducing the overall cost of loans by
reducing the lender's prepayment risk.
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According to federal and industry officials, most predatory morigage
lending involves home equity loans or loan refinancings rather than loans
for home purchases. Homeowners may be lured into entering refinance
loans through aggressive solicitations by mortgage brokers or lenders that
promise “savings” from debt consolidation or the ability to “cash out™ a
porﬂon of a borrower’s home equity. Predatory lending schemes may also

home imp [ that work in conjunction with a
lender. The contractor may offer to arrange financing for necessary repalrs
or improvements, and then perform shoddy work or fail to complete the
Job, while leaving the borrower holding a high-cost loan. Abuses in loan
servicing have also increasingly become a concern. Abusive mortgage
lenders or servicing agents may charge improper late fees, require
unjustified homeowner's insurance, or not properly credit payments. In
November 2003, the Federal Trade Commission (FTC) and the Department
of Housing and Urban Development (HUD) reached a settlement with a
large national mortgage servicer, Fairbanks Capital, after the company was

d of unfair, deceptive, and illegal practices in the servicing of

mortgage loans. The settlement will provide $40 million to reimburse
consumers.

Originating lenders or brokers that engage in abusive practices can make
high profits through the excessive points and fees that they charge,
particularly when borrowers make their payments regularly. Even when a
loan enters foreclosure, the originator of a predatory loan may still make a
profit due to the high up-front fees it has already collected. Moreover, a
lender that sells a Joan in the secondary market shortly after origination no
longer necessarily faces financial risk from foreclosure.® Similarly, a
mortgage broker that collects fees up front is not affected by foreclosure of
the loan.

According to HUD and community groups, predatory lending not only
harms individual borrowers but also can weaken communities and
neighborhoods by causing widespread foreclosures, which reduce property
values. Predatory lending also serves to harm the reputation of honest and
legitimate lenders, casting them in the same suspicious light as those
making unfair loans and thus increasing their reluctance to extend credit to
the traditionally underserved communities that are often targeted by
abusive lenders.

’Asdmcmedmdup&utmestcmldnynwkmhwhaveummmeknmmd
mortgage-backed securities are s0id and purchased,

GAO-04-280 Predatory Lending




201

tatroduction

Emergence of
Subprime Mortgage
Market

The market for mortgage loans has evolved considerably over the past 20
years. Among the changes has been the emergence of a market for
subprime mortgage loans. Most mortgage lending takes place in what is
Imown as the prime market, which encompasses traditional lenders and
borrowers with credit histories that put them at low risk of defauit. In
contrast, the subprime market serves borrowers who have poor or no
credit histories or limited incomes, and thus cannot meet the credit
standards for obtaining loans in the prime market.” It is widely accepted
that the overwhelming majority of predatory lending occurs in the
subprime market, which has grown dramatically in recent years. Subprime
mortgage originations grew from $34 billion in 1994 to more than $213
billion in 2002 and in 2002 represented 8.6 percent of all mortgage
originations, according to data reported by the trade publication /nside
B&C Lending. Several factors account for the growth of the subprime
raarket, including changes in tax law that i d the tax ad of
home equity loans, rapidly increasing home prices that have provided many
consumers with substantial home equity, entry into the subprime market by.
companies that had previously made only prime loans, and the expansion
of credit scoring and automated underwriting, which has made it easier for
lenders to price the risks associated with making loans to credit-impaired
borrowers.

Originating lenders charge higher interest rates and fees for subprime loans
than they do for prime loans to compensate for increased risks and for
higher servicing and origination costs. In many cases, increased risks and
costs justify the additional cost of the loan to the borrower, but in some
cases they may not. Because subprime loans involve a greater variety and
complexity of risks, they are not the uniformly priced commodities that
prime loans generally are. This lack of uniformity makes comparing the
costs of subprime loans difficult, which can increase borrowers'
vulnerability to abuse.

I , subprime lending is not inh ly abusive, and certainly all
subprime loans are not predatory. Although some advocacy groups claim
that subprime lending involves abusive practices in a majority of cases,
most analysts believe that only a relatively small portion of subprime loans

There is no uniform definition across the tending industry for what characterizes a loan as

i : are given to 'with credit scores that are
below a certain th d, but that can vary to the policies of the
individual lender.
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contain features that may be considered abusive. In addition, according to
officials at HUD and the Department of the Treasury, the emergence of a
subprime mortgage market has enabled a whole class of credit-impaired
borrowers to buy homes or access the equity in their homes. At the same
time, however, federal officials and consumer advocates have expressed
concemns that the overall growth in subprime lending and home equity
lending in g ! has been acc ied by a corresponding increase in
predatory lending. For example, lenders and brokers may use aggressive
sales and marketing tactics to convince consumers who need cash to enter
into a home equity loan with highly disadvantageous terms.

Originators of subprime loans are most often mortgage and consumer
finance companies, but can also be banks, thrifts, and other institutions.
Some originators focus primarily on making subprime loans, while others
offer a variety of prime and subprime loans. According to HUD, 178
lenders concentrated primarily on subprime mortgage lending in 2001.
Fifty-nine percent of these lenders were independent mortgage companies
(mortgage bankers and fi panies), 20 percent were nonbank
subsidiaries of financia or bank holding cc ies, and the ind
were other types of financial institutions. Only 10 percent were federally
regulated banks and thrifts.*

About haif of all mortgage loans are made through mortgage brokers that
serve as intermediaries between the borrower and the originating lender.
According to government and industry officials, while the great majority of
mortgage brokers are honest, some play a significant role in perpetrating
predatory lending. A broker can be paid for his services from up-front fees
directly charged to the borrower and/or through fees paid indirectly by the
borrower through the lender in what is referred to as a “yield spread
premium.”™ Some c advocates argue that compensating brokers
this way gives brokers an incentive to push loans with higher interest rates
and fees. Brokers respond that yield spread premiums in fact allow them
to reduce the direct up-front fees they charge consumers.

*HUD annvally identifies a list of lenders that tize in either sub; or
home lending. HUD occasionally updates data related topast years. The information
provided here was based on data available as of November 7, 2003.

*A “yield spread premium’® is a payment 3 raortgage broker receives from a lender based on
the difference between the actual interest rate on the loan and the rate the lender would
have accepted on the loan given the risks and costs involved. The higher the actual loan rate
compared with the acceptable loan rate, the higher the yield spread premium.
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The Extent of
Predatory Lending Is
Unknown

Currently no comprehensive and reliable data are available on the extent of
predatory lending nationwide, for several reasons. First, the lack of a
standard definition of what constitutes predatory lending makes it

inh tly difficult to e. Second, any comprehensive data collection
on predatory lending would require access to a representative sample of
loans and to information that can only be extracted manually from the
physical loan files. Given that such records are not only widely dispersed
but also generally proprietary, to date comprehensive data have not been
collected.® Nevertheless, policymakers, advocates, and some lending
industry representatives have expressed concems in recent years that
predatory lending is a significant problem. Although the extent of
predatory lending cannot be easily quantified, several indicators suggest
that it may be prevalent. Primary among these indicators are legal
settlements, foreclosure patterns, and anecdotal evidence.

In the past 5 years, there have been a number of major settlements
resulting from government enforcement actions and private party lawsuits

ing lenders of abustve lending practices affecting large numbers of
borrowers. Among the largest of these settlements have been the
following:

« In October 2002, the lender Household International agreed to pay up to
$484 million to homeowners across the nation to settle allegations by
states that it used unfair and deceptive lending practices to make
mortgage loans with excessive interest and charges.

» In September 2002, Citigroup agreed to pay up to $240 million to resolve
charges by FTC and private parties that Associates First Capital
Corporation and Associates Corporation of North America (The

*One of the few studies that scught to quantity the extent of predatory lending was
*Quantifying the Economic Cost of Predatory Lending,” E. Stein, Coalition for Responsible
Lending, July 25, 2001 (revised Oct. 30, 2001). We were not able to verify the reliability of
the study's data, which were based on several sources. Other empirical data appears ina
study by Freddie Mac on its automated underwriting system, “Automated Underwriting:
Making Mortgage Lending Simpler and Fairer for America’s Families,” September 1998. The
company evaluated a sample of 15, loans origi by four

instituti provi inary that 10 and 35 percent of the
borrowers who received these loans could have gualified for a loan in the prime market.
Some consumer advocates have said these data suggest that some borrowers may be
“steered” to high-cost loans even though they qualify for conventional loans with better
terms. A Freddie Mac official told us that the data are insufficient to necessarily draw that
conchusion.
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Associates) engaged in sy ic and widespread deceptive and
abusive lending practices.” According to FTC staff, under the settlement
close to 1 million borrowers will receive compensation for loans that
misrepresented insurance products and that contained other abusive
terms.

¢ In response to allegations of deceptive marketing and abusive lending,
First Alliance Mortgage C tered into a settd in March
2002 with FTC, six states, and private parties to compensate nearly
18,000 borrowers more than $60 million dollars.

Further, between January 1998 and Sep 1999, the forecl rate
for subprime loans was more than 10 times the foreclosure rate for prime
loans.® While it would be expected that loans made to less creditwarthy
borrowers would result in some increased rate of foreclosure, the
magnitude of this difference has led many analysts to suggest that it s at
least partly the result of abusive lending, particularly of loans made without
regard to the borrower’s ability to repay. Moreover, the rate of foreclosures
of subprime mortgage loans has increased substantially since 1990, far
exceeding the rate of increase for subprime originations. A study
conducted for HUD noted that while the increased rate in subprime
foreclosures could be the result of abusive lending, it could also be the
result of other factors, such as an increase in subprime loans that are made
to the least creditworthy borrowers.?

In the early 1990s, anecdotal evidence began to emerge suggesting that
predatory lending was on the rise. Legal services agencies throughout the
country reported an increase in clients who were facing foreclosure as a
result of mortgage loans that included abusive terms and conditions. These
agencies noted that for the first time they were seeing large numbers of

Citigroup acquired Associates First Capital G ion and C ion of
North America in November 2000 and merged The A 3 finance
into its subsidiary, CitiFinancial Credit Company.

*See HUD-Treasury Task Force on Predatory Lending, Curbing Predalory Home Mortgage
Lending: A Joint Report (June 2000), 34-36. The report noted that from January 1088
through September 1999, foreclosure rates averaged 0.2 percent for prime mortgage loans
and 2.6 percent for subprime mortgage loans.

*Harold L. Bunce, Debbie Gruenstein, Christopher E. Herbert, and Randall M. Scheessele,

Forecl The Smoking Gun of ?" Paper presented at the
U.S. Department of Housing and Urban Development conference *Housing Policy in the
New Millennfum,” Crystal City, VA, October 2000.
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consumers, particularly elderty and minority borrowers, who were facing
the loss of homes they had lived in for many years because of a high-cost
refinancing. Similar observations were also reported extensively at forums
on predatory lending sponsored by HUD and the Department of the
Treasury in five cities during 2000, at hearings held in four cities during
2000 by the Board of Governors of the Federal Reserve System (the Board),
and at congressional hearings on the issue in 1998, 2001, 2002, and 2003

Federal officials and consumer advocates maintain that predatory lend
often target certain populations, including the elderly a.nd some low-
income and minority communities. Some advocates say that in many

datory lenders target ities that are underserved by
legmmane institutions, such as banks and thrifts, leaving borrowers with
limited credit options. According to government officials and legal aid
organizations, predatory lending appears to be more prevalent in urban
areas than in rural areas, possibly b of the ¢ ion of certain
target groups in urban areas and because the aggressive marketing tactics
of many predatory lenders may be more efficient in denser
neighborhoods.”

Emergence of
Predatory Lending As
Policy Issue

The federal government began addressing predatory home mortgage
lending as a significant policy issue in the early 1990s. In 1994, the Congress
passed the Home Ownership and Equity Protection Act (HOEPA), an
amendment to the Truth in Lending Act that set certain restrictions on
“high-cost” loans in order to protect consumers.™? In 1998, as part of an

“Hearing on “Equity Predators: Stripping, Flipping and Packing Their Way to Profits,”
Special Coramittee on Aging, U.S. Senate, March 16, 1998. Hearing on “Predatory

Lending The Problem, Impact and Responses,” Coramittee on Banking, Housing, and Urban
Aftairs, U.S. Senate, July 26 and 27, 2001. Hearing on “Predatory Mortgage Lending
hscﬂchbuﬁveUmofﬁddSpmdMﬂm’Commmemmnkm&Hmmd

Financial Community Op)
Committee on Financial Services, House of Representstives, November 5, 2003.

1A Rural Housing Institute report found that predatory lending did not appear to have
infiltrated rural counties in [owa as much as urban counties. However, the institute also
noted there have been reports of many cases of predatory lending in rural areas of the
country overall, wlmcompanhlysevereeﬂ’ecummmwm See Rural Voices, Vol. 7,
No. 2, Spring 2002, 45.

See Pub. L. 103-325 §§ 151-168, 108 Star 2180-2198.
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overall review of the statutory requirements for mortgage loans, HUD and
the Board rek d a report recc ding that additional actions be taken
to protect consumers from abusive lending practices.'® HUD and the
Department of the Treasury formed a task force in 2000 that produced the
report Curbing Predatory Home Mortgage Lending, which made several

dozen recommendations for g p y lending ' *

As discussed in chapters 2 and 3, a variety of federal, state, and local laws
have been used to take civil and criminal enfc actions agai
institutions and individuals accused of abusive lending practices. Various
federal agencies have responsibilities for enforcing laws related to
predatory lending. In addition, some state or local enforcement

authoriti including attomeys I, banking regulators, and district
attorneys—have used state and local laws related to consumer protection
and banking to add predatory lending practices: In addition, many
private attomeys and advocacy groups have pursued private tegal actions,
including class actions, on behalf of borrowers who claim to have been

victimized by abusive | ding.

L r—————————

Objectives, Scope, and Ouwr pbjecn‘ves were to de.suzlbe (1) federal laws relafed to preda}ory

Methodolo lending and f?derﬂ agencies efforts t? er)nforce them; (2) the actions tal‘ten

€ gy by the states in g predatory g; (3) the secondary market's

role in facilitating or inhibiting predatory lending; (4) how consumer
education, mortgage counseling, and loan disclosures may deter predatory
lending; and (5) the relationship between predatory lending activities and
elderly consumers. The scope of this work was limited to home mortgage"
lending and did not include other forms of consumer loans.

To identify federal laws and enforcement activities related to predatory
lending, we interviewed officials and reviewed documents from HUD, the

”BoaﬂolemomoﬂheFederuRmSynemmdDepamnentorﬂmngmdUrbm
Development, Jotnt Report to the Congress Concerning Reform to the Truth in Lending
AclaudmeﬂealEstauSetamumoedumAnl.July 1998.

MHUD-Treasury Task Force on Predatory Lending, Curbing Predatory Home Mortgage
Lending: A Joint Report, June 2000,

“During 2003, there were at least two bills introd in C that adds predatory
or abusive lending practices—the Responsible Lending Act (FLR. 833, Feb. 13, 2003) and the
Predatory Lending Consumer Protection Act of 2003 (S. 1928, Nov. 21, 2003).
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Department of Justice (DOJ), the Department of the Treasury, the Federal
Deposit Insurance Corporation (FDIC), FTC, the Board, the National Credit
Union Administration (NCUA), the Office of the Comptroller of the
Currency (OCC), and the Office of Thrift Supervision (OTS). We asked
each agency to provide us with the enforcement actions they have taken
that—in their assessment—were related to predatory home mortgage

iled and revi d data on these enforcement actions and

other steps these agencies have taken to address abusive lending practices.
We also reviewed and analyzed federal laws that have been used to combat
these practices.

To xdenu.fy actions taken by states and localities, we reviewed and analyzed
jlable d intai ’bythelawﬁm\ofButem&
Andrews that tracks state and ic v lending legislation.

We reviewed information related to thns da!abase and conducted interviews
with the person who maintains it. In order to identify gaps in the
completeness or accuracy of data, we compared data elements from this
database and from three similar databases maintained by Lotstein
Buckman, the National Conference of State Legisl. , and the M
Bankers Association of America. We determined that the data were
sufficiently reliable for use in this report. We also interviewed officials
representing a wide range of state and local government agencies, lending
institutions, and advocacy groups in a number of states and municipalities.
In order to illustrate approaches taken in certain states with regard to

Ai n

we d and analyzed additional information from

two states, North Carolina and Ohio. We chose these states to illustrate the
differing characteristics of two states’ approaches to addressing predatory
lending—particularty with regard to legislation restricting high-cost loans

of mortgage lenders and brokers, We also

conducted meetings with the Conference of State Bank Supervisors and the
National Association of Attomeys General that included representatives
from several states. Additionally, we conducted mterviews with OCC, OTS,
and NCUA to understand their policies and processes on federal
preemption of state antipredatory lending laws.

To describe the secondary market’s role, we interviewed officials and
reviewed documents from the Bond Market Association, the Securities
Industry Association, Fannie Mae, Freddie Mac, a due diligence contractor,
and two credit rating agencies. We also spoke with officials representing

federal and state agencies, and with rep| ives of the lending industry
and consumer goups In addmon, we reviewed and analyzed several local
and state laws c liability provisions.
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To describe the role of consumer education, mortgage counseling, and
disclosures in deterring predatory lending, we interviewed officials from
entities that engage in consumer financial education, including several
federal and state agencies, industry trade groups, and local nonprofit
organizations such as the Long Island Housing Partnership, the Greater
Cinci i Mortgage Cc ling Service, and the Foreclosure Prevention
Project of South Brooklyn Legal Services. We also reviewed and analyzed
the materials these entities produce. Additionally, we conducted a
literature review of studies that have evaluated t.he effectiveness of

ch jon and he

To describe the impact on older , we conducted a lite
review on predatory lending and the elderly and examined studies on
financial exploitation of the elderly. We also ined certain enft
activities and private party lawsuits in which elderly consumers may have
been targeted by abustve lend We interviewed federal and state

that have addr d issues of fi ial abuse of the elderly,
including the Department of Health and Human Services’ Administration
on Aging and the National Institute on Aging, as well as nonprofit groups
that have add; d this issue, including AARP (formerly known as the
American Association of Retired Persons).

In addressing all of the objectives, we met with a wide range of
organizations that represent consumers, among them the National
Community Reinvestment Coalition, the Coalition for Responsible Lending,
the National Consumer Law Center, the Association of Community
Organizations for Reform Now, and AARP. We also met with organizations
representing various aspects of the mortgage lending industry, among them
the American Fi ial Services A iation, the C Mortgage
Coalmon, the Coalition for Fair and Affordable Lending, America’s

Bank the Nati Association of Mortgage Brokers, the
Mortgage Bank A iation of America, and the National Home Equity
Mortgage Association.

We provided a draft of this report to the Board, DOJ, FDIC, FTC, HUD,
NCUA, OCC, OTS, and the Department of the Treasury for review and
[ The provided technical that have been
incorporated, as appropriate, as well as general comments that are
discussed at the end of chapter 2. The written comments of the Board,
DOJ, HUD and NCUA are printed in appendixes H through V. We

4

[ d our work b January 2003 and January 2004 in accordance
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with generally accepted government auditing

dards in Atlanta, B

New York, San Francisco, and Washington, D.C.
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Federal Agencies Have Taken Steps to
Address Predatory.Lending, but Face

Challenges

While HOEPA is the only federal law specifically designed to combat
predatory mortgage lending, federal agencies, including federal banking
regulators, have used a ber of federal protection and
disclosure statutes to take acﬂons ag,mnst lenders that have allegedly
d in abusive.or predatory ) ! These statutes have enabled
to file iai onbeha.l!of-- over issues such as
excessive interest rates and fees, deceptive lendi ices, and fraud.
FTC, DOJ, HUD, and federal banking regulators have taken steps to
address predawry lending practices through enforcerent and civil actions,
, and latory ch: In some cases, agencies have
coordmated their efforts through joint enforcement actions and
participation in interagency working groups or task forces. However,
questions of jurisdiction regarding certain nonbank mortgage lenders may
challenge efforts to combat predatory lendmg, While the Board has
authority to ine many such nonb lenders under certain
circumstances, it lacks clear authority to enforce federal consumer
protection laws against them.

b6

R —
Federal Agencies Usea

Variety of Laws to-
Address Predatory
Lending Practices.

As shown in figure 1, Congr haspassed laws that can be used
to protect ¢ against ab 1 g practices. Federal agencies
have applied provisions of these laws to seek redress for consumers who

.. have been victims of predatory lending. Among the most frequently used.

laws are TILA, HOEPA, the Real Estate Settlement Procedures Act
(RESPA), and the FTC Act.? Congress has also given certain federal
agencies responsibility for writing regulations that implement these laws.
For example, the Board writes Regulation Z, which implements TILA and
HOEPA, and HUD writes Regulation X, which tmpl RESPA. Also, in
some cases, DOJ has brought actions under criminal fraud statutes based
on conduct that can constitute predatory lending.

‘HOEPAamendedMmmpmvﬁomolﬂmhuﬂ\hlﬂ\dh:sAammewnunafm
report, the term “federai banking regulators” refers to the Board, the federal
agency for statech banks that are b ofu\eFednn!RmSyumocc

for insured state-ch d banks that are not b o!nheFedera.lMerve
System; OTS, the primary federal supervisory agenicy for federally insured thrifty and their
Guhddianu,mdNCUA.chhsupeMses[edenllyhmedaediumwns

’l‘ll.A,nslmended,ucodlﬂednlSUSC §“801 1667f (2000°& Supp 2009). Th
mmmmnummlsuscﬂn-
58(2000). RESPA is codified at 12 US.C. MﬁOl - 2617 (2000 & Supp 2003)..
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C to be Predatory

“HOEPA covers only a limited portion of ati subprime toans.

TILA, which became law in 1968, was designed to provide consumers with
accurate information about the cost of credit. Among other things, the act
requims lenders to disclose information about the terms of loans—

luding the being fi d, the total finance charge, and
information on the annual percentage rate—that can help borrowers
understand the overall costs of their loans. TILA also provides borrowers
with the right to cancel certain loans secured by a principal residence
within 3 days of closing or 3 days of the time at which the final disclosure is
made, whichever is later?

