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PROTECTING HOMEOWNERS:
PREVENTING ABUSIVE LENDING
WHILE PRESERVING ACCESS TO CREDIT

Wednesday, November 5, 2003

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON FINANCIAL INSTITUTIONS
AND CONSUMER CREDIT,
AND
SUBCOMMITTEE ON HOUSING
AND COMMUNITY OPPORTUNITY,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittees met, pursuant to call, at 10:05 a.m., in Room
2128, Rayburn House Office Building, Hon. Robert W. Ney [chair-
man of the Subcommittee on Housing and Community Oppor-
tunity] presiding.

Present: Representatives Ney, Bachus, Baker, Royce, Kelly, Ose,
Shays, Miller of California, Hart, Tiberi, Feeney, Hensarling, Gar-
rett of New Jersey, Brown-Waite, Harris, Kanjorski, Waters, Sand-
ers, Maloney, Velazquez, Watt, Ackerman, Sherman, Meeks, Lee,
Moore, Ford, Hinojosa, Lucas, Crowley, Clay, Israel, McCarthy,
Baca, Miller of North Carolina, Scott, and Davis.

Chairman NEY. The Subcommittee on Housing and Community
Opportunity will come to order, and it is also the Subcommittee on
Financial Institutions. We are doing a joint hearing. And I want to
thank Congressman Bachus. I will begin, and then I will be leaving
for a while, and Congressman Bachus is going to chair this. I ap-
preciate his interest in this issue.

I also want to say, also off the bat, that there are a lot of mem-
bers on this bill that—Congressman Lucas, my colleague, is the
primary author of this bill, along with myself and other members.
And I appreciate his willingness to tackle not only an important
issue, but also a tough issue.

Protecting consumers from abusive lending and predatory prac-
tices is of great importance to everybody in our country. We all rec-
ognize that some unscrupulous lenders, using unfair and deceptive
tactics, are costing Americans their homes and their livelihoods.

Because of a combination of misinformation and bad practices,
some borrowers have been deceived into receiving a loan they real-
ly can’t afford, while having the equity stripped out of their homes.
This is wrong, and I know we all agree that it has to stop.

As we all know, the problem in stopping these bad practices is
the difficulty in defining predatory lending. The Financial Services
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Committee is challenged with preventing abusive lending without
denying consumers access to credit. However, what might be good
for one consumer might, frankly, be wrong for another. That leads
us to today’s hearing. I think that everyone in this room agrees
that we must find a way to stop the practice of predatory lending.

For most Americans, much of their wealth is invested in their
homes. To have this equity stripped out can be devastating for
homeowners, especially the elderly who are relying on that equity
for retirement security. However, the question before us is, how do
you stop that which, frankly, I think is undefined.

Subprime lending is a legitimate and valuable part of our Na-
tion’s credit markets. Millions of Americans rely on subprime lend-
ing for everything from their children’s education to health care.
Placing onerous new restrictions on access to subprime credit will
be devastating for consumers and our Nation’s economy.

There are a number of ideas about how we can combat abusive
lending practices. For example, earlier this year, as I mentioned,
my good friend and colleague, Ken Lucas, and I introduced H.R.
833, which mixes new consumer protections with increased disclo-
sure and consumer education initiatives.

I have also been working with other members, including Con-
gressman David Scott, a member of our committee, and Congress-
woman Nydia Velazquez to craft a homeownership counseling bill
as a first step to educate consumers, combat abusive lending also.
These bills are part of an ongoing discussion on predatory lending.

Throughout this year, I have been working on a bipartisan basis
to foster discussion among the many interested parties about how
we can balance competing views on the most effective solution to
predatory lending. With the support of people like Chairman Bach-
us, whom I mentioned earlier, who has been instrumental in these
efforts, we are trying to find a common ground with comprehensive
solutions to the problem of abusive lending. I also appreciate the
input of Chairman Oxley on these issues. This hearing is another
important step in that process.

We brought together, I think, a very diverse group of people rep-
resenting consumer groups, industry and academia to hear what
they see as solutions to the problems of abusive lending. I want to
have a fair and open dialogue today so that members of this com-
mittee can continue working towards a bipartisan solution that will
protect consumers from abusive lending, while protecting their ac-
cess to affordable credit.

And I think the idea I want to re-stress is a fair and open dia-
logue. A lot of people don’t even want to discuss this subject, but
we know what happened in some of our States, including Georgia,
where the legislature had to come back and go through a lot of
things because, frankly, a lot of people were shut out of the housing
market, which is very unfortunate.

It is my personal belief that any potential legislation addressing
the issue of abusive lending must address the growing patchwork
of State and local predatory lending legislation. It must deal with
the emerging problems of ascertaining liability.

That concludes my opening statement, and I will yield to Mr.
Lucas.
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Mr. Lucas. Thank you, Mr. Chairman, Chairman Bachus. I ap-
preciate you all holding this hearing today, and I would like to as-
sociate myself with the remarks that you just made.

I think the important thing here is that with my background
prior to coming to Congress in banking and financial planning mat-
ters, I realized the importance of the issues that are facing us.
HOEPA in its present form isn’t working as well as it should.

And who is suffering from that? I think we are depriving people
out there, who have less than perfect credit, of owning a home; and
I look at my role. The reason I was willing to get involved in this
legislation, which could be contentious, is that we need to improve
on what we have now; and we need to keep the issues that are im-
portant with the consumer here, and also the people who are lend-
ing the money.

If we work together, we can make this better. And I think there
is nothing cast in stone in 833; I think we are open and willing to
listen to both sides as to what we might do to make this better.

And that is my purpose, if you will, to sort of be a referee and
a person to work out the compromise so we can allow more people
to have affordable housing at a reasonable price. Thank you.

Chairman NEY. I want to thank the gentleman for his support
and his opening statement.

Chairman NEY. Chairman Bachus.

Chairman BACHUS. Thank you, Chairman Ney, for convening
this joint hearing of our two subcommittees to review issues relat-
ing to the subprime mortgage lending industry in the United
States.

This hearing, which is titled Protecting Homeowners: Preventing
Abusive Lending While Preserving Access to Credit, will focus on
ways to eliminate abusive lending practices in subprime lending
markets, while preserving and promoting affordable lending to mil-
lions of Americans. This is an issue of critical importance to con-
sumers, as well as the financial services industry; and I believe
this hearing is a timely one.

Over the last decade or so, with low interest rates, a competitive
marketplace, and various government policies encouraging home-
ownership, a record number of Americans have had the opportunity
to purchase homes. A large number of these new homeowners have
enjoyed one of the many benefits of homeownership, using the eq-
uity in their homes for home improvements, family emergencies,
debt consolidation, and other reasons. Many of these consumers
were able to purchase and use the equity in their homes because
of the subprime lending market, which provides millions of Ameri-
cans with credit that they may not have otherwise been able to ob-
tain.

