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I. Introduction

In the process of proposing and writing the Advance Notice of Public Rulemaking relating
to mortgage acts and practices, the FTC has already recognized the myriad of unfair and
deceptive practices facing homeowners in the origination, servicing and foreclosure process.
The FTC has already identified many of the practices that need to be prohibited. The FTC
now has the unquestionable authority to identify and ban these shameful and illegal practices
on a market-wide basis.

While prohibiting many of the origination practices that facilitated the unaffordable and
confusing mortgages that are currently in foreclosure may appear to be like closing the barn
door after the horse has escaped, an unequivocal prohibition of these practices will a)
prevent many of them from being repeated, and b) assist in the process of stopping the

! The National Consumer Law Center, Inc. (NCLC) is a non-profit Massachusetts Corporation, founded in
1969, specializing in low-income consumer issues, with an emphasis on consumer credit. On a daily basis,
NCLC provides legal and technical consulting and assistance on consumer law issues to legal services,
government, and private attorneys representing low-income consumers across the country. NCLC publishes a
series of sixteen practice treatises and annual supplements on consumer credit laws, including Truth In Lending,
(6th ed. 2007), Cost of Credit: Regulation, Preemption, and Industry Abuses (3d ed. 2005) and Foreclosures (1st ed. 2005),
as well as bimonthly newsletters on a range of topics related to consumer credit issues and low-income
consumers. NCLC attorneys have written and advocated extensively on all aspects of consumer law affecting
low-income people, conducted training for thousands of legal services and private attorneys on the law and
litigation strategies to address predatory lending and other consumer law problems, and provided extensive oral
and written testimony to numerous Congressional committees on these topics. NCLC's attorneys have been
closely involved with the enactment of the all federal laws affecting consumer credit since the 1970s, and
regularly provide extensive comments to the federal agencies on the regulations under these laws. These
comments were written by Alys Cohen , John Rao, Margot Saunders, and Diane Thompson.

2 The National Association of Consumer Advocates (NACA) is a non-profit corporation whose members
are private and public sector attorneys, legal services attorneys, law professors, and law students, whose primary
focus involves the protection and representation of consumers. NACA’s mission is to promote justice for all
consumers.



foreclosures of the homes secured by mortgages in which originators engaged in those
practices.

Prohibiting the identified mortgage servicing practices from continuing will have a direct and
immediate impact on the millions of mortgages currently being serviced. None of the
prohibitions that we propose are particularly new. Servicers never have had the express right to
misapply payments, overcharge on fees, or force-place insurance in improper circumstances.
Yes, a specific prohibition will more effectively deliver fair and reasonable mortgage
servicing.

Perhaps the single most important proposal on which the FTC can take immediate action,
where an FTC rule would have an immediate beneficial impact on hundreds of thousands of
individual families, hundreds of communities and the economy of the entire nation, is — as
we describe in response to Question 20 — to make it an unfair trade practice to proceed
to foreclosure without offering affordable loan modifications to those homeowners
for whom the modification provides more income to the investor than foreclosure.

Below we have endeavored to answer all of the Questions posed in the FTC’s ambitious
ANPR except those relating to advertising.

I1. Mortgage Origination—Underwriting, Loan Terms, & Disclosure Issues
Backgronnd

The foreclosure tsunami that is devastating our nation is rooted in a massive failure of
mortgage underwriting. The initial waves of foreclosures on subprime loans with little or no
documentation and unaffordable payments are being followed by skyrocketing defaults in
the Alt-A market of Payment Option ARMs and other exotic mortgages. While much has
been discussed in Washington about how to stop this from happening again, little has been
done. While the Federal Reserve Board issued a final rule under its HOEPA authority
(which we recommend that you incorporate into the FTC’s rules) there are substantial gaps
in the rule that need to be addressed in order for the rules to have their intended effect.

The Commission’s rulemaking is a real opportunity to step into the abyss and take bold
action. Some of the most egregious mortgage lending excesses came from non-depository
institutions—not only brokers but also lenders. While FT'C rules that go beyond the Board
rules would not apply to the whole market, they would reach significant portions of the
market and compel other agencies and Congress to act to raise the bar for everyone. This
rulemaking is a real opportunity for the Commission to lead on mortgage origination; we
hope the Commission will take advantage of this.?

Question 6 — Unfair or Deceptive Mortgage Origination Practices

Underwriting Without Regard to Ability to Repay, and Without Adequate Income
Verification

® While we do not address steering issues here, we support the comments of the Center for Responsible
Lending.



The Federal Trade Commission should address lending without regard to ability to repay
under the terms of the loan, and lending without income verification, because these practices
are both deceptive and unfair. A loan’s underwriting is unfair or deceptive where it does not
include analysis for the maximum payment under the loan for the first seven years — or
under both loans if the homeowner is taking out two loans simultaneously, such as the
“80/20” situation where a homeowner takes out a second mortgage to avoid paying PMI —
taxes and insurance (including any private mortgage insurance (PMI)), and a consideration of
a consumer’s residual income after making scheduled payments.

Consumers do not understand the risks of changing interest rates, different margins,
increasing balances, changes from teaser rates to base line rates, in their mortgage
agreements. Consumers cannot be expected to underwrite themselves for their mortgage
lending. Indeed, leaving to consumers the essential analysis of whether they can afford a
mortgage loan is part of what has created the mortgage disaster facing the nation currently.

The central thread connecting abusive mortgage loan originations over the past decade is the
unaffordability of those loans.* Unaffordable loans are loans that are designed to fail, either
from the outset,” or as soon as the fixed-rate period ends and the payment begins to adjust
upward. These loans are made because the individuals and entities involved in the lending
process make enough money from the loans so that it does not matter whether the borrower
ultimately is forced to refinance or face foreclosure.

The extent to which making unaffordable loans came to dominate mortgage lending is
shown most tellingly by subprime lenders’ own words: “[M]ost subprime borrowers cannot
afford the fully-indexed rate, and . . . it will hurt liquidity for lenders and effectively force
products out of the marketplace.” Of course, it also is reflected in the magnitude of today’s
foreclosure crisis. Goldman Sachs estimates that, starting at the end of the last quarter of
2008 through 2014, 13 million foreclosures will be started.” The Center for Responsible
Lending, based on industry data, predicts 2.4 million foreclosures in 2009, and a total of 9
million foreclosures between 2009 and 2012.° At the end of the first quarter of 2009, more

* See, eg., Written Statement of Jean Constantine-Davis, Senior Attorney, AARP, before the U.S. Senate
Committee on Banking, Housing and Urban Affairs, Hearing on Preserving the American Dream: Predatory
Lending Practices and Home Foreclosures (Feb. 7, 2007), available at

bttp:/ [ banking.senate.gov/ public/ index.cfim?Fuseaction’Hearings. Detaild>Hearingl D205 3fdd2-9832-4731-8024-
[a9c18772267.

5In particular, many borrowers are defaulting prior to loan reset dates or eatly on in fixed rate loans. These
botrrowers apparently were not even qualified for the loan at the initial payments and will benefit from an ability
to repay standard.

6 Wright Andrews, representing the subprime mortgage lenders, complaining about a Freddie Mac policy, as
quoted in Awmerican Banker, February 29, 2007, at 4.

7 Goldman Sachs Global ECS Research, Home Prices and Credit Losses: Projections and Policy Options (Jan. 13, 2009),
at 106; see also Rod Dubitsky, Larry Yang, Stevan Stevanovic & Thomas Suehr, Credit Suisse Fixed Income
Research, Foreclosure Update: Over 8 Million Foreclosures Expected 1 (Dec. 4, 2008) (predicting 9 million
foreclosures for the period 2009-2012).

8 Center for Responsible Lending, Soaring Spillover 1 (May 2009), available at
http://www.responsiblelending.org/mortgage-lending/research-analysis/soating-spillover-3-09.pdf.




than 2 million houses were in foreclosure.” Over twelve percent of all mortgages had
payments past due or were in foreclosure and over seven percent were seriously
delinquent—either in foreclosure or more than three months delinquent."”  Realtytrac
recently reported that an additional 300,000 homes go into foreclosure every month." These
numbers are significantly elevated compared to more normal times."” Such lending practices
cannot be preserved in the name of access to credit. Borrowers need access to affordable,
constructive credit not just any credit.

Legal services and other consumer attorneys have been flooded with clients seeking
protection from unaffordable loans that never should have been made. The following are
three examples that we previously shared with the Federal Reserve Board when it undertook
the HOEPA rule, finalized in July 2008. We repeat them here because they are clear
examples of the need for strong rules — stronger than the rules we have now.

Example 1: Ms. Nessia Jones is a 56-year old African-American
who has lived in her home in Decatur, Georgia for 28 years. Ms.
Jones has received Social Security widow’s and/or disability benefits
since 1988. Her mental and physical health is poor and requires an
extensive medication regime. Ms. Jones’s adult daughter, who lives
with her, has been disabled since infancy, is profoundly mentally
retarded and suffers from seizures. In 2006, GreenPoint Mortgage
Funding made two mortgage loans to her that should never have
been made. The combined payments on these loans total 200% of
her income.™

Example 2: Ms. Avonia Carson is a 68-year-old African- American.
She has lived in her home in southeast Atlanta since 1971. Her adult
son, who had lived with her since 2001 after an accident that
rendered him blind and in need of 24-hour care, recently moved into
a personal care home. Ms. Carson has custody of her four-year-old

 Mortgage Bankers’ Ass’n, Nat’l Delinquency Sutvey Q109 at 4 (2009) (reporting that 3.85% of 44,979,733, ot
1.7 million, mortgages serviced were in foreclosure). Roughly half of these were serviced by national banks or
federal thrifts. See Office of the Comptroller of the Currency & Office of Thrift Supervision, OCC and OTS
Mortgage Metrics Report: Disclosure of National Bank and Federal Thrift Mortgage Loan Data, First Quarter
2009, at 8 (June 2009), available at http:/ /files.ots.treas.gov/482047.pdf (reporting that 884,389 foreclosures
were in process by national banks and federal thrifts at the end of the first quarter of 2009). The estimate of
more than 2 million homes in foreclosure is achieved by extrapolating from the MBA numbers. The MBA
survey only covers approximately 80% of the mortgage market. Thus, (44979733%*3.85%)/0.8=2.16 million.
10 Mortgage Bankers” Ass’n, Nat’l Delinquency Survey Q109 at 4 (2009).
11 Realtytrac, 1.9 Million Foreclosure Filings Reported On More Than 1.5 Million U.S. Properties in First Half
of 2009, available at

:/ /www.realtytrac.com/ContentManagement/PressRelease.aspx?channelid =9&ItemID=6802.
12 §ee Ben S. Bernanke, Chairman, Bd. of Governors, Fed. Resetve Sys., Address at the Federal Reserve System
Conference on Housing and Mortgage Markets (Dec. 4, 2008), available at
http://www.federalreserve.gov/newsevents/speech/bernanke20081204a.htm#£12 (noting that the number of
foreclosures has more than doubled from pre-crisis levels). While a substantial portion of the homeowner
whose loans will not be modified by HAMP may be unemployed or have reduced paychecks, some portion of
these homeowners will be able to support a loan modification or qualify for other temporary assistance.
B See Appendix A for the details of Ms. Jones’ loans. This example was provided by Karen E. Brown, an
attorney at Atlanta Legal Aid Society.




great-granddaughter, for whom she has been caring since birth. Ms.
Carson is on a fixed monthly income of $1,233.00 from Social
Security. In 2006, Wachovia Bank made her a mortgage loan she
could not possibly afford. Five months later, JPMorgan Chase Bank
made her a second mortgage she had no way of paying. The
combined payments on Ms. Avonia Carson’s two loans consumed
99% of her income."

Example 3: Ms. Mary Overton is an elderly African-American
widow who has owned her Brooklyn home since 1983. Although she
suffers from serious health ailments that limit her mobility and
practically confine her to the ground floor of her home, she manages
to care for her teenage grandson, who lives with her. Ms. Overton
did not finish high school and has difficulty understanding numbers.

In mid-2005, Ms. Overton met with representatives of Ameriquest
Mortgage Company and explained that she needed a reverse
mortgage so that she could make repairs to her home. At the time,
Ms. Overton lived on a fixed income of $825 per month and did not
have any debt on her home. Ameriquest led her to believe that she
was signing a reverse mortgage, but instead gave her a 2/28 loan with
initial monthly payments that were nearly 300% of her income."

Underwriting is abusive where it does not examine fully amortizing payments as part of the
affordability analysis, including taxes and insurance, with PMI. The advent of credit scoring
in PMI pricing has resulted in many borrowers showing up at closing, only to find that the
PMI obligation increases the monthly payment by several hundred dollars.'