See 15 U.S.C. § 1635.
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In 1894, Congress enacted the HOEPA amendments to TILA in response to
concerns about predatory lending. HOEPA covers certain types of loans
made to refinance existing mortgages, as well as home equity loans, that
satisfy specific criteria* HOEPA covers only a limited portion of ali
subprime loans, although there is no comprehensive data on precisely what
that portion is.* The law is designed to limit predatory practices for these
so-called “high-cost” HOEPA loans in several ways. First, it places
restrictions on loans that exceed certain rate or fee thresholds, which the
Board can adjust within certain limits prescribed in the law. For these
loans, the law restricts prepayment penalties, prohibits balloon payments
for loans with terms of less than 5 years, prohibits negative amortization,
and contains certain other restrictions on loan terms or payments.?
Second, HOEPA prohibits lenders from routinely making loans without
regard to the borrower’s ability to repay. Third, the law requires lenders to
include disclosures in addition to those required by TILA for
credit transactions to help borrowers understand the terms of the high-cost
loan and the implications of failing to make required payments. Each
federal banking fator is ch d with enforcing TILA and HOEPA with
respect to the depository institutions it regulates, and FTC is primarily
responsible for enforcing the statutes for most other financial institutions,
tuding ind dent mortgage lenders and nonbank subsidiaries of
holding companies. In enforcing TILA and HOEPA, FTC has required
violators to compensate borrowers for statutory violations. Under certain

‘HOEPAcwmdoscd-endmﬂwwuuloammdhomeequnylouuwnheimer(l)m
uunnlpﬂwnmgememnemﬂwm!ummwmnﬁuwm\mmame
mam.miabymmﬁnnaspedﬂedammnn,or(n)pommfeamexceeduwmmrof
Bpe:centu!meloanmmtoruoo,wmd\isadjusrgdamuauylorm 15U8C. ¢
1602(az)(1), (3); see 12 CFR. § 226.52 (2003). HOEPA doss not apply to purchase maney
morigages (i.e., loans to or a P d credit (i.e., a line of
credit), and reverse mortgages. See, e.g, 15USC. § 1639. .

mwmam:mmrwWmemMﬁm
mmesdmzedﬁm—udngcummgsm—HOEPAwwldhlwomuednuruaﬂpem
of subprime first loans ori d by nine major national lenders from 1996-2000,
SeoM.Sutende.mueimm.mhnpac!ofﬂ\eﬂedemRaemBoard'stpoud
Revisions to HOEPA on the Number and Characteristics of HOEPA Loans™ (July 24,2001).In
theputtheBoaxdhaaﬂsodtedaﬂmmﬁumdmﬂwanmMgMGmt
mmﬂAmmdmrm@uﬁmofmawmmmbmmMm
wmmmmmbem&edﬁhd.ﬂegnal«l.

'Nemﬁvemorﬂzxumocamwhmlmwmemamomtsdomtwvumemtemst
ing on a loan, lting in an & ing g Ince over time. See ~
16US.C. § 1638(N).
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circumstances, HOEPA provides for damages in addition to the actual
damages a person sustains as a result of a creditor's violation of the act.”

RESPA, passed in 1974, seeks to protect cc from ily
high charges in the settlerent of residential mortgages by requiring lenders
to disclose details of the costs of settling a loan and by pmlubltmg certain
other costa® Among its provisions is a prohibition against kickb

made in exch for referring a settlernent service, such as
lender payments to real estate agents for the referral of business. RESPA
also prohibits unearmed fees such as adding an additional charge to a third
party fee when no or nominal services are performed. These practices can
unjustly increase the costs of loans and the settlement process. HUD
enforces RESPA, working closely with fedefal baniing regulators and other
federnl agencies such as the FTC and the Deparument of Justice. HUD often
brings joint enforcement actions with these agencies, using RESPA and the
statutes enforced by the other federal agencies. In addition, the banking
regulators may prohibit violations of RESPA in their own regulations.

The FTC Act, enacted in 1914 and amended on numerous occasions,
provides the FTC with the authority to prohibit and take action against
unfair or deceptive acts or practices in or affecting commerce. FTC has
used the act to address predatory lending abuses when borrowers have
been misled or deceived about their loan terms.”

Various criminal fraud statutes prohibit certain types of fraud sometimes
used in abusive lending schemes, including forgery and false staxement.s
DOJ and HUD have used these to fight fraudul that
have resulted in borrowers purchasing homes worth substantially less than
their mortgage amounts or borrowers being unfairly stripped of the equity
in their homes. HUD officials have described some of these fraudulent
activities as constituting predatory lending.

See Pub. L. No. 103325 § 153(a), 15 U.S.C. § 1640(2).

*Among other things, RESPA requires the good faith disch of d
costs within 3 days after en applicetion for a mortgage loan and, at or before settlement, a
uniform settlement statement (HUD-1) that enumerates the final cost of the loan.

°Banking regul are also d to enforce standards tmposed to the FTC
Act with respect to unfair or deceptive acts or by the ituti they supervise.
See 12U.S.C. § 57a(f).
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The following other federal laws have been used to a lesser extent to
address abusive lending:

¢ The Fair Housi, ‘,Act, hibits discrimination based on race, sex, and
other factors in housi lated t ions, and the Equal Credit
Opportunity Act (ECOA) prohibits discrimination against borrowers in
the extension of credit. Federal agencies have used both laws in cases
against lenders that have allegedly targeted certain protected groups
with abusive loans.

The Home Mortgage Disclosure Act (HMDA) requires lenders to make
publicly available certain data about mortgage loans. Federal agencies
have used the data provided by HMDA to help identify possible
discriminatory lending patterns, including those that involve abusive
lending practices.

¢ The Community Reinvestraent Act (CRA) requires that banking
regulators consider a depository institution’s efforts to meet the credit
needs of its cc including low- and mod; income
neighborhoods—in inations and when it applies for permission to
take certain actions such as a merger or acquisition. An institution's fair
lending record is taken into account in assessing CRA performance.
CRA Iations state that ive lending practices that violate certain
federal laws will adversely affect an institution’s CRA performance.”

¢ Also, federal banking regulators may rely on their supervisory and
enforcement authorities under the laws they administer, as wel! as on
the Federal Deposit Insurance Act, to enforce these consumer
protections laws and ensure that an institution’s conduct with respect to
compliance with consumer protection laws does not affect its safety and
soundness or that of an affiliated institution.

¢ Finally, FTC and the banking regulators can also use the Fair Debt
Collection Practices Act and Fair Credit Reporting Act in

"(m.lmuarym 2004, FDlC app: of a joint i notice of
Act The rule would amend
d:eacz'smgulauonswexpmdandchmyme i that an i '8 Ci

affected when the institution has engaged in

spedﬂedd&cﬂmhvammﬂlmeantwmdhpmcﬂmhmmecmnwﬂhwnﬂnlm
FDIC satd that the Board, OCC, and OTS were their of the
proposed rulemaking shortly.
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actions related to predatory lending that invotve violations of credit
reporting and loan servicing provisions.

Although a number of federal laws have been used to protect borrowers
from abusive lending or to provide them redress, not ail potentially abusive
practices are illega) under federal law. Enforcement officials and consumer
advocates have stated that some lenders make loans that include abusive
features but are designed to remain below the thresholds that would
subject them to the restrictions of HOEPA. For loans not covered under
HOEPA,cemun‘ ding practices many consider to be abusive are not,

g on the cire ily a violation of any federal law.
For example, it is not necessarily illegal to charge a borrower interest rates
or fees that exceed what is justified by the actual risk of the mortgage loan.
Nor is it per se illegal under federal law to “steer” a borrower with good
credit who qualifies for a prime Joan into a higher cost subprime loan."
Finally, with the exception ox‘ loans covered under HOEPA, there are no
federal that expressly prohibit making a loan that a borrower will
likely be unable to repay »

VEven in instances where charging high interest rates or fees or steering borrowers to
subprime loans do not violate federal statutes, such rates
and fees on a discriminatory basis against groups protected under the Fair Housing Act and
ECOA could constitute violations of those laws.

“Apamo!nuhnshamwuhmﬂumtummmyulbonowerswmpaymbe

mnsdzxedawohnmofuwsamym imposed on ally
insured depository institutions and could also reftect poorly on an institution's compliance
with the C Act. See OCC Advi Letter 2003-2 (Guidance for

Nationat Banks to Guard Against Predatory and Abusive Lending Practices), February 21,
2003. Farloamﬂ\atarecovmdmduﬂOEPA.mnhnsaloanwnhommgamm:
borrower’s ability to repay is not unless it can be i
has engaged in a “pattern or practice” ofdomgso Occmlwmmmﬂlcngpmmbimd
nmmbanl@ord'mr from making jogns based

1y on the idati vd\wofnboncwe!smllnml. See 69 Fed.
Reg. 1904 (Jan. 13, 2004).

GAO-04-280 Predatory Lending



216

Chapter 3
Federal Ageacies Have Taken Steps to
Address Predatory Londing, bat Pace
Challenges

ER— T
i FTC,-DOJ, and HUD have taken enft actions to ad violations
Fecleraéo Agencies Have 5 abusire Lonaing. 3 8 of Devembes 2000 BTG s Vilation
Taken me . agency had taken 19 actions against tgage lenders and brokers for .
Enforcement Actions,  predatory practices. -DOJ has addressed y lending that is alleged -
but Bank‘ng Regulators to be discriminatory by enfordng t‘alr lending laws in a limited number of

Have Focused on
Guidance and
Regulatory Changes

cases. HUD's efforts have d on reducing losses to the
Federal Housing Admmxsu'auon ('I"H.A) msunmce fund, lncludmg
implementing a ber of i i ders for violations of
FHA guidelines." HUD reported havmg taken a small number of actions to
enforce RESPA and the Fair Housing Act in cases involving predatory
lending.

Federal banking regulators stated that their monitoring and examination
a.cnvmes have revealed lm.le idence of predatory lending practices by

I dd institutions. Accordingly, most banking
xegulaxoxs repotted \‘.hat they have taken no formal enforcement actions
related (o preda lending abuses by the institutions they
supervise. Regulators have addressed predatory lendmg primarily by
issuing guid to their institutions on gi direct or indi
involvement in predatory lending pmcuces and by making certain-changes.
to HOEPA and HMDA regulations. In addition, several federal agencies
have coordinated certain efforts to pursue enforcement actions related to-.
predatory lending and have shared information on their efforts to address
fair lending and p 'y lendi

mmmforcemmtacumdhnmedmmndﬂpterwm civil judicial actions brought and
settled by FTC, DOJ, and HUD.

“HUDkHMmmehmncepmmmkeslmmmmadﬂythlefmbw-md
ies by g a
home. Lending mdbanhf\mdthebun.

such as
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FTC Has Played the FTC is responsible for impl ing and enforcing certain federal laws
Predominant Federal Role am;:g la\di"x_ulic instim:':dns that are not sguapgemsed by federal banking
in Enfa Acti regulators. repo: that between 1883 and 2003, it filed 19 complaints
L};‘em?jrglgf:; ato! ons alleging deceptive or other illegal practices by mortgage lenders and
. Ty brokers, 17 of them filed since 1988."* For a list of these FTC enforcement
Lending actions, see appendix L. As of December 2003, FTC had reached

settlements in all but one of the cases. In most of these settlements,
companies have agreed to provide monetary redress to consumers and to
halt certain practices in the future. In some cases, the settlements also
imposed monetary penalties that the companies have paid to the
government. Among the recent enforcement actions related to predatory
lending that the FTC identified are the following:

* The Associates. In 2002, FTC settled a complaint against Associates
First Capital Corporation and Associates Corporation of North America
(collectively, The Associates), as well as their successor, Citigroup. The
complaint alleged that the lender violated the FTC Act and other laws
by, among other things, deceiving customers into refinancing debts into
home loans with high interest rates and fees and purchasing high-cost
credit insurance. The settlement, along with a related setttement with
private parues, provides for up to $240 million in restitution to
borrowers.*®

e First Alliance. In 2002, FTC, along with several states and private
plaintiffs, settled a complaint against First Alliance Mortgage Company
alleging that it violated federal and state laws by misleading consumers
about loan origination and other fees, interest rate increases, and
monthly payment amounts on adjustable rate mortgage loans. The
company agreed to compensate nearly 18,000 borrowers more than $60

"F!‘Chasuboncmdy abuses in the loan servicing industry. In

2003, it d ‘with Fai! Capital Holding Corp., its wholly
owned subsidiary Fairbanks Capital Corp., and their founder and former CEO (collectively,
Fairbanks) on charges that Fairbanks violated the FTC Act, RESPA, and other laws by
failing to post consumers’ mmpaymnmmnmelymnermdc!mﬂmmmﬂ
illegal late fees and other d fees. The sett) will provide $40 million in
redress to consumers. 'l‘hecasewasjoimhﬁ!edwnhl{UD United States of America v.
Fairbanks Capital Corp. et aL, Civ. Action No. 03-12219-DPW (D. Mass.)(filed 11/12/03).

Citigroup, Inc., acquired The Associates in 2 merger that was completed in November 2000.
mmmmmmwmcmcmmmmnw
defendants.
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million in consumer redress and to refrain from making
misrepresentations about future offers of credit.

* Fleet Finance and Home Equity U.S.A. In 1999, Fieet Finance, Inc., and
Home Equity U.S.A., Inc., settled an FTC complaint al]egmg vmlauons of
the FTC Act, TILA, and related lati These violati
failing to provide required disclosures about home equity loan costs and
terms and failing to alert borrowers to their right to cancel their credit
transactions. To settle, the company agreed to pay up to $1.3 million in
redress and administrative costs and to refrain from violating TILA in
the future.

. Opemtwn Home Inequity. In 1999 FrC conducted 'Operatxon Home
quity,” a law enfor jon that

sought to curb abusive pracucs in the subprime mortgage Iendmg
market. FTC reached settlements with seven subprime mortgage
lenders that had been accused of violating a number of consumer
protections laws, including the FTC Act, TILA, and HOEPA. Six
companies were required to pay $572,000 in consumer redress, and all
lenders were required to adhere to future lending restrictions. FTC staff
told us t.hat the operation was mtended m large part to increase
s of p vl \g and to provide a deterrent
effect by warning lenders that FTC is able and willing to take action
against them.

FTC staff expressed their belief that the agency’s enforcement actions over
the years have been successful in deterring other lenders from engaging in
abusive pmcﬂces. However, in a congressional hearing in 2000 FTC had

h that would iraprove its ability to enforce
HOEPA. For example, FTC rect ded that Congr pand HOEPA to
prohibit the fi of lump- credit i premi in loans
covered by HOEPA and to give FTC the power to impose civil penalties for
HOEPA violations."”

"mmmmmotmmmmmwmmummm«m

Banking and Financial Services on PredumrylmmngmmesubprMehdusuy
‘\hyzd 2000. Sincethen,manymwlendenhw!sudtheymubmdmu\g lurap-sum
credit tnsurance.
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DOJ Has Enforced Fair
Lending Laws in Connection
with Predatory Lending

DOJ's Housing and Civil Enforcement Section is responsible for enforcing
certain federal civil rights laws, including the Fair Housing Act and ECOA.
DOJ identified two enforcement actions it has taken related to predatory
mortgage lending practices that it alleged were discriminatory. '®

o Delta Funding. In 2000, DOJ, in cooperation with FTC and HUD,
brought charges against Delta Funding Corporation, accusing the
consumer finance company of violations of the Fair Housing Act,
HOEPA, ECOA, RESPA, and related federal regulations. ** Delta
allegedly approved and funded loans that carried substantially higher
broker fees for African American females than for similarly situated
white males. Delta was also accused of violating certain consumer
protection laws by paying kickbacks and uneamned fees to brokers to
induce them to refer loan applicants to Delta and by systematically
making HOEPA loans without regard to borrowers’ ability to repay. The
settiement placed restrictions on the company's future lending
operations and victims were compensated from previously established
monetary relief funds.®

» Long Beach Mortgage. In 1996 DOJ settled a complaint alleging
violations of the Fair Housing Act and ECOA against Long Beach
Mortgage Company?' According to the complaint, the company’s loan
officers and brokers charged African American, Hispanic, female, and

5 addition to these cases, DOJ filed an amicus curiae brief in a private case, Hargraves v.
Capital City Morgage Corp., Civ. Action No. 88-1021 (JHG/AK) (D DC), in which the
department contended that certain alleged predatory lending practices violated the Fair
Housing Act and ECOA. The case involved & mortgage lender that allegedly engaged ina
Ppattem or practice of African i about the terms of their Joans
and other information, such as the total amount due. In addition, DOJ filed a coraplaint in
United States v. Action Loan, Civ. Action No. 3:00CV-511-H (W.D. KY), which resulted from
enforcement efforts by the FTC and HUD and i of predatory

lending.

Wiinited States v. Delta Funding Corp., Civ. Action No. CV 00 1872 (E.D. N.Y. 2000).

®Two monetary relief finds totaling over $12 million were set up under a previous
remediation agreement invoiving Delta and the New York State Banking Department.

Bifnited States u Long Beach Mortgage Company, Case No. 966159 (1996). Prior to
December 1990, Long Beach Bank was a savings and loan ciath d by the state
of California. Between December 1990 and October 1994, Long Beach Mortgage Company
operated under the name of Long Beach Bank asa 1)\ thrift instituti In
1999, Mutual, a fed thrif, d Long Beach
Campanyundowmhumeboldi:\goompauylevel
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older borrowers higher loan rates than it charged other similarly
situated borrowers. The company agreed to set up a $3 million fund to
reimburse 1,200 consumers who had received Long Beach loans.2

Representatives from both FTC and DOJ have stated that their enforcement
actions can be very resource intensive and can involve years of discovery
and litigation. For le, FTC filed a laint against Capitol City
Mortgage Corporation in 1998 that is still in litigation more than 5 years
later. FTC staff told us that because cases involving predatory lending can
be s0 resource intensive, the agencies try to focus their limited resources
on the cases that will have the most impact, such as those that may result in
large settlements 1o consumers or that witl have some deterrent value by
gaining national exposure. Similarly, DOJ officials select certain
discrimination cases, including those mentioned above, in part because of
their broad impact.

HUD's Enforcement
Activities Focus on FHA
Loans

HUD's enfc and latory activity with regard to abusive
mortgage lending comes primarily through its management of the FHA
single-family mortgage i e p its rul king and

enforcement authority under RESPA, and its enforcement of the Fair
Housing Act.

Most of HUD's enforcement activities related to abusive tending have
focused on reducing losses to the FHA i fund. [ igators from
HUD's Office of the Inspector General have worked with investigators from
USS. Attorneys’ Offices and the FBI in a joint law enforcement effort to
target fraud in the FHA mortgage insurance program, which can result in
defaults and thus in losses to the i fund® The fraudul

activities i involve property flipping sch which can harm
borrowers by leaving them with tgage loans that may far exceed the

”Dmmmmmmmmmm::mmnamw
m,mmmmmmmmmummwwm
homeowners of their equity.
“&OMM&WNMWNMWMMIM
risk program area. Fwennmle,seeU.S.GmAccmmenee,quarMammu
Challenges and Program Risks: Department of Housing and Urban Development,
GAO-03-103 (Washingtom, D.C.: January 200%),
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value of their homes.* Under certain circumstances, such activity can
involve prednmry lending practices. To address these crimes, investigators
have p idence of false and other criminal fraud and
dece;mon. 1n addition, representatives from HUD told us that they have
processes in place to ensure that lenders adhere to agency guidelines and
make loans that satisfy FHA requirements. The Office of Lender Activities
and Program Compliance approves, recertifies, and monitors FHA lenders
and works with themn to ensure compliance. If necessary, the office refers
violating lenders to HUD's Mortgagee Review Board, which has the
authority to take administrative actions such as withdrawing approval for a
lender to make FHA-insured loans. HUD officials told us that the board has
taken many administrative actions to address violations that could be
indicative of predatory lending, such as chargi ive and
unallowable fees, inflating appraisals, and falsifying documents showing
income or employment. In an effort to address abusive property flipping
schemes involving homes secured by FHA-insured loans, HUD issued a
final rule in May 2003 that prohibits FHA insurance on properties resold
less than 90 days after their previous sale.

HUD officials say that programs they have in place to improve the
monitoring of FHA lenders also serve to deter predatory lending, ‘For
example, HUD's Credit Watch Program routinely identifies those lenders
with the highest early default and insurance claim rates and temporarily
suspends the FHA loan origination approval agr of the riskiest
lenders, helping to ensure that lenders are not making loans that borrowers
cannot repay. Also, the Nelghborhood Watch program prov:dw
information to FHA partici about lenders and whose loans
have high default and FHA insurance claim rates. HU'Dtoldus that it has
also taken a series of actions to better ensure the integrity of appraisals
used to finance FHA insured loans. As of December 2003, HUD was in the
final stages of issuing a rule that would hold lenders accountable for .
appraisals associated with loans they make.

“In property flipping sch and quickly resold at grossly
Inflated values. lnsomecases'.hemﬂaedvaluelsesubﬂshedbymm(emnnhml ‘straw
buyer” and then flipped to an purchaser. ho@ummmm

morigage lenders,

Almost all flipping schemes involve false HUD

{fiipping as a predatory lending practice, not all federal agencies concur with this
categorization.
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HUD’s Office of RESPA and Interstate Land Sales is responsible for
handling complaints, conducting & igations, and taking enforcement
actions related to RESPA. HUD has taken several enforcement actions
related to RESPA's prohibition of kickbacks and referral fees, three of
which related directly to abusive mortgage lending, as of December 2003.3
Also, as discussed above, in November 2003 HUD and FTC jointly filed a
case against and reached settlement with a mortgage loan servicing
company charged with violations of the FTC Act, RESPA, and other laws.®
HUD has also recently hired additional staff to enhance its RESPA
enforcement efforts. Finally, in 2002, HUD issued a proposed rule designed
to change the regulatory requir of RESPA to simplify and potentially
lower the costs of the home mortgage settlement process. According to
HUD, as of December 2003, the final rule had been submitted to the Office
of Management and Budget and was being reviewed.

HUD's Office of Fair Housing and Equal Opportunity is responsible for
enforcing the Fair Housing Act. HUD identified one action—a letter of
reprimand to a financial institution—related to enforcement of this act in a
case involving predatory lending.

Federal Banking Regulators
Have Issued Guidance and
Made Regulatory Changes

According to federal banking regulators and state enfc anthorities,
federally regulated depository institutions—banks, thrifts, and credit
unions—have not typically engaged in predatory lending practices. Federal
it have sy in place to track customer complaints and

reported that they have received few complaints related to predatory
lending by the institutions they supervise. The regulators conduct routine
examinations of these institutions and have the authority, in cases of

D d predatory lending, to enforce a variety of fair lending and
consumer protection laws. Banking regulators noted that the examination
process, which involves routine on-site revi of lenders’ activities, serves
as a powerful deterrent to predatory lending by the institutions they
examine.

BFor example, a complaint filed jotntly by HUD, FTC, and Illinois authorities against
Mmmeummmmmmmwmaym.mmm
virtually every one of his loan h for & fee as high as 10
percent. MO&mmmimoMngRESPAmludeDehaMm(Zow) Action
Loan Company (2000).

;%)MSIMB of America v. Fairbanks Capital Corp., 03-12219-DPW (D. MA, filed Nov. 12,
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Officials of OTS, FDIC, the Board, and NCUA said that they had taken no
formal enforcement actions relatcd to predatory mortgage lendi
the institutions they regulate. ¥ Ofﬁaals at OCC said they have taken one
formal enforcement action related to predatory mortgage lending to
address fee packing, equity stripping, and making loans without regard to a
borrower’s ability to pay. In November 2003, the agency announced an
enforcement action against Loan Star Capital Bank seeking to reimburse 30
or raore borrowers for more than $100,000 in abusive fees and closing costs
that violated t.he FTC Act, HOEPA, TILA, and RESPA.?® The bank also was
ired to ¢ ct a comp ive review of its entire mortgage
porffoho and to provide restitution to any additional borrowers who may
have been harmed.