Many borrowers are unable to qualify for the lowest mortgage
rate available in the prime market, also known as the conventional
or conforming market, because they have less than perfect credit
or cannot meet some of the tougher underwriting requirements of
the prime market. These borrowers, who generally are considered
as posing higher risk, rely on the subprime market which offers
more customized mortgage protection to meet customers’ varying
credit needs and situations. Subprime borrowers pay higher rates
and servicing costs to offset their greater risk.
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Naturally, subprime mortgage originations have skyrocketed
since the early 1990s. Financial companies, nonbank mortgage
companies and, to a lesser extent, commercial banks have become
active players in the arena. In 1994, just 34 billion in subprime
mortgages were originated, compared with over 213 billion in 2002.
In about 8 years, we have gone from 34 billion to 203 billion.

The proportion of subprime loans compared to all home loans has
also risen dramatically. In 1994, subprime mortgages represented
5 percent of the overall mortgage originations in the United States.
By 2002, the share had risen to 8.6 percent. Unfortunately, the in-
crease in subprime lending has in some instances increased abu-
sive lending practices that have been targeted at more vulnerable
populations.

As Mr. Scott has said before this committee before, they target
the vulnerable; minorities, the elderly are two of these targeted
populations. These abusive practices have become known as preda-
tory lending. Predatory loan features include excessively high inter-
est rates and fees, balloon payments, high loan-to-value ratios, ex-
cessive prepayment penalties, loan flipping, loan steering, manda-
tory arbitration and unnecessary credit life insurance. Predatory
lending has destroyed the dream of homeownership for many fami-
lies while leaving behind devastated communities.

I hope today that we will move forward in developing ways to put
an end to these harmful and deceptive practices while continuing
to preserve and promote access for consumers to affordable credit.

In closing, I want to thank Chairman Ney and Congressman Ken
Lucas for their tireless efforts on this issue over the past year.
They are passionate about coming up with solutions and deserve a
great deal of credit for all of their work. They have authored H.R.
833, the Responsible Lending Act.

I want to also commend Congressman David Scott for his work
on H.R. 1865, the Prevention of Predatory Lending through Edu-
cation Act. He and I have just come from a forum held at the Press
Club, that the FDIC sponsored, where we talked about this legisla-
tion and other legislation promoting financial literacy and the im-
portance of that in our overall effort.

I look forward to working with Chairman Ney, Congressman
Lucas, Congressman Scott and with all of my other colleagues as
we continue to examine this complicated issue.

I have made no decisions as far as particular provisions of legis-
lation, what I will be supporting, what I won’t be supporting. I
think the purpose of this hearing is just the first step, at least in
my mind, of seeing if we can come up with a meaningful and bal-
anced bill.

Thank you, Chairman Ney.

Chairman NEY. Thank the gentleman.

[The prepared statement of Hon. Spencer Bachus can be found
on page 76 in the appendix.]

Chairman NEY. Mr. Sanders.

Mr. SANDERS. Thank you, Mr. Chairman. And I thank you and
Mr. Bachus for holding this important hearing. This is an issue
that I think we are going to see more and more attention paid to,
because I think all over this country not only in terms of home
mortgages, but credit cards and other areas, people are getting sick
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and tired of being ripped off by companies and paying outrageous
interest rates at a time when interest rates are historically low.

According to the Coalition for Responsible Lending, predatory
lending is costing U.S. families over $9 billion every year. And I am
pleased that George Brown with the Coalition is here today to dis-
cuss this national crisis.

Mr. Chairman, in the richest country on Earth, the record-break-
ing number of housing foreclosures in this country is a national
disgrace. Between 1980 and 1999, both the number and the rate
of home foreclosures in the U.S. Have skyrocketed by 277 percent.

According to an article in the New York Times, over 130,000
homes have been foreclosed in the spring of 2002 alone, with an-
other record-breaking 414,000 foreclosures in the pipeline.

Many of these foreclosures are a direct result of predatory lend-
ing practices through a subprime market that must be put to an
end immediately. In fact, according to the Mortgage Bankers Asso-
ciation, while subprime lenders account for 10 percent of the mort-
gage lending market, they account for 60 percent of foreclosures.

Predatory lending is a growing problem across the U.S. Des-
perate for homeownership or home improvements, more and more
people are being tricked into home loans with high interest rates
and fees that are impossible to pay, and eventually lead to fore-
closure.

Predatory lending is being perpetrated by the likes of CitiGroup
and Household International. As a result of legal actions filed by
the Federal Trade Commission, CitiGroup agreed in September to
reimburse consumers $215 million for predatory lending abuses,
which represents the largest consumer settlement in FTC history.

Due to the good work of Iowa Attorney General Tom Miller, who
is with us today—and we welcome you for being here—and other
State Attorneys General, Household International has agreed to
pay 484 million to reimburse victims of predatory lending, rep-
resenting the largest direct payment ever in a State or Federal con-
sumer case.

Homeownership is the American dream. It is the opportunity for
all Americans to put down roots and start creating equity for them-
selves and their families. Homeownership has been the path to
building wealth for generations of Americans. It has been the key
to ensuring stable communities, good schools, safe streets.

Predatory lenders play on these hopes and dreams to rip people
off and rob them of their homes. These lenders target lower income,
elderly, and often unsophisticated homeowners for their abusive
practices. What a lovely way to live one’s life and run a business.

But let us not forget, when we are talking about predatory lend-
ing, we are not just talking about mortgage lending, as bad as that
is. We are talking about auto financing and credit card companies
as well.

Mr. Chairman, Mr. Bachus, I appreciate the opportunity to work
with you against what I think is one of the most egregious preda-
tory lending practices, the credit card interest rate bait-and-switch
in which credit card companies double or triple the interest rates
because a person is late on a student loan 3 years ago, or even
maybe missed one credit card payment.
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And mark my words, this is an issue that even the United States
Congress will eventually begin to deal with because millions of peo-
ple are tired of being ripped off not only by predatory lenders in
mortgages, but by predatory lenders on credit cards as well.

We know of an instance where a person was paying 9 percent on
their interest rates. Suddenly, they got a payment, and they were
paying 14 percent. When asked what happened, when they made
a call and asked what happened, the company said, Oh, you called
us; we will bring it back to 9 percent, with the assumption that
people who did not notice would be paying 14 percent. No reason,
no late fees, no nothing.

So I think, Mr. Chairman, this is an issue in terms of mortgage
rates which affects lots of people, but it goes beyond mortgage
rates, and I look forward to working with you.

But I want to say one point. I am not in agreement that the
United States Congress should preempt the ability of States to go
forward. We have examples here in Iowa, North Carolina, and my
own State of Vermont where governors, State legislatures, Attor-
neys General have stood up for consumers; and I think that in a
nation which has 50 States we have got to respect the rights of
those States to go forward. States are laboratories of democracy;
and I do not agree with the trend that we are increasingly seeing
from a quote, unquote, “conservative Congress” about taking away
the ability of States to protect consumers.

So I feel strongly about that and look forward to working with
you on that issue.