Residnal Income and DTI Analyses Are Both Essential to Fair and Honest Underwriting

Residual income is an essential component of an affordability analysis, especially for lower-
income families."” After making housing-related monthly payments and all other regularly
scheduled debt payments, families must have sufficient residual income available to cover
basic living necessities, including but not limited to food, utilities, clothing, transportation
and known health care expenses.

It is essential that any rule include a specific reference to residual income and DTT .
Specificity will result in higher compliance rates and more performing loans. Many subprime
lenders have already purported to consider residual income and to set D'TT limits.

14 See Appendix B for the details of Ms. Carson’s loans. This example was provided by Karen E. Brown, an
attorney at Atlanta Legal Aid Society.

15 See Appendix C for the details of Ms. Overton’s loans. This example was provided by Jessice Attie, co-
director, Foreclosure Prevention Project, South Brooklyn Legal Services.

16 For a discussion of credit scoring and its effects on PMI payments, see National Consumer Law Center, The
Cost of Credit: Regulation, Preemption, and Industry Abuses, § 8.3.2.1 (3d ed., 2005).

17 See Michael E. Stone, What Is Housing Affordability? The Case for the Residual Income Approach, Housing Policy
Debate, Vol. 17, Issue 1 (Fannie Mae Foundation, 20006), available at
http://www.fanniemaefoundation.org/programs/hpd/pdf/hpd 1701 stone.pdf.



Nonetheless, in many cases the loans originated were obviously not affordable by any
realistic assessment of residual income. We have seen cases where lenders approved loans
with a DTT of 52% but looking only at the borrowers’ mortgage payment and excluding car
payments, taxes and insurance, student loans, and other fixed debt. Seldom, if ever have we
seen a lender at origination look carefully at the necessary components of residual income—
utilities, food, clothing, repairs."

The most appropriate way to incorporate DTT and residual income is to recognize the
relationship between them and develop a tiered or teeter-totter approach. Obviously, higher
income borrowers can generally afford to carry a higher DTT than can lower income
borrowers without putting themselves and their families at imminent risk of foreclosure. As
residual income increases, borrowers in general can safely tolerate a higher DTI. Conversely,
as residual income decreases, permissible DTI should also decrease. The Department of
Veterans Affairs (VA) has long used a specific set of guidelines that are widely recognized as
useful and appropriate. To our knowledge, the VA guidelines have not resulted in
widespread denial of credit to veterans nor the unavailability of VA guaranteed loans.
Specific guidelines such as these will provide substance to a residual income standard.

Whether or not the Commission adopts such an approach, the teeter-totter method is
appropriate. The VA guidelines combine specificity and flexibility. They allow loans to be
approved without special supervisory approval if the veteran has a DTT of 41% or less and
meets a residual income test. The DTT takes into account the monthly PITT of the loan
being sought, assessments such as homeowners’ association and condo fees, and any other
long-term obligations. The residual income test is used to determine whether the veteran’s
monthly income, after subtracting monthly shelter expenses and other monthly obligations,
will be sufficient to meet living expenses. The VA has fine-tuned the residual income
standards to reflect family size, regional differences, and loan amount.

A critical feature of the VA guidelines is the flexibility they provide to make exceptions
based on documented facts, and the manner in which DTT and residual income relate to
each other. If the veteran meets the DTT standard but not the residual income standard, or
if the DTI is greater than 41%, the underwriter must justify the loan in accord with detailed
guidelines, and the underwriter’s supervisor must approve the loan.” If, however, the
veteran has residual income substantially in excess of the guidelines, the loan can be
approved without special justification.” This rule recognizes that the importance of DTI
recedes if the borrower has larger residual income.”> Without specific requirements,

18 By contrast, most servicers impose inflated residual income standards when a consumer secks a loan
modification. So, a lender can structure a loan that is predictably unaffordable with an unrealistically low
residual income threshold, and then, when the loan fails, deny a modification because the borrower lacks
residual income.

1938 C.F.R. § 36.4840(c)(4), (5).

2038 C.F.R. § 36.4840(c)(3) (special justification unnecessary if residual income exceeds guidelines by at least
20%).

2l As an illustration, a borrower with a million dollars in annual net income might be able to afford a $800,000
housing expense, an 80% DTT ratio, because that borrower would have $200,000 in residual income for other
annual expenses. On the other hand, if a borrower paid 80% of an annual net $20,000 for housing expenses,
that borrower would have only $4000 for all other annual expenses, and the loan would cleatly be unaffordable.



enforcement personnel—and for that matter, assighees—have no guideposts against which
to measure compliance or safety and soundness.

It should be stressed that the VA guidelines were adopted by an agency whose mission is to
help veterans obtain stable housing. These guidelines therefore are concerned with ensuring
that the borrower benefits from the loan, while at the same time avoiding rigid exclusion of
veterans who may be able to sustain homeownership despite lower incomes. If these goals
had informed mortgage lending during the past decade, it is unlikely that the current
mortgage crisis would ever have developed.

If the Commission chooses not to adopt the VA’s detailed regulations or develop detailed
guidelines of its own, the FTC should limit DTT (including all long-term debt, principal,
interest, insurance and taxes) to 50% for all borrowers as long as residual income also is
found to be sufficient and there is no reasonable expectation of a reduction in income.

An Underwriting Rule Must Specify That It Is Based on the Rate Increases Described in the Loan’s Terms,
Not the 1.egal Construction Known as the Fully-Indexed Rate.

A rule requiring lenders to underwrite for ability to pay should specifically state, for ARMs,
the ability-to-pay analysis shall be based on the maximum possible payment allowed under
the note during the first seven years of the loan. Using the fully-indexed rate, instead of the
maximum possible payment will not give borrowers adequate protection from payment
shock.

The Federal Reserve Board’s underwriting mandate in its HOEPA rule falls short because it
only requires underwriting for the maximum scheduled payment (essentially another term
for the fully-indexed rate). The maximum scheduled payment, however, is not the
maximum actual payment because it is impossible to predict what interest rates will be in the
future. Instead, the maximum scheduled payment is based on the fictional notion that
interest rates will remain exactly as they are at closing, without either increasing or
decreasing. Thus, the Board's maximum scheduled payment standard significantly
understates the interest rate risk that borrowers face. It also permits creditors to continue to
use an artificially low and excessively optimistic yardstick for evaluating a borrower’s ability
to repay.

The only way it is possible for an underwriter to determine whether a borrower truly has the
ability to repay a loan over the long-term is to compare the borrower’s income to the
maximum possible payment as calculated using the rate and payment caps and change dates
described in the note along with any other relevant loan terms.

The fully-indexed rate is purely fictional. In contrast, the maximum possible payment is a
more likely eventuality expressly written into the terms of the loan. The fully-indexed rate is
based on the application of the index at or shortly before origination plus the margin that
will apply at the end of the fixed-rate period (which could be one or more years long). If, as
is almost certain to be the case, the index rate changes during the fixed-rate period, the rate
that will apply at the end of the fixed-rate period will be different from the “fully-indexed



rate” that was calculated at origination. Assessing the affordability of a loan based on a rate
that will never actually be applied to it makes little sense.”” Assessing affordability based
solely on the fully-indexed rate does not protect homeowners from the risk of increasing
payments when the underlying index increases.

For example, almost all 2/28 and 3/27 loans included terms specifying that initial rate during
the fixed period of the loan was the /owest rate that could ever be charged. In other words,
the interest rate could climb, but even if the index upon which the interest rate was based
dropped, the rate charged to the borrower could never go below the initial rate. And, as
recent events have shown, the interest rates and thus the payments did rise on these loans.

If interest rate increases on adjustable rate loans are not considered in underwriting,
borrowers will continue to feel pressured to return to the closing table for a refinancing,
where their equity may be used for closing costs, and where their wealth will continue to
dwindle. Others will be unable to refinance, and will lose their homes.*

Adequate Underwriting Includes Income 1 erification

Stated income loans are called “liar loans.” That name connotes that it is the borrower who is
doing the lying, that it is the borrower who wants to qualify for a higher payment loan than the
income on the tax return will justify. The predominant problem, however, comes from the
loan originator, not the borrower. The loan originator creates the fictional income to qualify
the unsuspecting homeowner into a loan which is destined to fail because the homeowner
generally cannot afford the payments. Many cases have documented falsification of
borrowers’ qualifications by loan originators.

If the borrower detects the unaffordable payment amount at closing (not an easy task given
the great number of documents presented at closing and the speed with which the borrower
is often urged to sign them) and complains about it, the originator typically promises that the
loan will be refinanced after some short period of on-time payments. (Indeed, for many
borrowers it was impossible to ascertain the monthly payment, even at closing, due to the
adjustable rate loans that came to dominate the mortgage market.) **

22 Another problem is that the fully-indexed rate is often not even the payment that would be required if the
index rate remained unchanged during the fixed rate period. In years when the LIBOR rate was low, loans
were often made where the initial rate of the loan was higher than the fully-indexed rate. This has been true in
instances when the initial indexed rate was very low. For example, in loans which were initiated between eatly
2002 and late 2004, when the six month LIBOR varied from 1.99 (in January, 2002) to 2.78 (in December,
2004), typically initial rates were at 8 or 9%, with margins of 5 or 6 over the index.

23 Another approach, which has been raised by Rep. Ellison’s bill, H.R. 3018, is to qualify borrowers at the
fully-indexed rate plus additional basis points.

24 With the Mortgage Disclosure Improvement Act (Housing and Economic Recovery Act of 2008, Pub. L.
No. 110-289, §§ 2502(a)(6), 2502(c)(2), 122 Stat. 2654, 2856 (codified at 15 U.S.C. §1638(b)(2)(C))), Congtress
mandated improved payment schedule disclosures, including the disclosure of the maximum payment. The
Federal Reserve Board has until February 2011 to conduct the required consumer testing and implement the
improved disclosure (Housing and Economic Recovery Act of 2008, Pub. L. No. 110-289, § 2502(c)(2), 122
Stat. 2654, 2857). The Board also has proposed some additional disclosure improvements in its recent Notice
of Proposed Rulemaking.



Typical stated income loans have included: homeowners who live exclusively on Social
Security, yet their applications include falsified income from babysitting, an export business,
or the like; homeowners whose income is entirely derived from wages reflected on a W-2,
yet the amount of the wages is inflated on the loan application; and homeowners whose
income is solely derived from public benefits but the amount of those benefits is inflated.

As the Federal Reserve Board recognized in its HOEPA rule, the failure to verify income
harms consumers. The HOEPA rule, however, has significant limitations that the FT'C
should address. As the FRB observed, failing to verify income is harmful because the
practice:

e Presents the opportunity for originators to mislead consumers who could easily
document their incomes into paying a premium for a stated-income loan — making
the loan unnecessarily expensive.

e Provides originators with incentives as well as opportunities to inflate the applicant’s
income, by rewarding the originator for providing a stated-income loan with a higher
premium.

e Allows originators to hide the inflated income in the rush and confusion of the loan
application and closing process.

e Results in loans to consumers with payments that are unaffordable, leading to
default, foreclosure, loss of the home and home equity,

e Causes increases in foreclosures which, in turn, harms neighborhoods, communities
and cities.”

The Board articulated several potential benefits from stated-income lending, including
speeding access to credit by several days for emergency situations; saving some consumers
from expending “significant effort to document their income;” and providing access to
credit for some consumers who would otherwise not have access because they cannot
document their income.” However, the Board notes that “where risks to consumers are
already elevated, the potential benefits to consumers of stated-income/stated-asset lending
may be outweighed by the potential injury to consumers and competition.””’

Even though the Board recognized these problems with stated-income lending, the HOEPA
rules allow no-doc lending to continue. The Board specifies that a lender will face no
liability for making a no-doc loan where the originator’s loan decision would not have been
materially different had the proper information been available. This affirmative defense may
serve as an invitation to originators to circumvent proper underwriting procedures and to
continue to rely instead on the representations and warranties of brokers. This flaw also
encourages lenders to gamble that their potential benefit from no-doc lending will exceed
the risk of getting caught by an injured borrower. Especially for non-depository institutions
that are not examined, liability under this rule will depend entirely on enforcement by
borrowers, who may have difficulty ascertaining before suit what the originator’s

2573 Federal Register 1672, January 9, 2008 at 1691.
26 74
27 14



underwriting standards were and whether the borrowers’ actual, undocumented income met
those underwriting standards. Accordingly, it is essential that the Commission prohibit
failure to verify income by the institutions who most significantly engaged in this practice.