While most federal bankmg regulators stated that they have taken no

formal enft ives from some sald they had
taken informal enf( 4 actlons to address some questh
practices among their institutions. For le, OTS has ined

institutions that may have charged inappropriate fees or violated HOEPA
and resolved the problems by requiring corrective action as part of the
examination process. In addition, mom of the banking regulators have
taken formal enforcement acti i issuing c d-desist
orders, in response to activities that violated fair lending and consumer
protection laws but were not necessarily deemed to constitute “predatory
lending.”

Federal banking 1 have issued guid: to their institutions about
both predatory lending and subprime lending in general. In February 2003,
OCC issued two advisory letters related to predatory lending to the national
banks and the operating subsid.uma it supemses One letter provided

specific guidelines for di; y | g practices during
loan originations, and the other alerted mslit\mms to the risk of indirectly

#"Banking have broad powers and can take formal actions {cease
and desist orders, civil money penaities, removal orders, and suspension orders, among
others) or informal enforcement actions (such as memoranda of understanding and board
resolutions). Not al! informal actions are publicly disclosed.

BMatter of Clear Lake National Bank, AA-EC03-25 (OCC Nov. 7, 2003). The lender that
made the loans, Clear Lake National Bank of San Antonio, Texas, merged with another bank
in April 2008 to become Lone Star Capital Bank, N.A. OCC brought the action under the
enforcement authority provided by Section 8 of the Federal Deposit Insurance Act, 12 US.C.
1818

GA0-04-280 Predatory Lending
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\ging in predatory lending through brokered or purchased loans® The
advisory letters described loan attributes that are often considered
pledatorya.ndestabllshed dards for policies and p du for

g loan transactions to avoid making, brokering, or purchasing
loans wit.h such attributes. For example, the first letter stated that banks
should establish underwriting policies and procedures to determine that
borrowers have the capacity to repay their loans. The advisory letter also
stated OCC's position that predatory lending will also affect a national
banl’s CRA rating. The advisories have also clarified ways in which
predatory practices can create legal, safety and soundness, and reputation
risks for national banks. For example, they laid out ways in which the

rigination or purct of predatory loans may constitute violations of
TILA, RESPA,HOEPA,meFl‘CAct, andrmrlendinglaws lnaddiﬁon,in
January 2004, OCC issued a rule adopting antip y
that expressly prohibit national banks from making loans wm\out regard to
the borrower’s ability to repay and from engaging in unfair and deceptive
practices under the FTC Act.®

In 1999 and 2001, the Board, FDIC, OCC, and OflS issued jolnt guidance to
their institutions on subprime lending in 3 The

highlighted the additional risks inherent in subprime lending and noted that
institutions engaging in such lending need to be aware of the potential for
predatory practices and be particularly careful to avoid violating fair
lending and consumer protection laws and regulations. The NCUA issued
similar guidance to insured credit unions in 1999.2 Federal banking

’OCCMvmorylzuerZ&B&(Guidlnce{mNaﬁondBmhmerdendaw and
Abudvelmmml’nmca),i‘dmnrym 2003; -ndOGCvaoqlemma(Avoldlm
Predatory and Ammvelamdhsghwceﬂnﬂmkaadmdhnchmdloms),hbnmyzL

*89 Fed. Reg. 1904 (Jan. 13, 2004).

#*The Board, FDIC, OCC and OTS, [ Guldance on Sub Lending, March 1,
1899; and Ex i for Lending P January 31, 2001. The 2001
d; applies to with sub lending with an aggregate credit

€xposire greater than or equal to 25 percent of Trer 1 capital,
#NCUA Letter to Credit Uniona No. 99-CU-05, Risk Based Lending, June 1999.
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Regulatory Changes

regulators have also previously issued guid: about jve lendi
practices, unfair or deceptive acts or practices, and other issues related to
predatory lending.®

The Board is responsible for issuing regulaﬁons that nnplement HOEPA

and HMDA, two laws that play a role in add y b In
DeeemberZOOl mnspomeloconcemstl\atHOEPAmnynotbe
d protecting from abust ctices, the

Board amended Regulation Z, which implements HOEPA, to

o lower the interest rate “trigger” that determines whether loans are
covered under HOEPA in order to bring more loans under the protection
of the law,*

e require that fees paid for credit insurance and similar debt protection
products be included when determining whether loans are subject to
HOEFA,

* prohibit creditors that make HOEPA loans from refinancing the loan
within one year of origination with another HOEPA loan, unless the
refinancing is in the borrower’s interest, and

o clarify the prohibition against engaging in a “pattern or practice” of
lending without regard to borrowers’ ability. to repay.®

In February 2002, the Board also made changes to Regulation C, which
implements HMDA. The changes, which went into effect in January 2004,
require lenders to provide additional data that may facilitate:: analyses of
lending patterns that may be predatory. For example-

Bgee OCC Advisory Letter 2000-7 (abusive lending practices); OCC Advisory Letter 2000-10,
OCC Advisory Letter 2000-11, OTS Chief Executive Officers Letter 131, OTS Chief Executive
Officers Letter 132, snd NCUA Letter 01-FCU-03 (titte loans and payday lending); OCC
Bulletin 200147 (third-party retationships); and OCC Advisory Letter 2002-3 and FDIC
Financial Institution Letter 57-2002 (unfair or deceptive ects or practices).

Wmmmemmwm(mmwmmmem

points above the rate for Treasury ‘The change
applies only to first len the di Lien APR trigger at
10 percent.

%66 Ped. Reg. 656604 (Dec. 20, 2001).

GA0-04-280 Predatory Lending
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if the costs to the borrower of financing a loan exceed a certain
threshold determined by the Board, the lender must report the cost of
the loan;®

if an application or loan involves a manufactured home, the lender is
required to identify that fact, in part to help identify predatory practices
invelving these types of homes; and

* ifaloan is subject to HOEPA, the lender is required to identify that fact
in order to give policymakers more specific information about the
number and characteristics of HOEPA loans.”

Because HOEPA expressly grants the Board broad authority to issue rules
to regulate unfair or deceptive acts and practices, some consumer
advocacy organizations have argued that the Board should use its authority
to do more to curb predatory lending™® For example, some consumer
groups have called on the Board to use its rule-making suthority to prohibit
the financing of single-premium credit insurance—a product that is
believed by many to be inherently predatory.® Under the McCarran
Ferguson Act,” unless a federal statute is specifically related to the
business of insurance, the federal law may not be construed to invalidate,
impair, or supercede any state law dto late the busi of
insurance. Board officials say it is not clear the extent to which rules
issued by the Board under HOEPA seeking to regulate the sale of single-

premium credit i e would be consi: with that dard. The
Board has previously recommended that it would be more appropriate for
Congress to add: this issue through ch inlaw. Some consumer

groups also have argued that the Board should increase the loan data
reporting requirements of HMDA to help detect abusive lending. The

*More specifically, lenders are required to report the difference or spread between a loan's
annual percentage rate (a value reflecting both the interest rate and certain fees associated
with a 1oan) and the yield on a Treasury security of comparable maturity, for loans where
this spread exceeds certain thresholds set by the Board. See, generally, 67 Fed. Reg. 7222
(Feb. 15, 2002) and 67 Fed. Reg. 43218 (June 27, 2002).

”I¢

ISee 15 US.C. § 16300)(2).

“In jta 2001 amendments to the HOEPA rules, the Board added single-premium credit
insurance to HOEPA's fee trigger.

“See 15US.C. § 1012,

GAO-D4-280 Predatory Lending



227

Chapter 2
Federal Agencies Have Taken Steps to
Address Predatory Lending, but Pace

Board has added certain loan pricing and other items to the HMDA
reporting requirements, effective in January 2004, but did not add other
data reporting requirerents, such as the credit score of the applicant.
Board officials said this is based on the belief that the need for additional
1oan data to ensure fair lending must be weighed against the costs and
burdens to the lender of gathering and reporting the additional information.

Agencies Have Coordinated
on Enforcement Actions
and Participated in
Interagency Groups

Federal agencies have worked together to investigate and pursue some
cases involving predatory lending. For example, FTC, DOJ, and HUD
coordinated to take enforcement action against Delta Funding
Corporation, with each agency investigating and bringing actions for
violations of the laws under its jurisdiction. DOJ conducted its
enforcement action against Long Beach Martgage Company in
coordination with OTS, which investigated the initial complaint in 1993
when the company was a thrift. Federal agencies have also coordinated
with state authorities and private entities in enforcement actions. For
example, in 2002, FTC joined six states, AARP, and private attorneys to
settle a complaint against First Alliance Mortgage Company alleging that
the company used deception and manipulation in its lending practices.

Federal regulators have aiso coordi d their efforts to address fair
lending and predatory lending through working groups. For example

o In the fall of 1999 the Interagency Fair Lending Task Force, which
coordinates federal efforts to address discriminatory lending,
established a working group to examine the laws related to predatory
lending and determine how enforcement and consumer education could
be strengthened.”” Because of differing views on how to define and
combat predatory lending, the group was unable to agree on a federal

y policy related to predatory lending in 2001. The
Task Force then continued its efforts related to consumer education and
published a brochure in 2003 to ed: [ about predatory
lending practices.

The five banki lators have conducted addlhonal coordmanon
activities Lhmugh the Federal F ial Insti ination

“"The agencies that participated in the working group were OCC, OTS, FDIC, the Board,
NCUA, DOJ, FTC, HUD, the Federal Housing Finance Board, and the Office of Federal
Housing Enterprise Oversight.

GAO-04-280 Predstory Lending
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Council’s Task Force on Consumer Compliance.® The task force
coordinates policies and procedures for ensuring compliance with fair
lending laws and the Community Reinvestment Act, both of which have
beenidennﬂedasboolsu\axcanbeusedmaddmpredatoxylending,
The councﬂ publishes a dc that resp to fri ly asked
about i i g how examiners
should consider illegal credit practices, which may be abusive, in
determining an institution’s Community Reinvestment Act rating.

e In 2000, HUD and the Department of the Treasury created the Nationa!
Task Force on Predatory Lending, which convened forums around the
country to examine the issue and released a report later in the year.®
The report made specific recc dations to Congress, federal

ies, and other stakeholders that were almed at (1) improving
consumer literacy and disclosure, (2) reducing harmful sales practices,
(3) reducing abusive or deceptive loan terms and conditions, and
(4) changing str i asp of the lending market.

Some of the recommendations made in the HUD-Treasury task force report
have been impl d. For ple, as recc ded in the report, the
Board has adopted ch to HOEPA lations that have increased the
number of loans covered and added additional restrictions. In addition, as
the report recommended, FTC and some states have devoted more
resources in the past few years to actively pursuing high-profile
enforcement cases. As discussed in chapter b, federal and state agencies
have also worked to improve one of the areas highlighted in the report:
public awareness about predatory lending issues, Other recornmendations
made in the report have not been implemented, however. For example,
Congress has not enacted legislation to expand penalties for violations of
TILA, HOEPA, and RESPA or to increase the damages available to
borrowers harmed by such violations. HUD and the Department of the
Treasury told us that they have not formally tracked the status of the
recommendations made in the report, although HUD officlals said they are

%Fmﬂwmwﬂmw“%mk:fmmmw
composed of representatives of each of the five federal banking reguiators. The council was

established in 1979 and is emp: to(1) pr ibe uniform dards, and
report forms for the federal of fl 1al insth and (2) make
top {n the supervision of financial &

“U.S. Departrent of the Treasury and U.S. Depamwna!ﬂmsmsmdUrbanDevr.k;pmem.
Curbing Predatory Home Mortgage Lending: A Joint Report, June 2000.
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informally monitoring the recommendations in the report that relate to
their agency. Officials at both agencies also noted that the report and its
recommendations were the product of a previous administration and may
or may not reflect the views of the current administration.

In addition to participating in i gency groups, agencies share
information related to fair lending violations under statutory requirements
and formal agreements. For example, since 1992 HUD and the banking
regulators have had a memorandum of undexsmndmg stating that HUD will
refer allegations of fair lending viol tob lators and a 1994
executive order requires that executive branch agenciw notify HUD of
complaints and violations of the Fair Housing Act. In addition, whenever
the banking regulatory agencies or HUD have reason to believe that an
institution has engaged in a “pattern or practice” of illegal discrimination,
they are required to refer these cases to DOJ for possible civil action.

—
Jurisdictional Issues ~ Jurisdictional issues related to the regulation of certain nonbank mortgage
Related to Nonb lenders may challenge efforts to combat predatory lending. Many federally
e, at. d to onbank and state-chartered banks and thrifts, as well as their subsldiaries, are part
Subsidiaries Challenge  of larger financial holding companies or bank holding companies. These
holding companies may also include nonbank fi ial comp such as
Efforts to Comt?at finance and mortgage companies, that are subsidiaries of the holding
Predatory Lending companies themselves. These holding cc bsidiaries are frequently

referred to as afflliates of the banks and thrifts because of their common
ownership by the holding company. As shown in figure 2, the federal
regulators of federally and state-chartered banks and thrifts also regulate
the subsidiaries of those institutions. For example, as the primary
regulator for national banks, OCC also examines operating subsidiaries of
those banks. On the other hand, federal regulators generally do not
perform routine inations of independent mortgage lenders and
affiliated nonbank subsidiaries of financial and bank holding companies
engaged in mortgage lending.

“A subsidiary of a bank, thrift, or credit union is controiled through partial or complete
ownership by the institution. Federal la mdmmmmwﬂcmmm
that dictate whether an institutionisa of this report, the term
holding company refers to both ( i \bankho!ding and bank holding
companies that qualify as financial holding companies as defined by the'Board.
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Figure 2: Structure and Federal Oversight of Mortgage Lenders

Hotding company
(the Boerd)

Flnancial nstitutions and
their subsidisries within T
& hokding company f T i T 1
A bank holding company or financial Sits

company can inctude National bank nonmember savings and loan Nosbank
national and state banks and thrifts, OCC) member bank ey subsidlary
and their subsidiaries, al of which ¢ (e Boarey ot ©75) {Frey
can engage in igage lending. in

, 3uch & holding company ] |
can have nonbank that ey ryen e 5
ngage [n mortgage lending or ather Thain
b1 o [ ©c0) 1 Lamawuz f ) ’ ™" o |
Independent mortgsge lenders insured depository

and thelr
lendars are not mortgage nder
insured depository institutions, their (31> Natlonal and state banks and thrifts, and their subsidiaries, that are not part of
or the aubsidiaries holding comparies can awhnmwhmwmdb-wqmb

bank or financial oversight by their primary fedaral banking reguiator.
Bourcs: GAO.

Note: The primary faderal agency for anforcemant of the various federal laws used to combat abusive
or pradatory tending activities is shown in parentheses.

*FTC is rasponsibla for enforcing tederal laws: for lenders that ans not depository institutions but It i not
2 supervisory agency and does not conduct routing examinations.

Some disagreement exists between states and some federal banking
regulators over states’ authority to regulate and supervise the operating
subsidiaries of federally chartered depository institutions. For example,
OCC issued an advisory letter in 2002 noting that federal law provides the
agency with exclusive authority to supervise and examine operating
subsidiaries of national banks and that the states have no authority to
regulate or supervise these subsidiaries.* Some rep of state
ba.nlong regulaw:s expressed concerms to us about dus because of the
idiaries' potential invol in predatory I \g practices. OCC

“0CC Advisory Letter 2002-9 (Questions ¢ and En

of
Laws: Contacts From State Officials, November 25, 2002.); see also 69 Fed. Reg. 1004
(Jan. 13, 2004).
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has stated that the subsidiaries of the institutions it regulates do not play a
large role in subprime lending and that little evidence exists to show that
these subsidiaries are involved in predatory lending: But some state
enforcement authorities and consumer advocates argue otherwise, citing
some allegations of abuses at national bank subsidiaries. -However, several
state attorneys general have written that predatory lending abuses are
“largely confined” to the subprime lending market and to non-depository
institutions, not banks or direct bank subsidiaries.*® OCC officials stated
that the agency has strong monitoring and enforcement systems in place
and can and will respond vigorously to any abuses among institutions it
supervises.” For example, OCC officials pointed to an enforcement action
taken in ber 2003 that required restitution of more than $100,000 to
be paid to 30 or more borrawers for fees and interest charged in a series of
abusive loans involving small “tax-lien loans.”

A second issue relates to the monitoring and supervision of certain
nonbank subsidiaries of holding companies. As noted previously, many
federally and state-chartered banks and thrifts, as well as their:subsidiaries,
are part of larger financial or bank holdmg compamm These holding
companies may also include nonb bsidiaries, such as fi and
mortgage companies, that are affitiates but not subsidi: of the federally
regulatedbankorﬂ\nm Although these affiliates engage in financial

ities that may be subject to federal « tion and fair -
lending laws, unlike depository institutions they a.na ot subject to routine
supervisory i ns for it with those laws., While the Board
has jurisdiction over these entities for purposes of the Bank Holding
Company Act, it lacks authority to ensure and enforce their compliance. -

“*See Brief of Amicus Curiae State Attorneys General, National Home Equity Mortgage
Ass™ v. OTS, Civil Action No. 02-2508 (GK) (D D.C.) (March 21, 2003} st 10-11.

"AmwmmsmemwumMummmwmonmm -
(edemhumngﬂamsmbankmbddimaﬂmmmmﬂnu\v@ {operating

While OCC ins it has overthe -
operating subsidiaries of national banks, mazguaﬂmapmvmmarme(}mmn-lmlr
Bliley Act ides for the two See Pub. L-No. 106-102 §
133(n). Afedera.ldhmacmhuuvheldmu (See Mi:

v Fleet
Ma-ﬂa Corp., 181 F. Supp. 2d 996 (D MN 2001)). We are not aware of any Instance in-which
this matter has interfered with an FTC enforcerent action. *

*In addition to financial and bank holding companies, there are thrift holding companies,”
which can include thrifts and other financial institutions. Each thrift holding company is
and subject to i by OTS. See 12 USC §1467a (b)(4).
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with federal pIC ion and fair lending laws in the same way
that the federal regulators monitor their depository institutions.

One reason for the concern about these entities is that nonbank

bsidiaries of holdi ies conduct a significant amount of
subprime mortgage lending. Of the total subprime loan originations made
by the top 25 subprime lenders in the first 6 months of 2003, 24 percent
were origi d by nonbank subsidiaries of holding companies. In
addition, of the 178 lenders on HUD's 2001 subprime lender list, 20 percent
were nonbank subsidiaries of holding ¢« ies. These types of
subsidiaries have also been targets of some of the most notable federal and
state enforcement actions involving abusive lending. For example, The
Associates and Fleet Finance, which were both nonbank subsidiaries of
bank holdi ies, were d d in two of the three largest cases
involving su.bpnme lending that FTC has brought. ¥

The Associates case illustrates an important aspect of the current federal
regulatory oversight structure pertinent to predatory lending. The Board
has authority under the Bank Holding Company Act to condition its

pmval ot‘ holding company acqmsmons The Board used this authority

with Citigroup ion of European American Bank
because of concerns about the subprime lending activities of The .
Associates, which Citigroup had acquired and merged into its CitiFinancial
subsidiary. As a condition of approving the acquisition of European
American Bank, the Board directed that an ination of certain
subprime lending subsidiaries of Citigroup be carried out to determine
whether Citigroup was effectively lmplemendng policies and procedures
igned to ensure i with fair lending laws and p!

lending practices. However, the Board does not have clear authority to
conduct the same type of monitoring outside of the Bank Holding Company
Act approval process. Although the Board has the authority to monitor and

“Citigroup The in N mmmegedmmm'
finance ions into its idiary, CitiFinancial Credit Company, a nonbank
of the halding 1n 1899, Fleet Finance, Inc., and its suceessor company,

Home Equity USA,, Inc., medwmtlsmﬂnmmumemmcanplaimnmﬁu
with Fleet Finance, Inc., lozns. At
theﬁmeofthese(ﬂement,ﬂeaﬁmmehadbeeomeﬂomezqmeSA. Inc. Both Fleet
Finance, Inc,, and Home Equity U.S.A,, Inc., were nonbank subsidiaries of bank holding
companies, Mth:ﬁmeoﬂhesmemem.mebmkholdmgcompmywuneetﬁmmd

Group, Inc., which has been ¥ ial C jion. Home Equity
U.BA, Inc., i to operate 25 2 o{" B Financtal
C: abank holding
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perform routine i ions or inations of a bank holding
thisaut.honty nppamm.ly does not extend to routine examinations of
bsidiaries of bank holding panies with regard to

compliance with consumer protection laws. The Bank Holding Company
Act, as amended by the Gramm-Leach-Bliley Act, authorizes the Board to

a bsidiary for specific purposes, including “to monitor
compliance with the provisions of (the Bank Holding Company Act) or any
other Federal law that the Board has specific jurisdiction to enforce against
such company or subsidiary.” Federal ec protection laws do not
give the Board specific enforcement jurisdiction over nonbank
subsidiaries.

l’-‘or ﬂus reason, E'l'C is the primary federal agency monitoring nonbank

ies’ with e protection laws. FTC is the
primary federal enforcer of consumer protection laws for these nonbank
subsidiaries, but it is a law enforcement rather than supervisory agency.
'l‘hus, FTC's mission and resource allocations are focused on conducting

ionsinr to complnm!s and other information
rather than on routine itoring and on respansibilities.
Moreover, asdiscussedelsewheremmlsrepomsmmvarywidelymthe
extent to which they regulate practices that can constitute predatory
lending.

The HUD-Treasury report on predatory lending argued that the Board
should take more responsibility for monitoring nonbank subsidiaries of
bank holding companies, in part to ensure that consumer protection laws

are adequately enfi d for these instituti Similarly, in 1999, GAO
recommended that the Board jtor the lending activities of nonbanb
mortgage lendi bsidiaries of bank holding cc jes and id

examining these entities if patterns in lending performance, growth, or
operating relationships with other holding company entities indicated the
need to do 0.2 In its written resp to GAO's dation, the
Board said that while it has the general legal authority to examine these
entities, it has neither the clear enforcement jurisdiction nor the legal
responsibility for engaging in such activities, as Congress has directly
charged FTC with primary responsibility over enforcement with regard to
these entities.

"SeeU,S GenenlAccoumingOﬂm.wa Merpery: Fair Lending Review Could be
ion, GAO/GGD-00-16 (Washington, D.C.: Nov. 3, 1899), 20
end 47.
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Among federal ies, the Board is uniquely si d to monitor the
activities of the nonbank mortgage lendi bsidiaries of fi ial and

bank holding companies by virtue of its role as the regulator of holding
companies and its corresponding access to data (such as internal operating
procedures, loan level data, and current invol it in subprime lending)
that are not readily available to the public. In addition, the Board has
extensive experience monitoring and analyzing HMDA data. The recent
changes in HMDA reporting requirements will increase the Board's ability
to effectively monitor nonbank mortgage lendi bsidiaries of holding
. jes for lending ab

In contrast to the specific limits on the Board's examination authority, its
authority to enforce the federal consumer protection laws against nonbank
subsidiaries is somewhat less clear. The laws themselves specify the
institutions subject to enforcement by the Board, but those institutions
generally do not include nonbank subsidiaries. The Board has concluded
that it must defer enforcement action at least where, as here, a statute
specifically prescribes its enforcement jurisdiction to cover only certain
entities and specificaily grants enforcement authority for other entities to
another agency.