Chairman NEY. Before we proceed on, I would please note to
members, today I am going to have to be very strict on the 5 min-
utes, because if everybody has a 5-minute opening statement,
which is fine, we have got to get to the witnesses. So I will bang
the gavel at the 5 minutes. Please try to observe the clock.

We will go on to Chairman Baker.

Mr. BAKER. Thank you very much, Mr. Chairman. I want to com-
mend you and Mr. Bachus for your good work on the subject, and
I commit to support the product that you two develop in this area
of needed reform.

I will try to be brief and to the point. The only reason for my
comment this morning is, having read through some of the testi-
mony we are likely to receive here in the course of the hearing this
morning, I am concerned by some of the recommendations that I
have read with regard to the appropriate remedy.

Certainly individuals should have access to credit that is fair and
balanced, priced for the risk that the extension of credit requires.
Certainly the repayment terms should not be those which would
lead to confiscatory practices, taking away the right to property by
unreasonable repayment penalties. Certainly, individuals who find
themselves affronted have access to some appellate process before
they are thrown out of homeownership.

Having said all of that, all of us don’t have the same credit. I
find myself probably in the circumstance which a lot of people find
themselves in, that you don’t always get what you ask for in the
way of extensions of credit. But the remedy to pricing risk is not
to say that because there have been abusive practices, we should
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simply eliminate extensions of credit. Everybody needs access to
credit.

Ultimately, at the end of the process, I hope that we can find a
way to ferret out the wrongdoers, those who are victimizing the in-
nocents who can’t make the educated decisions they need to make
for their own best financial interests; but at the same time, not
preclude access to credit. If we close one lending window, the mar-
ket is simply going to open another one somewhere else, and I sug-
gest that the replacement window will be far more costly and bring
about far more adverse consequences than a properly regulated
mortgage industry.

So I stand in defense of the practice of extension of credit, priced
on the risk which the lender assumes by making the money avail-
able in the first place. That is a good system. And where we can
find wrongdoers that are engaging in practices not already in viola-
tion or Federal or State law, let’s go get them. I will join with any-
one in that effort and I do believe that that is an appropriate direc-
tion for us to take.

I again commend you, Mr. Chairman, for your leadership on this
important subject, and yield back.

Chairman NEY. I want to thank the Chairman.

Chairman NEY. Mr. Scott of Georgia.

Mr. ScoTT. Thank you very much, Mr. Chairman. I appreciate it
very much.

This is an extraordinary hearing on a monumental problem. It
is a problem that we in Georgia have been grappling with for many
years. I was very privileged as a State Senator in the Georgia gen-
eral assembly many years ago, to tackle one of the most serious
and the very first predatory lending cases to come before the Na-
tion. As some of you may remember, it was the Fleet Finance situa-
tion.

We had a very broad usury law of 5 percent on the unpaid bal-
ance per month, which yielded out to 60 percent. And Fleet came
down and took advantage of that and was charging up to 60 per-
cent interest rates on second home mortgages. We moved to deal
with that forthrightly.

We have wrestled with a lot of things. We have wrestled with
trying to throw a net around the whole industry to catch that pred-
atory lender. I found out some things. I found out, one important
thing is that you have got to prepare for the storm before the hurri-
cane is raging. An ounce of prevention is worth a pound of cure.

Education, I have found out, is the key. Because we—this is a
targeted effort, the vulnerable among us are targeted, the
uneducated are targeted, the African Americans are a target, His-
panics are a target, language barriers are a target. When we are
dealing with high finances, just simply with home finances espe-
cially, it is a very complicated issue no matter what we put on the
books as laws.

And we must put strong laws on the books; don’t get me wrong
about that. But I have found that where we are weak in this coun-
try is not having a strong vision of America that says we must
have a financially literate nation. We are not there, and the pres-
sure is on us to continue.
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We are having a browning of America as I speak. Our growing
populations are those populations of Hispanics and African Ameri-
cans that are changing the complexion of this country. Education
is needed here.

And so with that beginning, coming onto the financial services
committee, I wanted to bring that kind of experience. We put a bro-
kers licensing bill on. We recently in Georgia put the Georgia Fair
Lending Practices Act on. And we went into an area of assigning
liability that stretched just so far that we have come back in Geor-
gia, we have had to go back and redo that because of the bonding
requirements. Standard & Poor’s would not back up those loans.

So where that brings us is to my initial point, that we must now
look at financial literacy and financial education as a way to not
solve all of the problems—I don’t prescribe that this financial lit-
eracy is the panacea or the answer for all of the problem, but it
is one of the most important components.

And I am very privileged and very delighted to have joined in
with Chairman Ney and Chairman Oxley and Ranking Member
Frank, Mr. Shays, Mr. Watt, Mr. Clay, Mr. Meeks, many of us who
are very much concerned about arming our folks with the edu-
cation that is needed.

And so we have put together a bill, which we call the Prevention
of Predatory Lending Through Education Act. And, of course, real-
izing as a freshman Democrat that if we want to get something
through, you have to partner, I am very proud to say that we have
been successful in partnering this bill with Chairman Ney’s bill,
which we, of course, know will get through, as the ranking member
and the Chairman of the subcommittee. It has been incorporated
into a part of his overall housing counseling bill; I appreciate
Chairman Ney for doing that.

Essentially, I would like to end by just telling you exactly what
this bill would do. It would do four major things. One, we would
provide grants to States and nonprofit agencies for programs that
educate consumers, especially low-income borrowers and senior citi-
zens about lending laws, counseling programs for homeowners and
prospective homeowners, regarding unscrupulous lending practices
and referral services for homeowners and prospective homeowners.

And secondly, which I think is the kernel of this law, it would
create a nationwide toll-free number to receive consumer com-
plaints regarding predatory lending practices, provide information
about unscrupulous lending practices, refer victims to consumer
protection agencies and organizations, and create a database of in-
formation for consumers.

I think that this 1-800 number is a help line. We can get that
message out, target it to the most vulnerable groups. And one mes-
sage, if nothing else, will be, Before you sign on the dotted line, call
this 1-800 number. I think that kind of preventive medicine is
what is needed.

Thirdly, it will coordinate government agencies and nonprofit or-
ganizations that provide education counseling to consumers who
have been victims of predatory lending and practices to get those
community organizations—the AARP, the NAACP, the grass-root
groups who are interfacing on the front lines of this battle—to get
them some grants to market the 1-800 number if nothing else.
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And, thirdly, it would establish a predatory lending advisory
council under the Department of Housing and Urban Development,
comprised of community-based organizations, homeowners and gov-
ernment officials.

Thank you, Mr. Chairman.

Chairman NEY. Thank you. I appreciate your statement. In fact,
the gentleman has pointed out he has been successful as a fresh-
man Democrat. In fact, you are successful; I made you chairman
of a subcommittee when I introduced you.

Mr. ScoTrT. Thank you very much. I appreciate it.

Chairman NEY. Thank you. We will talk later.