Subordinate lien loans should be fully covered by the requirement to verify income. Just as
the non-payment of a first mortgage loan can lead to a foreclosure and the loss of the home,
so can the non-payment of a subordinate lien loan. Generally, there is no justification to treat
subordinate lien loans differently from first mortgages.

Requiring verification of subordinate lien loans does not mean that if a lender simultaneously
makes a first mortgage and a subordinate lien loan, the verification process for both loans
cannot be accomplished simultaneously. This is not so much of an exception as an
explanation of the process. Both loans made at the same time would be required to be based
on verified income. Yet, if the verified income supported the payments for both loans, there
would be no need for separate verifications of income for both loans.

An Underwriting and Income 1 erification Rule Should Apply to Assignees as well as Originators

All players involved in a bad mortgage loan must be part of the solution, just as they are now
part of the problem. Wall Street’s investment in subprime lending transformed the industry
from a modest player into a significant portion of the market. The securitization process also
resulted in product development aimed at secondary market sales, rather than at
homeowners. Market incentives and interests must be aligned with those of the
homeowners.

Opponents of assignee liability claim that a series of terrible events will befall the mortgage
industry if full assignee liability is applied. This "sky is falling" list includes: a dramatic
decrease in the availability of credit, particularly affecting minorities; ruinous effects on small
businesses; unfair burden on the secondary market to police loans, as the process is so
routinized and involves so many loans at any one time that a careful review of each loan
would be nearly impossible and would dramatically increase the cost of credit.

A key perspective in analyzing these concerns is to look at what happened after the Federal
Trade Commission passed the Preservation of Consumers Claims and Defenses Rule
(commonly referred to as the “Holder Rule”) in 1975. The Holder Rule applies liability for
all claims and defenses that could be brought against the seller to assignees of loans used to
purchase goods and services. The rule reallocates the cost of seller misconduct from the
consumer to the creditor so that a consumer who has been harmed may obtain a remedy by
abrogating the Holder in Due Course doctrine. At the time the rule was proposed, the
automobile dealers and other sellers of goods argued that, if the rule passed, the cost of
credit would increase, credit would be more difficult to obtain, retail merchants would be
hurt, financial institutions would stop purchasing consumer loans altogether, businesses
would suffer, and many would be forced out of business altogether. The finance companies
and the banks argued that they did not want the responsibility of policing sellers, sellers
would not survive with the additional red tape, many consumers would stop paying on the
loans without cause, and the rule would interfere with free competition. These nightmare
scenarios did not materialize. There was no reduction in available consumer credit; there
were no indications that sellers were hurt in any way; there was no increase in defaults.



In 1970, total non-revolving credit in the US was approximately $124 billion; growth
continued steadily through the 1970s, with not even a blip in 1975 and 1976 when the FTC
rule was announced. By December 1980, total non-revolving credit in the United States was
approximately $297 billion. In the space of ten years, consumer credit — notwithstanding the
announcement and final promulgation of the holder rule halfway through that decade — had
more than doubled.”® The amount of outstanding consumer credit has continued to climb
unabated since then: the outstanding amount of non-revolving debt increased over 500%
during the seventeen years from January 1980 to December 2007.”

a. Failure to Underwrite for Affordability, Including Failure to Verify Income, Meets
the Commission’s Standard for Unfair or Deceptive Acts or Practices

The Commission’s UDAP Standard

Deception is different that fraud. It is a broader, more flexible standard. The modern
concept of deception, as shaped by federal court interpretations of the Federal Trade
Commission Act, substantially eliminates the proof requirements for fraud. To show
deception under the FTC Act, intent, scienter, actual reliance or damage, and even actual
deception, are unnecessary. All that is required is proof that a practice has a tendency or
capacity to deceive even a significant minority of consumers. It is important to note that
vulnerable consumers are especially protected under the FTC standard of deception. In
determining under the FTC Act whether a practice has a capacity or tendency to deceive,
federal courts and the FTC historically have considered whether the ignorant, the
unthinking, the credulous, and the least sophisticated consumer would be deceived. If a
practice affects or is directed primarily to a particular group, the FTC examines
reasonableness from the perspective of that group. In addition, the FTC looks at the overall,
net impression of a representation to see how it should reasonably be interpreted; including
determining if there are implied claims and determining from extrinsic evidence how
consumers in fact perceive a representation.

The FTC Act’s tri-part test on unfairness requires the following analysis:

1) Whether the practices in question canse consumers substantial injury. The Board has already
answered this question in the affirmative for all of the practices addressed in the
Proposed Regulations.

2)  Whether the harm from these practices is not outweighed by benefits to consumers or competition.
This test is most appropriately employed when applied to the exact practice in
question. For example, the question should be whether allowing lenders to

28 Federal Reserve Statistical Release G.19, 1970 to 1980.

29 The amount of non-revolving debt (in millions of dollars) was $295,524.23 in 1980 and grew to
$1,580,039.43 (in millions of dollars) by December 2007. Federal Reserve Statistical Release G.19, 1980 &
2007, available at http:/ /www.federalreserve.gov/Releases/g19 /hist/cc_hist nr.html.




continue making loans without verifying income is a benefit to consumers which
outweighs the prohibition of this practice. The secondary, and more global, issue
of whether prohibiting stated income loans would limit access to credit is a
global issue — one that will be determined by many more issues than a simple
regulation addressing several aspects of the origination requirements for
mortgage credit. Moreover, even if one were to take on this question, it is clear
that specific rules will only quash abusive credit, not all credit. The market in
recent years has been rife with externalities, resulting in artificially low costs to
some consumers and to investors. The cost of credit did not reflect the burden
on some borrowers. Introduction of new rules should have the effect of
eliminating these externalities.

3)  Consumers cannot reasonably avoid the injury caused by these practices. This is the critical
test to be applied to each of the practices at issue in these proposals. Recognizing
the gross disparity in bargaining power and the significant difference in access to
information and ability to understand the complex terms and risks of the new
mortgage products, the Board needs to continue to use the potential for injury to
consumers as the guiding litmus test for these proposals.

s the itself implicitly found when adopting its version of the s Credit Practices
As the OTS itself implicitly found when adopting f the FTC’s Credit P

Rule, a practice can be unfair “where the seller takes advantage of an existing obstacle which
prevents free consumer choice from effectuating a self correcting market.””

Failure to Properly Underwrite and Failure to Properly 1V erify are Deceptive or Unfair

Providing a loan to a borrower without ensuring that the borrower can afford it is deceptive.
Homeowners rely on loan brokers and even loan officers at companies to underwrite the
loan—not only for the risk to the company but also to check that this complex financial
product fits the financial profile of the person seeking it. When a homeowner accepts a loan
from an originator, the originator’s act of offering that loan is, in the eyes of the homeowner,
an endorsement of the loan terms for the borrower’s situation. Moreover, providing a loan
without income verification—and perhaps charging more for a no- or low-doc loan also is
deceptive. Loan originators generally have presented stated income loans as a means of
avoiding paperwork, not as a means of avoiding underwriting. The fact that brokers have
been paid more for stated income loans than for properly documented loans, even where the
properly documented loan origination would involve more work, belies the notion that
stated income loans are for the homeowner’s benefit; they clearly were for the originator’s
benefit.

Originating loans without proper underwriting or income verification also is unfair. First, it
wreaks significant damage to consumers. Failure to ensure that a homeowner can afford a
home loan directly leads to default and potential loss of the home. This may force a family
to move, and lose the wealth of equity established through the loan and the wealth of
stability and community available to homeowners. Once a homeowner is in an unaffordable
loan—which generally has been obtained through deception or other market mischief, the

30 American Fin. Servs. Ass’n v. FT'C, 767 F.2d 957 (D.C. Cir. 1985), cert. denied. 475 U.S.
1011 (1986).



consumer is committed and can not avoid the resulting injury. The consumer is totally
reliant on the servicer to make a later accommodation on loan terms. While a consumer can
provide documentation to support a loan’s underwriting, even the failure to verify income is
hard for a consumer to avoid. During the subprime boom, borrowers routinely provided
income but were provided with stated income loans for the sake of the broker’s profits.
Moreover, the market pressure on homeowners to follow a trend is difficult to avoid.
Finally, there are no long-term benefits to failing to underwrite loans. Homeowners default,
communities are gutted, and, when the practice is as far-reaching as it was recently, the
market crashes. While brokers and some others might benefit short term from failure to
underwrite or verify income, these benefits will be later eviscerated by the losses to all
parties.

b. Nature and Extent of Rule Needed, and Costs and Benefits of Such Rule

The Commission Shonld Probibit Abusive Underwriting, Require Income 1 erification, Establish a Safe
Harbor, and Set Out Additional Rules for Loans Outside the Safe Harbor.

The Commission should establish two layers of rules on underwriting and income
verification. Any origination activity outside of these parameters should be prohibited.

First, the Commission should establish a rebuttable presumption that a loan is affordable if it
is characterized by certain elements. These would include:

- full income verification;

- full underwriting including residual income and DTT analyses (in a teeter totter)that
takes into account taxes and insurance, including PMI, and any other loan originated
at the same time, including without limitation 80/20 or other arrangements;

- terms that provide for both a fixed-rate and fully amortizing fixed-payment over the
entire loan term; and

- all remuneration paid to originators (including brokers) from the payment stream,
rather than at the closing or from the loan amount (i.e. homeowner cash or home

equity).”’

Above, we discuss the importance of underwriting based on the factors noted here, and the
necessity of full income verification. Here, we propose two additional factors for this safe
harbor structure: First, a fixed rate and a fully amortizing, fixed payment; and, second, that
all remuneration is paid to the originators from the payment stream.

The predictability of static loan payments—of a fixed rate and fixed payments—is the best
way to assure that homeowners can participate in reasonably assessing a loan. While ARM
loans may be appropriate for certain borrowers, these loans should be the exception and not
the rule, because of the unpredictability that they bring, even with an attempt to underwrite
to the maximum payment. Inclusion of only fixed-rate and payment loans in the safe harbor
has the advantages of transparency and simplicity—two key factors missing from the
mortgage market in the last decade.

31 We recommend banning prepayment penalties. However, to the extent that the final rules permit
prepayment penalties, they should not be allowed for loans within the scope of the safe harbor.



Including only loans for which remuneration comes from the payment stream will promote
consideration of externalities in originator decision making. If the originator can get paid up
front for the loan and then sell it, the incentive to originate a performing loan is too limited.
Although mass defaults of late have caused some originators to buy back loans and thus to
face massive financial failure, substantial subprime defaults of the past decade proceeded
without sufficient consequences for originators. It is the payment stream that will assure
that originators make loans in a process without deception or unfairness.

For loans outside the safe harbor, additional rules should be established. First, for adjustable
rate mortgages, underwriting should be based on the maximum payment, not the fully-
indexed payment. As described above, the fully-indexed payment is unrelated to the actual
loan payments a homeowner will be obligated to make and the maximum payment is clearly
defined in the contract. To the extent that maximum payment terms in contracts now are
unrealistically high, this merely highlights the lack of bargaining power of homeowners and
the need to level the playing field.

In addition, loans outside the safe harbor should bring with them a requirement to inquire
and reasonably verify the benefit of the loan to the borrower. The operative question should
be: Does the loan preserve and facilitate affordable and sustainable lending? The originator would
review and document special circumstances and evaluate the overall reasonableness of plan.

The Underwriting and Income 1V erification Rules Should Apply to the Whole Market.

Most subprime borrowers will be covered by the Board’s HOEPA rule. However, the ability
to repay rule and other higher-cost restrictions do not apply to the many borrowers with
nontraditional prime mortgages and other abusive bank loan products. Failure to consider a
borrower’s ability to repay has been endemic in parts of the prime and Alt-A market not
covered by the rule. The HOEPA rule is narrower than the federal guidance on
nontraditional mortgages and sends the wrong message about underwriting in the majority
of the mortgage market. The Commission should go beyond the scope of the Board’s rule
by covering the whole market. The discussion below regarding Payment Option ARMs
paints a clear picture of why the whole market must be regulated. These abusive prime loans
are a major cause of today’s foreclosure crisis.

Abuses Migrate to the Least Regulated Portions of the Market

Experience has shown that regulating smaller slices of the market does not prevent abuses
from migrating to the less regulated segments. The rise of the subprime market compared to
HOEPA’s effectiveness demonstrates the problem of regulations that only affect a small
portion of the market.