Under a number of laws, federal agencies have taken action to protect

c from abusive lending practices. While FTC has taken a2 number
of significant enforcement actions to battle abuses in the industry, its
resources are finite and, as a law enforcement agency, it does not routinely
monitor or examine lenders, including the mortgage lending subsidiaries of
financial and bank holding companies.

Congress provided banking regulators with the authority to ensure

comp with cc pr ion laws by the institutions they
regulate in part because it recognized the efficiencies of having banking
monitor for compli with these laws while examining their

institutions for safety and soundness. The Board is in a position to help
ensure compliance with federal consumer protection laws by certain
subsidiaries of financial and bank holding companies if it were clearly
authorized to do so. While concerns about predatory lending extend well
beyond the activities of the nonbank subsidiaries of holding companies,
these entities represent a significant portion of the subprime mortgage
market. Monitoring the mortgage lending activities of the nonbank
subsidiaries would help the Board determine when it would be beneficial to
conduct examinations of specific nonbank subsidiaries. The Board could
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then refer its findings to DOJ, HUD, or FTC or take its own enforcement
action if a problem exists. Granting the Board concurrent enforcement
authority—with the FTC—for these nonbank subsidiaries of holding

panies would not dirinish FTC's authority under federal laws used to -
combat predatory lending.

The significant amount of subprime lending among holding company
subsidiaries, combined with recent large settlements in cases involving
allegations against such subsidiaries, suggests a need for additional
scrutiny and monitoring of these entities. The Board is in an optimal
position to play a larger role in such monitoring but does not have clear
legal authority and responsibility to do so for these entities with regard to
monitoring compliance of consumer protection laws.

E
Matters for

Congressional
Consideration

To enable greater oversight of and potentially deter predatory lending from
occurring at certain nonbank lenders, Congress should consider making
appropriate statutory changes to grant the Board of Governors of the
Federal Reserve System the authority to routinely monitor and, as
necessary, examine the nonbank mortgage lending subsidiaries of financial
and bank holding companies for compliance with federal consumer:
protection laws applicable to predatory lending practices. Also, Congress
should consider giving the Board specific authority to initiate enforcement
actions under those laws against these nonbank mortgage lending.
subsidiaries.

Agency Comments and
Our Evaluation

GAO provided a draft of this report to the Board, DOJ, FDIC, FTC, HUD,
NCUA, OCC, OTS, and the Department of the Treasury for review and
comment. The agencies provided technical comments that have been
incorporated, as appropriate. In addition, the Board, DOJ, FDIC, FTC,
HUD, and NCUA provided g ] e which are di d below.
The written comments of the Board, DOJ, HUD, and NCUA are printed in
appendixes II through V.

The Board commented that, while the existing structure has not been a
barrier to Federal Reserve oversight, the approach recommended in our
Matter for Congressional Consideration would likely be beneficial by
catching some abusive practices that might not be caught otherwise. The
Board also noted that the approach would pose tradeoffs, such as different
supervisory sch being applied to nonbank mortgage lenders based on
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whether or not they are part of a h "",r B bank
mortgagelendemﬂmmputofa I or bank holdin y are
dy subject to being i ‘byt.heBoardinsomeumumstancm,
they are already subject to a different supervisory scheme than other such
lenders. For example, in its comments the Board noted that it may on
occasion direct an examination of a nonbank lending subsidiary of a
holding comp when ymtheoomextofappljcaﬁonstmtmise
serious fair lending or compliance issues. A dingly, we do not beki
that clarifying jurisdiction as contemplated in the M.a.t\‘.er would mult m a
significant d from the supervisory sch for
mortgage lenders. The Board also noted that that there could be some
additional cost to the nonbank mortgage lending subsidiaries of financial or
bank holding companies, as well as to the Board, if the Board were to
exercise additional authority. We agree and believe that Congress should
consider both the potential costs as well as the benefits of clarifying the
Board’s authorities.

The FTC expressed concern that our report could give the impression that
we are suggesting that Congress consider giving the Board sole
jurisdiction—rather than concurrent jurisdiction with FTC—over nonbank
bsidiaries of holding companies. Our report did not intend to suggest
that the Congress make any change that would necessarily affect FTC's
existing authority for these entities and we modified our report to clarify
this point. To illustrate the difference in regulatory and enf
approaches, our draft report contrasted the Board's routine examination
authority with the FTC's role as a law enforcement agency. In its
comments, FTC noted that it uses a number of tools to monitor nonbank
mortgage lenders, of which cc laints is only one. The agency
also commented that a key difference between the FTC and the Board is
that the Board has access to routine information to aid in its oversight as
part of the supervisory process. Qur report did not intend to suggest that
the FTC'’s actions are based solely on consumer complaints, and we revised
the report to avoid this impression.

DOJ commented that the report will be helpful in assessing the
department’s role in the federal government's efforts to develop strategies
to combat predatory lending. DOJ disagreed with our inclusion in the
report of “property or loan flips,” which it characterized as a traditional
fraud scheme rather than an example of predamry lendmg, As our report
states, there is no precise definition of predatory } We included a
discussion of efforts to combat “property flipping” because HUD officials
told us that these schemes sometimes involve predatory practices that can

GAO-04-280 Predatory Lending



237

Ageocies Have Taken [

Address Predatory Lending, but
Challenges

]

harm borrowers. As we note in the report, while HUD categorizes property
flipping as a predatory lending practice, not 2ll federal agencies concur
with this categorization. Distinct from property flipping is “loan flipping™—
the rapid and repeated refinancing of a loan without benefit to the
borrower. This practice is widely noted in literature and by federal, state,
industry, and nonprofit officials as constituting predatory lending.

FDIC noted that our Matter for Congressional Consideration f
nonbmd(submdmofﬁmmmlandbankholdmgcompamwevenﬂ\ough
these entities comprise, according to HUD, only about 20 percent of all
subprime lenders. Weach\owledgethatourMawerdoanotaddressaﬂ
subpnmelem‘lelsormsuum:msmatnwybe ing in p oA!

but believe it rep astep in add g predatory lending among a
significant category of mortgage lenders. NCUAsalddlattherepon
provides a useful discussion of the issues and that the agency concurs with

our Matter for Congressional Consideration. HUD, in its comment letter,
descnhedava.nety oiactions it has taken that it characterized as

[ p yl g, particularly with regard to FHA-insured
loans.
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In part because of concems about the growth of predatory lending and the
limitations of existing state and federal laws, 25 states, the District of
Columbia, and 11 localities had passed their own laws addressing
predatory lending practices as of January 9, 2004.' Most of the state laws
restrict the terms or provisions of certain high-cost loans, while others
2pply to a broader range of loans. In addition, some states have taken
measures to strengthen the regulation and licensing of mortgage lenders
and brokers, and some have used existing state consumer protection and
banking laws to take enforcement actions related to abusive lending.
However, lators of federally chartered & ial institutions have
issued opinions stating that federal laws may preempt some state predatory
lending laws and that nationally chartered lending institutions should have
to comply only with a single uniform set of national standards. Many state
officials and consumer advocates have opposed federal preemption of state
predatory lending laws on the grounds that it interferes with the:states’
ability to protect consumers.

L m
States and Localities

Have Addressed
Predatory Lending
through Legislation,
Regulation, and
Enforcement Actions

Smce 1999 many states and Iocalmes have passed laws designed to

ive mortgage | g by restricting the terms or provisions of
certain loans. In addition, states have increased the registration or
licensing requirements of mortgage brokers and mortgage lenders and have
undertaken enforcement activities under existing consumer protection
laws and regulations to combat abusive lending.

'Examwhuemﬂmmpmﬂﬂmudwehmmpmvmed nnwomnnonmmw
state and local laws and their jsfroma y Butera &

Andrews, a Washington, D.C., law firm that tracks predatory lending legislation. These laws
htludeonlymmdbalhwnmmphcemmmniommlmdmmddomtmdude.
for example, local ardinances that consist solely of a
lending. Asnoted in chapter 1, we took measures to verify the reliability of these data.
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A Growing Number of
States and Localities Have
Passed Laws to Address
Abusive Lending

According to the database of state laws, as of January 9, 2004, 26 states and

. t.he Distnct of Columbm had passed laws that were specifically designed to

di ctices.? (See fig. 3.) These laws were motivated,
a:leastmpart,bygmwmg id of abusive lending and by concemns
that existing laws were not sufficient to protect consumers against abusive
lending practices.

Figure 3: Statas and Localities That Have Enacted Predatory Lending Laws

Staton and localities that have snacted predatory lending faws

Bowte: Butera & Andrews.

*North Carolina enacted the first state law (N.C. Gen. Stat. 24-1-1E{1989]) in 1898, it took
effect on July 1, 2000. Nearly all the other state laws were enacted between 2001 and 2003.
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Based on our review of the database of state laws, the predatory lending
statutes in 20 of the 25 states regulate and restrict the terms and
characteristics of certain kinds of “high-cost™ or “covered” mortgage loans
that exceed certain interest rate or fee triggers.’ Some state laws, such as
those in Florida, Ohio, and Pennsylvania, use triggers that are identical to
those in the federal HOEPA statute but add provisions or requirements,
such as restrictions on refinancing a loan under certain conditions.* Other
state laws, such as those of Georgia, New Jersey and North Carolina, use
triggers that are lower than those in HOEPA and therefore cover more
loans than the federal legislation.* Some states design their triggers to vary
depending on the amount of the loan. For example, in New Mexico and
North Carolina, covered loans greater than $20,000 are considered high
costif the points and fees on the loan exceed 5 percent of the total loan
amount (North Carolina) or equal or exceed it (New Mexico). In these
states, loans for less than $20,000 are considered high cost if the points and
fees exceed either 8 percent of the total or $1,000.° In the remaining 6
states, the predatory lending laws apply to most mortgage loans; there is no
designation of loans as high cost. For example, West Virginia’s law in effect
generally prohibits lenders from charging prepayment penalties on any
loans and restricts points and fees to either 5 or 6 percent, depending on
whether the loan includes a yield spread premium.’” Michigan's law

prohibits the financing of single-premium credit into loans.®

According to the database, common provisions in state laws are designed
to address the following:

* Lending without regard to the ability to repay. Restrictions on the
making of loans without regard to the borrower's ability to repay the
loan, sometimes referred to as asset-based lending.

’Mmmmmpmmﬂarmmuonmmmmummmm
regulatory changes rather than legislation.

“See, e.g., Fla Stat. Ann. §§ 494.0079, 494.00791 (2003); Ohio Rev. Code Ann. $§ 1894; Ohio
Rev. Code Ann. § 1349.25 (2003); 63 PA Stat. § 456.503 (2003).

"See GA Code Ann. § 7-64-2(2008); N.J. Stat. Arm. § 46:10B-24 (West 2003); N.C. Gen. Stat. §
24 11E (2003).

*N.C. Gen. Stat. § 24-1-1E; N.M. Stat. Ann § 58-21A-3 (2003).
"W. VA. Code §§ 48A-3-110, 31-17-8 (2003).
"See Mich. Comp. Laws § 446.1634 (2003).

GAO-04-280 Predatory Lending



241

Chapter 3

States Have Enacted aad Enforeed Laws to
Address Prodatory Lending, but Some Laws

Have Been Preempted

o Prepayment penalties. Limitations on the amount of a prepayment
penalty, terms under which a penalty can be assessed, or both.

ts. P

restrictions on their timing.

on loans with batloon payments or

. ive amorts Prohibitions on loans where regularly
scheduled payments do not cover the interest due.

¢ Loan flipping. Restrictions or prohibitions on the repeated refinancing
of certain loans within a short period of time if the refinancing will not
benefit the borrower.

o Credit counseling. Requirements that borrowers either receive or are
notified of the availability of loan ec li

&

» Arbitration clauses. Restrictions on datory arbitration ck
which limit a borrower's right to seek redress in court. Some laws
prohibit datory arbitration ci altogether, while others require
compliance with certain standards, such as those set by a nationally
recognized arbitration organization.

o Assignee liability. Provisions that expressly hold purch or
securitizers of loans liable for violations of the law cc itted by the
originator, under certain conditions. (See ch. 4 for more information on
assignee liability.)

In addition, according to the database we reviewed, 11 ciues and counties
have passed laws of their own designed to add y lending since
2000.° Somelocallawsaresunﬂartostzzelawsmﬂmmeydeﬁnehlglr
cost loans and restrict their provisions, such as in Los Angeles, California.
Other localities, such as Oakland, California, have passed resolutions
prohibiting Jenders that engage in predatory lending practices from doing
business with the locality.

¥In some cases, these laws were enacted but pending litigation stayed enforcement.
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Have Been Preempted -
Some States Have Increased In a d',stﬂteshaveso L of;ml:hml :‘ t;ua: bl:l:d bro} ¢ —.althoug;x

gulation of Lenders varying degrees. Some state officials told ns ause of concems

ﬁf}%emkers-and unscrupulous mortgage lenders and brokers were not adi ely regulated

and were responsible for lending abuses, some states have increased their
Undertaken Enforcement regulation or Ii g requi of fenders and brokers. As part of
Activities to Combat. their licensing requirements, states sometimes require that these
Predatory Lending. companies establish.a bond to help comp victims of-predatory -

lenders or brokers that go out of business, and some states also require that
individuals working for or as mortgage lenders and brokers meet certain
educational requirements.

Some states have also reorganized their fes’ operations to better
address abuses by lenders and brokers. For example, an official with the
Kansas Office of the State Banking Commissioner.told us that in 1989 the -
Kansas legislature created the Division of Consumer and Mortgage
Lending, which provides additional staff for examination and enforcement
activities. Similarly, an official from the Idaho Department of Finance told
us that the state created the Consumer Finance Bureau in 2000 to oversee

and conduct routine inations of mortgage brokers and'mortgage
lenders.
State law enft ies and banking regulators have also taken a

number of actions in recent years to-enforce existing state consumer
protection and banking laws in cases involving predatory.lendi g. For
example, an official from the Washington Department of Financial
Institutions reported that it has taken § enfc ctions in recent
years to address predatory lending. In one such action, a California
mortgage company that allegedly deceived borrowers and made prokibited
charges was ordered to retumn more than $700,000 to 120 Washington State .
botrowers. According to officials of the Conference of State Bank -
Supervisors, states reported that in add: 1g predatory lending they have:
usually relied on general state consumer protection laws in areas.such as
fair lending, licensing, and unfair and deceptive practices. In some states,
[ p i do not apply to financial institutions, 5o state
banking regulators, rather than the attorneys general, typically initiate

£ tivities. B llegations of predatory practices.often
involve lending activities in multiple states, states have sometimes
cooperated in investigating alleged abuses and negotiating settlements.s
For example, in 2002 a settlement of up to $484 million with Household
Finance Corporation resulted from a joint investigation begun by the -
attorneys 1 and fi ial latory ies of 19 states and the
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District of Columbia. State agencies have also conducted investigations in
conjunction with the federal government.

Activities in North States hé;re rvea‘:'lled ex: .thgu.approac;\es to addressing ul:::d:few lent:mg
. . issues. We review an act lated to
Carolina and Ohio predatory lending in two states, North Carolina and Ohio, to illustrate two
DNlustrate State different approaches.
Approaches to
Predatory Lending
Impact of North Carolina’s North Carolina has enacted two separate laws to address concems about
Laws on High-Cost Loans P“’gm'? lending. In 1?)99 the legislature pazfed a lzw") mﬂlcatu g:&md 0
i i curb predatory } Y P specifi
ang erps;ntg OfR? :okgrs restricting the terms of high-cost loans."” In 2001, North Carolina
?}:1 Sngm rs Kemains supplemented its predatory lending law by adopting legislation that
certain

required the licensing of mortgage professionals (mortgage lenders,
brokers, and loan officers), defined a ber of prohibited activities
related to the making of residential mortgages, and enhanced the
enforcement powers of the banking comumissioner."

According to the North Carolina Coramissioner of Banks, the North
Carolina laws applicable to predatory lending were the product of a
consensus of banks, mortgage bankers and brokers, nonprofit

org; i and other stakeholders and were ded to address
lending abuses that were not prohibited by federal statutes and regulations,
Among other things, the 1999 legislation, known as the North Carolina Anti-
Predatory Lending Law, imposes limitations specific to both “high-cost”

™N.C. Session Law 1999-32.
IN.C. Sessions Laws 2001-393 and 2001-399.
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loans and other “consumer home loans.”* North Carolina’s predatory
lending law did not restrict initial interest rates but instead focused on
prohibiting specific lending practices and restricting the terms of high-cost
loans. In conjunction with other North Carolina laws, the 1999 legislation
contains four key features. First, it bans prepayment penalties for all home
loans with a principal amount of $160,000 or less. Second, it prohibits loan
flipping—refinancings of consumer home loans that do not provide a
reasonable, net tangible benefit to the borrower. Third, it prohibits the
financing of single-premium credit life insurance. Finally, it'sets a number
of restrictions on high-cost loans, including making loans without regard to
borrowers’ ability to repay; financing points, fees, and any other charges
payable to third parties; or setting up loans with balloon payments.
Further, the law prohibits home improvement contract loans under which
the proceeds go directly to the contractor, and requires that borrowers
receive financial counseling prior to closing. .

Although the North Carolina predatory lending law governs the practices of -
lenders and mortgage brokers, some groups questioned whether it
provided for effective enforcement. Specifically, concerns were focused on
the lack of state licensing and oversight of all segments of the mortgage
lending profession, including mortgage brokers and bankers: Additionally,
some critics asserted that the statute provided the.state banking .-
comumissioner with limited and uncertain authority to enforce the
predatory lending provisions. As a result, even before the predatory -
lending legislation passed, stakeholders worked on a measure to fill the
gaps left by the state's predatory lending law.

"methCamHnapredamrylendmglawdeﬁnesnhigbcoabmasalwmehanuf
$300,000 or Jess that has one or more of the following characteristics: (1) points, fees

certain fied in the law), and other charges totating more than 6
percentofmebomwedunoumifmelonnEtm,mormm,mmemdsmof
l.heamounthomwedorsl,wOﬂme)oanblessumszo.oﬂtx(z)mmummm -
exceetbbymoremanlOpacaupermumtheyleldoncmnpanbleT\mnry!ﬁﬂsw(ﬂ)a
pmmemmﬂu&nmﬂdbemﬂmdmﬁnn%monﬁhsaﬁudosﬁgmﬂmh
greater than 2 percent of the amount prepaid. According to the North Carolina
Wowotw,msmo,owmhbmdmmnpmmmmmlew
borrow $300,000 or more are able to protect th “Ce home
Ioam'mloaminwhich(l)thebmowerisamnalp«m(ﬁ)thedebtblncuntdbythe'
borrower prirarily (or personal, famly, or household purpases, and (idi) the loan is secured >
byumwwordcedo!mmmnndmmuponwmd\ﬂmislomedwmhmbe .
located a or designed pri of from one to four
families which is or will be occupied by the b as the s pring dwelling..
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North Carolina's second statute, the Mortgage Lending Act, was signed into
law on August 29, 2001. Prior to the act, some mortgage banking firms and
all mortgage brokerages domiciled in the state had been required to

register with the state’s banki 1 but individual loan origi
were not. The Mortgage Lending Act i d li i onall
mortgage bankers and brokers, includi mdxwduals who originate toans,

and added continuing education and usdng requirements for mortgage
1oan officers. The provisions of the act mean that individuals as well as
firms are now subject to regulatory discipline. According to the North
Carolina Comruissioner of Banks, the act has been effective in reducing the

ber of abusive brokers and individual loan origi The
commissioner noted that a large ber of applications for li have
been denied because the applicants did not meet basic requirements or did
not pass the required background check.

Studies on the impact of North Carolina's Anti-Predatory Lending Law have
offered conflicting conclusions. For example, one study found an overall
decline in subprime gages and concluded that any reductions in
predatory lending had been attained at the expense of many legitimate
Yoans." Some have pointed to this evidence as suggesting that the law has
reduced legitimate credit to those who most need it. Another study found a
reduction in subprime originations but attributed the decline to a reduction
in loans with abusive or predatory terms. Consumer advocates and state
officials have cited this study as evidence that the law has worked as
intended.

Our review of the five studies available on the impact of the North Carolina
predatory lending law suggested that data limitations and the lack of an
accepted definition of predatory lending make determining the law's
impact difficult. For example, information about borrowers' risk profiles,
the pricing and production costs of the loans, and the lenders’ and
borrowers' behaviors was not available to the study researchers. In
addition, the extent to which any potential reductions in predatory loans

BElliehausen and Staten, Regulation of Subprime mea Products: An Analysis of
North Carolina’s Predatory Lending Law, G School of
(Navember 2002).

“Quercia, Stegman, and Davis, mlwpactquom Cm'olmatAnu-hedam

Law: A Descriptive Center for

Kenan Institute of Private Enterprise, UnlvzmityofNonhCa.mhmnChapelH:ﬂ(JumZﬁ
2003).
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can be attributed to the Mortgage Lending Act as opposed to the Anti-
Predatory Lending Law is unclear. Additional experience with the North
Carolina laws may be needed in order to properly assess them.

Ohio Has Preempted Local
Laws and Taken Action to
Regulate Mortgage Brokers

In Febmary 2002, the Ohio legislature enacted a law with the purpose of
bringing Ohio law into conformance with HOEPA."* Among other things,
the legislation preempted certain local predatory lending ordi The
lawwaspassedinresponsewanordimnceensctedinthecityolbaytm,
which was designed to fight predatory lending by regulating mortgage
loans originated in that city. Proponents of the state law argued that
regulating lenders is a state rather than icipal function and that lending
rules should be uniform throughout the state. Some advocates argued that
the state law prevents cities from protecting their citizens from abusive
lending practices.

The Ohie law imposes certain restrictions on high-cost loans as defined by
HOEPA. These include additional restrictions on credit life or disability
insurance beyond those impesed by HOEPA. The law also prohibits the

pl or consolidation of a zero- interest rate or other low-rate loan
made by a governmental or nonprofit lender with a high-cost loan within
the first 10 years of the low-rate loan unless the current holder of the loan .
consents in writing to the refinancing."® Because the purpose of this law
was to bring Ohio’s law into conformance with HOEPA, the law applies
only to loans that qualify as mortgage loans subject to HOEPA. Thus, like
predatory lending laws in some other states, the Ohio law applies to
relatively few loans,

In May 2002, the Ohio legislature passed another piece of legislation,

designed in part to add busive lending—~the Ohio Mortgage Broker
Act—that imposed requirements on the state's mortgage brokers and loan
officers.” Among other things, this law required state examination,
education, and licensing of loan officers, and prohibited brokers from
engaging in certain deceptive or fraudulent practices. It also required that

"*See Ohio Rev. Code. Ann, § 1349.32 (2003).
"*Ohio Rev. Code Ann. § 1349.27 (2002).
“"See Ohio. Rev. Code Ann. §§ 1322.01 - 1322.12 (2003).
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mortgage brokers and loan officers receive continuing education and take
prelicensing competency tests.