And with that, I will move to the Vice Chair of the full com-
mittee, the Congresswoman from New York, Mrs. Kelly.

Mrs. KELLY. Thank you, Mr. Chairman. In the interest of time
and because we have a large panel, I have no statement. Thank
you for the time.

Chairman NEY. We will be moving to Mr. Hensarling.

Mr. HENSARLING. Thank you, Mr. Chairman. I certainly appre-
ciate you and Chairman Bachus for holding this hearing. As I read
the title of the hearing, “ Protecting Homeowners, Preventing Abu-
sive Lending While Preserving Access to Credit”, I certainly hope
that we don’t lose focus on the second half of this phrase, “while
preserving access to credit.” .

If T did my homework properly, I believe that we are now in
America enjoying the highest rate of homeownership in the history
of the Republic. Those of us who sat through the many, many hear-
ings on the Fair Credit Reporting Act heard witness after witness,
testimony after testimony, testifying to the effect that we have the
lowest cost of credit and the most available credit in the free world.
We need to be very, very careful that we don’t do anything that
would harm this incredible proconsumer phenomenon or we our-
selves may be guilty of abusive legislating.

As I read the staff memo, I also was interested to find out that
what we call abusive practices, known as “predatory lending,” we
have yet to come to a consensus on exactly what that means. So
I am looking forward to the testimony to find out what are these
fraudulent, unfair, deceptive practices and what can we do to have
a narrow, tailor-made remedy for them.

What I want to be careful about, though, and I certainly will not
conclude that simply because one who controls credit decides to
charge one customer a different interest rate, or another, offer him
less generous terms, that that somehow is equivalent to predatory
lending.

Also, I hope that we don’t conclude that it is our mission to ab-
solve borrowers of their individual responsibility. There is also a
phenomenon out there that we should explore known as predatory
borrowing, people who go out and borrow money and have no inten-
tion whatsoever of paying it back.

Those who control our own capital, who make it available for
home mortgages should and must be able to price the cost of their
credit based upon their assessment of the credit risk. It is called
freedom and it leads to free enterprise. It leads to effective market
competition, and that is indeed the consumer’s best friend.
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And certainly the mortgage lending business, as I observe it,
gives all of the appearance of being a competitive marketplace. By
unnecessarily restricting the terms by which legitimate lenders do
business, credit lines can dry up. The cost of credit could go up 50
basis points, 75 basis points, maybe 2 percentage points, all leading
to what I hope we want to avoid, and that is less credit opportuni-
ties, more expensive credit, and fewer Americans enjoying the
dream of homeownership.

If I remember right, part of the physician’s oath is to first do no
harm. We need to make sure that, again, as we address a very seri-
ous problem, predatory lending, we come up with a very narrow
and specifically tailored remedy to whatever definition we apply to
predatory lending.

For example, if our Nation wanted to crack down on speeders, we
could go out and we could confiscate every fourth car, put gov-
ernors on the other engines to make sure that they never exceed
20 miles an hour. Unfortunately, that would be an affront to per-
sonal freedom and effectively outlaw driving as we know it.

By cracking down on predatory lending, which we must do, let’s
be careful that we do not effectively outlaw subprime lending and
the hope of homeownership for millions of Americans.

I yield back the balance of my time.

Chairman NEY. I thank the gentleman.

Chairman NEY. Mr. Watt.

The gentleman yields to Ms. Velazquez from New York.

Ms. VELAZQUEZ. Thank you, Mr. Chairman.

First, I want to thank Chairman Bachus and Chairman Ney for
holding this hearing. The interaction between predatory lending
and the subprime market is complex, and it is my hope that this
hearing will help us move forward on this important issue.

Historically, homeownership has been a path leading to wealth
and economic security for millions of American families. Today in
the United States, one-half of all homeowners hold at least 50 per-
cent of their net worth in home equity. This rate is even higher for
minorities and low-income families. By building equity in their
homes, families are able to send their children to college, start new
businesses, or endure crises like job loss or illness.

For many Americans, it is sad to say that predatory lending is
a threat to these possibilities. It forces families to declare bank-
ruptcy because they cannot make payments for mortgages that
shouldn’t have been made in the first place. It rips them apart and
leaves their financial futures and the futures of their children in
jeopardy.

As we all know, predatory practices are nothing new, but they
have become more widespread with the expansion of subprime
home equity lending. Over the last decade, this market has grown
dramatically, becoming a major source of revenue for lenders and
an effective homeownership tool for borrowers.

This growth has attracted new lenders and mortgage brokers to
the market. To many borrowers, a subprime loan provides an op-
tion they might not have had otherwise, because of poor credit his-
tories or high existing debt. These loans permit these borrowers to
refinance their existing loans or to consolidate other debts at better



11

rates. As a result, these borrowers are able to save more of their
money and increase their standard of living.

While subprime lending has been a great option for many bor-
rowers, it has also led to more aggressive competition for loan vol-
ume; that, in turn, has provided greater incentive for deceptive
lending practices. In recent years, States have moved to curb pred-
atory lending by enacting legislation to prevent unscrupulous lend-
ers from taking advantage of minorities, seniors and other vulner-
able homeowners. But it is clear to me that we must balance the
desire to retain States’ and localities’ rights to enact legislation
with the need for an efficient Federal banking system that encour-
ages the free flow of capital into those communities.

Beginning today, we will attempt to reduce the prevalence of
predatory practices without negatively impacting the subprime
market. I hope this will be the start of a longer debate that will
lead to positive solutions on how to protect vulnerable and
unsuspecting borrowers. Congress needs to move forward with a so-
lut(iion next year before millions more American families are victim-
ized.

I look forward to continuing our work together on this issue.
Thank you.

Chairman NEY. Thank you.

Chairman NEY. Mr. Garrett of New Jersey.

Mr. GARRETT OF NEW JERSEY. I yield back.

Chairman NEY. Mr. Royce of California.

Mr. Roycke. Thank you, Mr. Chairman. I want to thank you and
Chairman Bachus for holding this timely hearing on housing fi-
nance. And I would also like to thank our distinguished witnesses
for appearing today. We look forward to their testimony.

I am very concerned, Mr. Chairman, that a number of States and
a number of localities are increasingly creating laws and obstacles
for firms trying to offer mortgages to customers in the nonprime
market. And, in reality, these States are driving out responsible
lenders and are leaving consumers in the nonprime market without
very many options.

I am encouraged to see that there is a growing recognition by
many of my colleagues that nonprime lenders are playing an im-
portant role in helping millions of Americans achieve the dream of
homeownership, and I hope a solution can be found that enables
responsible nonprime lenders to continue operating their busi-
nesses throughout the Nation. In my view, it is crucial that this
committee does not place unnecessary burdens on responsible
nonprime lenders, because in the end, that will only restrict con-
sumer access to credit.

And once again I thank you, Chairman Ney, and I thank Chair-
man Bachus for having this hearing today. I look forward to work-
ing with my colleagues on this issue, and I yield back.