In the thirteen years since its effective date, HOEPA has nearly eliminated the origination of
these very high-priced, abusive loans. The 2006 HMDA data shows that the reporting
lenders made only 14,730 HOEPA loans secured by owner-occupied residences.” This is

32 This number includes both one-to-four family dwellings and manufactured homes. Robert B. Avery,
Kenneth P. Brevoort, & Glenn B. Canner, The 2006 HMD.A Data, Table 4, Fed. Res. Bull. (Dec. 2007). We
believe these numbers do not include all HOEPA loans made in 2006 because the data covers about 80% of all



down from 2004, when the HMDA data first collected HOEPA information.” Contrast this
with one industry-commissioned study reporting that 12.4% of first-lien loans and 49.6% of

second-lien loans made by nine large lenders between July 1, 1995 and June 30, 2000 were
HOEPA loans.™

In contrast to the clear decline in the number of HOEPA loans, concurrent with the passage
of HOEPA, the number of subprime originations took-off for a variety of reasons, one of
the most important being the lenders’ ability to obtain capital from investors by pooling,
packaging, and securitizing their loans. Subprime securitization volume rose from $17.771
billion in 1994 to $448.598 billion in 2006.” Abuses in the subprime market have become
apparent over the years due to consumer complaints, lawsuits, investigations by public
agencies, and testimony presented to the Board at hearings in 2000, 2006, and 2007.%

It is evident that abuses migrated to the subprime market at the same time that lenders began
to face the liability risk from making abusive HOEPA loans. In other words, they made
loans below the HOEPA triggers to avoid stringent regulation and the risk of significant
liability.”’

The prime market is not exempt from abuses either. Lenders in the prime market have paid
brokers yield spread premiums for years without transparency or consent from borrowers .”

home lending nationwide. Id. at A73. In addition, we believe that many HELOC: are truly closed-end
transactions masquerading as open-end and should be covered by HOEPA, which presently exempts HELOCs
from its protections. Nevertheless, relative to the market as a whole, the numbers are small.

33 Robert B. Avery, Glenn B. Canner, & Robert E. Cook, New Information Reported under HMD.A and Its
Application in Fair Lending Enforcement, Table 7, Fed. Res. Bull. (Summer 2005)(treporting 19,751 HOEPA loans).

34 Michael E. Staten & Gregory Ellichausen, The Impact of the Federal Reserve Board’s Proposed Revisions to HEOPA
on the Number and Characteristics of HOEPA Loans, Credit Research Center (2001).

3 The 2007 Mortgage Market Statistical Annual, Vol. II, p. 15, Inside Mortgage Finance Publications (2007).
These numbers capture non-agency MBS issuances. The totals are a bit higher when agency MBS issuances are
included. Id. at Vol. I, p. 3.

36 See 73 Fed. Reg. at 1677-78 (summarizing testimony presented to the Board at the 2006 and 2007 hearings).
Some of the public investigations of subprime lenders include the largest companies, ¢.g, Household Finance
Corp. (2002) and Ameriquest Mortgage Co. (20006). Journalists reported on practices of other large subprime
lenders, e.g., Citifinancial (Michael Hudson, Banking on Misery: Citigroup, Wall Street, and the Fleecing of the South,
Southern Exposure 31.2 (Summer 2003), http://www.southernstudies.otg/reports/bankingonmisery.pdf); and
Countrywide (Gretchen Morgenson & Geraldine Fabrikan, Countrywide’s Chief Salesman and Defender, N.Y. Times,
Nov. 11, 2007, at 1 (Sunday Business)(origination issues); Nelson D. Schwartz, Can the Mortgage Crisis Swallow a
Town?, N.Y. Times, Sept. 2, 2007, at 1 (Sunday Business)(servicing issues); Gretchen Morgenson & Jonathon D.
Glater, The Foreclosure Machine: An Industry Thrives on Housing Woes, N.Y. Times, Mar. 30, 2008, at 1 (Sunday
Business)(servicing issues).

37 For example, Household Finance made loans just under the HOEPA points and fees trigger. See
Washington Department of Financial Institutions, “Expanded Report of Examination of Household Finance
Corporation III As of April 30, 2002” on file at NCLC. Consumer advocates report that state laws passed to
regulate some of the subprime market prompted the same reaction: lenders made loans below the state higher-
priced loan triggers to avoid regulation.

3 The Department of Housing and Urban Development has been struggling with this type of compensation
since at least 1992. See Supplementary Information, Real Estate Settlement Procedures Act (RESPA)
Statement of Policy 1999-1 Regarding Lender Payments to Mortgage Brokers, 64 Fed. Reg. 10,080, 10,080
(Mar. 1, 1999)(reporting that it conducted rulemakings on three occasions in the previous seven years;
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Lenders in that market also made no documentation loans. For example, in one case, a bank
instructed loan brokers to “black out” any income information on social security letters and
on IRS Schedule B forms in its Stated Income Loan Origination Guidelines. In another
instance, a bank’s instructions stated: “Completed typed 1003 Application with no reference
to income or assets. The file must not contain any documents that reference income or
assets.”

When lenders in any part of the market shrug-off prudent banking practices, such as
verification and assessment of ability to repay, grave consequences will result, as shown by
the impending foreclosure disaster in the Alt-A market. The three examples highlighted
below constitute compelling evidence of why the Commission should issue rules that go
beyond the limitations of the FRB’s HOEPA rule. The practices described below violate
prudent underwriting standards yet they are not covered by the HOEPA rule because the
loans represent prime products.

Prime Loans Raise Significant Verification and Ability to Repay Concerns

Example 1: Ms. Avonia Carson, whose situation was previously
described above, received a first and second mortgage over the
course of five months from two different lenders. The loans
themselves are reasonably priced and did not include high points or
closing costs. However, both Wachovia and Chase made mortgage
loans without regard to Ms. Carson’s ability to pay. At the time of
each closing, Ms. Carson’s monthly income was about $1,135. The
debt-to-income ratio in the first mortgage is 78%. When the first and
second mortgage payments are combined ($1,265.49), the debt-to-
income ratio 1s 112%.

Wachovia’s loan file contains no loan application and no
documentation of Ms. Carson’s income. JPMorgan Chase Bank’s
loan file also contains no loan application and no documentation of
her income. Wachovia extended the first mortgage based on the
value of the home, not on Ms. Carson’s ability to pay. An appraisal
report in Wachovia’s file states the property was valued at $167,000.
Neither Wachovia nor Chase included an escrow account for taxes
and insurance.

Neither loan is prohibited by the HOEPA rule. The APRs for both
the first and second mortgages fall below the trigger for “higher
priced loans.””

Example 2: Ms. Josephine Reese is a 55-year-old African American
woman. She bought her home in southwest Atlanta in 1982 and has
lived there for the past 26 years. Ms. Reese is both mentally and

promulgating a policy statement that applied to the entire mortgage lending market; discussing why these
payments were “particularly troublesome” for consumers and industry).

% See Appendix B for the details of Ms. Carson’s situation.



physically disabled. She and her 15-year-old son struggle financially,
as their only support is her fixed monthly income of $1,384 from
Social Security disability and a pension. On October 13, 2000,
Wachovia Bank made her two mortgage loans, a fixed rate loan and a
home equity line of credit (HELOC), she could never afford.

Wachovia made both mortgage loans without regard to Ms. Reese’s
ability to pay. Ms. Reese’s monthly income then was about the same
as it is now ($1,384). The first mortgage payment alone of $778.18
comprises 56% of her monthly income. Although Wachovia’s loan
file contains no loan application, Wachovia knew her monthly
income because her Social Security and pension checks have been
directly deposited into her checking account there for years. Indeed,
Wachovia documented her income for its loan file with a printout of
Ms. Reese’s checking account history for the previous six weeks.

Wachovia made these loans based on the value of her home, not her
ability to pay. The Wachovia loan officer apparently conducted a
desktop appraisal and told Ms. Reese her home was worth $126,000.
Wachovia did not include an escrow for property taxes and insurance
in either mortgage loan.

The HOEPA rules do not protect Ms. Reese from either loan. The
APR of the first mortgage falls below the trigger for “higher priced
loans.” The second mortgage is excluded because it is a HELOC."

Example 3: Oakareta Williams is a 73-year-old woman who lives
in Brooklyn with her 17-year-old grandson. She has owned her home
since 1959.  She never finished high school and is financially
unsophisticated. Before retiring, she held a variety of jobs, including
salesperson, laundry hand presser, and babysitter.

On February 28, 2005, Ms. Williams refinanced her home for
$335,000 with Delta Funding Corp. in order to make home repairs.
At the time of the mortgage, Ms. Williams’s income consisted of
$709 in social security, $1,600 in rental income for two rental units in
her home, and $277 in welfare payments for her grandson, which
terminated several months later when her grandson turned eighteen.

The mortgage was unaffordable on its face. With taxes and insurance
included, the mortgage created a debt-to-income ratio for Ms.
Williams of 88% and left her with $300 in residual income. When the
welfare payments for Ms. Williams’s grandson ceased, the debt-to-
income ratio rose to 99%, leaving Ms. Williams with about $25 in
residual income for all household and living expenses. Ms. Williams

40 See Appendix D for the specific details of Ms. Reese’s loans. This loan example was provided by Karen E.
Brown, an attorney at Atlanta Legal Aid Society.



had substantial equity in her home. At the time of the loan, her
house was appraised at $525,000.

Ms. Williams’s loan would not violate the HOEPA rules because the
APR falls below the trigger for “higher priced loans.”*!

Home Equity Lines of Credit Should Be Covered

The Commission should include home equity lines of credit in its rule. The Board’s
HOEPA rule excludes the ever-expanding HELOC market from its purview. It justifies the
exclusion of HELOCs from coverage on three grounds.

First, the Board states that most originators of HELOCs hold them in portfolio which aligns
the originators’ interests more closely with those of the borrowers.” Our review of limited
public information shows this assertion to be faulty. Non-agency MBS production for
HELOC:s for the years 2005 and 2006 were $24.62 billion and $23.48 billion, respectively.*

Second, the Board argued that TILA provides borrowers special protections for HELOCs.
Presumably, this statement means that consumers need no additional protections beyond
what already exists in the Act. However, these “protections” boil down to disclosures
tailored to open-end credit secured by the home," with the exception of a handful of
substantive protections, none of which overlap with the Board’s rules.” While the Board
has recently proposed substantial revisions to the HELOC disclosure rules, they are not yet

final, and, in any event, disclosure rules do not supplant the need for substantive protections.

There are several problems inherent in HELOCs. Disclosures for open-end credit do not
provide consumers with bottom-line cost figures, as do the closed-end (i.e., fixed term)
disclosures, that would give them pause, particularly in loans from high-cost lenders.
Lenders prefer to give open-end disclosures to avoid the more onerous requirements for
closed-end credit. One major substantive difference between open-end and closed-end
disclosures is in the calculation of the APR. In open-end, the APR is simply the loan note
periodic rate. In contrast, the APR in a closed-end loan takes into account the periodic
interest rate and any loan fees that are “finance charges” under the TILA rules. Effective
comparison shopping between HELOCs and fixed-term loans is impossible.

# See Appendix E for the details of Ms. Williams’s loan. This example was provided by Jessica Attie, co-
director, Foreclosure Prevention Project, South Brooklyn Legal Services.

473 Fed. Reg. at 1682.

#3 The 2007 Mortgage Market Statistical Annual, Vol. 11, p. 16, Inside Mortgage Finance Publications (2007).
See also Standard & Poors, Trends in U.S. Residential Mortgage Products: Closed-end Seconds and HELOCs
Sector Third Quarter 2005 (Jan. 18, 2000)(showing a large and consistent rise in the securitizations by quarter
when comparing Q4 2002 through Q3 2005, with the exception of Q1 and Q2 2005 which, nevertheless, were
higher than the quarters preceding Q1 2004).

# Regulation Z §§ 226.5b, 226.6.

4 These protections include: limitations on when the creditor can unilaterally change the terms of the
HELOC; refunding fees in certain circumstances; limitations on imposing a nonrefundable fee; restrictions on
the type of index the creditor can use if the HELOC has a variable rate feature; and the circumstances under
which a HELOC or reverse mortgage can be terminated. 15 U.S.C. § 1647.



As previously described, Ms. Reese (Appendix D) and Ms. Jones (Appendix A) are both examples
of borrowers who were sold HELOCs that were completely unaffordable. By including HELOCs
in any mortgage rule and requiring lenders to apply the same prudent lending principles to this
product as they would to its competition--fixed terms mortgage loans--throughout the entire
market, the Commission would level the playing field for consumers and honest competition.