In the act adopting HOEPA dards, the Ohio legislature also established
a Predatory Lending Study Comunittee, which was charged with
investigating the impact of predatory lend.mg pxacuces on the citizens and
communities of Ohio.”* The study consisted of 15 b
including representatives from state agencies, consumer groups, and the
lending industry. The act required the committee to submit a report to the
governor and legislators by the end of June 2003. The committee reached

consensus on two major issues. First, it ded that all
in the state be li d and subject to criminal backg d checks, and
second, it rec ded i d enfor of the Ohio Mortgage

Broker Act. The Division of Financial Institutions, which is responsible for

enforcing the Ohio Mortgage Broker Act, has hired additional staff to

ensure compliance with the law. The report and recommendations have

been forwatded w the governor and the committee suggested that the Ohio
1A consider all ¥ dations.

Other local ordinances have been passed in Ohio to address predatory
lending. One of these ordinances, passed in November 2002 by the Toledo
City Council to regulate mortgage lending practices, was challenged, and
its enforcement stayed, because of the state HOEPA law passed in
February 2002." One provision of that ordi e prohibited making an
abusive loan by “taking advantage of a borrower’s physical or mental
infirmities, ignorance or inability to understand the terms of the loan.” This
provision drew criticism from the mortgage industry, which said the
language was vague and difficult to comply with. For example, one
secondary market participant noted that it would be nearly impossible to
assess borrowers’ mental capabilities for loans they did not originate in the
first place. Violating the law was made a criminal offense, and convicted
offenders could not receive city contracts or conduct other business with
the city.

#2002 Ohio Laws HB 386 § 5.
"OrdlnaxweNo 271-03 As of November 17, m,mecluof‘lbledowasmmnly

as
a result of a lawsuit asserting that ‘bytheHamel‘ hip and
Equity Protection Act of Ohio.mu City of M, Ohio, No. C10200301547 (Lucas

County).
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Regulators Have
Determined That
Federal Law Preempts
Some State Predatory
Lending Laws, but
Views on Preemption
Differ

Significant debate has taken place as to the adh and disads
of state and local predatory lending laws. In several cases, regulators of
federally supervised financial institutions have determined that federal
laws preempt state predatory lending laws for the institutions they
regulate. In making these determinations, two regulators-—OCC and
OTS—have cited federal law that provides for uniform regulation of
federally chartered institutions and have noted the potential harm that
state predatory lending laws can have on legitimate lending.

ives of the ] g industry and some researchers agree with
the federal banking regulators, arguing that restrictive state predatory
lending laws may ultimately hurt many borrowers by reducing the supply of
lenders willing to make subprime loans, creating undue legal risks for
legitimate lenders, and increasing the costs of underwriting mortgage
loans. Moreover, industry representatives have said that most predatory
fending practices are already illegal under federal and state civil and
criminal laws and that these laws should simply be more stringently
enforced. In contrast, many state officials and consumer advocates are
opposed to federal preemption of state predatory lending laws. They
maintain that federal laws related to predatory lending are insufficient, and
thus preemption interferes with their ability to protect consumers in their
states, particularly from any potential abuses by the subsidiaries of
federally chartered institutions,

OCC, OTS, and NCUA Have
Determined That Federal
Law Preempts Some State
Predatory Lending Laws

Because both the federal and state governments have roles in chartering
and lati can arise as to whether a
federal statute preempts particular state laws.® Affected parties may seek
guidance from federal agencies requesting their views on whethera -
particular federal statute preempts a particular state law; in these-
instances, the agency may issue an advisory opinion or order on the issue.
Because the courts are ulti 1 ible for. g conflicts
between federal and state laws, theee advisory opinions and orders are
subject to court challenge and review. As of November 2003, one or more
federal regulators had determined that federal laws preempted the

predatory mortgage lending laws of the District of Cotumbia and five

’SeeUSGemﬂAccouuﬂngOtﬁce,MofWOﬁuq[ﬂ {2 Supervision and Office of
WComphqufmevucymmﬁmpmof&zwlnw.GAomml
{Washington, D.C.: Feb. 7, 2000) for of state
banking laws.
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states—Georgia, New Jersey, New Mexico, New York, and North Carolina
(See table 1.)

Table 1: Prosmption Determinations lssusd by OCC, OTS, and NCUA Retsted to
Predatory Mortgage Lending Laws

oce oTs NCUA
Georgia (2003) Georgia (2003) Georgla (2002)
New York (2003) New York (2000)
New Mexico (2003) North Carofina (2002)
New Jarsey (2003) District of Columbia (2003)
‘Saurcs: GAC.

Preemption of state law is rooted in the U.S. Constitution’s Supremacy
Clause, which provides for the supremacy of federal law. Over the years,
the courts have developed a sul ial body of precedent that has guided
the analysis of whether any particular federal law or regulation overrides or
preempts state law. The courts’ analysis of whether federal law preempts
state law has fundamentally centered on whether Congress intended for
the federal law or regulation to override state law, either from the face of
the statute itself (express preemption) or from the structure and purpose of
the statute (implied p ion.) In theirp ption opini 0CC, OTS,
and NCUA have cited a variety of legislation and legal precedents. Since
1996, OTS has had regulations in place that describe its preemption of state
lending laws.? In January 2004, OCC issued a rule amending its regulations
in a similar manner, clarifying what types of state laws federal law
preempts in the context of national bank lending.™ OCC stated that it
issued the rule in response to the number and significance of the questions
that have aﬂsenwim:wpectwthepmempﬂonofstmlawsandwreduce
y for national banks that op in multiple states. Inits
mlermi.ln.ng. OCC stated that it was seekmg to provide more comprehensive
1g the applicability of state laws to lending, deposit
taking, and oﬁ\eraumonzed activities of national banks. The regulations

2 C.FR § 6602(a).
269 Fed. Reg. 1004 (Jan. 13, 2004).
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list examples of the types of state statutes that are preempted (such as laws-
regulating credit terms, interest rates, and disclosure requirements) and
examples of the types of state laws that would not be preempted (suchas .
laws pertaining to zoning, debt collection, and taxation). When OCC first -
proposed these rules, one news article stated that it “triggered a flood of
letters and strong reactions from all corners of the predatory lending
debate.” States and consumer groups were critical of the proposal, In
conirast, the Mortgage Bankers Association of America and some large

national banking companies wrote letters in support of OCC's
proposed rules.
Views Differ on the Fet!eml banking m.gulal:oxs poir{t outntlt;a.t pree!npt.ion of states') b &
Implications of Federal predatary lending laws applies only to institutions ch y the
Prgemption of State agency issuing the p ption order. For ple, OTS's p pti
tory Lending La opinjon served to preempt New Jersey's predatory lending statute for -
Predatory Lending Laws federally chartered thrifts but did not affect the statute's applicability to
independent mortgage i ional banks, and state-chartered .

banks and thrifts, In preempting the New Jersey Home Ownership Security
Act of 2002, OTS's Chief Counsel noted that requiring federally chartered
thrifts to comply with a hodgepodge of conflicting and averlapping state
lending requi would undermine Congress’s intent that federal
savings institutions operate under a single set of uniform laws and
regulations that would facilitate efficiency and effectiveness.® Federal
banking regulators have said that they have found little to no evidence of
predatory lending by the institutions they regulate, pointing out that
federally supervised institutions are highly regulated and subject to
comprehensive supervision.® They have also noted that they have issued
guidance and taken nurnerous other steps to ensure that their institutions
do not engage in predatory lending. Further, OCC has stated that state
predatory lending laws, rather than reducing predatory lending among
federally supervised institutions, can actually restrict and inhibit legitimate
lending activity. The lending industry has generally supported preemption.
For example, the Mortgage Bankers Association of America has argued

B0tfice of Thrift Sup P-2003-5, Pr of New Jersey Predatory Lending Act:
(uly 22, 2003).

“&vemmthtamﬂﬁaMemmdmmmlamugmw
occurs outside of banks and direct bank subsidiaries. See Brief of Amicus Curige State -
Attorneys General, National Home Equity Mortgage Ass'n v, OTS, Civil Action No. 02.2506
(GK) (D D.C.) (March 21, 2003) at 10-11.
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that uniformity in lending regulations is central to an efficient and effective
credit market.

In contrast, many state officials and consumer advocates have opposed
federal pn ption of state datory lending laws, for several reasons.
First, they contend that state predatory lending laws are necessary to
address gaps in relevant federal consumer protection laws. For example,
one state official said that the predatory lending legislation adopted by his
state was more focused and effective than the provisions of the Federal
Trade Commission Act. In addition, opponents of preemption claim that
federal regulators may not devote the necessary resources or have the
willingness to enforce federal consumer protection laws relevant to

datory lending by federally chartered institutions and their subsidiaries.
ln response to OCC's and OTS’s stztements thal t.here is no evxdence of
predatory lending among subsidiaries of d d v
institutions, opponent.s of preemption noted that there are several cases in
which all ions of abusive lending practices involving some of these
subsidiaries have been raised.®

B For example, see Comments on OCC Working Puper, Center for Responsible Lending,
7-10, October 6, 2003, r/CRLE,

hitpsiwre ngPep
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e ]
The Development of a

Secondary Market for
Subprime Loans Can
Benefit Consumers

By providing lenders with an additional source of liquidity, the secondary
market can benefit borrowers by increasing the availability of credit and, in
general, lowering interest rates. While a secondary market for prime
mortgage loans has existed for decades, a rel: ly recent dary
market for subprime toans now offers these potential benefits to subprime
borrowers as well. However, the secondary market may also serve to
facilitate predatory lending, as it can provide a source of funds for
unscrupulous originators that quickly sell off loans with predatory terms.
Secondary market participants may use varying degrees of due diligence to
avoid purchasing loans with abusive terms. In addition, some states have
d legislation with assi liability—p ially holding purch
liable for violations of abusive lending laws that occurred in the loan
origination. However, extending liability to secondary market purchasers
may cause lenders and other secondary market participants, such as credit
rating agencies, to withdraw from the market, as occurred in Georgia.

Originators of mortgage loans-—which can include banks, other depository
institutions, and mortgage lenders that are not depository institutions—
may keep the loans or sell them in the secondary market. Secondary
market purchasers may then hold the loans in their own portfolio or may
pool together a group of loans and issue a mortgage-backed security that is
backed by a poal of such loans. The securitization of mortgage loans
became common during the 1980s and, by the 1990s, had become a major
source of funding in the prime mortgage market. According to the Office of
Federal Housing Enterprise Oversight, by the end of 2002 more than 58
percent of outstanding U.S. single-family residential mortgage debt was
financed through securitization. Two government-sponsored enterprises—
Fannie Mae and Freddie Mac—rep d nearly 40 p of the
amount securitized.'

The securitization of subprime mortgage loans did not become commen
until the mid-1990s. The devel ofa dary market for these
loans has been an important factor in the growth of subprime lending, -
panding subprime lenders’ access to funds and thus increasing the
availability of subprime credit.: The trade journal Inside B&C Lending
estimated that in 2002 approximately 63 percent of new subprime

publicly owned
to Increase access to

A g (GSE)isa
3 and favored
the capital market for specific economic sectors, including housing.
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mortgages, representing $134 billion, were securitized. The originators of
subprime loans are often nonbank tgage and fi panies. As
secondary market participants--such as the Wall Street investment firms
that have been the major underwriters for subprime securities—have
grown more willing to purchase these instr subprime originators
have gained access to an important source of liquidity that has allowed
them to make more subprime loans,

As shown in figure 4, the process of securitization starts with borrowers
obtaining mortgages either directly from a lender or through a broker. The
lender then creates a pool—a separate legal entity that purchases the
morigages and issues securities based on them. The lender hires a credit
rating agency, which has no direct financial interest in the deal, to confirm
the value of the securities based on the expected return and risks of the
underlying mortgages. At the same time, the lender hires an.underwriter to
sell the securities to investors. The value of the securities is based
exclusively on the mortgages th lves and is from the fi ial
condition of the original lender. Finally, a servicer is hired to collect
mortgage payments from the borrowers and disburse interest and principal
payments to the investors. The process described above is for
securitizations performed via private conduits—that is, without the
participation of government-sponsored enterprises.

GAO-04-280 Prodatory Lending
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Figure 4: Steps in the Securitization of Residential Mortgages

Borrows: tako ot loen WMorlgege payments
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Source: GAO.
Note: This chant reprasents the process for fully private tizations and not for g
sponsorad enterprises.

Freddie Mac and Fannie Mae are relatively recent entrants into the
subprime market; Freddie Mac began purchasing subprime loans in 1997
and Fannie Mae in 1899. Both companies have moved slowly and have
limited their purchases to the segment of the subprime market with the
most creditworthy of subprime loans. At present, the companies are
believed to represent a relatively small portion of the overall secondary
market for subprime loans. The exact portion they represent is not clear,
but a study conducted for HUD esti d that the panies purchased

GAO-04-280 Predatory Lending
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about 14 percent of the subprime loans originated in 2002.* Both Fannie
Mae and Freddie Mac have stated publicly that they plan on expanding
their role in the subprime market in the future. In part, this may be a result
of the affordable housing goals that HUD set for the GSEs in October 2000,
which increased the goals for loans made to low- and moderate-income
borrowers.” HUD recommended that the GSEs consider enhancing their
roles in the subprime market—which often serves low- and moderate-
income borrowers—to help standardize mortgage terms in that market and
potentially reduce interest rates for subprime borrowers. While the GSEs
are currently believed to represent a small portion of the secondary market
for subprime lending, some market observers believe their share will grow.

The growth of the secondary market for subprime loans has potentially
benefited some consumers. By providing subprime lenders with a new
source of liquidity, these lenders face lower funding costs and reduced
interest rate risk, in part because the supply of lenders willing to make
loans to borrowers with impaired credit has increased. Many analysts say
that, as a result, mortgage loans are now available to a whole new
population of consumers and interest rates on subprime loans made by
reputable lenders have fallen. In addition, increased securitization of
subprime lending may lead to more uniform underwriting of subprime
loans, which could further reduce origination costs and rates to
CORsumers.

K Temkin, J. Johnson, D. Levy, “Subprime Markets, the Role of GSEs, and Risk-Based
Pricing,” prepared by The Urban Institute for the U.S. Department of Housing and Urban
Development, March 2002. Other estimates of the GSEs’ share of securitization of the
mmmmamm&mmummwﬂn—dumsmm
industry i of what

*The Federal Housing Enterprises Financial Safety and Scundness Act of 1992 requires
goels

Fannie Mze and Freddie Mac to meet annual p 2-0f- housing:
by HUD for three low- and 4 d, and speciad -
HUD set the ‘goalsformlmmmlmlow mdmdeme—hcome——

50 percent of the total number of units financed; underserved-—31 percent of the total
nrumber of units financed; and special affordable—20 percent of the tota) number of units .
financed.
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The Secondary Market
for Subprime Loans
Can Facilitate
Predatory Lending

While the development of a secondary market for subprime loans may have
benefits for borrowers, it can also provide a source of funds for
unscrupulous originators that quickly sell off loans with predatory terms,
The secondary market can complicate efforts to elimi predatory

1 by ing o hip of a loan from its originator. This
separation can undermine incentives to reduce risk in lending and create
incentives that may increase the attractiveness of making loans with
predatory terms. As noted earlier, some originators of subprime mortgage
loans make their profits from high origination fees. The existence of a
market that allows originating lenders to quickly resell subprime loans may
reduce the incentive these lenders have to ensure that borrowers can repay.
Further, lenders often market their products through brokers that do not
bear the risks associated with default, as brokers are compensated in up-
front fees for the loans they help originate. Some lenders and state officials
toid us that unscrupulous brokers sometimes deceive originating lenders
regarding borrowers’ ability to repay. Even if deceived, lenders who
originate the loans and then sell them in the secondary market ultimately
may not bear the risk of a loan default, Taken together, these
circumstances can undermine efforts to combat predatory lending
practices.

Market forces provide some incentives to deter secondary market
purchasers from purchasing predatory loans because these loans create
both credit and reputation risk.* However, predatory loans do not tn all
cases create unusual financial risks or losses for secondary market
purchasers. For example, in most states loan purchasers are generally not
liable for damages that may have resulted from the origination of abusi
loans that they purchased, mitigating much of the legal risk of buying loans
that may have violated laws addressing predatory lending. Moreover, loans
with predatory features may carry very high interest rates and have barriers
to prepayment, which may more than compensate for the increased credit
risks associated with subprime loans.

However, investors’ insistence on the use of credit enhancements in the
securitization process may offset or mitigate the incentives to engage in
predatory lending of originators who sell loans to the secondary market.

*Reputation risk is the current and impactona s gs and capital
ndshxg!rmnnegaﬂvepubllcopﬁumfromothermametpamdpanu 'mlsnsknwexpoua
of lender 1o loss, and a decline in its customer

base if its behavior injures its customers or clients.
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Credit enhancements, which refer (o a variety of approaches used to
reduce the credit risk of an obligation, are common in securitization
transactions, in part because of concerns that originators may try to pass.
on lower-quality loans. Because the price investors will pay for securities is -
based on risk as well as return, sellers use the enhancements to lower the
risk and thus raise the price of securities. For example, the securities may-
be overcollateralized by ensuring that the value of the collateral backing
the securities—in the case of mortgage backed securities, the face value.of
the loans—exceeds the value of the securities bemg offered for sale. The
difference provides a “cushion” or reserve ible credit losses
and permits a higher loss rate on the total mongage pool without
endangering payments to the owners of the securities. Securitizers can
also include recourse provisions in their loan purchases that require sellers
to take back loans in the event of borrower default. As-a result of these -~
factors, the degree to which originators of Joans sold in the secondary
market—including loans with abusive terms—are insulated from credit
risks associated with those loans varies, and the profits from selling the
loans may vary with the costs of credit enhancement.

I

Due Diligence Can
Help Purchasers Avoid
Predatory Loans, but
Efforts Vary among
Secondary Market
Participants

Secondary market purchasers of residential mortgage loans undertake a
process of due diligence designed to minimize legal, financial, and
reputation risk associated with the purchase of those loans. Due diligence
can play an important role in avoiding the purchase of abusive loans, but -
cannot necessarily identify all potentially abusive loans. Officials of Fannie
Mae and Freddie Mac—which, as noted previously, are relatively recent
entrants in the subprime market—are also concerned about risks bur. say
that their due diligence processes are also designed to avoid p

loans that may have been harmful to consumers. Other firms’ due diligence
is not necessarily specifically intended to avoid loans that may have
harmed conswmers but rather to avoid purchasing loans that are not in

li with applicable law or that undue fi ial or
reputation risks.® |
SOCC has issued gus stating that nats are o und

appropriate due diligence to avold purchasing predatory loans. See OCC Advisory Letter
2003-3 (Avoiding Predatory and Abusive Lending Practices in Brokered and Purchased
Loans), February 21, 2003.
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Due Diligence May Deter
the Purchase of Some
Predatory Loans but Has
Limitations :

Loans purchased in the secondary market are usually not purchased
individually but rather as a pool of many loans. Purchasers or securitizers
of residential mortgage loans try to ensure that the loans in a particular
pool are creditworthy and in li with law. Purch perform a
general background and financial review of the institutions from which
they purchase loans. In addition, secondary market purchasers of loans
nearly always conduct due diligence, or a review and appraisa) of
confidential legal and financial information related to the loans themselves.
Before or after the sale, purchasers may review electronic data containing
information on the loans, such as the loan amount, interest rate, and
borrower’s credit score. Purchasers also may physically review a sample of
individual loans, including items such as the loan applications and
settlement forms.

Some industry rep ives and federal ies say that appropriate
due diligence can play an important role in deterring predatory lending.
Participants in the secondary market have an interest in not purchasing
loans that may be considered predatory because such loans can create
unwarranted legal, financial, and reputation risk. For example, if such
loans violate relevant municipal, state, or federal laws, purchasing them
could, in some cases, expose the buyers to legal risks such as lawsuits,
fines, and penalties. Moreover, predatory loans may be more likely to go
into default, increasing financial risk without a commensurate increase in
expected returns. In addition, many industry officials told us that
reputation risk is a major reason why they want to avoid purchasing
predatory loans. Firms involved in the securitization process do not want
to be associated with predatory lending activity that could affect their
relationships with other firms, community groups, and government
agencies.

Due diligence reviews for residential mortgage loans are designed to
determine the financial characteristics of the loans and to ensure
compliance with applicable federn), state, and municipal laws, including
those designed to prohibit predatory lending. The revi also can be
desigred to detect loans that have potentially abusive terms but are not
necessarily violating any law. For example, an electronic review of loan
data can flag characteristics such as interest rates that appear excessive
but are heless legal. Al ievel file review, in which a purchaser
reviews the physical loan origination documents, offers access to more
information and can highlight items such as points and fees and the
borrower's capacity to repay. While nearly all purchasers of loans use due
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diligence to check for legal compliance, purchasers set their own
guidelines for what other loan characteristics meet their standards.

While due diligence in the secondary raarket is important, the role that it
can play in deterring predatory lending by performing due diligence is
limited. For one thing, more than one-third of all new subprime loans are
not securitized in the first place but are held in the portfolio of the
originating lender and thus do not face securitizers’ due diligence reviews,
In addition, even the most thorough due diligence will not necessarily catch
all abusive loans or abusive lending practices. For example:

o Due diligence may not detect fraud in the underwriting or approving of a
mortgage. For instance, if a mortgage broker includes false information
in a loan application to ensure that a borrower meets an originator's
income requirements, the process of due diligence may not detect it

* The data tapes used for loan reviews do not include point and fee
information.” Thus, securitizers typically cannot detect excessive or
unwarranted fees prior to purchasing a loan without a loan-level review.

s Loan flipping (repeated refinancings) can be difficult to detect because
loan files do not necessarily include information on previous
refinancings.

Fannie Mae and Freddie
Mac Appear to Perform
Extensive Due Diligence to
Avoid Buying Loans with
Abusive Terms

Fannie Mae and Freddie Mac have relatively strict criteria for the loans
they purchase, particularly subprime loans. As noted, both companies limit
their purchases to the most creditworthy subprime loans. In April 2000,
Fannie Mae issued guidelines to sellers of subprime loans that set criteria
designed to help the GSE avoid purchasing loans with abusive features.
For example, the guidelines state that Fannie Mae's approved lenders may
not “steer” a borrower who qualifies for a standard loan to a higher cost

‘Somesecmmmmbegmmmmddewcuonwﬁwmaspanofmﬂrduedmume

loans. Such specific daia flelds within a loan file
u\dlookslor snd i ies that may signal freud in the appraisal, loan
application, or loan itself. In some cases, a fraud review can also be incorporated as part of
the regular due diligence process.