Chairman NEY. Thank the gentleman.

Chairman NEY. Also, a note to members: Without objection, all
members’ opening statements that they would like to make, if they
want it for the record, will also be submitted for the record.

Mr. Watt.

Mr. WATT. Thank you, Mr. Chairman. I want to first thank you
and Chairman Bachus for convening this important hearing and
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letting us get a start this year on thinking about these difficult
issues. And they are difficult, especially at the center of the debate,
around the perimeters of the debate.

I really don’t know anybody, I have never heard anybody say
that they liked predatory lending. But when you try to find the di-
viding line between prime and subprime and predatory, it can get
to be a very difficult proposition.

So, in that sense, my comments are not far from where Mr.
Baker’s comments were, because we have to figure out what inter-
est rates are a reflection of increased risk and what interest rates
represent unfair or illegal opportunism or abuse. States and the
Federal Government have been kind of wrestling with this prob-
lem, and I think will continue—some challenges that are very im-
portant to be worked out.

Some of the lenders in this area are not—do not have Federal
regulators, and some of them do have direct Federal regulators.
Some States have worked hard to address these problems in dif-
ferent ways. North Carolina seems to be taking the place of Cali-
fornia in taking the lead on some of those issues and finding the
right balance. But I remember that 2 or 3 or 4 years ago, when the
North Carolina law was being debated, all of the lenders thought
that it was the worst thing that could possibly happen to them.
They subsequently came to realize that it was a pretty darn good
balance, once they saw what Georgia did.

So this can be difficult. If we had federalized and preempted all
State laws back in 1994 when we passed the Homeownership and
Equity Protection Act, we now would know that that was not an
appropriate floor, certainly not an appropriate ceiling, for every
kind of situation.

So I am a little leery of the notion that we should be talking
about preempting all State laws in this area, both because I think
States have—have done a lot of work in this area. States regulate
directly some of these lenders where Federal regulators are not re-
sponsible for them, and States, as Mr. Scott has said, can back up
and go down another path a lot quicker than the Federal Govern-
ment tends to be able to back up and go down another path.

So I think we have got some difficult work ahead trying to estab-
lish what the appropriate Federal role is, trying to establish what
the appropriate Federal floor should be, and trying to establish
that the States should continue to have leeway to set their own
regulations, because they are closer to these lenders than we are.

Having said that, this hearing, I think, will help to set some of
that groundwork and get us started thinking about these issues,
because we have to roll up our sleeves next year and really come
to grips with these difficult issues, which as I said around the
edges are very easy if you call somebody a “predatory lender,” but
in a more defined context can be very difficult to resolve.

I thank the gentleman, and I yield back.

Chairman NEY. Thank you.

Chairman NEY. Mr. Miller of California.

Mr. MILLER OF CALIFORNIA. Thank you, Chairman Ney. Thank
you for having this hearing today.

A lot of times people talk about subprime. When they do, they
talk about extremely poor people or senior citizens or minorities,
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where in reality the majority of these people are 40 to 50 years old,
incomes from $50- to $75,000 a year, and the majority of them are
not minority.

But you have a group in this Nation whose credit rating is not
what it should be. They have had problems with repayments, they
have had problems in the past with certain issues, and they just
don’t qualify for the same rates and conditions of a person who has
good credit and has a reliable source to repay a loan.

My concern is that we may do something to impact this subprime
market that really hurts people who want to own their own home,
and if it were not for the subprime market, they would not qualify
under prime; and then they are forced to go into a market where
they pay extremely excessive rates, if they can even get them, and
they generally are put in a situation where they are not able to
achieve homeownership.

It is pretty easy to look at the majority of predatory practices,
excessive prepayment penalties, unfair pricing, steermg people to
higher-priced loans and virtually putting their equity in jeopardy,
where they can really qualify for lower loans, financing points and
fees through the loans.

There are certain things that predatory lenders do that you can
separate them from a quality lender who is lending to subprime.
And the last thing I know we want to do is to force people out of
the marketplace. We are trying right now to get people out of gov-
ernment housing, trying to get them out of Section 8, trying to do
everything we can to achieve the American dream, that is, own
your home, so as the years grow and the time goes past, people
have equity, they have wealth in their life all of a sudden, where
they would not if they are renters.

And I think we need to move very carefully. I am looking at what
some States have done trying to deal with subprime; they deal with
mortgage originators and then they pass that same liability on to
the secondary market for subprime. I think they are eliminating
the option for people out there, because if there is no secondary
market, if you don’t get in with the prime, having to maintain that
loan, you are going to deal with elimination of options available in
the marketplace.

And so I really anxious to hear the testimony. I am looking for-
ward to this hearing. I know the Chairman has a passion for this,
as I do. Our goal is to make sure that we do everything that we
can in the marketplace to create opportunity for people to become
homeowners.

I yield back the balance of my time.

Chairman NEY. The gentlelady, Mrs. McCarthy of New York.

Mrs. McCARTHY. Thank you, Mr. Chairman. I will submit my
opening statement so we can go forward on the testimony. Thank
you.

Chairman NEY. I thank the gentlelady.

Chairman NEY. The gentleman, Mr. Crowley of New York.

Mr. CROWLEY. Mr. Chairman, I thank you, Chairman Ney and
Chairman Bachus, as well as Ranking Members Waters and Sand-
ers for holding this joint committee hearing today on lending prac-
tices.
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I hope that this will be the first of many hearings on lending
issues, as there are a number of questions, a lot of misconceptions
on the need for a Federal role to eliminate predatory lending as
well as foster a climate for growth of subprime, or as I call them,
“working family loans.” .

Having seen the tripartisan way, Mr. Bachus, Mr. Sanders and
this whole committee worked on FCRA, I am optimistic that this
committee can craft a bill that all segments of our diverse caucus
can rally around. One of the misconceptions out there is that this
issue is a Republican issue, a rich banker’s issue that—that to best
protect our constituents, that we need to kill all lending outside of
prime. And I strongly disagree with that premise.

The issue of subprime is a Democratic issue. With all due respect
to my Republican colleagues, it is our constituents, whether they
be in Queens, New York, South Central Los Angeles or Boston that
will benefit by a tough Federal law that takes out the predators
but encourages subprime lending. Our constituents are the working
people with little credit history and, formerly, low to no availability
of capital without subprime loans.

While many people look at some of the high-profile failures out
there, like the predatory lending practices that no one supports—
no one supports and should be banned outright, we need to refocus
the discussion on the problem of the past, that of the situation of
communities in the days prior to the availability of subprime lend-
ing. That problem was simple: no availability of capital in our com-
munities, zero, none.

The truth is, subprime loans go to riskier borrowers. But if the
subprime market dries up or is legislated out, we will return to the
days of no capital flow in our districts.