The Benefits Far Outweigh the Costs of a Rule on Underwriting and Income 1/ erification

Instituting a rule on underwriting for ability to repay and income verification—across the market
and with a depth of analysis that ensures real affordability—will produce significant benefits for
homeowners, communities and even the lending industry. Affordable lending is sustainable
lending and only with such an approach will loans perform. Performing loans lead to accrued
home equity for homeowners, greater stakes in communities by those homeowners, and a more
solid approach to investment in the lending community. The “quick fix”” approach of originating
loans to sell rather than to hold, without regard to the ability of those loans to perform, did not
serve industry in the end, and of course it wrecked the lives of individual homeowners and
communities. While requiring underwriting and income verification will lead to some additional
work up front, and will lead to originations only of affordable loans, the additional profits reaped
from leaner origination practices and more aggressive loan granting did not in the end turn out to
be cost free. The notion that regulation raises concerns about access to credit (which is raised in
every public policy debate on lending) is misplaced. The only access to credit that will be affected
here will be access to credit that never should have been made.

¢ The Eftect on Competition and Consumers

The greatest overreaching in the mortgage market occurred among non-depository
institutions. To date, concerns about the effects of a stringent rule have resulted in a failure
to provide adequate protection for consumers obtaining mortgages. The Commission has a
real opportunity to step out in front on this, so that the industry’s race to the bottom is not
replayed. Moreover, to the extent that the Commission issues strong, sensible rules on
mortgage origination, or anything else, the other banking agencies will be required to defend
any lesser stance they may take.

Question 7 — Unfair or Deceptive Features of Non-Traditional Mortgages
Payment Option ARMs

In the past few years, payment option ARM loans (“POAs”) became a popular type of
mortgage offered to many homeowners. Nearly $§750 billion in these loans were issued
between 2004 and 2007, and they are a substantial cause of the foreclosure crisis facing the
United States.* Yet they were largely issued to prime borrowers, and for that reason, they
are still considered prime loans."

Like the adjustable rate mortgages that were common in the subprime market since the early
part of this decade, POAs include a variable rate component as part of a systematic shifting

6 Ruth Simon, Option Arms See Rising Defanits, Wall Street Journal, January 30, 2009,
47
Id.



of risk from lenders to borrowers. The signal factor in POA loans is a set period of time
during which the minimum payment is fixed — such as one to several years — but the interest
rate varies, which leads to negative amortization and a steady increase in the principal owed
on the loan.

Under a payment option ARM a borrower has, in theory, a choice of three payments: a
minimum payment based on an initial, low teaser interest rate; an interest only payment that
covers the actual interest accruing; and a fully amortizing payment. Three-quarters of all
borrowers pay only the minimum payment.”” The minimum payment is generally sold as a
“fixed rate” payment, although the interest rate is usually not fixed for more than a month
and may be fixed for only a day.” Given the low initial teaser rates (1% to 2%), negative
amortization occurs whenever minimum payments are made beyond the initial fixed rate
period and the rate becomes adjustable. Most payment option ARM loans limit the negative
amortization that can accrue to an amount between 110% and 125% of the original
principal.

Once the negative amortization cap is reached, the monthly payments regime is completely
changed. There is no longer a choice of payments. Now the borrower must pay an amount
sufficient to pay off the loan over the remaining loan term. This means that if the original
loan term was 30 years, and the remaining term is now twenty-five years, the — now swollen
— principal will be amortized over the remaining twenty-five years of the loan. The
combination of negative amortization and low teaser rates results in significant payment
shock, often a doubling or tripling of the borrower’s payment obligations thirty to sixty
months after loan consummation, generally with no more than thirty days notice.

Payment option ARM loans are very problematic for borrowers. They are complex, involve
concepts that are unfamiliar and confusing to most, even fairly sophisticated, homeowners.”
Brokers and lenders can easily take advantage of the complex nature of the products and the
lack of specific guidance in the regulations governing disclosures to mislead consumers and
make abusive loans.”'

The dangers of adjustable rate loans for borrowers is considerably exacerbated by additional
characteristics on these loans such reduced verification of the borrowers’ ability to repay the

8 Joint Ctr. for Hous. Studies, State of the Nation’s Housing 2007, at 17.

* See, e.g., Andrews v. Chevy Chase, 240 F.R.D. 612 (E.D. Wis. 2007) (describing payment option ARM sold as
"fixed rate" when interest only fixed for one month, although payments fixed for a yeat).

30 See e.g. Consumer Fed'n of Am. press release, Lowetr-Income and Minotity Consumers Most Likely to Prefer
and Underestimate Risks of Adjustable Mortgages 3, July 26, 2004, (consumers cannot calculate the increase in
the payment in an adjustable rate mortgage and minimize the interest rate risk by understating the increase in
the payment) available at http:// www.consumerfederation.org/releases.cfm#Consumer%20Literacy.

%! Fed. Trade Comm'n v. Chase Financial Funding, Inc., No. SACV04-549, Complaint at 4 (C.D. Cal. May 12,
2004), available at www.ftc.gov/os/caselist/0223287 /040602comp0223287.pdf (describing payment option
ARM); Gov't Accountability Office, GAO No. 06-1021, Alternative Mortgage Products: Impact on Defaults
Remains Unclear, but Disclosure of Risks to Borrowers Could Be Improved 22 (2006) (describing
advertisement for payment option ARM that promised 45% reduction in monthly mortgage payments and
interest rate of 1.25%, yet interest rate of 1.25% only applied for first month, and this fact disclosed in "much
smaller print" on second page), available at www.gao.gov/new.items/d061021.pdf.
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loan.”® As more risk factors are piled into the same loans — adjustable rates plus reduced
documentation — unsurprisingly, the likelihood of foreclosure rises as well.” It is well
recognized that particularly the failure to adequately underwrite mortgage loans leads to
increased foreclosures creating horrible home losses for homeowners and significant losses
for investors.>

In 2006 and 2007, federal regulators issued guidance and statements addressing the
widespread failure of underwriting in POA loans and other adjustable rate loans.” These
five federal banking regulators specifically challenged the practice of substituting rate
increases for underwriting.*® They identified three main failures of underwriting typical of
these loans: the failure to take into account future rate adjustments and negative
amortization in determining ability to repay, the failure to include tax and insurance
payments in determining ability to repay, and the widespread prevalence of stated income
loans.

The 2006 Interagency Guidance on Nontraditional Mortgage Products issued by these five
federal banking regulators focused on the payment shock occasioned by rate resets and
periods of negative amortization.”” The guidance urged lenders to underwrite loans to the
fully-indexed rate, as opposed to an initial teaser rate.”® This focus on the fully-indexed rate
was a large step forward from the practices of many lenders — and one which was vigorously
objected to by the mortgage industry.*

%2 See Gov't Accountability Office, GAO No. 06-1021, _Alternative Mortgage Products: Impact on Defaults Remains
Unclear, but Disclosure of Risks to Borrowers Could Be Improved 3 (20006), available at
www.gao.gov/new.items/d061021.pdf.

%3 $ee Susan E. Batnes, Patrice Jordan, Victoria Wagner & David Wyss, Standard & Poot's, Standard & Poor's
Weighs in on the U.S. Subprime Mortgage Market 12 (Apr. 5, 2007) (increase in early payment defaults within four
months of origination, particularly for loans with low documentation and a piggyback loan), available at
www2.standardandpoors.com/spf/pdf/media/TranscriptSubprime 040507.pdf. Thus, balloon payments and
ARMs appear to be markers for lack of loan affordability and consequent default risk rather than the cause of
default in themselves.

* See, e.g., M. Diane Pendley, Glenn Costello & Mary Kelsch, Fitch Ratings, The Inmpact of Poor Underwriting
Practices and Fraud in Subprime RMBS Performance Nov. 28, 2007), available at
www.fitchratings.com/cotporate/reports/report frame.cfmerpt id=356624 (noting the absence of adequate
underwriting contributed significantly to the elevated default rates in 2007).

% Statement on Subprime Lending, 72 Fed. Reg. 37,569 (July 10, 2007); Interagency Guidance on
Nontraditional Mortgage Product Risks, 71 Fed. Reg. 58,609 (Oct. 4, 2006).

%71 Fed. Reg. 58,609, 58,614 (Oct. 4, 2006) ("While higher pricing is often used to address elevated risk levels,
it does not teplace the need for sound underwriting.").

*"71 Fed. Reg. 58,609, 58,613-58,614 (Oct. 4, 2006).

% The fully-indexed rate is the interest rate that would be in effect at the time of origination, based upon the
index identified in the loan note plus the listed margin, absent a teaser rate. Even the fully-indexed rate does
not reflect the possible risk that interest rates will increase; it is not the maximum rate that can be charged
under the note. Itis only the rate that would be charged on the note had the interest rate calculations under
the note been imposed at the outset.

* Subprime Mortgage Market Turmoil: Examining the Role of Securitization, Hearings Before the S. Comm.
on Banking, Hous., & Urban Dev., 110th Cong. (2007) (statement of Sandor Samuels, Executive Managing
Dir., Countrywide Fin. Corp.) (60% of borrowers from Countrywide could not qualify at the fully-indexed
rate), available at http:/ /banking.senate.gov/index.cfmrFuseaction=Hearings.Detail&HearingID=256; Steven
Sloan & Joe Adler, How Freddie Cutbacks in Hybrids May Reverberate, Am. Banker, Feb. 28, 2007 (quoting
Wright Andrews, a lobbyist for nonbank lending institutions, as saying that most subprime borrowers cannot
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Despite these statements from federal regulators, the loans written after the
pronouncements are expected to default at a greater rate than those written before,”
According to a recent Wall Street Journal article, based on reports issued by Goldman Sachs
and Countrywide: As of December 2009, 28% of option ARMs were delinquent or in
foreclosure, according to LPS Applied Analytics, a data firm that analyzes mortgage
performance. Nearly 61% of option ARMs originated in 2007 will eventually default,
according to a recent analysis by Goldman Sachs, which assumed a further 10% decline in
home prices. That compares with a 63% default rate for subprime loans originated in 2007.
Goldman estimates more than half of all option ARMs outstanding will default.**
Unfortunately, this only makes clear that non-binding guidance and statements from federal
regulators are not sufficient to change the marketplace.

a. Payvment Option ARMs, Negative Amortization and Certain Interest Only
Loans are Unfair or Deceptive

As described above, Payment Option ARMs can lull a borrower into believing that low
payments are sustainable. Particularly when originated in a market where underwriting and
income verification were too often absent, or where underwriting was limited to the initial
payments on various types of ARMs, Payment Option Arms and their negative amortization
results can push homeowners into higher debt than expected and facing substantially higher
payments that those for which they have budgeted or for which they have been
underwritten. But Payment Option ARMs also are so complex because of their rate and
payment change date rules, and the potential for a principal to increase. These loans are
deceptive because, despite representations to the contrary, they are not a path to building
equity through homeownership and in general the homeowners who obtained them, and
who placed their faith in the originators who provided them, were unable to meet the terms
of the loan upon reset. The upcoming wave of foreclosures in 2009 and 2010 will make
clear just how broad that reach has been.

Payment Option ARMs also are unfair. By increasing a homeowner’s debt, the homeowner
actually loses home equity—a substantial injury—as well as being unable to pay down the
principal. Because many of these loans have and will lead to foreclosure, the results are
clearly devastating. This injury was not reasonably avoidable by consumers because the
terms of the loan were not clear to the homeowners and once the contracts was signed, the
consumer could not get out of it. The TILA disclosures do not make clear what the effect
of the negative amortization will be, and the loan note and other documents are sufficiently
complex that average homeowners, and vulnerable consumers, would have been unlikely to
identify the danger that lie ahead. The new GFE and maximum payment disclosures will
help with this, although Payment Option ARMs are sufficiently destructive that they still

afford the fully-indexed rate and requiring underwriting to the fully-indexed rate would prevent adjustable rate
mortgages from being made).

%0 e, e.g., American Home Mortgage Assets, LLC Prospectus supplement dated August 29, 2006 (to
prospectus dated April 21, 2006), American Home Mortgage Assets Trust 2006-4; Issuing Entity: American
Home Mortgage Servicing, Inc.; Servicer: American Home Mortgage Corp. showing that the lender #ndervrote
these POA loans only for the first year’s payments (at 9), also showing the 73% of the loans covered by this prospectus
were refinance loans.

®1 Ruth Simon, Option Arms See Rising Defaults, Wall Street Journal, January 30, 2009.



should hold no place in the panoply of financial products available to consumers. Again,
these loans provide no benefit to consumers or the market. They provided one of the
temporary bases for the housing bubble, but no long term benefits to consumer wealth,
homeowner or stability, and the market was unable to sustain these as a prudent product.