A prepurchase financial due diligence review may not look at point and fee data because
the risks and returns to the losn pr dependmton that were made at
origination but rather on fusture , & review of points -
andfeeslsonendnnedmhuaaxbsemmtlonﬂwel file review.
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product, may not make loans without regard to the borrower’s ability to
repay, and may not in most instances charge more than 5 percent of the
loan amount in points and fees. Freddie Mac issued similar guidelines to its
sellers and servicers in December 2000. Further, both compantes, like
other secondary market purchasers, rely on a system of representations
and warranties, under which sellers contractually agree to buy back loans
they sell that turn out not to meet the terms of the contract.

Fannie Mae and Freddie Mac officials told us that they undertake a series
of measures aimed at avoiding the purchase of loans with predatory
characteristics. Approved sellers and servicers undergo a background
check and operational review and assessment that seeks, in part, to
determine whether lenders are able to comply with their guidelines. Fannie
Mae and Freddie Mac also require that special steps, such as additional due
difigence measures, be taken in purchasing subprime loans. For example,
Fannie Mae requires that subprime loans be originated using the company’s
automated desktop underwriting system, which helps ensure that
borrowers are not being steered to a more expensive loan than they qualify
for® Fannie Mae officials say that the automated desktop underwriting
system also facilitates traditional lenders that serve subprime borrowers.

In addition, both companies said that they undertake extensive and costly
due diligence that goes well beyond simple legal compliance and is auned
at avoiding loans that may potentially be idered abusive or detri

to the borrower. Bath companies use an ide contractor to cond

their loan-level due diligence reviews on subprime loans. The contractor
has a standard “script” that revi alarge ber of data el related
to legal li and creditworthi However, the contractor told us
that Fannie Mae and Freddie Mac add elements to the script to make the
review more stringent with regard to identifying potentially abusive
practices. For example, Freddie Mac requires the contractor to check
whether the lender has gathered evidence of a borrower's income
information directly or relied on self-verification, which can raise
uncertainty about a borrower's capacity to repay. In addition, the

*Fannie Mae and Freddie Mac officials note that thelr antipredatory lending policies and
compliance measures are only one element in their efforts to fight predatory lending. For
example, both companies also have special programs that provide appropriately priced
loans to credit-i and other whow\dwbemrgeu'dby
predatory lenders; support and 7
havespecullaunpmmmsdesigned!orbomwenwhohavebeenmrgeudorncﬂmlndby
predatory lenders.
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contractor told us that Fannie Mae and Freddie Mac are more likely than
other firms to reject or require a repurchase if evidence exists that the loan
may involve a predatory practice—even if the loan is otherwise legaily
compliant.

Other Purchasers Vary in
the Extent of Their Due
Diligence

According to industry ives, all purch of mortgage loans
underl.nke aprocess of due dxllgence, but the process can vary in its degree
of stri and comp! . For example, while most firmns

typically pull a sample of loans for a loan—level file review, companies may
review anywhere between a few percent and 100 percent of the loans. In
addition, companies vary in terms of the data elements they choose to
review. Some firms review prior loans made to the borrower in an effort to
detect loan flipping, while others do not. Further, some companies may be
more willing than others to purchase loans that are considered
questionable in terms of legal compliance, creditworthiness, or other
factors.

As noted earfier, loans that have harmed consumers and that may be
deemed “predatory” by some observers are not necessarily against the law,
nor do they necessarily increase the risk of the loan.’ Industry officials told
us that while securities firms are concerned with the reputation risk that
may come with purchasing abusive loans, the primary functicn of their due
diligence is to ensure compliance with the law and to protect investors by
ensuring that loans are creditworthy.*

%0ne example would be steering borrowers to higher-cost loans than is justified by their
credit histories. This practice is often considered abusive but is Rot per s¢ a violation of
federal law, not does it necessarily increase credit risk to the lender.

"Rmmwmkmmkmmfwmﬁmwmem Regularly
umuhmmlwmmmhwcmlormm purchasers may close off
the seller’s access to the secondary market.
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Assignee Liability May
Help Deter Predatory
Lending but Can Also
Have Negative
Unintended
Consequences

Some states have enacted predatory lending laws that have assignee
liability provisions under which purchasers of secondary market loans may
be liable for violations committed by the originators or subject to a defense
by the borrower against collecting the loan. Assignee liability is intended
to discourage secondary market participants from purchasing loans that
may have predatory features and to provide an additional source of redress
for victims of abusive lenders. However, depending on the specific nature
of the provision, assignee liability may also have unintended consequences,
including reducing access to or increasing the cost of secondary market
capital for legiti loans. For X i liability provisions of a
predatory lending law in Georgia have been blamed for causing several
participants in the mortgage lendmg mdusr.ry f.o withdraw from the market,
and the provisions were sub

Several States Hold
Secondary Purchasers
Liable for Predatory
Lending Violations

Antipredatory lending laws in several states have included some form of
assignee liability. Typically, with assignee iability, little or no distinction is
made between the broker or lender originating a loan that violates
predatory lending provisions and the person who purchases or securitizes
the loans. Under these provisions, secondary market participants that
acquue Ioa.ns may be liable for violations of the law committed by the

i dersort hether or not the purchasers were aware of
the violations at the time they bought the loans. Further, borrowers can
assert the same defenses to foreclosure against both originating lenders
and entities in the secondary market that hold the loans (the assignees).
Depending on the specific provisions of the law, assignees may have to pay
monetary damages to aggrieved borrowers.

As of December 2003, at Jeast nine states and the Dlstnct of Columbia had
enacted predatory lending laws that exp d assi, liability
provisions, though the nature of these provisions varies greatly, according
to the database of state and local legislation we reviewed. Other states
have passed predatory lending laws that do not explicitly provide for
assignee liability, but debate has occurred in some of these states about
whether assignee liability can be asserted anyway under existing laws or
legal principles. The federal HOEPA statute includes an assignee liability
provision, but, as noted in chapter 2, only a limited number of subprime
loans are covered under HOEPA.

Assignee liability can take a variety of forms. For example, an assignee can
be held liable only in defensive claims (defense to foreclosure actions and
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toclmmsrega.rdmgmomesowedonaloan)orcanalsobeassmedfor

directly, includi ‘,punmve d ! Similarty, some laws
include “safe harbor provisions,” under which assignee liability may not
arise if the assignee has taken certain measures to avoid obtaining a high-
cost loan. For example, under New Jersey law, no assignee liability arises
if the assignee demonstrates, by a preponderance of evidence, that a
person exercising reasonable due diligence could not determine that the
mortgage was a high-cost home loan ** However, many secondary market
participants told us that the value of these safe harbor provisions is limited,
in part because of difficulties in demonstrating compliance with safe
harbor standards. For example, some secondary market participants say
that the New Jersey law does not-adequately define what constitutes

reasonable” due diligence.

Assignee Liability May Help
Combat Predatory Lending
but May Also Hinder
Legitimate Lending

The issue of whether to include assignee liability provisions in state and
local predatory lending laws has been highly controversial, because such
provisions can potentially both confer benefits and cause problems.
Assignee liability has two possible primary benefits. First, holding
purchasers and securitizers of loans liable for abusive lending violations
provides them with an incentive not to purchase predatory loans in the first
place. If secondary market participants took greater action—through
policy decisions or stricter due diligence—to avoid purchasing potentially
abusive loans, originators of predatory loans would likely see a steep
decline in their access to secondary market capital. Second, under some
forms of assignee liability, ¢ who have been.victimized by such
lenders may have an additional source of redress. In some cases,
originators of abusive loans that have been sold in the secondary market
are insolvent or cannot be located, leaving victims dependent on assignees
for relief from foreclosure or other redress.

““Under New York's law, anm@eesecldngwmtomaloanw\n:bomwermdehnn
or in foreclosure is subject to r's claims-and that the
bomcou!dmenaymsﬂheonmanmﬂer SeeNYBmhnghwiG—l(ZﬂO:!) Under
Maine's law, an assignee may be subject to all claims and defenses that the borrower may
assert against the creditor of the mortgage. See Maine Rev. Stat. Ann. Title 8-A § 8-209
(2003).

See, e.2., N.J. Stat. Ann. § 46:10B-27 (West 2003); see also, 815 [It. Comp. Stat. 137/135
{2003).
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However, asslgnee liability provxsxons may also have the serious if

of disce ing legitimate secondary market
activity. Secondary market participants say that because they do not
originate the loans they purchase, even the most stringent due diligence
process cannot ensure that all loans comply with applicable law, In
addition, some secondary market participants state that assignee liability
provisions require them to make subjective determinations about whether
the loans are in compliance with law, and this ambiguity can create legal
and financial risk. These factors, industry participants say, can actually end
up harming consumers by raising the costs of ensuring compliance with the
law and thus increasing the cost of loans to borrowers. Further, if
secondary market participants are not willing to risk having to assume
liability for violations committed by originators, they may pull out of the
market altogether, reducing the availability and increasing the costs of
legitimate subprime credit. Finally, if states’ predatory lending laws have
different terms and provisions regarding assignee responsibilities, the
secondary market as a whole could become less efficient and liquid, further
increasing rates on legitimate subprime mortgages.

Credit rating agencies have been among the secondary market players that
have expressed concern about assi liability provisions in state
predatory lending laws. When a residential mortgage-backed security is
created from a pool of loans, an independent credit rating agency examines
the security’s underlying loans and assigns it with a credit rating, which
represents an opinion of its general creditworthiness. Credit rating
agencies need to monetize () ) the risk iated with the loans
underlying a security in order to assign a credit rating. Because assignee
liability can create additional legal and financiai risks, the major credit
rating agencies typically review new predatory lending legislation to assess
whether they will be able to that risk adequately to rate securities
backed by loans covered under the law.

We talked with representatives of two major credit rating agencies, firms
that issue mortgage-backed securities, and the GSEs Fannie Mae and
Freddie Mac to better understand how specific assignee liability provisions
might affect their ability to conduct secondary market transactions. In

1, the repr tives told us that the most problematic assignee
Lability provisions for secondary market participants are those with two
characteristics:

* Ambiguous language. Credit rating agencies and other secondary
market players seek clear and objective descriptions of the loans
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covered by the statutes and the specific actions or omissions that

i a violati For ple, some participants cited concerns
about an ordinance enacted in Toledo, Ohio, that prohibited taking
advantage of a borrower's *physical or mental infirmities” but did not
define what constituted such infirmities.”” Secondary market
participants noted that without objective criteria, there is no way to
ensure that an originator has complied adequately with the law.

o Punitive Damages. Under some assignee liability provisions, the
potential damages a borrower can receive are restricted to the value of
the loan, while other provisions allow for punitive damages, which are
not necessarily capped. Secondary market participants say that the
potential for punitive damages can make it very difficult to quantify the
risk associated with a security.

Georgia's Statute Illustrates
Possible Effects of Assignee
Liability Provisions

According to officials of industry and cc advocacy organizati

the Georgia Fair Lending Act, which became effective on October 1, 2002,
was one of the strictest antipredatory lending laws in the nation.* It

b d single-premium credit i and set restrictions on late fees for
all mortgage loans originated in the state and, for a special category of
“covered loans,” prohibited refinancing within 5 years after consummation
of an existing home loan unless the new loan provided a “tangible net
benefit” to the borrower. The act also created a category of “high-cost
loans” that were subject to certain restrictions, including limitations on
prepayment penalties, prohibitions on balloon payments, and prohibitions
on loans that were made without regard to the borrower’s ability to repay.

SCity of Toledo Ordinance No. 291-02 (Oct. 4, 2002).

“The Georgia Fair Lending Act is codified at GA Code Ann. §§ 7-6A-1 et. seg. OTS, NCUA,
and OCC have determined that the Georgia law does not apply to the institutions they
supervise because it is preempted by federal law. See Office of Thrift Supervision, P-2003-1,
Preemption of Georgla Fair Lending Act (Jan. 21, 2003); National Credit Union

Admit i of Georgia Fair Lending Act to Federal Credit Unions

(July 29, 2002); National Credit Union Administration, 030412, NCUA Preemption of the
Gegorgia Fair Lending Act (Nov. 10, 2003); and OCC Preemption Determination and Order,
Docket No. 03-17 (July 30, 2003). Because Georgia iaw contains a parity provision under
which its state-chartered banks are treated similarly to national banks, Georgia's
Comsmissioner of Banking snd Finance ruled that Georgia-chartered banks also are not
subject to the Fair Lending Act. See Declaratory Ruling: [Effect of Preemption of Georyia
Fair Lending Act by the OCC on July 30, 2003 (Aug. 5, 2003).
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The act also included fairy strict assignee liability. Secondary market -
participants that purchased high-cost loans-were liable for violations of the
faw itted by the origil of the loans they purchased, while
purchasers of covered.loans were subject to borrower defenses and
counterclaims based on violations-of the act. The act also expressly made
mortgage brokers and loan servicers liable for violations. Remedies
available to borrowers included actual d ges, rescission of high-cost
loans, attorney fees, and punitive damages. Mast of the violations were
civil offenses, but knowing violations constituted crimina! offenses.

Shortly after the Georgia Fair Lending Act took effect, several mortgage
lenders announced that they would stop doing business in the state due to
the increased risk they would incur. In addition, several secondary market
participants stated their intention to cease doing business in Georgia. In
January 2003, the credit rating agency Standard & Poor’s dit
would stop rating mortgage-backed securities in Georgia because of the
uncertainty surrounding potential liability under the act. Standard & Poor’s
decision extended to securitizations of virtually all loans in the state, not
just those of covered-or high-cost loans. The ¢ompany said that because
the act did not provide an unambiguous definition of which loans were
covered (and therefore subject to assignee liability), it could not adequately
assess the potential risk to securitizers.. In addition, the.company.said that
it was concerned about an antiflipping provision that did not adequately
define what constituted the “net tangible benefit” to borrowers that certain
refinancings had to provide. The two other major credit rating agencies,
Moody’s and Fitch, also said that the law would limit their-ability to rate
mortgage-backed securities in Georgia.

In response to these events, the Georgia legislature.amended the Georgia
Fair Lending Act on March 7, 2003. The amendments eliminated the
category of “covered home loans” and the restrictions that had existed for
that category of loans. In addition, the d greatly reduced the
scope of assignee liability under the law, restricting such liability to “high-
cost” loans, and then only when the assignee is unable to show that it has
exercised reasonable due diligence to avoid purchasing them. In addition,
the ¢ apped the ofd an ass; can face and
prohibited assignee liability in class-action lawsuits. Once these
amendments were passed, credit rating agencies announced that they
would once again rate securities backed by mortgage loans originated in
Georgia, and lenders said they would continue to do business in the state.
Advocates of the original Georgia law argued that the legislature
overreacted to actions by some members of the lending industry, and many
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activists said that Standard & Poor's and others had engaged in an
orchestrated effort to roll back the Georgia Fair Lending Act. Industry
representatives said that the response by lenders and others was a
reasonable response to a statute that created unacceptable risks of legal
liability for lenders and assignees.

Policymakers and industry representatives have frequently cited the events
in Georgia as a lesson in what can happen when secondary market
participants are held liable for violations by the original lender. Industry
representatives assert that assignee liability creates undue risks to the
secondary market, or makes assessing risks difficult, and ultimately
reduces borrowers' access to credit. In the case of Georgia, however, it is
unclear whether the problem was assignee Hability itself or the scope and
characteristics of the specific assignee liability provisions contained in the
original law. Georgia's original law created concem in large part because
of perceived ambiguities in defining which loans were subject to assignee
liability and because assignees’ liability was subject to unlimited punitive
damages. Not all states with antipredatory lending that includ

ignee liability provisions have had lenders and credit agencies threaten
to withdraw from the market to the same extent, largely because these
laws generally cap an assignee’s liability, create a safe harbor, or contain
less iguous L ‘The chall to states that choose to impose
assignee liability is to craft provisions that may serve their purpose of
deterring predatory lending and providing redress to affected borrowers
without creating an undue adverse effect on the legitimate lending market.
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The Usefulness of Consumer Education,
Counseling, and Disclosures in Deterring
Predatory Lending May Be Limited

Many Consumer
Education and
Mortgage Counseling
Efforts Exist, but
Several Factors Limit
Their Potential to
Deter Predatory
Lending

A number of federal, state, nonprofit, and industry-sponsored organizations
offer consumer education initiatives designed to deter predatory lending
by, among other things, providing information about predatory practices
and working to imp € ’ overall fi ial literacy. While
consumer education efforts have been shown to have some success in
increasing consumers' financial literacy, the ability of these efforts to deter
predatory lending practices may be limited by several factors, including the
complexity of mortgage transactions and the difficulty of reaching the
target audience. Similarly, unreceptive consumers and counselors' lack of
access to re} foan dc can hamper the effecti of
mortgage counseling efforts, while the sheer volume of mortgage
originations each year makes universal counseling difficult. While efforts
are under way to imp: the federally required discl es associated
with mortgage loans, their potential success in deterring predatory lending
is likewise hindered by the complexity of mortgage transactions and by the
lack of financial sophistication among many borrowers who are the targets
of predatory lenders.

In response to widespread concern about low levels of financial literacy
among ¢c , federal ies such as FDIC, HUD, and OTS have
conducted and funded initiatives designed in part to raise consumers’
awareness of predatory lending practices. In addition, a number of states,
nonprofits, and trade organizations have undertaken consumer education
initiatives. Prepurchase mortgage cc ing—which can include a third
party review of a prospective mortgage loan—may aiso help borrowers
avoid predatory Joans, in part by alerting them to the characteristics of
predatory loans. In some circumstances, such counseling is required.
However, a variety of factors limit the potential of u‘\m tools to deter
predatory lend :

ing pr
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Some Federal Agencies
Have Initiatives to Promote
Awareness of Predatory
Lending

A number of federal agencies and industry trade groups have advocated
financial education for consumers as a means of improving consumers’
financial literacy and addressing predatory lending. The Department of the
Treasury, as well as consumer and industry groups, have identified the lack
of financial literacy in the United States as a serious, widespread problem.!
Studies have shown that many Americans lack a basic knowledge and
understanding of how to manage money, use debt responsibly, and make
wise financial decisions.? As a result, some federal agencies have
conducted or funded programs and initiatives that serve to educate and
inform consumers about personal fi ial For

+ FDIC sponsors MoneySmart, a financiat literacy program for adults with
little or no banking experience and low to moderate incomes. FDIC
officials told us that the program, in effect, serves as one line of defense
ag predatory lending. The MoneySmart curriculum add: such
topics as bank services, credit, budgeting, saving, credit cards, loans,
and homeownership. MoneySmart is offered free to banks and others
interested in sponsoring financial education workshops.

« The Federal Reserve System’s Community Affairs Offices issue media
releases and distribute consumer education publications to financial
institutions, ity organizations, and to ¢ directly.
These offices also have hosted conferences and forums on financial
education and predatory lending and have conducted direct outreach to
communities targeted by predatory lenders.

*The Fair and Accurate Credit Transactions Act of 2003 (Pub, L. No. 108-158), which was
enacted on D« ber 4, 2003, ia) literacy in a number of lts provisions.
Arong other things, it i a ial literacy and i si i
of representatives of FTC, the federal banking regulators, HUD, the Department of the
Treasury, and other federal agencies.

See National for ial jon, “Financial Literacy in America:
Individual Chok:u. National Consegquences,” report based an the symposium “The State of

Financial Literacy in and October 2002 (Greenwood
Village, Colorado, 2002), 1 and & Maude Toussaint-Comeau and Sherrie LW. Rhine,
“Delivery of Financial Literacy Programs,” Policy Studies, Consumer Issues Research
Series, Consumer and Community Affalrs Division, Federal Reserve Bank of Chicago (2000),
1; Marianne A. Hilgert, Seanne M. Hogarth, and Sondra Beverly, "Household Financial

The C ion between and tor,” Federal Reserve Bulletin,

July 2003, 309 and 311.
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OTS and NCUA have worked with community groups on financial
literacy issues and have disseminated financial education materials,
including literature on predatory lending issues, to their respective
regulated.institutions.

* HUD has developed and distributed a brochure titled Don’t Be a Victim
of Loan Fraud: Protect Yourself from Predatory Lenders, which seeks
to educate consumers who may be vulnerable to pred, y lendi
especially the elderly, minorities, and low-income homeowners.

8,

.

Federal banking regulators give positive consideration in Community
Reinvestment Act performance reviews to institutions for providing
financial education to consumers in low- and moderate-income
communities.

* OCC issued an advisory letter in 2001 providing detailed guidance for
national banks, encouraging them to participate in financial literacy
initiatives and specifying a range of activities that banks can provide to
enhance their " fi ial skdlls, including support for
educational campaigns that help borrowers avoid abusive lending
situations?

* FTC and DOJ di information designed to raise consumers’
awareness of predatory lending practices, particularly thase involving
fraudulent acts. Brochures and other consumer matertals are distributed
on the agencies’ Web sites, as well as through conferences and seminars,
local ec Pprotection i credit ¢ lors, state
offices, and schools. FTC has also supported public service

announcements on radio and television, inch peaking
media.
Some of these initiatives are ] fi ial education that do

net specifically address predatory home mortgage lending, some address
predatory lending practices as one of a ber of topics, and a few focus
specifically on predatory lending. Some of these initiatives are directed to
a ! audi of , while others are directed toward low-

or other c« ities that are often the targets of predatory
lenders. A number of different media have been used to deliver the
messages, including print and online materials, speeches and spot

0CC Advisory Letter 20011, Financial Literacy, January 18, 2001,
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anncuncements, and materials for the hearing- and visually impaired. In
some cases, consumer financial education materials have been produced in
a variety of languages, including Arabic, Chinese, Korean, and Spanish.
Federal agencies’ consumer education campaigns typically take place in
partnership with other entities, including community and nonprofit groups
and state and local agencies.

Federal agencies have taken some actions to coordinate their efforts
related to educating consumers about predatory lending. For example, in
October 2003, the Interagency Task Force on Fair Lending, which comsists
of 10 federal agencies, published a brochure that alerts consumers to
potential pitfalls of home equity loans, particularly high-cost loans. The
brochure Putting Your Home on the Loan Line is Risky Business
describes common predatory lending practices and makes
recommendations to help borrowers avoid them.

State Agencies, Nonprofits,
and Industry Organizations
Have Also Initiated
Consumer Education
Efforts

Some state agencies have also sponsored consumer education initiatives
that address predatory lending. For example, the Connecticut Department
of Banking offers an educational program in both English and Spanish that
partners with neighborhood assistance groups and others to promote
financial literacy and educate consumers on the state’s antipredatory
lending statute. The Massachusetts Division of Banks maintains a toll-free
mortgage hotline to assist homeowners about potentially unethical and
unlawful lending practices. The hotline helps consumers determine
whether loan terms may be predatory and directs them to other sources of
information and assistance. The New York State Banking Department
distributes educational materials, including a video, that describe
predatory lending practices. The department has also conducted
educational outreach programs to community groups on the issue.