I have talked a number of times with my neighboring Bronx col-
league, Congressman Serrano, about the increasing homeownership
rates over the past decade in the South Bronx, a community that
we now share. You saw people with a work ethic and a desire to
do better for themselves and their families, but with little capital,
obtain loans to buy homes for $70,000 and turn that around into
a nice profit in less than a decade, a real wealth creation in a very
unlikely place. This is the success story of subprime.

For every horror story there are 20 success stories. While some
would argue that subprime loans are giving money to people who
cannot handle it, I don’t buy that argument. According to National
Geographic, I represent the most diverse community in the world
in Elmhurst, Queens. It is bustling with small businesses and new
homeowners, most of whom have no traditional experience with
banks, no credit history and have to turn to the subprime market
for loans. Without subprime, they would haven’t gotten any capital,
they wouldn’t have the investments, the entrepreneurship, the
wealth creation anyone can see on 74th Street in Jackson Heights
and throughout my district.

This is a core Democratic issue of economic fairness and advanc-
ing capital to our constituents—Fairfield, Connecticut, has all of
the capital they want; The Bronx doesn’t—and it would be so ad-
versely affected without subprime market in existence and—as we
say, in the days before subprime. Good legislation can be crafted
that can serve the interests of business and the consumers. That
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legislation will be written by Democrats for our constituents, and
I hope to work with all sides in crafting this bill for our core con-
stituencies.

Again, I commend you for holding this hearing today and yield
back the balance of my time.

Chairman NEY. Thank the gentleman.

Chairman NEY. The gentlelady from Florida, Ms. Harris.

Ms. HARRIS. Thank you, Mr. Chairman. I wish to thank you and
Chairman Bachus for holding this joint subcommittee meeting on
this very important topic of subprime lending. I also want to thank
our distinguished panelists for joining us today and for their testi-
mony.

Consumer protection through disclosure has constituted a staple
of Chairman Oxley’s leadership of the Committee on Financial
Services. Our discussions regarding this matter should remain con-
sistent with this theme, and I believe that homeownership provides
families and individuals with an unprecedented opportunity to cre-
ate wealth.

Studies show that the average net worth of income of persons
who are renting is about $900, yet it skyrockets to over $70,000
when they own their own home, thereby creating wealth and an
asset that they can convey to their children and grandchildren. For
most Americans, though, the ability to secure a mortgage is central
to their ability to purchase a home, of course, and the damaged
credit that has resulted from past mistakes or financial reversals
can serve as a major obstacle thus, the willingness of certain indus-
try institutions to underwrite the increased risk associated with
the damaged-credit constituent constitutes an important service
that provides a second chance for millions of people.

Regrettably, the abusive practices of bad actors that prey upon
elderly and minority populations often has resulted in the demoni-
zation of an entire subprime industry.

Nevertheless, we can’t ignore the effects of predatory lending if
we truly seek to help nonconventional borrowers to overcome sub-
standard credit. While I applaud industry and State-level initia-
tives to address unscrupulous lending practices, I contend that we
must formulate a national policy that supplements and enhances
these efforts. I look forward to the suggestions that today’s panel
will present, which I hope will provide us with a viable alternative
for reforming the subprime industry without eliminating the crit-
ical borrowing opportunities that enable men, women and children
to escape the grip of poverty.

Thank you.

Chairman NEY. The gentleman, Mr. Miller.

Mr. MILLER OF NORTH CAROLINA. Thank you, Mr. Chairman. I
do not have an opening statement, as such, but I ask unanimous
consent to make part of the record a 2003 study from the Center
of Community Capitalism at the University of North Carolina,
Chapel Hill, my alma mater.

The study is entitled The Impact of North Carolina’s
Antipredatory Lending Law: A Descriptive Analysis.

Mr. Chairman, Mr. Sanders describes the States as the labora-
tories of democracy. And my State, North Carolina, has been the
leader on this issue, among the first, if not the first, State to pass
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legislation to address predation in lending practices. This study
looks at the results of the North Carolina legislation.

It finds, in fact, that there was a decrease in the number of loans
with predatory or abusive terms. Most of those were in not home
purchase loans, but in refinancing loans, where the loans do not
serve the purpose of realizing the dream of homeownership, but in
fact caused people to lose their homes.

The result of the study was that there was—as to the effect on
the cost of subprime credit, there was no increase in the cost of
subprime credit; and as to the access to credit, there was no reduc-
tion in access to credit for high-risk borrowers. In fact, there was
an increase in the number of purchase obligations, homeownership
obligations.

So, Mr. Chairman, the result of this study suggests that we can
do something to protect consumers from predation and not choke
off any kind of access to credit to realize the dream of homeowner-
ship.

[The following information can be found on page 291 in the ap-
pendix.]

Chairman NEY. I thank the gentleman.

And at this point, I am assuming that our ranking member has
nothing to say about this topic, and we will just move on to another
member.

I am going to recognize the ranking member.

Ms. WATERS. Thank you very much, Chairman Ney. I certainly
appreciate your allowing me to have a word to say about the sub-
ject.

Predatory lending involves a number of lending practices that
target mostly minority communities, such as high interest rates
and fees, unfair prepayment clauses, frequent refinancings that are
not advantageous to consumers, and mandatory arbitration clauses.
These lenders are able to engage in predatory activities because
credit-starved communities—unfortunately, usually minorities and
elderly persons—have little access to traditional sources of credit.

Of course, I recognize that not all subprime loans are predatory
loans. However, the problems related to predatory lending do occur
in the subprime market. These practices are prevalent in many
areas across the country, and Federal action in this area is long
overdue.

Predatory lending is the latest in a long line of practices that
have targeted minorities and low- and moderate-income families,
shutting them out of their American dream of homeownership.
Both the lending terms and the manner in which predatory loans
are solicited are problematic. Upon finding a likely target, often-
times—for a predatory mortgage loan, the lender often resorts to
high-pressure tactics to induce the homeowner to enter into the
contract.

Contrary to what the industry wants you to believe, this problem
is getting worse, not better. According to an Acorn study, African
American homeowners who refinanced in the Los Angeles area
were 2.5 times more likely to receive a subprime loan than white
homeowners were, and Latinos were 1.5 times more likely to re-
ceive a subprime refinance loan.
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Another Acorn study shows that subprime loans represented 26
percent of home purchase loans received by African Americans, and
20 percent of loans to Latinos, compared to only 7.5 percent of pur-
chase loans to whites.

These predatory practices do not stop even if a minority is in an
upper-income bracket. African Americans in upper-income neigh-
borhoods are twice as likely to be in the subprime market as bor-
rowers in low-income white neighborhoods.

Congress must be willing to go further and ask ourselves what
can be done to fight these problems. We must scrutinize predatory
lending practices and protect consumers who are targets for the
predatory lending industry.

Enacting State laws, as California did, is a good start, but Con-
gress and Federal agencies must recommit our efforts to ensure
that greater opportunity to credit access means that all Americans
will receive the credit opportunities they rightfully deserve. To this
end, it is important that we not adopt national standards that
would preempt strong State laws.