Interest only loans with an interest-only period beyond 10 years and loans with negative
amortization have similar effects as Payment Option ARMs. Accordingly, the arguments on
unfairness and deception equally apply to them.

b. Pavment Option ARMs should be banned.

Payment Option ARMs inevitably lead to negative amortization and often to default.
Moreover, their complex nature precludes the ability of consumers to reasonably assess their
costs and benefits. Payment Option ARMs do not assist homeowners in accruing equity,
and they too often lead to wrecked credit and lost homes. These loans helped fuel the real
estate bubble and have left decimated neighborhoods in their wake. Loans that by definition
undermine personal wealth and community development have no place in the mortgage
market.

Moreover, negative amortization loans with those with an extended interest-only period have
similar effects. Accordingly, they also should be prohibited.

Prepayment Penalties

Over 70% of subprime loans included prepayment penalties.” Payment of the yield spread
premium is often conditioned on the borrower's acceptance of a prepayment penalty.”
Thus, brokers have an incentive not only to put borrowers into a high-cost loan in order to
receive 2 YSP, but also to make sure the borrower is locked into the high-cost loan.”*

Prepayment penalties in these circumstances are seldom chosen by the borrower or in the
borrowers' interest. In addition, prepayment penalties are disproportionately imposed on
borrowers in minority neighborhoods.” Data is accumulating that borrowers in brokered

2 David W. Berson, Challenges and Emerging Risks in the Home Mortgage Business: Characteristics of Loans Backing
Private Label Subprime ABS, Presentation at the National Housing Forum, Office of Thrift Supervision (Dec. 11,
20006), available at http:/ /www.ots.treas.gov/docs/4/48978.pdf. See also Doug Duncan, Sources and Implications of
the Subprime Meltdown, Manufactured Housing Institute (July 13, 2007), available at
http://tondahall.com/tlhdocuments/lagunapresentation.pdf.

63 See Debbie Gruenstein Bocian, Keith S. Ernst & Wei Li, Ctr. For Responsible Lending, Unfair Lending: The
Effect of Race and Ethnicity on the Price of Subprime Mortgages 21 (May 31, 2000), available at
http://www.responsiblelending.org/pdfs /rr011-Unfair Iending-0506.pdf (noting that payment of yield spread
premiums is often conditioned on the imposition of a prepayment penalty).

% An informal oral survey from the dais during the June 2007 HOEPA hearing held by the Board indicated
that none of the attendees, presumably borrowers with prime loans, had prepayment penalties on their
mortgages.

% Debbie Gruenstein Bocian and Richard Zhai, Center for Responsible Lending, Borrowers in Higher Minority
Areas More Likely to Receive Prepayment Penalties on Subprime Loans (January 2005), available at
http://www.responsiblelending.org/pdfs/rr004-PPP Minority Neighborhoods-0105.pdf.
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loans receive no interest rate reduction from the imposition of a prepayment penalty. For
most borrowers, it is a lose-lose proposition.”

In 2002, the abuse by predatory lenders, some of which were non-depository “housing
creditors,” led the OTS to remove prepayment penalties from the designated loan terms
under its Alternative Mortgage Transactions Parity Act authority that state housing creditors
could place in their loans notwithstanding state law. As of the rule’s effective date, any state
law limiting prepayment penalties would apply to these creditors. We applauded this decision
then. Since these “housing creditors” already operate in many states without the ability to
charge prepayment penalties, and since credit unions also are prohibited from charging
prepayment penalties, it is clear that the market can function without this device. Thus, it is
clear that prepayment penalties are an unfair and deceptive practice.

a. Prepayment Penalties are Unfair or Deceptive

Prepayment penalties are deceptive. As noted above, while originators have claimed that
prepayment penalties were bargained for in exchange for a better rate, there is increasing
evidence that the opposite is true. Consumer received higher rates and prepayment
penalties. Prepayment penalties are unfair. They are associated with an elevated risk of
foreclosure.” By keeping the consumer in an unaffordable product, the guid pro gno between
lender and broker has contributed to the foreclosure crisis. Because prepayment penalties
are provisions in form contracts, consumers have been unable to bargain them away.
Consumers without them are generally those in the prime market, where they have not been
existent. Just the fact that they have thrived in a market of consumers who would be mostly
likely to want to refinance out of a higher-rate loan is evidence that consumers could not
avoid these products. A prepayment penalty is a complex and contingent contract term that
would be relatively immune to comparison shopping even if the disclosure regime were
drastically improved. This harm is not outweighed by any benefit to consumers or to
competition. Instead, prepayment penalties reduce beneficial competition, by making it
impossible for borrowers in bad loans to refinance with more responsible lenders.

6 See, eg.,, Gregory Ellichausen, Michael E. Staten & Jevgenijs Steinbuks, The Effect of Prepayment Penalties on the
Pmmg of § u/apmﬂe Mortgages 15 (Sept 20006), available at

df. (finding that prepayment penalties were associated with higher interest rates unless they controlled for
“borrower income, property value, loan amount, whether the loan was originated by a broker, and type of
interest rate,” in which case the difference shrank); see also Debbie Gruenstein Bocian, Keith S. Ernst & Wei
Li, Ctr. For Responsible Lending, Unfair Lending: The Effect of Race and Ethnicity on the Price of Subprime
Mortgages 3-4 (May 31, 20006), available at http:/ /www.responsiblelending.org/pdfs/rr011-Unfair Tending-
0506.pd (the presence of a prepayment penalty increased the likelihood that African Americans had a higher
cost subprime loan as compared to whites).

67 See, e.g., Morgan J. Rose, Predatory Lending Practices and Subprime Foreclosures — Distinguishing Impacts
by Loan Category 45 (Dec. 2000), available at

http://www.chicagofed.org/cedric/2007 res con papers/car 62 morgan j rose foreclosures draft.pdf
(prepayment penalties and balloon notes combined on a fixed rate refinance subprime loan increase the rate of
foreclosure 227%); Ellen Schloemer, Wei Li, Keith Ernst & Kathleen Keest, Ctr. For Responsible Lending,
Losing Ground: Foreclosures in the Subprime Market and Their Cost to Homeowners 21 (Dec. 2000),
available at http://www.responsiblelending.org/pdfs/foreclosure-paper-report-2-17.pdf (higher risk for
foreclosure for adjustable rate loans, loans with balloon payments, loans with prepayment penalties, and limited
documentation).
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b. Prepayment Penalties Should Be Banned

The Board, in a welcome move, limited prepayment penalties in its HOEPA rule for higher-
cost loans to a duration of two years or less, and then only when the loan has fixed payments
for at least four years. In the subprime market, prepayment penalties generally have been an
additional loan burden rather than a fee exchanged for a better rate, and prepayment
penalties disproportionately occurred in high-cost loans made to lower-income borrowers
and borrowers of color. The rescission remedy available for violations of this rule will help
ensure compliance. Borrowers with fixed-rate higher-cost loans, however, still remain
subject to prepayment penalties in the first two years, and no limits are put on prepayment
penalties in the prime market.

Prepayment penalties are very rare in prime loans. Their absence in a market where
borrowers refinance of their own volition combined with the widespread use of them in a
market where refinancings are originator-driven makes it clear that prepayment penalties are
being abused by the lending industry.

The Commission should adopt a rule that bans prepayment penalties in the entire market.

Yield Spread Premiums

Lender-Paid Compensation to Brokers Is Confusing to Borrowers

Lender-paid broker compensation has undoubtedly contributed to the overpricing of many
loans and the placement of thousands of borrowers with prime credit into subprime loans.”
Lender-paid broker compensation often gives brokers incentives to sell consumers higher
cost products. Lender-paid broker compensation in its most common form is a simple quid
pro quo. The lender pays the broker increasing amounts of money as the interest rate on the
loan increases. Lenders may also condition payments to brokers on other features of the
loan. For example, lender-paid broker compensation is sometimes pegged to a prepayment
penalty being included in the loan, the product sold (fixed-rate versus variable-rate, for
example), or the size of the margin or the initial rate for an adjustable-rate mortgage.
Occasionally, lenders will even pay brokers additional money for originating a no-doc loan.
In all of these cases, the lender pays more as the loan becomes more profitable to the lender,
without regard to the benefit or the cost to the borrower, or even the additional risk the
higher-cost loan creates for the ultimate holder. In each of these examples, the payment
distorts the broker’s incentives, is not transparent to the consumer, and is often a source of

gouging.

The costs of these tradeoffs can never be adequately disclosed to borrowers. As the Federal
Reserve Board has noted, most consumers are unaware of these incentives and believe that
the broker is acting in their best interests.”

8 See, g, Rick Brooks & Ruth Simon, Subprime Debacle Traps Even Very Credit-Worthy: As Housing Boomed,
Industry Pushed Loans to a Broader Marfket, Wall St. J., Dec. 3, 2007, at A1 (61% of subprime borrowers in 2006
were prime eligible).

973 Fed. Reg. 1672, 1698 (Jan. 9, 2008).
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Most borrowers are confused whenever lender-paid broker compensation is explained to
them. Survey respondents often respond to a disclosure of the amount paid by the lender
with the question, “Do I have to pay that, too?””" Often, when disclosure forms explain
broker compensation, borrowers actually do worse at picking the cheaper loan.”

Studies of disclosure for mortgage-broker compensation understate the problems real life
consumers are likely to have in the real world. First, of course, the studies happen in quiet
rooms, away from the pressures many homeowners experience when entering into a
mortgage transaction. More importantly, the studies look only at what happens when
borrowers are asked to compare two loans identically priced except for how the broker is
paid. The other fees, monthly payment, and the interest rate are held constant. But yield
spread premiums involve a tradeoff.”” If the lender-paid broker compensation drops, the
interest rate increases. At this point, borrowers are no longer comparing apples-to-apples,
but apples-to-oranges. The tradeoff between financed fees, fees paid out of pocket, and the
interest rate over time is at best a complicated calculus, and most borrowers cannot do it to
any degree of precision.”

While the details of the present value of lender-paid broker compensation are intricate, if all
the fees and costs are pressed into the rate, borrowers should be able to choose the roughly
right loan for their circumstances. In theory, an informed borrower could rely on a generic
preference in making the decision on how to pay the broker. The borrower who expected to
hold the loan for a relatively short period of time should choose, in most cases, to have the
broker paid by the lender in exchange for a rate increase. A borrower who expected to hold
the loan for a longer term would generally be better off financing the broker fees or paying

70 See, e.g., Kleimann Communication Group, Testing HUD’s New Mortgage Disclosure Forms with American
Homebuyers 17-18 (2007), available at

http://wwwhuduser.org/intercept.asprloc/Publications/PDF/Round 6.pdf (noting that percentage of survey
respondents able to identify cheaper loan dropped with addition of a sentence about lender-paid broker
compensation).

71 See, eg., James M. Lacko & Janis K. Pappalardo, Fed’L. Trade Comm’n, The Effect of Mortgage Broker
Compensation Disclosures on Consumers and Competition: A Controlled Experiment 28 (2004), available at
http:/ /www.fte.gov/0s/2004/01/030123mortgagefullrpt.pdf (adding yield spread premium disclosure to
prototype disclosures on two loans with the same terms and interest rate resulted in a drop in the identification
of the cheaper loan from 94% to 70%).

72 See, e.g., Kleimann Communication Group, Testing HUD’s New Mortgage Disclosure Forms with Ametican
Homebuyers 17 (2007), available at

http://www.huduser.org/intercept.asp?loc/Publications/PDF/Round 6.pdf (discussing “trade-off bullets”
comparing offered loan to one from same lender with hypothetical changes in the interest rate).

73 Howell E. Jackson & Laurie Burlingame, Kickbacks or Compensation: The Case of Yield Spread Premiums, STAN.
J.L.BUs. & FIN. 289, 354 (2007) (broker compensation is at its highest when brokers are paid from multiple
sources and at its lowest in no-fee loans, where borrowers need only compare the interest rates); William C.
Apgar & Christopher E. Herbert, U.S. Dep't of Housing and Urban Dev., Subprime Lending and Alternative
Financial Service Providers: A Literature Review and Empirical Analysis at x (2000) (“|Gliven the . . .
complexity of . . . the cost of [mortgages], even the most sophisticated borrower will find it difficult to evaluate
mortgage options.”); see also MACRO International, Inc., Design and Testing of Effective Truth in Lending
Disclosures 12, 15, 19, 41 (2007), available at

http://www.federalreserve.gov/dcca/regulation./20070523 /Execsummary.pdf  (borrowers have difficulty
aggregating fees); Mark Kutner, Elizabeth Greenberg & Justin Baer, U.S. Department of Education, A First
Look at the Literacy of America’s Adults in the 21st Century 1 (2005), available at
http://nces.ed.gov/NAAL/PDT/2006470.pdf (only 13% of the U.S. population can compare costs if some
intermediate calculation has to be petformed).
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them out of pocket. This simple analysis seldom plays out, however. A consumer is seldom
offered a straight choice between all in or all out. In many cases, the broker compensation
will be neither all in nor all out of the interest rate and there will be other fees and costs
besides the broker’s compensation to take into account. Given most consumers’ limited
ability to manipulate percentages and interest rates, such a task is clearly beyond all but the
most financially sophisticated consumers.”