Nonprofits provide a significant portion of consumer financial education
on predatory lending, sometimes with support from federal, state, or local
agencies. These efforts include both general financial literacy programs
with a predatory lending component and initiatives that focus specifically
on predatory lending issues. For example, the National Community
Reinvestment Coalition, with funding support from HUD, distributes a
training module to help communities across the country educate
consumers about predatory lending.
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Some industry trade organizations and companies also have consumer
education initiatives related to predatory lending:

* Freddie Mac has developed the CredidSmart program in partnership
with universities and colleges. CreditSmart is a curriculum on credit
education that is available online and has been used in academic
programs and in community workshops, i , and credit ed:
campaigns. Freddie Mac also helps fund and promote the “Don't
Borrow Trouble” campaign, a iprehensive public education
campaign with counseling services that is designed to help h mers
avoid falling victim to predatory lend The ign uses broch
mailings, posters, public service announcements, transit ads, and
television commercials. Its media toolkit and marketing consultant
services have been provided to the U.S. Conference of Mayors for use in
local comamunities.

* Fannie Mae supports financial literacy programs through its Fannie Mae
Foundation, which sponsors homeownership education programs that
focus on improving financial skills and literacy for adult students and at-
risk populations, such as new Americans and Native Americans. Fannie
Mae also offers a Web-based tool that allows home-buyers to compare
loan products and prices.

* The Jurap$tart Program for Personal Financial Literacy, sponsored by a
coalition of corporations, industry associations—such as the Insurance
Education Foundation and the American Bankers Association
Education Foundation—and several government and nonprofit
agencies, includes a series of modules covering topics such as roanaging
debt and shopping for credit that are designed to i p the p 1
financial literacy of young adults.

¢ The Mortgage Bankers Association of America, a trade association
representing mortgage companies and brokers and the real estate
fi industry, di i a package of information describing
some common warning signs of mortgage fraud and predatory lending, a
consumer’s bill of rights, and appropriate contacts for consumers who
believe they have been victimized by predatory lenders.

* The National Association of Mortgage Brokers makes presentations to
firsttime homebuyers to educate them on the mortgage process and
credit reports, among other topics. .
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¢ The American Fi ia) Services A: iation’s Education Foundation
develops educational materials designed to improve consumers’ use of
credit and overall financial literacy.

Mortgage Counseling Can
Warn Borrowers of
Predatory Lending and Can
Offer a “Third Party” Review
of Proposed Mortgage
Loans

Mortgage counseling can be part of general “homeownership counseling”
for new homeowners but may also be offered prior to a refinancing. It
gives borrowers an opportunity to receive personalized advice froma
disinterested third party about a proposed mortgage or other loan. In
addition to providing general advice about the mortgage process and loan
products, counselors typically review the terms of proposed loans for
potentially predatory characteristics. Studies evaluating the impact of
homeownership counseling have found that it helps homeowners maintain
ownership of their homes and avoid delinquencies, particularly when the
counseling is provided one on one.* HUD supports a network of
approximately 1,700 approved counseling agencies across the country. The
agencies provide a wide variety of education and counseling services,
including homebuyer education and prepurchase counseling. HUD makes
grant funds available to some of these agencies, and a portion of these
funds has been earmarked exclusively for counseling for victims of
predatory lending.

. A number of state antipredatory lending laws, such as those in New Jersey

and North Carolina, require some lenders to dc that a borrower has
received counseling before taking out certain types of high-cost loans. Ina
few cases, however, borrowers may waive their right to receive such
counseling. Several states, including Colorado, New York, and

P ylvania, require lenders to provide notice to borrowers of certain
loans that mortgage counseling is available and encourage them to seek it.

¥

s«.rwmnpk.mmmmm«m.mmuunxmwlmmcmm

l Evi of the by of Pre-Purchase Homeownership Counseling,” in
Low-Is He hi ing the L ined Goal, ed. Nicolas P. Retsinas
and Exic S. Belsky (Washi DC: i Press and Harvard University
Joint Center on Housing Studies, 2001), 2.
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Mortgage Counseling in
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Lending

Limitations of Consumer
Education

In testimony before Congress and elsewhere, representatives of the
Mortgage Bani A iation, the Cc Mortgage Coalition, and
other industry organizations have promoted the view that educated
borrowers are more likely to shop around for beneficial loan terms and
avoid abusive lending practices. In searching the literature for studies on

the effectiveness of fi ial ec p , we found
evidence that financial literacy programs may produce positive changes in
e ’ financial behavior.® However, none of the studies measured the

effectiveness of consumer information campaigns specifically on deterring
predatory lending practices.

The majority of federal officials and consumer advocates we contacted said
that while consumer education can be very useful, it is unlikely to play a
substantial role in reducing the incidence of predatory lending practices,
for several reasons:

» First, tgage loans are complex fi ial tra ions, and many
different fact including the i rate, fees, specific loan terms,
and borrower's situation—determine whether the loan is in a borrower’s
best i Mortgage loans can involve d: of different
documents that are written in highly technical language. Even an’
excell ign of education is unlikely to provide less
sophisticated consumers with enough information to properly assess
whether a proffered loan contains abusive terms.

® S d, abusive lenders and brokers may use high-pressure or “push
marketing” tactics—such as direct mail, telemarketing, and door-to-door
contacts—that are unfair, deceptive, or designed to confuse the

consumer. Broad-based igns to make aware of
predatory lending may not be sufficient to prevent many consumers—
particularly those who may be d d or hi d in

financial matters—from succumbing to aggressive sales tactics.

* Third, the consumers who are often the targets of predatory lenders are
also some of the hardest to reach with educational information. Victims
of predatory lending are often not highly educated or literate and may

‘Seefmumﬂqﬂ.DmxﬂuMemhﬁmDm&lM.GmmdD&nM.mm
and Saving: mmmmuqu@wnwmum
(Cambridge, Mass.: Nationa) Bureau of Econoniic Research, 1997), 26-30,
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not read or speak English. Further, they may lack access to information
conveyed through the Internet or traditional banking sources, or they
may have hearing or visual impairments or mobility problems.

Ci education igns have encouraged borrowers to seek
counseling before entering into a mortgage loan, particularly a subprime
refinancing loan. However, unreceptive consumers, lack of access to loan
dc fraudulent lending practices, and the uneven quality of
counseling services can affect the success of these counseling efforts. For
instance, some consumers may simply not respond to counseling. Officials
at HUD have noted that not all first-time homebuyers avail themselves of
prepurchase counseling, and that some consumers who do attend
counseling sessions ignore the advice and information given to them.
Further, counselors may not have access to loar documents containing the
final terms of the mortgage loan. Although lenders are required to provide
a good-faith estimate of the mortgage terms, they are not required to
provide consumers with the final and fixed terms and provisions of a
mortgage loan until closing.® Moreover, predatory lenders have been
known to manipulate the terms of a mortgage loan (sometimes called “bait
and switch”) so that the terms of the actual loan vary substantiaily from
that contained in the good faith estimate.

In addition, counseling may be ineffective against lenders and brokers that
engage in fraudulent practices, such as falsifying applications or loan
documents, that cannot be detected during a prepurchase review of
mortgage loan documents. Finally, the quality of mortgage counseling can
vary because of a number of factors. For example, one federal official cited
an instance of a mortgage company conducting only cursory telephone
counseling in order to comply with mandatory counseling requirements.

Although some states have randated counseling for certain types of loans,
serious practical barriers would exist to instituting mandatory prepurchase
mortgage counseling nationally. HUD officials have noted that instituting a
mandatory counseling program for most regular mortgage transactions

nationwide would be an enormous and difficult undertaking that might not

$Fgr example, TILA requires federal lenders to make certain disclosures on mortgage Joans
within 3 business days after the receipt of a written application. 1t also requires a final
disclosure staternent at the time of closing that includes the comtract sales price, principal
amount of the new loan, interest rate, broker'’s comuission, loan origination fee, end
morgage and hazard insurance, among other things.

GAO-04-280 Predatory Lending




276

Chapter §
The

[> and
Predatary Lending May Be Limited

Ty
Disclosures, Even If

Improved, May Be of
Limited Use in
Deterring Predatory
Lending

be cost-effective. Lenders originated about 10 million mortgage loans in
2002 in the United States. The cost of providing counseling for all or many
of these loans would be high, and it is unclear who would or should be
responsible for paying it. In addition, there is a need for trained, qualified
counselors, according to federal officials and ives of
and advocacy groups, and currently no system exists for effectively

ining large bers of cc lors while maintaining quality control.

HUD requires c ling for its mortgages. These mortgages allow
homeowners to access the equity in their home through a lender, who
makes payments to the owner.” Barrowers who receive a home equity
conversion mortgage insured through FHA must attend a consumer
information session given by & HUD-approved housing counselor.
Mandatory ling for mortgages may be reasonable because
these products are complex and subject to abuse. However, reverse
mortgages are also relatively uncommon; only approximately 17,610 HUD-
insured reverse mortgages were originated in fiscal year 2003

Federall dated ge discl , while helpful to some
borrowers, may be of limited usefizh in reducing the incidence of
predatory lending practices. TILA and RESPA have requirements
concemning the content, form,.and timing of information that must be
disclosed to borrowers: The goal of these laws is to ensure that consumers
obtain timely and stardardized information about the terms and cost of
their loans. Federal agencies, advocacy groups, and the mortgage industry
have said that mortgage disclasures are an imp source of infe i
for borrowers, providing key irformation orvloan terms and conditions and
enabling borrowers to compare mortgage loan products and costs,

Rep ives of the lending industry in particular have said that
disclosures can play an important role in fighting predatory lending, noting
that clear, understandable, and uniform disclosures allow borrowers to
understand the terms of their mortgage loans and thus make more
informed choices when shopping for a loan.

However, industry and advocacy groups have publicly expressed
dissatisfaction with the current sch of discl as dated by
TILA and RESPA. A 1998 report by the Board and HUD concluded that

mmumwmmmmmmmwmmwmm
passes away, ot other specified events have occurred.
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consumers cannot easily understand current disclosures, that disclosures
are often provided too late in the lending process to be meaningful, that the -
information in disclosures may differ significantly from the actual final laan
terms, and that the protections and remedies for violations of disclosure
rules are inadequate.®

Improving the disclosure of pertinent information has been part of efforts
under way over the last few years to streamline and improve the real estate
settlement process. HUD issued proposed rules in July 2002 to simplify
and improve the process of obtaining home mortgages and reduce
settlement costs for consumers. HUD stated that the proposed changes to
its RESPA regulations would, among other things, “make the good faith
estimate [settlement cost disclosure] firmer and more usable, facilitate
shopping for mortgagw, make mortgage transactions more transparem,
and p! d charges to at settl " Debate
over the proposed rules, which as of December 2003 were still under
review, has been contentious. Industry gmups claim that the proposal
would help fight predatory lending by h g C understand toan
costs up front and thus enable consumers w compare products, or
comparison shop. Several advocacy organizations and an industry group
say the proposed rules would still allow unscrupulous mortgage originators:
to hide illegal or unjustified fees.

Although st lining and imp g mortgage loan disclosures could help
some borrowers better understand the costs and terms of their loans, such .
efforts may play only a limited role in decreasing the incidence of predamry
lending practices. As noted above, tgage loans are inh ly plex,
and assessing their terms requires knowing and understanding many
variables, including interest rates, points, fees, and prepayment penalties.
Brokers and lenders that eng,age in practices may target vainerabl
individuals who are not fi histi heref

d and are more
susceptible to being deceived or det'mnded mto entering into a loan that is
clearly not in their i Evena ely clear and

of disclosures may be of limited use to bon'owels who lack sophistication
about financial matters, are not highly ed d, or suffer physical or
mental infirmities. Moreover, as with prepurchase counseling, revised

*Board of Governors of the Federal Reserve System and the Department of Housing and
UmmmnngJamemcwmmwmmwmmm
Lending Act and the Real Estate Act (Wi D.C.: July 1988).".

*See 57 Fed, Reg. 49134 (Jul. 29, 2002).
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disclosure requirements would not necessarily help protect consumers
against lenders and brokers that engage in outright fraud or that mislead
borrowers about the terms of a loan in the disclosure documents
themselves.
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Elderly Consumers May Be Targeted for
Predatory Lending

Although Iittle data is available on the incid of pred: lendi
among the elderly, government officials and consumer advocacy
organizations have reported consistent observaﬁonal evidence 1.ha1 elderly

have been disproporti ictimized by predatory |
Abusive lenders are likely to target older consumers for a number of
reasons, including the fact that older homeowners are more likely to have
substantial equity in their homes and may be more likely to have -
diminished cognitive function or physical impairments that an
unscrupulous lender may try to exploit. Most educational material and
legal activity related to predatory lending targets the general population
rather than elderly borrowers in particular. Some federal agencies and
nonprofit organizations provide consumer education materials on
predatory lending that specifically target the elderly.

A

A Number of Factors
Make Elderly
Consumers Targets of
Predatory Lenders

Nearly all federal, state, and ¢ advocacy officials with whom we
spoke offered consi observational and dotal information that
elderly ec s have disproporti ly been victims of predatory

lending. Little hard data exist on the ages of victims of predatory lending or
on the proportion of victims who are elderly. Nonetheless, several factors
explain why unscrupulous lenders may target older consumers and why -
some elderly homeowners may be more v ble to abusive 1

including higher home equity, a greater need for cash to supplement limited
incomes, and a greater likelthood of physical impaimments, diminished
cognitive abilities, and social isolation.

On age, older ho have more equity in their homes than
younger ho; 's, and abusive lenders could be exp d to target
consumers who have substantiathome equity.? By targeting these owners,
unscrupulous lenders are more easily able to “strip” the equity from a
borrower’s home by including unjustified and excessive fees into the cost

No clear agreement exists on the age at which someone is considered “elderty.” While we
do not designate any specific age in this report with reference to the terms "oider” or
“elderly,” we are generally referring to persons over the age of 66.

*For exaruple, a study by the Board found that in 1897, some 55 percent of the homeowners
who had fully paid off their mortgage were 65 years of age or older. See Glenn B, Gmner.
‘Thomas A. Durkin, and Charles A. Luckett, "Recent Developments in Home Equity Lending,

Federnl Reserve Bulletin, April 1998, 241-61. Bonowmmvhzvewhsunﬂnleq\mﬂnmm
homes but still not qualify for a prime 10an because their capacity to repay the loan is timited
or their credit score is beneath a certain threshold.
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of the home equity loan.* Federal officials and consumer groups say that
abusive lenders often try to convince elderly borrowers to repeatedly
refinance their loans, adding more costs each time. “Flipping” loans in this
way can over time literally wipe out owners’ equity in their homes.

In addition, some brokers and lenders aggressively market home equity
1loans as a source of cash, particularly for older homeowners wha have
limited cash flows nnd can use money from a home equity loan for major
home repairs or Xp In the overall marketplace it is

andcanbe dvantag tolnpmwoneshomeequnywhen

er, URSCTup and lenders can take

advamage of an elderly person’s need for cagh to steer borrowers to loans
with highly unfavorable terms.

Py Hi b

Further, diseases and physical impairments assoclated wu.h aging can
make elderly borrowers more ptible to abusive I For 1
declining vision, hearing, or mobility can restrict elderly consumers’ ability
to access financial information and compare credit terms. In such
situations potential borrowers may be susceptibie to the first lender to
offer what seems to be a good deal, especially if the lender is willing to visit
them at home or provide transportation to the closing. Physical
impairments like poor hearing and vision can also make it difficult for older
borrowers to fully und d loan dc and discl

Similarly, while many older persons enjoy excellent mentat and cognitive
capacity, others experience the diminished cognitive capacity and
Jjudgment that sometimes occurs with advanced age. Age-related
dementias or mental impairments can limit the capacity of some older
persons to comprehend and make informed judgments on financial issues,
according to an expert in behavioral medicine at the National Institute on
Aging. Furthermore, a report spc 1 by the National Acad of

Sci on the mi of elderly p reported that they may be
more likely to have conditions or disabilities that make them easy targets
for financial abuse and they may have diminished ity to

proposed courses of action. The report noted that t.hese impairments can

For example, ahmm@lbeoﬂendwabonwumomlmmblmooomd
awes $20,000 from a previous mortgage. An abusive lender might refinance the loan for
mm(wvvimﬁ\ebanvwﬂmmltsooo “cashout™) but then charge fees of $15,000,
which are financed into the loan. The borrower then would owe $40,000, but might not be
mofﬂnuudveha&nwmchnrydmﬁtemommyuwmaumﬂud
been spread over a much longer period of time.
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make older p more vul ble to fi ial abuse and exploitation. ¢
Repmemaﬂv& of legal aid organiuﬂons have said that they t‘requently
represent elderly clients in predatory } cases i ng

have taken advantage of a borrowex’s confusion and, in some cases,
dementia.

Finally, both the National Acad of Sci report and rep i
of advocacy groups we spoke with noted that elderly people—particularty--
those who live alone—may feel isolated and lonely, and may lack support
systems of family and friends who could provide them with advice and
assistance in obtaining credit. Such individuals may sirply be more willing -
to discuss an offer for a home equity loan made by someone who
telephones or knocks on their door, makes personal contact; or makes an
effon to gain their confidence. These personalized marketing techniques
among lenders and brokers that target vulnerable individuals
t‘ur 1oans with abusive terms.

Federal officials, legal aid services; and consuraer groups have reported
that home repair scams targeting elderly homeowners are particularly

© Elderiy ho often live in older homes and are more
likely to need someone to do repairs for them. The HUD-Treasury report
noted that predatory brokers and home imp: cont have
collaborated to swindle older consumers. A contractor may come toa
ho s door, p the ho into accepting a home
improvement contract, and arrange for financing of the work with a high-
cost loan. The contractor then does shoddy work or does not finish the
agreed-On repairs, leaving the borrower to pay off the expensive loan.

The result of lending abuses, such as losing a home through foreclosure,
can be especially severe for the elderly. The National Academy of Sciences
report noted that losing fi ial assets ac Jated over a lifetime can be
devastating to an elderly person, and that replacing them is generally not
viable for those who are retired or have physical or mental disabilities. The
financial losses older people can suffer as a result of abusive loans can
result in the loss of independence and security and a significant decline in
quality of life. Moreover, older victims of financial exploitation may -be

“‘Richard J. Bonnle and Robert B. Wallace, eds., *Elder Mistrestmens: Abuse, Neglect, and

Expioitation n an Aging America,* Pane! to Review Risk and Prevalence of Elder Abuse and
Neglect, National Research Council (Washington, D.C.: Natioral Academies Press, 2003),
393.
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more likely to become dependent on social welfare services because they
lack the funds to help compensate them for their financial losses.

Eiderly P! Just one of 1l cl of people that
predatory lenders appear to target. The HUD-Treasury task force report
noted that many predatory lenders also specifically target minority
corumunities. Consumer advocacy and legal aid organizations have
reported that elderly African American women appear to be a particular
target for predatory lend: This population may be targeted by predatory
lenders at least in part because of their relatively low literacy levels—the
ranlt of historical mequa]lum in educationat oppommlt.ies—whlch. as

d earlier, may i 1l bility to abusive lendi

-3

Some Education and

Because elderly people appear to be more susceptible 1o predatory lending,

government ag and ¢ advocacy organizations have focused
Enforcement Efforts some educationat efforts and legal assi on this population. S
Focus on Elderly booklets, pamphlets, and seminars are aimed at helping inform elderly
Consumers borrowers about predatory lending. In addition, while most legal activities
related to predatory lending practices are designed to assist the general
population of some have f d on elderly ¢ sin
particujar.
Federal and Nonprofit Consumer ﬂ.nancial educaﬁ(_)n efforts of government and nonprofit
Agencies Sponsor Some agencies and industry associations generally seek to serve the general
Financial Education Efforts  Sonsumer population rather than target specific mWop@m. However,
d some federal and nonprofit agencies have made efforts to increase
’g?)rr%:;fndez Older awareness about predatory lending specifically among older consumers.

For example:

* DOJ has published a guide ennﬂedhnamal Crimes Against the
Elderly, which includes refe top y lendi In 2000, the

“For example, about 25 percent of elderly black Americans had graduated from high school
in 1992, compared with about 58 percent of elderly white Americans, and about 57 percent
of elderly black Americans were reported to have had fewer than 9 years of farmal
education. See Robert Joseph Taylor and Shirley A. Lockery, “Socio-Economic Status of
Older Biack Americans: Education, Incore, Poverty, Political Participation and Religious
Involvement,” African American Research Perspectives 2 (1): 34.
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agency cosponsored a sympasium that addressed, among other topics,
financial exploitation of the elderly.

* OTS has produced an educational training video addressing fi ial
abuse of the elderly.

¢ The U.S. Department of Health and Hi Services’ Administration on
Aging provides grants to state and nonprofit ies for progr
aimed at preventing elder abuse, includi datary or abusive k

practices against older consumers. Suppomd activities include senior
legal aid programs, projects to improve financial literacy among older
consumers, and financial educational materials directed at senior
citizens.

e FTC publishes a ber of ¢« infor i ducts related to
predalory lending and home equity scams that discuss abusive practices
targeted at the elderly.

o AARP, which represents more than 35 million Americans age 50 and
over, offers a borrowers’ kit containing consumer tips for avoiding
predatory lenders, supports a toil-free ber to call for assi
regarding lending issues, and distributes fact sheets on predatory
lending. Some of these materials are provided in Spanish and in formats
accessible to the hearing- and visually impaired. AARP also provides
information on its Web site that is designed to educate older Americans
on predatory lending issues. In addition, the organization has
conducted focus groups of older Arericans to gather data on their
borrowing and shopping habits in order to better develop strategies for
preventing older people from becoming the victims of predatory
lending.

® The National Consumer Law Center has developed a number of
consumer materials airned in part at helping elderly consumers recover
from abusive loans, including a brochure titled Helping Elderly
Homeowners Victimized by Predatory Mortgage Loans.

Some Legal Assistance Is
Aimed Specifically at
Helping Older Victims of
Predatory Lending

Federal consumer protection and fair lending laws that have been used to
address predatory lending do not generally have provisions specific to
elderly persons. For example, age ls nota protected class under the Fair
Housing Act, which prohibits discrimination in h

transactions. In addition, HMDA—which requires certam financial
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institutions to collect, report, and disclose data on loan applications and
originations—does not require ienders to report information about the age
of the applicant or borrower. However, ECOA does specifically prohibit
unlawful discrimination on the basis of age in connection with any aspect
of a credit transaction. In the case against Long Beach Mortgage Company
noted eartier, the lender was d of violating ECOA by charging elderly
borrowers, among other protected classes, higher loan rates than it
charged other similarily situated borrowers.

Fedeml and sw.e enfomemem actions and private class-action lawsuits

g p y i iy seek to provide redress to large
groups of consurners. Little hard data exist on the age of consumers
involved in these actions, but a few cases have involved allegations of
predatory lending targeting elderly borrowers. For example, FTC, six
states, AARP, and private plaintiffs settled a case with First Alliance
Mortgage Company in March 2002 for more than $60 million. According to
AARP, an estimated 28 percent of the 8,712 borrowers represented in the
class-action suit were elderly. The company was accused of using
misrepresentation and unfair and deceptive practices to lure senior citizens
and those with poor credit h)swrias mto entering into abusive loans. The

used a sophisti aign of tel keting and direct mail
sohmtanons, as wel.l asa lengmy sales presentation that FTC said was
dto [o in general and elderly consumers in

particular about the terms of its loans.