Lenders should not only participate in programs such as Fannie
Mae’s Timely Payment Rewards program, which permits subprime
borrowers to qualify for interest rates that are lower than they
would typically be and permits these borrowers to reduce their in-
terest rates after timely payments. These lenders could be more
creative with their own programs and reward subprime borrowers
with better rates when they demonstrate creditworthiness.

We must continue to scrutinize predatory lending practices and
protect American consumers who are easy targets for unscrupulous
people in the subprime lending industry. We, as Members of Con-
gress and Federal agencies, must recommit our efforts to ensure
that greater opportunity to credit access means an increase in qual-
ity of life, not an increase in predatory lending and foreclosure.

I will certainly continue fighting on the Federal level until preda-
tory lending is eliminated.

We will introduce new predatory lending bills next year directed
at identifying predatory lenders and preventing them from tar-
geting communities such as parts of the one that I represent in Los
Angeles.

I encourage my colleagues to stand firm against predatory lend-
ing and look forward to working with you to eliminate this blight
from our communities.

So I would like to thank you, Mr. Chairman, and I yield back the
balance of my time.

Chairman NEY. I would like to thank our Ranking Member, the
gentlelady from California.

The gentleman, Mr. Moore, of Kansas.

Mr. MOORE. Thank you, Mr. Chairman. I will be brief. I want to
thank you for having this hearing. And I have listened to the other
people who have already made an opening statement, and, frankly,
most of what could be said has already been said.

And I just want to add that I practiced law for 28 years, and I
learned a long time ago there are at least two sides to every issue
and sometimes more. Certainly we are all interested, I hope, in
protecting people from abusive lending, but also at the same time
preserving access to credit for people, all people in this country.
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And so I am looking forward to working with people who are on
this panel as well as my colleagues in Congress, and I appreciate
very much also the remarks made by Congressman Scott, and the
effort towards financial literacy and protecting consumers through
education is also very important. I look forward to working with all
of you to get a good bill here. Thank you.

Chairman NEY. Thank you.

Chairman NEY. The gentleman, Mr. Clay, from Missouri.

Mr. CrAy. Thank you. Chairman Ney, I also want to thank
t()]hafi‘rman Bachus for conducting the hearing, and I, too, will be

rief.

Predatory lending is an unscrupulous and intolerable practice
that destroys families and sullies the lending industry. The Federal
Government has a responsibility both to consumers and to the fi-
nancial institutions that offer legitimate subprime loans to enact
responsible public policy, to put an end to predatory lending, and
to ensure that households have access to fair subprime loans.

Too many families, many of which are among the most economi-
cally vulnerable in our society, have been abused and deceived by
predatory lending. They have lost their homes and they have lost
their dreams because they believed that they were engaging in
sound financial practices.

There is no dispute that predatory lenders must be put out of
business. Practices such as lending to borrowers without regard for
the borrower’s ability to repay the loan should be banned. Con-
sumers should be provided with their credit scores so that they
might better understand the risk they are assuming and they
might make better informed decisions about accepting a subprime
loan. Borrowers in the subprime market should be protected from
excessive prepayment penalties that lead to unnecessary fore-
closures, and lenders should recommend that subprime loan appli-
cants seek and receive home mortgage counseling.

Too many victims of predatory lending lack information and
knowledge about loans and the cost of financing. This information
must be disclosed in a fair, simple, and uniform way in order to
discourage and prevent predatory lending schemes and to reduce
the number of subprime loans that end in default.

Preventing predatory lending should not mean the end of
subprime loans. Subprime loans should be available to those who
genuinely understand the risk and responsibilities of these mort-
gage loans.

And I yield back the balance of my time, Mr. Chairman.

Chairman NEY. Mr. Hinojosa from Texas.

Mr. HiNoJOSA. Thank you, Chairman Ney. I thank you and
Chairman Bachus, Ranking Members Waters and Sanders for call-
ing this joint hearing on the subprime mortgage lending industry
in the United States. I have waited too long to pass up this oppor-
tunity to be able to express my thoughts.

I represent a congressional district in south Texas comprised
mostly of Hispanic Americans, a district that is one of the poorest
in the country and that suffers from a staggering 13 percent unem-
ployment rate. I hasten to add that the unemployment rate was 21
percent when I first took office in 1997, and I am proud to have
played a role in reducing that rate substantially.
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I tell you this because my constituents, based on their ethnicity
and the poverty rate in my district, statistically are the recipients
of subprime loans. While they tend to make less money annually
than most of their fellow citizens around this great country, they
tend to have to pay more for their mortgage rates due to predatory
lenders, higher closing fees, higher interest rates or closing costs,
which in some cases include required life insurance to pay off home
mortgages.

So we are here today to discuss possible solutions both in the
loan origination process and the secondary market for subprime
mortgage loans to eliminate abusive mortgage lending practices. I
think that all of us on the committee likely agree that loan-flipping
rules need to be tightened to ensure that mortgages are not refi-
nanced to a point where almost all the equity is stripped from the
house. And I think that we can also agree that assignee liability
must be adjusted as necessary.

One of the most difficult issues that we need to address today is
the issue of preemption. Should we preempt State laws addressing
subprime lending? Should we let the Office of the Comptroller of
the Currency, the Office of Thrift Supervision, and the National
Credit Union Administration decide this issue, or should we let the
issue be resolved by the judicial branch?

I personally want everyone on this Committee and in this room
to know how important this issue is to me and to my community.
Let me assure you at this point that I understand the difference
between a subprime and a predatory lender. The Hispanic commu-
nity has been targeted and significantly wounded in the past by
predatory lenders. However, some of these lenders have paid their
fines, and they are trying to make amends.

Chairman Ney and Chairman Bachus, as we move forward on
this issue of protecting homeowners, preventing abusive lending
while preserving access to credit, including subprime lending, I
hope we can continue to work on a bipartisan basis as you have
allowed us to do today by having an equal number of witnesses se-
lected by the Majority and by the Minority on each panel. It gives
me a great feeling of pride to know that both sides of the aisle have
been given an equal say on the makeup and the direction of this
hearing. And with that, I yield back the balance of my time.

Chairman NEY. I thank the gentleman.

[The prepared statement of Hon. Rubén Hinojosa can be found
on page 81 in the appendix.]

Chairman NEY. Mr. Ford.

Mr. ForD. I will be very brief, Chairman. Thank you. Thank you,
Mr. Bachus, and to Ms. Waters and Mr. Sanders.

I join all of my colleagues in wanting to work with both Chair-
man Bachus and Chairman Ney to try to find a bill that in a lot
of ways reconciles—I have read some of Mr. Brown’s testimony and
even my friend Steve Nadon’s testimony and the rest of the testi-
mony. I hope that we can work through in a way that will help us
to actually bring light to the title of today’s hearing, preventing
abusive lending while preserving access to credit.