Most borrowers cannot compare the cost of two loans when interest and fees are
disaggregated. Most consumers cannot calculate interest;” even fewer could begin to puzzle
out the relative merits of financing a broker fee or paying for it with a yield spread premium.
When borrowers are forced to compare loans with disaggregated fees, even when the
interest rate is the same, more than a third cannot identify the cheaper loan.”® Only at the
point when all the fees are pushed into the interest rate can most consumers intelligently
evaluate the costs of trading fees for interest.

Even if consumers could calculate the tradeoff between the financed fees and higher interest
rate, consumers are not given the baseline information they need to evaluate the true costs of
that tradeoff. Borrowers are not told, the interest rate for which they actually qualify. "

Nor are they given, in dollar amounts, the actual increase in interest they will pay in exchange
for having the lender pay their broker. Borrowers are instead presented with a done deal
from their broker, a broker whom they assume is acting in their best interests, since they are,
after all, paying the broker.

74 For a review of the quantitative literacy studies on this point, see Elizabeth Renuart & Diane E. Thompson,
The Truth, the Whole Truth, and Nothing But the Truth: Fulfilling the Promise of Truth In Lending, 25 Yale J. on Reg. 181
(2008).
75 Only 22% of the adult U.S. population in 1992 could even describe how to calculate interest, given a stream
of payments, an amount borrowed, and a total loan amount, according to the 1992 National Assessment of
Adult Literacy. The question and results are available at
http://nces.ed.gov/NAAL/SampleQuestion.asp?Nextltem’0&AutoR’2. Macro International, Inc., Design and
Testing of Effective Truth in Lending Disclosures 9, 26 (2007),
http://www.federalreserve.gov/dcca/regulation. /20070523 /Execsummary.pdf (borrowers have difficulty
calculating interest); Danna Moore, Survey of Financial Literacy in Washington State: Knowledge, Behavior,
Attitudes and Experiences 27 (Technical Report 03-09, Soc. & Econ. Sci. Research Ctr., Wash. State Univ,,
2003), available at http://www.dfi.wa.gov/news/finlitsurvey.pdf (same); Annamaria Lusardi & Olivia S.
Mitchell, Baby Boomer Retirement Security: The Roles of Planning, Financial Literacy, and Housing Wealth, ]. MONETARY
ECON. (forthcoming) (manuscript at 34), available at
http://www.dartmouth.edu/~alusardi/Papers/BabyBoomers.pdf. (same); Annamatia Lusardi & Olivia S.
Mitchell, Financial Literacy and Planning: Implications for Retirement Wellbeing 5, 8 (Oct. 2000),
www.dartmouth.edu/~alusardi/Papers/FinancialLiteracy.pdf (same).
76 James M. Lacko & Janis K. Pappalardo, Fed’l Trade Comm’n, Improving Consumer Mortgage Disclosure:
An Empirical Assessment of Current and Prototype Disclosure Forms 81 (2007), available at
http:/ /www.ftc.gov/0s/2007/06/P025505MortgageDisclosureReport.pdf; ¢ Susan Woodward, Consumer
Confusion in the Mortgage Market 2 (2003), http://www.sandhillecon.com/pdf/consumer confusion.pdf
(consumers who try to combine two or more price components in home mortgage shopping pay more for their
mortgages than consumers who are shopping on a single price component).
77 The rate sheets provided by lenders to brokers that specify the amount of compensation in exchange for the
type of loan sold or the interest rate are closely guarded in the industry as trade secrets and are not generally
available to borrowers. See, e.g., Rick Brooks & Ruth Simon, Subprime Debacle Traps Even Very Credit-Worthy: As
Housing Boomed, Industry Pushed Loans to a Broader Market, Wall St. J., Dec. 3,2007, at A1 (New Century rate sheet
warns, “Not for distribution to general public”).




Sophisticated borrowers may negotiate a tradeoff between lender-paid broker compensation
and borrower paid broker compensation and push the entire broker compensation into the
interest rate. However, in many cases, brokers receive compensation from both borrowers
and lenders, increasing their total compensation from lender payments as the brokers upsell
the borrowers.” Lender-paid broker compensation, when combined with borrower-paid
broker compensation, is pure gravy for most brokers, a lucrative source of extra cash, and a
strong incentive to brokers to operate in the lender’s interests, not the borrower’s. The
financial tradeoffs are complicated, hard to disclose adequately, and difficult to calculate
even when transparently disclosed.

Lender Paid Compensation to Brokers Results in Racially Disparate Pricing

Disparities in the pricing of home mortgage loans between whites and African-Americans
and Latinos exist at every income and credit level.” The disparities increase as the income
and credit levels of the borrowers’ increase. In other words, the wealthiest and most credit
worthy African-Americans and Latinos are, compared to their white counterparts, the most
likely to end up with a subprime loan. One stark example: African-Americans with a credit
score above 680 and a loan to value ratio between 80% and 90% are nearly three times as
likely as similarly situated whites to receive a subprime loan.* As Board researchers have

88, e.g., Howell Jackson & Jeremy Berry, Kickbacks or Compensation: The Case of Yield Spread Premiums
at 8 (Jan. 2002), available at http:/ /wwwlaw.harvard.edu/faculty/hjackson/pdfs/january draft.pdf (in a survey
of mortgage transactions, when yield spread premiums are not paid, brokers received on average no more than
1.5% of the loan amount); ¢f. Jack Guttentag, Another View of Predatory Lending 7-12 (Wharton Financial
Institutions Center Working Paper No. 01-23-B, Aug. 21, 2000) (reporting on a survey of mortgage brokers
showing no correlation between effort as measured by time expended and payment; brokers largely
compensated based on size of loan).

8ee, e.g., Debbie Gruenstein Bocian, Keith S. Ernst & Wei Li, Ctr. For Responsible Lending, Unfair Lending:
The Effect of Race and Ethnicity on the Price of Subprime Mortgages 11 (May 31, 2000), available at
http://www.responsiblelending.org/pdfs/rr011-Unfair Lending-0506.pdf; see also Jim Campen, Borrowing
Trouble V11: Higher-Cost Mortgage Lending in Boston, Greater Boston and Massachusetts, 2005 at 8 (Mass. Community
& Banking Council, Jan. 2007), available a# www.masscommunityandbanking.org (highest income Latinos
received high-cost home purchase loans at 6 times the rate of the highest income whites; highest income
African Americans 7.6 times to receive a high-cost home purchase loan than highest income whites); Geoff
Smith, Woodstock Institute, Key Trends in Chicago Area Mortgage Lending: Analysis of Data from the 2004
Chicago Area Community Lending Fact Book 10 (2006) (African-Americans and Hispanics more likely to
receive high-cost loan than white borrowers, disparity increases as income increases); Elvin K. Wyly, Mona
Atia, Holly Foxcroft, Daniel . Hamme, Kelly Phillips-Watts, American Home: Predatory Mortgage Capital and
Neighbourhood Spaces of Race and Class Exploitation in the United States, 88 Geografiska Annaler, Series B: Human
Geography 105 (2006) (finding geographic racial disparities in lending in Baltimore that cannot be explained by
income); Stephanie Casey Pierce, Racial Disparities in Subprime Home Mortgage Lending: Can the Difference
Be Explained by Economic Factors? (2006) (unpublished M. Pub. Pol’y thesis, Georgetown University),
available at http:/ /dspace.wrlc.org/bitstream/1961/3612/1/etd smc54.pdf (a survey of 2004 HMDA data
from Louisiana found that blacks were 13.82% more likely than whites to receive a high cost, first lien purchase
loan); ¢ Robert B. Avery, Kenneth P. Brevoort, & Glenn B. Canner, Higher Priced Home Lending and the 2005
HMDA Data, Fed. Reserve Bull. A123, A138 (20006) (piggyback loans more common in minority census tracts,
even holding income constant), available at
http://www.federalreserve.gov/pubs/bulletin/2006/hmda/bull06hmda.pdf .

808ee, e.g., Debbie Gruenstein Bocian, Keith S. Ernst & Wei Li, Ctr. For Responsible Lending, Unfair Lending:
The Effect of Race and Ethnicity on the Price of Subprime Mortgages 13 (May 31, 2000), available at
http://www.responsiblelending.org/pdfs/rr011-Unfair Lending-0506.pdf.




concluded, the origination channel—whether or not a loan is brokered—accounts for most
of the difference in pricing.”

Lender-paid broker compensation creates the incentives that drive much of the racially
disparate pricing.”” By encouraging brokers to overprice loans where and when they can,
lenders implicitly encourage brokers to target the vulnerable and gullible and those perceived
as vulnerable and gullible. Most borrowers naively believe that their lenders will give them
the loan they qualify for, and are insufficiently on their guard in dealing with brokers.
African-Americans and Latinos are particularly likely to believe that lenders are required to
give them the best rate for which they qualify.”

The mechanics and extent of lender-paid broker compensation reach beyond simply
overcharging African-American and Latino borrowers. Lenders use broker compensation to
lock African-Americans and Latinos into downwardly mobile borrowing and destructive
products. For example, lender payments to brokers are often conditioned on the borrower's
acceptance of a prepayment penalty.** Thus, brokers have an incentive not only to put
borrowers into a high-cost loan in order to receive additional compensation from the lender,
but to make sure the borrower is locked into the high-cost loan. Prepayment penalties in
these circumstances are seldom chosen by the borrower or in the borrowers' interest.”

81 See Robert B. Avery, Kenneth P. Brevoort, & Glenn B. Canner, Higher Priced Home Lending and the 2005 HMDA
Data, Fed. Reserve Bull. A123, A157-58 (2000), available at
http://www.federalreserve.gov/pubs/bulletin/2006/hmda/bull06hmda.pdf (pricing disparities between whites
and minorities highest for broker originated loans); Robert B. Avery & Glenn B. Canner, New Information
Reported under HMDA and Its Application in Fair Lending Enforcement, Fed. Reserve Bulletin 344, 380, 394 (Summer
2005), available at http:/ /www.federalreserve.gov/pubs/bulletin/2005/3-05/hmda.pdf  (same).
82 Debbie Gruenstein Bocian, Keith S. Ernst & Wei Li, Ctr. For Responsible Lending, Unfair Lending: The
Effect of Race and Ethnicity on the Price of Subptrime Mortgages 21-23 (May 31, 2000), available at
www.responsiblelending.org/pdfs/rr011-Unfair Lending-0506.pdf (discussing evidence and analysis
that links pricing disparities with broker activity and incentives); see also Press Release, Office of the New York
State Attorney General, Countrywide Agrees to New Measures to Combat Racial and Ethnic Disparities in
Mortgage Loan Pricing (Dec. 5, 2000), available at http:/ /www.oag.state.nv.us/press/2006/dec/dec05a 06.html
(pricing disparities between whites and minorities highest for broker originated loans).
83Mortgage Foreclosure Filings in Pennsylvania: A Study by The Reinvestment Fund for the Pennsylvania
Department of Banking 74 (Mar. 2005), available at http://www.trfund.com/policy/pa foreclosures.htm, citing
Fannie Mae’s 2002 National Housing Survey.
84See Debbie Gruenstein Bocian, Keith S. Ernst & Wei Li, Ctr. For Responsible Lending, Unfair Lending: The
Effect of Race and Ethnicity on the Price of Subprime Mortgages 21 (May 31, 2000), available at
http://www.responsiblelending.org/pdfs /rr011-Unfair Iending-0506.pdf (noting that payment of yield spread
premiums is often conditioned on the imposition of a prepayment penalty).
85Loans with prepayment penalties attached have higher rates of foreclosure, and in brokered loans, borrowers
generally receive no interest rate reduction in exchange for the imposition of the prepayment penalty. See, e.g,
Morgan J. Rose, Predatory Lending Practices and Subprime Foreclosures — Distinguishing Impacts by Loan
Category 45 (Dec. 20006), available at
http:/ /www.chicagofed.org/cedric/2007 res con papers/car 62 morgan j rose foreclosures draft.pdf

(prepayment penalties and balloon notes combined on a fixed rate refinance subprime loan increase the rate of
foreclosure 227%); Ellen Schloemer, Wei Li, Keith Ernst & Kathleen Keest, Ctr. For Responsible Lending,
Losing Ground: Foreclosures in the Subprime Market and Their Cost to Homeowners 21 (Dec. 20006), available
at http:/ /www.responsiblelending.org/pdfs/foreclosure-papet-report-2-17.pdf (higher risk for foreclosure for
adjustable rate loans, loans with balloon payments, loans with prepayment penalties, and limited
documentation); Gregory Ellichausen, Michael E. Staten & Jevgenijs Steinbuks, The Effect of Prepayment Penalties
on the Pmmg of §. ﬂhpmﬁe Mortgages 15 (Sept. 2000), available at
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The pernicious racially disparate impact of lender-paid broker compensation on pricing
makes it particularly important that the Board’s rulemaking is effective in reducing abuse and
creating transparency.

a. Yield Spread Premiums Are Unfair or Deceptive

Yield spread premiums contribute to borrowers receiving loans that are either unaffordable,
or more expensive than those for which they qualify. They are deceptive. Borrowers believe
that loan originators, especially brokers, are giving them the best deal for them when in fact
the brokers are paid to charge the consumers more. Unknown to most borrowers, the
broker's incentive structure is at odds with the borrowers' interests. Yield spread premiums
also are unfair. The harm to the consumer is measurable in the higher interest rate paid by
the borrower. This is substantial economic injury to the borrower and may contribute to
unaffordable payments that the borrower will face.