Some nonprofit groups provide legal services focused on helping elderly
victims of predatory lending:

* The AARP Foundation Litigation, which conducts litigation to benefit
Americans 50 years and older, has been party to 7 lawsuits since 1968
involving allegations of predatory lendi inst more than 50,000
elderly borrowers. Six of these suits have been settled, and the other is
pending.

¢ The National Consumer Law Center has a “Seniors Initiative” that seels
to improve the quality and ibility of legal assi with
consumer issues for vulnerable older Americans. One focus of the
initiative is preventing abusive lending and foreclosure. The center
publishes a guide for legal advocates to help them pursue predatory
lending cases, and has been involved in litigation related to cases of
predatory lending against senior citizens.
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* Some local legal aid organizations that help victims of predatory lending
have traditionally served older clients. For example, the majority of
clients assisted by South Brooklyn Legal Services' Foreclosure
Prevention Project are senior citizens.

The limited number of education and enfc efforts related to
predatory lending that specifically target older consumers-—as opposed to
the general population—is not ily problematic. Given limited

resources, the most efficient and effective way to reach various
subpopulations, including the elderly, is often through general education
and information campaigns that reach broad audiences. - Similarly,
enforcement actions and private lawsuits that seek to curb the activities of
the worst predatory lenders in general are likely to aid the elderly
borrowers that these lenders may be targeting.
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FTC Enforcement Actions Related to

Predatory Lending

Primary defendam Dato of settiement* Feodora! laws cited Alleged untair or deceptive pnctlen

Capttal City Mortgage (litigation ongoing) FTC Act, TILA, ECOA, Fair Using i

Corporation® Debt C ion Practices into loans, ECOA reeoldkoepmg and
Act notice violations, untair and deceptive lcan

servicing

OS! Flnancial Services, November 2003 FTC Act Using deception/misrepresentation to charge

Inc., and Mark Diamond® excessive loan fees

First Alliance Mortgage March 2002 FTC Act, TILA Using deeephonlmnsmpreaemum to charge

Company® loan fees

Associates First Capital September 2002 FTC Act, TILA, ECOA, Using

Corporation, Associates FCRA borrowers into loans, packing undi sclosed

Corporation of North products {insurance) into lpans, unfalr debt

America, Citigroup Inc., and collsction

CitiFinancial Credit

Company -

Mercantile Mortgage July 2002 FTC Act, TILA, HOEPA, Using i ion to manipu

Company, Inc.* borrowers Into foans, ilegal kickbacks, HOEPA

RESPA, Cradit Practices
Rule

_dbclosum violations, taking urlawful security

Action Loan Company, Inc.! August 2000

FTC Act, TILA, RESFA,

Packing undisclosed products (insurance) into

Credit Practices Rule, Ioans, kickbacks for the referral of loans, ECOA
ECOA, FCRA viotation for tailing to meet requirements upon

adverse amns,‘ xak‘mg unlaw?ul socun'ry interest

FirstPlus Financial Group,  August 2000 FTC Act, TLA Using i

{nc. borrowers into home equity loans, TlLA

Nu West, Inc. Juty 2000 FTC Act, TILA, HOEPA HOEPA dis night of

Delta Funding Corporation  March 2000 HOEPA, RESPA, ECOA, Pattern or practice of asset-based lending and

and Defta Financial Fair Housing Act other HOEPA violations, paying kickbacks and

Corparation® unaamed tees o brokers, intentionally charging
African American females higher loan prices than
similarly situated white males

Fleet Finance, Inc. and October 1999 FTC Act, TILA Fatlura to provide, or provide accurately, (1) imety

Home Equity USA, Inc. disclosures of the costs and terms of home equity
loans and/or {2) Information to consumers about
their rights to cancel their credit

Barry Cooper Properties July 1999 FTC Act, HOEPA Paitem or practice of asset-based lending and
other HOEPA vialations

Capitol Mortgage July 1999 FYC Act, TILA, HOEPA  HOEPA tight of

Corporation violations

::LS Financial Services, July 1999 FTC Act, HOEPA Pattern or practice of asset-based lending and

nc. other HOEPA viol;

Granite Morgage, LLC and  Juty 1999
others

FTC Act, TiLA, HOEPA

Pattern or practice of assat-based tending and
other HOEPA violations
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Appendix §
FTC Enforcement Actions Related to
Lending

(Continued From Previous Page)

Primary defondamt Date of settiement” Federal iaws citod Alleged unfair or decepiive practices
interstate Resource Jdy 1899 FTC Act, HOEPA HOEPA disclosure viclations
Corporation

:.APFlnandalSeres. July 1999
Inc.

FTC Act, TILA, HOEPA Patter or practice of asset-based lending and
other HOEPA violations, right of rescission

Wasatch Credit Corporation July 1989

FTC Act, TILA, HOEPA Pattern of practice of asset-based lending and
other HOEPY violations, right of rescission

R.A Walker and Associates July 1991

FTC Act

Using " to
borrowers to transfer title to defandant

Nationwide Morigage May 1988
Corporation

FTC Act, TILA

Using - - ae—
borrowers into unaffordable loans with balioon
payments

Sonrce: FTC.

Note. mmmmmlmncmmmmmmmmwm
2003, it with Fairbanks

mmm v Capita! Holding Corp.,
its whotly owned subsidiary Fairbanks Capital Corp.. and their foundsr and lormer CEQ (coliactively,

jointty flod with HUD. Unitad Statss of America v. Fairbanks Capital Corp. &t ai,, Giv. Action No. 03~
12219-DPW (D. Mass ){fled 1112/08).

“tn some cases, the data of sefiement listod is the date of the pross ralease announcing the
sattizment,

DO filad an amicus curige brief in & private suit alleging discrimination in violation of the ECOA and
Fair Housing Act, which was joinad with the FTC case, bul settied ssparately.

“The state of {finois was also a plaintif! in this case.

“The states of Arizona, California, Massachusetts, Florida, New York, {tinois, AARP, and ptivate
anomeys were also plaintfts in this case.

“HUD and the state of IInois were aiso plaintiffs in this case. Violations of Hinois stats taw were also
claimed.

HUD was aiso a plaintiff in this case, end DOV formatly filed the complaint on behatt of FTC and HUD.
DO and HUD were also plaintiffs in this case.

GAO-04-280 Predatory Lending -



288

Appendix II
Comments from the Board of Governors of
the Federal Reserve System

9oana of soverworsy

FEDERAL I!IKRV! SYBTEM
WASM:NGTON, O.C. TORSS

TuwanD = gosmiicH
HEMDen 07 ruc ewann

Janusry 16, 2004

nmmhmwhmk&dmm;mm

uchomm ” xig e cn Face

.. in Combating P hdmymwmhnhmu

wmﬁmw&ﬂdumwmmo{

Cuwunndm Thcmmeinwnhwmmn;mmemymh

ijable to b who may oot have

Mmﬁdfwm Mummwmhuwﬂywm
lending ocours 108t often in coanection with sobprime Joans albeit in & small

portion of that market,

muwmqummmefmlmm-y
federal statte. The term in cormmon pariance, bowewer, is generally used to describe cases
mmtnmuhduunmhrmdam often through deception
or Braud to make & loan that is not in the borrower's interest. As the report explaing, while
Mnmmmmwymumwm
number of comsumer protoction statutes address various practices that cocur in ebasive
lending.

The draft report containe & aumber of findings and & recommendation 10 Congress
M&mﬂmmﬂhumﬂdummm To

‘GAO-04-280 Predatory Lending
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Appendix [I
Comments from the Board of Governors of
the Federal Reserve System

Me. David G. Wood
Prge2

giving the Board pecific i (hosz brws:
mwmmmaumwumm

mwmuumumumnum
MMMM‘MMM‘ idi ot

investigstions
MMNWMS’MBWW&M“WN
Doobenk scheidiazics of hank bokiing companies, apparently by virtoe of o ole 23
holding comptny reguistor, and, thus, lending activities; and
finds thas Cangress cootider giving the Federal Reserve clear and direct suthariry 10 do so.

The Feders) Reseyve regularty conducts examinstions of gate snember beoks for
compliance with « damber of federal confumer protection taws. Examinations of noobenk
mﬁrm wdﬂcmnnwméy

nﬂ-wumebmdrnnoh
benking orgmsization's activities to determing its irnpact on the organization’s overall risk
profils end to identify i activities, hmhwmym

of 2 holding compeny
Mnmymmmdwlmnwmﬂn:hmﬁrmm
mhnzmummat

Although it may be uacful to charify jurisdictional issacs in this eres, the existing
oversight

structure has ot been & barrier i Federal Resarve There could be some vakoe

in the approach the report is recommending i thi # iy fikely that sons abusive practices

muhwmmwum owever, the scicetion of sither concurrent o
ummwnwmrm- fug even joint

authority for notbank moctgage o it in

mmmmumdm(mmm)m-m
wmmmwmummmmnumm
for concurent

bokding conmpanics to potentiaily greater oversight then similtar entities that are not bolding

’hﬁhmmm.m-mmn—hum&u
o July 2, 2001), tho Bowrd

ummn_*mumb—u-mm&
practions,

6A0-04-280 Predatory Lending
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Appendix I
Comments from the Board of Governors of
the Federal Reserve System

Mr. David G. Wood
Pagnd

company subsidiarics without any indication (bat affilistes of  bank sct mare often in s
predatory manner Gwn creditors that are oot affikisied with a bank. Morcover, sy
jurisdicti chan;

ingn by the repon would i o the Federat
Rescrve s thus to e taxpayer, in mueh the came way as would increasing the FTC's
ilitiea in Gds 4

As the repont ilhustrates, the chellenges of combating predatory lending are difficult
#nd complex. anmmmwmmmbycwum
abrosd rangs of approsches.
Sincerely,

Lo A PP A,

GAO-04-280 Predatary Lending
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Appendix I

Comments from the Department of Justice

1L 8. Department of Jastice
@ ) Cwil Rights Division
Qlicr of the Asvivierss Aurvry Gamgvel Waskingisa. O.C. 20033
SN )4 A

Mr. Harvy Meding, Assistmt Director
Financial Markets and Corumunity investments
Unnndsmuﬂaadwnng()ﬂhz

301 Howard Sureet, Suits 1200

San Francisco, CA 94105-2252

Deay My, Medina:

Thank you for the opportunity to review the draft of the General Accourtting Office (GAO) repont.
entitled “CONSUMER PROTECTION: thml and State Agencies Face Challenges in
Combating Predatory " Represcntatives of the Department of Justice's
(DOJ)Cnmm:lDwmm.nﬂthmlRmanmdeanmpm This letter
<oastitutes the DOY’s formal comrments and T raqoest that it be included in the final report.

The extensive effort that your staff has put into this report and the opportumity to work with them
on this important issuc is sppreciated. The Civif Rights Division would like to comment on
severat aspects of the draft veport a3 follows.

Highlights ape-pages (First paragraph, 8th tine):

a refarence 1o the Bqual Credit Opportunity Act should be added after the
reference to the Fair Housing Act

Exccoqtive Summary
(Page 7, secand bullet): This trncated explanstion is a bit miskeading and does
not fully sunmerize the discussion in the text. We would suggest adding the
tanguage in bold: "DOJ, which is responsible for enforcing certain feders! civil
rights laws, flled two of these coforcement actions oa bebatf of the FTC and
identified two additisaa) enforcement action it has taken that were relsted o
predatory fending paactices. The statutes DOJ enlorces only sddress predatory
tending practices wheo they abxa are allcged o be discrizinatory.

(page 12, first paragraph, line 7): Inchoding DO in this list of federal xgencies is
2 bit misleading, becsuso all the other listed agencies bave regulatary powers ud

GAO-04-280 Predatory Lending
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Appendix IT1
Commenta from the Department of Sustice

Page2

wo do not. Wo would suggest amitting DOJ from the list ca line 7, and adding
reference to DOJ & the begimming of the next sentence, which would then read
mmmmmmmnm hmmunhnme

florts retated to edocating redstory
hﬂin;
Body of the Regort
Puge 19, chould be clarifisd to read a

follows: wummmuhwuu
discriminatory by enforcing fair lending laws in & limited munber of cases.

(Page 22, first buflet). Last sentence should be clarified to read: “The setrteraent
placed Mumw-mmmmm
victims relief fonds.

(Page 22, footnote 31). Last scusence should be carrectad to read: *Ta adkditicn,

‘aoconding 10 DOJ thled fn beth US. v. Action Loen, Civ . Action No.

3:00CV-511-H (W.D. KY).MU.S.V.MIH:AM.:O@.MN&
of predatory

by the FTC. HUD waa aso invelved in the Action Loza case.

(Plﬂm-bulklnbmufmy muwmmuum

parpose of education from the beginning

o the coonumer  oducation subcogumitics oever stopped mecting, €0 several

clwifications thoadd be made, as follows:

~ In the fourth line, the end of that scatence should read “._determing where how
snd cowsnner eduestion could be strengthened

— In the seventh king, the phrase “and stopped meeting” shoald be deleted.

—hhﬂﬂhmmmngo!mmwhw»m

“The Tesk Force thearfocosod onrtosoes it efforts relnted

to consurmer educktion ...

(Pupn.lnbul.\a): The brochures md ials are also

usdo}. gor ing), and this fact should be
Muuwuumdmmmof&mmw
sbout our work.

The Criminat Division comments ere a3 follows:

The GAO report puzports 10 address the problem of “predatory lending,™ for
which there is 5o commanly aceepted definition. In artempting to define te term,

‘GAO-04-280 Predatory Lending
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Appeadix 01
Comments from the Departmest of Justice

Page3

the GAO uses exzmples of the kinds of practices which it sssocistes with
lending” prubhnmmuummoﬂchAO':mph

mgmunqmmmummmmmw-
aforcement efforts.

#n conclusion, the Department of Justice would kke to commend the GAO snalysts who
warked 00 this report. DOJ representatives met with S on severa] occasions and thay worked
diligently to snatyze all aspects of this isem in & constructive rmanner. Their observations and
mlmmvl“hmklv&lmmhbmlmhmmmms
efforts to develop srategics reganding the important issue of preduiory lending.

ec: Julic Weltman, Audit Lizison, Cricsing) Divisioo

GAO-04-280 Predatory Londing
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Appendix IV

Comments from the Department of Housing
and Urban Development

o~
H ".\ o
iy WASHINOTON, DC 204169008
Jaruary 16, 2006
ASSIELNT SECKITARY FON MOUGHG:
 HOLSIND

oasumer Protection: = ip
gmmmmmwzmwmm-Mwmm
areas of particalar importance to HUD: the FHA Mortgage tnsorance Progeams aod
RESPA.

HUD agrees that there is 0o common definition of predatory lending in the
mtdhwmdmemﬁ. Homcvw HUDumvdynmcuu

Housing Administrstion (FHA) to elininate thess practices is significant becauss it
impacts over ooe million loas that FHA insures each year, inchading a substaatial © -
oamber of firm time and midority buyers who use FHA and the exemplasy influeace FHA.
exens on the marketplace.

Tommmwﬂmmmmhﬁ&nkpdnm
new tecprirements epecifically targeting lending practices mdmwofpnh:y
lundn; rommmmmuapsw fina! rades:
* 24 CFR Part 203, Anti-Rlipping Ruls. The rule prohidits FHA insurance oo &
property resold within 90 days of the provious sale and also prohidits sk of a
propesty by anyone other than the owner of record. Effective Junc 2003,

24 CFR Pant 200, Appaisst
Apsriast Rosler.

e o :
Toster, Effective June 2003,

24 CFR Pant 5 § 5.801, Ele ncia D
mmdmmwmammmﬁm nmh.lmdm
wmu!yndrtmewnnwompimbnﬂ:umqmcuy Effective Seprember

wenkeigy  wpeslieder

GAO-04-280 Predatory Lending
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Appendix IV
Comments from the Department of Hossing
and Urben Development

Sipgle Pamily Mortgss
Copsuttant mdkm:l The rul

‘nd semoval
a-p.mnmslbﬂu Effective Juty 2002. .
Additional rules for program pasticipants have been praposed. These proposed rules

= Lender Accoutability for Appesisale. This rule holds lenders accountable for the
appeaizat validity. (Propased Ruls published Jxaoary 2003)

A Cred on fnitistive. Revises Credit Watch

mmmmnuﬂm‘nmanm'ﬂﬁu

the area covesed by the proposed termination. (Proposed Rale published Agril
2003)

mwummmo{m;mmmﬁuwm
mmmnmwmmmlu-mm
maintaining

being developed misleading advertising,
10 {imit the nomber of FHA insurod koans a pouprofis raay bave outstanding, to soengihen
mwlmdmamwmmmmmwm
e duties a0d leoders.

In additicn ishis m'-etum dures for pamicipatit mFHAmd
programs, the is taking aggr
MWW‘MMMMMMMNWI
s created the Credit Watch Program by which (be Depastment tracks quarterty the
amhmhmzsnwommmawmmmumm

whete the default pace exceeds twice that of the local jurisdiction, In sddition
ummmmmmummmm-ndmm
Jenders who demonstrane ispradent or possible sbusive lending practices. the defaalt
mdmmmwumwwwwmmwymeuamd
infonnation by which other lenders and intcrested parties can judge s lender’s
performance.

mmmwwm.wwmwcm,m
ateh

FHA spproved
laﬂtnmlhmnsdvmdrhmpa{mu As 8 sclf-policing toot it has caabled

GAOQ-04-280 Predatory Lending
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Appendix IV
Comments from the Department of Housing
and Urban Development

{eoders to monitor their performance tn comparison to other Jenders, take corrective
business partoers,

FHA has created peogram i known us "Appraiter Watch,”
o target appraisers for review. Appraiser Waich nses traditions) risk Eactors - soch as.
hnmhuwfmmdbnm-lomw:mpum
«nd identify appraisers for review. There are sbout 23,000 FHA-spproved appeadsers
{aboxt the same pumbes 23 fender offices).

Mmmmhwmymhmdw
i sanctions o be violating dy otherwise

o :
engagod in sbusive of deceptive behavior. To demomtrats the effoctiveness of the

's emphasis oo program manitoring nd coforcement, tho following table
shows the increase In activity on recent years:

{S872me | $209m%0 " |

742 1384
204 1,101 .

® The dollar amourt is based on the kistorica) sverag Joss of $30,000
** Tbe doflar smount is based cn the more tecent average lots of $23,300

HUD also addresses predarory lending through its Loss Mifigation Program,
‘which i often able to belp a victim of predatary eading who bas defeutted oo the
margage and faces possibie foreclosure, Undez this program, lenders have options ihat
mwmmhmemmhwmd
the defaakt if the bomoowner does 0ot have the resores to make that postible, FHA

fous require thas xplore all avaitable loss mitigatioo options prior o
proceeding 1o forectosuse, The tuccess of this program is ciear. fn 2002 the oumber of
mmmmmwmmmﬁmumﬂuﬁpwm
oumber of cases resolved twough forectosure.

mmmyn%mmuul&hwnm
ation targrting predatory

1o potentiat

GAO-04-280 Predatory Lending



MMMNMWWNW During FY
m""" ageocies provided 423,000

Mmmwmmomuwmmmdm
clicns. o addirion, HUD bas and Lezming
mmmbmwMWMuw
community-based arganizations, snd «nd conumunity colieges. HUD abso plans to lonch a
mew@ymmhpﬂtdhmdm
fending, snd HUD the subject at

and other public

wnmuxmmmhumummmum
being reviewed. Duzing that review, the Department cannot contnet 0a the rake.

The Department also hag severad comments specific to the repost that we bave
included a3 3 eaclostre 10 this letter.

mnmwmtho&uwmnmwmnm
cepont peior to finalization.
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Comments from the National Credit Union
Administration

. N, Credit Unton Ad

Offies of (he Rrecative Divecter Janusry 14, 2004 -

wym\dabﬂ\*mbmum.nmé\,mmbymmw
mmmhmmamwumum.

in Chapear 2 of the wwmmwnmw
on

agencies mmummmmmuw. -
Onpqazr,a.mrmﬂmmnuuhmmmmmum

mm Latter to Cradat Unions
3 . mmdmhwmmwwmm
consistart with the other federal regulatora,
issuad guidance this issue. e diso

1776 Duke Street - Alexsndris, VA 22814.3498 - 703-518-6300

GAO-04-280 Predatory Leading




299

Appendlx V
Comments from the Nationsl Credit Unioa

Administration
Marry Madina
January 14, 2004
Page2
The Repont NCUA'S and position on the issue of
federal . Given the tack of svidence that federal credit unions are
engaging practicss, we remain comtortable that
enforcemant of the Federal Craxit Union Azt and the other federd laws
pertaining t real estats jending provides safaguards for consumers,

ficensing
for montgags broker activty by persons not associated with federsily regulsted
depository institutions may be 2n effective way to fmlt pradatory and sbusive

predatory
londing, and we ere committad to heiping tham prasent altematives for their

WQmMmmm“iﬂhWbmmw
questions.

s

GAO-04-280 Predatory Lending



300

Appendix VI

GAO Contacts and Staff Acknowledgments

T
David G. Wood, (202) 512:8678
GAO Contacts Harry Moding, 1100 ot oo

v e——— . e

Staff Jason Bromberg
Emily R. Chalmers

Acknowledgments Randall C, Fasnacht, Jr
Rachelle C. Hunt
Alison J. Martin
Marc W. Molino
Elizabeth Olivarez
Carrie Puglisi
Mitchell B. Rachlis
Peter Rumble
Paul Thompson
James D. Vitarello

(330118) GAO-04-280 Predatory Lending



301

GAOQ’s Mission

The General Accounting Office, the audit, evaluation and investigative arm of
Congress, exista to support Congress in meeting its constitutional
responsibilities and to help improve the performance and accountability of the
federal government for the American people. GAO examines the use of public
funds; evaluates federal progr and policies; and p:

' and other assi: to help Congress make informed
oversight, policy, and funding decisions. GAO’s commitment to good
government is reflected in its core values of accountability, integrity, and
reliability.

Obtaining Copies of
GAO Reports and
Testimony

‘The fastest and easiest way to obtain coples of GAO docuruents at no cost is
through the Internet. GAO’s Web site (www.ga0.gov) contains abstracts and full-
text files of current reports and testimony and an expanding archive of older
products. The Web site features a search engine to help you locate documents
using key words and phrases. You can print these documents in their entirety,
including charts and other graphics.

Each day, GAQ issues a list of newly released reports, testimony, and
correspondence. GAQ posts this list, known as “Today’s Reports,” on its Web
site daily. The list contains links to the full-text document flles. To have GAO e
mail this list to you every afternoon, go to www.gao.gov and select *Subscribe to
e-mail alerts” under the *“Order GAO Products” heading.
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The first copy of each printed report is free. Additional copies are $2each. A
check or money order should be made out to the Superintendent of Documents.
GAO also accepts VISA and Mastercard, Orders for 100 or more copies mailed to
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441 G Street NW, Room LM
Washington, D.C. 20548

To order by Phone:  Voice:  (202) 512-8000
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Federal Programs
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E-mail: frandnet@gao.gov
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