Moreover, consumers cannot reasonably avoid the injury caused by yield spread premiums,
where the process of broker payments is opaque to the borrower. Lender compensation
often is the lion's share of a broker's total pay. Usually, the amount of lender compensation
to the broker is not disclosed until closing; seldom is the reason for the compensation
disclosed; and never do the lender and broker disclose the interest rate bump or other
benefit the lender receives as its part of the quid pro quo. Even weak disclosures of the yield
spread premiums are often confusing and ineffective to consumers. Compensation
structures for internal loan officers are even more opaque and, therefore, possibly more
pernicious.

The powerful economic incentives and the enormous imbalance in information between
loan originators and borrowers have produced a highly dysfunctional mortgage market and
yield spread premiums have been a key driver of that dynamic. The current structure
incentivizes the lender and broker to collude in misleading the borrower into a high-priced
loan rather than to engage in substantive risk-based underwriting and pricing.

The harm from yield spread premiums is not outweighed by benefits to consumers or
competition. There is no benefit to consumers or competition from yield spread premiums.
Yield spread premiums cause homeowners to pay more for their loans, not because they
don’t qualify for better loans, but to inflate the income of brokers making the loans.
Moreover, the lack of transparency in the yield spread premium process precludes the ability
to consumers to shop on this basis. If anything, yield spread premiums led to a bidding war
where brokers were willing to upsell consumers for the highest bidder.

b. Yield Spread Premiums Should Be Banned Except in No Cost Loans

df. (finding that prepayment penalties were associated with higher interest rates unless they controlled for
“borrower income, property value, loan amount, whether the loan was originated by a broker, and type of
interest rate,” in which case the difference shrank); see also Debbie Gruenstein Bocian, Keith S. Ernst & Wei Li,
Ctr. For Responsible Lending, Unfair Lending: The Effect of Race and Ethnicity on the Price of Subprime
Mortgages 3-4 (May 31, 20006), available at http:/ /www.responsiblelending.org/pdfs/rr011-Unfair Tending-
0506.pdf (the presence of a prepayment penalty increased the likelihood that African Americans had a higher
cost subprime loan as compared to whites).
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Lender-paid broker Compensation Should Only Be Permitted When All of the Closing Costs Are Included
in the Interest Rate

The problem with yield spread premiums is that brokers are paid both out of the interest
rate and out of pocket. Most consumers simply cannot aggregate interest and fees to be able
to compare the cost of credit of two loans. The problem only gets worse when the
settlement statement is cluttered with a myriad of fees, some to the broker, some to the
lender, some to a settlement agent. If all of the fees are included in the interest rate, then
consumers can shop in a meaningful way on the total cost of the loan.

The Commission should prohibit the practice of paying the broker a yield spread premium,
which increases the interest rate, at the same time as the borrower is being charged other up-
front fees that purport to reduce the rate. Yield spread premiums should be prohibited
unless all other fees (other than escrow fees imposed in accordance with RESPA, actual
government fees, and title insurance and title examination fees, if paid to an unrelated party
and if bona fide and reasonable) are folded into the interest rate and no discount points are
charged. Additionally, no other lender-paid broker compensation should be permitted if the
borrower is making any direct payments to the broker.*

Al lender-paid broker compensation should be subject to the same rule.

Lender-paid broker compensation, whether or not it is covered in the interest rate, misaligns
the broker’s incentives. Lender-paid broker compensation in exchange for loans with a
prepayment penalty, a shorter fixed rate term, or a balloon note, to give a few common
examples, is no more benign and considerably less transparent than pure interest rate based
compensation. There is no reason to exempt even volume based lender-paid broker
compensation from the requirements of fairness and transparency. Even volume based
payments to the brokers by lenders will ultimately be paid by the consumer through the
consumer’s interest rate. Borrowers should always be told what the compensation
arrangements are; lenders should require brokers to act as the borrower’s fiduciary in
arranging the loan; all costs should be bundled into the rate to facilitate shopping; and all
broker fees must be treated as both higher-priced and HOEPA points and fees. To do
otherwise will simply move the gluttony of lender-paid broker compensation from interest to
other, less transparent and potentially more harmful, guid pro quos.

What wonld be the effect on competition and consumers if the Commission were to prohibit or restrict non-
bank financial companies with respect to the act or practice, but banks, thrifts, and federal credit unions were

not similarly prohibited or restricted?

Same as above—see 6c.

8 In this situation, lenders must list all charges incurred in the transaction on the settlement statement but
show them as P.O.C., paid outside of closing. Se¢e HUD Instructions in Regulation Z, 24 C.F.R. 3500
Appendix A. If the lender provides a credit to the consumer to cover closing costs, the credit must appear on
lines 204-209 of the settlement statement. See HUD Letter Regarding Disclosures on Good Faith Estimate and
HUD-1 Settlement Statement, Q 12, attached to OCC Advisory Letter AL 2000-5.
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Question 8 — Disclosure

The Federal Reserve Board is taking the lead on revamping mortgage disclosures with its
recent issued proposed rule on closed end credit under Regulation Z. The Board’s proposal
to incorporate almost all loan costs in the APR is a significant step forward in providing
transparency on mortgage costs. Importantly, this combines with the recently developed
requirements under the Mortgage Disclosure Improvement Act, which requires advance
notice to consumers of loan costs and redisclosure of significant changes to those costs.
The final piece of this puzzle is the revised Good Faith Estimate issued by HUD.
Homeowner now will be able to obtain summary information regarding loan closing costs as
well as summary information about the loan, all in one place.

Yet, it is important to remember that disclosure on its own can not stand in for substantive
protections. Only ability-to-repay requirements will affect the content of loans for most
homeowners. The market is too complex to assume that disclosures can level the playing
field between sophisticated corporations and lay homeowners.

Finally, it is essential that no disclosures be developed that would cause a homeowner to
waive the rights she has to substantive protections. The reason to require underwriting is
because a homeowner is not, on her own, in a position to both assess the loan and demand
the right package, without assistance from the law. Bargaining power between consumers
and originators is grossly disproportionate. Homeowners should not be required to sign a
form disclosure indicating their understanding of particular loan terms or their assent to
walve any rights. Simple, transparent, enforceable loan disclosures provided well in advance
of closing,”” combined with strong substantial regulation is the best protection a homeowner
can receive.

Question 9 — Incorporation of Board Rules

The Commission should incorporate the Board’s HOEPA rule under 15 U.S.C. 1639 into
the rule. While we ask the Commission to go farther, incorporating the current rules will at
least enhance the remedies for violations.

Question 10 — Recent reports, studies, or research provide data relevant to mortgage
origination rulemaking

Market Segmentation

Cassandra Jones Havard, Democratizing Credit: Examining the Structural Inequities of
Subprime Lending, 56 Syracuse L. Rev. 233 (20006) (discussing market segmentation and
information asymmetries).

Ronald J. Mann, “Contracting” for Credit, 104 Mich. L. Rev. 899, 914/-/915 (2005/-/20006)
(describing how complexity, segmentation, and unilateral modification of terms combine to
prevent increased consumer sophistication from reducing profits or increasing market
efficiency).

7 i~ . .
¥ Disclosures provided at the closing are too late to serve any purpose.
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Ronald H. Silverman, Toward Curing Predatory Lending, 122 Banking L..J. 483, 531/-/544
(2005) (discussing information asymmetries, rent seeking, lack of competition, and adverse
selection in predatory home mortgage lending).

Elvin K. Wyly, Mona Atia, Holly Foxcroft, Daniel J. Hamme, Kelly Phillips-Watts, American
Home: Predatory Mortgage Capital and Neighbourhood Spaces of Race and Class
Exploitation in the United States, 88 Geografiska Annaler, Series B: Human Geography 105
(2000) (arguing that lenders have targeted vulnerable neighborhoods).

Michelle A. Danis & Anthony Pennington-Cross, The Delinquency of Subprime Mortgages
7 (Fed. Res. Bank St. Louis, Working Paper 2005-022A Mar. 2005) (discussing economic
theories to explain market segmentation between prime and subprime), available at
http://research.stlouisfed.org/wp/2005/2005-022.pdf.

The Problems with Disclosure

Oren Bar-Gill, The Behavioral Economics of Consumer Contracts, 92 Minn. L. Rev. 749,
796-801 (2008) (discussing needed improvements in TIL disclosures primarily in the credit
card context, including the need for binding disclosures and disclosure of use patterns).

Patricia A. McCoy, Rethinking Disclosure in a World of Risk-Based Pricing, 44 Harv. J. on
Legis. 123, 128/-/138, 142/-/143 (2007) (discussing limitations of current disclosure regime
in providing relevant, binding information in a timely and useful manner).

Elizabeth Renuart & Diane E. Thompson, The Truth, the Whole Truth and Nothing but the
Truth: Fulfilling the Promise of Truth in Lending, 25 Yale J. on Reg. 181 (2008)(existing
finance charge and APR disclosures do not permit consumers to shop for credit in a
meaningful way).

The Cost of Credit

Michael LaCour-Little, Economic Factors Affecting Home Mortgage Disclosure 24 (May 18,
2007), available at http:/ /papets.sstn.com/sol3/papers.cfmrabstract id=992815 (loans
originated by brokers were, after controlling for other economic factors, significantly more
likely to have increased APRs from 2004 to 2005 than loans originated directly by lenders).

Sumit Agarwal, John C. Driscoll, Xavier Gabaix, & David Laibson, The Age of Reason:
Financial Decisions Over the Lifecycle 37 (Feb. 11, 2008), avazlable at
http://ssrn.com/abstract=973790 (finding that older and younger borrowers pay more for
credit than midlife borrowers across a range of credit products, perhaps because older and
younger borrowers do not understand “shrouded attributes,” such as the relationship

between higher LTVs and higher APRs).

Victor Stango & Jonathan Zinman, How a Cognitive Bias Shapes Competition: Evidence
from Consumer Credit Markets 3-4, Sept. 5, 2000,
http://papers.ssrn.com/sol3/papers.cfmrabstract id=928956.
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Mortgage Foreclosure Filings

Mortgage Foreclosure Filings in Pennsylvania: A Study by The Reinvestment Fund for the
Pennsylvania Department of Banking 74 (Mar. 2005), available at
www.trfund.com/policy/pa foreclosures.htm.

Consumer (Lack of) Understanding

James M. Lacko & Janis K. Pappalardo, Fed. Trade Comm’n, Improving Consumer
Mortgage Disclosure: An Empirical Assessment of Current and Prototype Disclosure
Forms, at ES-11 (2007), available at
www.fte.gov/0s/2007/06/P025505MortgageDisclosureReport.pdf (ptime borrowers have
difficulty answering questions about their loans; difficulty increases as loan becomes more
complex).

Consumer Fed. of Am., Lower-Income and Minority Consumers Most Likely to Prefer and
Underestimate Risks of Adjustable Mortgages 3 (July 26, 2004), available at
www.consumetfederation.org/releases.cfm#Consumer%?20Literacy (consumers cannot
calculate the increase in the payment in an adjustable rate mortgage and minimize the
interest rate risk by understating the increase in the payment; problem is present for all
categories, but particularly prono