I was not here—forgive me for not being here, Mr. Chairman—
when Mr. Watts spoke. I imagine he spoke eloquently about the
importance of financial literacy. I can only hope at some point we
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here in this Congress will take a serious and meaningful look at
how we might be able to introduce financial literacy classes into
our education, particularly at a young age, at perhaps even elemen-
tary and at the middle school level.

All has been said that needs to be said on this issue in terms of
curbing abusive lending practices, and I join my colleagues in
wanting to do that. I also join those on this committee who have
an open mind on the issue, who want to work through the dif-
ferences that may exist and find a way to ensure that we can end
the patchwork of laws, or I should say patchwork of issues, that
lenders across the country or national lenders have to face going
State by State.

With that being said, Mr. Chairman, I am happy to yield back
the balance of my time.

Chairman NEY. I thank the gentleman.

Chairman NEY. Mr. Sherman of California.

Mr. SHERMAN. Thank you, Mr. Chairman and Ranking Members,
for holding these hearings.

Subprime lenders are naturally the target of bad individual in-
stances. After all, they make higher-risk loans on worst terms than
those available to those with perfect credit. And then sometimes
they go badly, and you find a need to foreclose.

What doesn’t happen is a focus of congressional hearings on the
19 out of 20 or the 95 out of 100 who, in the absence of a subprime
loan, would not be able to obtain or retain their home. Subprime
lending is important even if it is hard to picture what would hap-
pen without it.

We need to provide, I think, national standards. The consumer
will benefit from the fairness and protection of good protective ef-
forts to prevent predatory lending. And there is a tendency for
those of us who focus on consumer rights to think that every con-
sumer protection, no matter how numerous, no matter how intri-
cate, no matter how many different versions in the 50 States and
one each for the cities of Santa Monica, West Hollywood, and
Berkeley, not to mention a few other cities, should be adopted, and
more consumer protection means consumers are more protected,
when, in fact, that kind of intricate consumer protection means
that we give up the efficiency and the competition that also bene-
fits consumers. The idea that all of the industry is all fighting for
an opportunity to make loans, while annoying to those of us who
watch television and see your ceaseless commercials, shows that
there is competition for the opportunity to make these loans even
to those without perfect credit.

It was suggested by one of my colleagues that one of the possible
ways that this gets resolved is in the judicial branch. I can’t think
of a worse thing for either lenders or borrowers, although that is
what is happening now. That is to say, you get a highly complex
and unclear series of statutes at all the various States and local-
ities, and then trial lawyers looking for an opportunity to find ei-
ther a substantial or an almost frivolous violation. And I would
hope that, instead, we would have clear and strong consumer pro-
tections and without draconian penalties for the most technical of
violations. But hopefully with clear standards there won’t be any
unintentional technical violations.
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But in our effort to have national standards, we should not sink
to the lowest common denominator. I will evaluate bills based upon
whether the average American is getting more protection, and that
means that in some areas, some local statutes that I like may be
preempted, but that will be the cost of providing protection to
places and communities and Americans that are not getting any
protection at all.

I note that Representatives Ney and Lucas have introduced the
Responsible Lending Act. This is a good step forward. It is not a
perfect solution. That is why we have a very large committee to
look at that proposal provision by provision.

So I look forward to preemption not as a step down, but as a step
up in the average amount of consumer protection provided to
Americans, and at the same time enhancing the amount of com-
petition and the amount of efficiency that national lenders can pro-
vide to consumers.

I yield back.

Chairman NEY. I thank the gentleman.

Chairman NEY. Ms. Lee from California.

Ms. LEE. Thank you, Mr. Chairman. I also want to thank you
and our Ranking Member Maxine Waters for holding this hearing;
and also just mention that my community also is faced with the
issue of predatory lending. In fact, this is one of the most impor-
tant issues in northern California. So I am pleased that we are dis-
cussing this today. It is really time for this committee to turn its
attention to this issue and work together towards eliminating these
very abusive and what really should be, I think, illegal practices.

I also believe that national standards should be the floor, not the
ceiling, and we should not in any way preempt local laws or State
laws that really are working.

Senior citizens, one population of people, are especially vulner-
able to these what I really call loan sharks. And I think it is about
time that we make sure that we look at efforts to protect our senior
citizens and their hard-earned resources that they have put into
their homes, and not subject them to these varied abusive and ille-
gal practices.

So I thank the Chairman for this hearing. I look forward to the
testimony, and I yield back the balance of my time.

Chairman NEY. I thank the gentlelady.

Chairman NEY. Mr. Baca from California.

Mr. BacA. Thank you very much, Mr. Chairman, for allowing me
to say a few words. I know that I am not a member of this com-
mittee, but I appreciate the joint hearing and your leadership and
our Ranking Member Maxine Waters, who has always been an out-
standing spokesperson for minorities and the disadvantaged
throughout her time.

First, let me thank all the panelists for appearing here today. I
look forward to hearing your testimony on issues that are very im-
portant to the Hispanic community and low-income community,
and to many of my constituents in San Bernardino County, where
our Chairman has his mother that lives in that area, in Fontana.

The issue today is predatory lending. Between 1995 and the year
2000, Hispanics accounted for about 16.3 percent of new owner-oc-
cupied homes. Today, there are over 4 million Hispanic home-
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owners throughout the Nation. The subprime market plays an im-
portant role in increasing the access to home ownership for His-
panics, especially for those with inconsistent credit history. His-
panic families remain 76 percent more likely to receive a subprime
mortgage loan than white families. That is why predatory lending
practices that often occur in subprime lending industries are so
troubling, as indicated; illegal practices.

Our committees in Congress must look at protecting all con-
sumers from such abusive lending practices. That means helping
consumers learn how to protect themselves through effective—and
I state through effective financial literacy programs and making
substantive changes in HOEPA, but we must be careful to do so
without adversely affecting the ability of minorities and others to
receive affordable credit.

Again, I look forward to hearing your testimony and learning
more about these important issues.

Thank you very much, Mr. Chairman, for having me join here.

Chairman NEY. I thank the gentleman.

Chairman NEY. Are there any other Members who have an open-
ing statement?

I want to thank the panel for your patience and indulgence, but
I think you can see from the amount of people that showed up and
the amount of opening statements, that people have a passion for
this issue, and 1t is important for all the Members to have their
say as this opens and begins.

Again, I want to thank Chairman Bachus for chairing this with
me. And we will begin with the first witness to be introduced by
Chairman Bachus.

Chairman BacHUS. I thank the Chairman.

I would first like to reiterate what you said. The broad interest
in the subject, I think, tells us we are all concerned about preda-
tory lending practices, and we also realize the importance of the
subprime market.

We have got an outstanding first panel. Mr. Pickel, welcome
back. You were here just a few months ago testifying. Welcome, all
of you.

It is my privilege to introduce a fellow Alabamian. Rob Couch is
the Chairman of the Mortgage Bankers Association. Before I read
his resume, I thought he was just a typical good old Alabama good
old boy; although he headed up an institution, collateral mortgage,
which is in New South Federal Savings Bank, which is the largest
thrift in Alabama, a-billion-and-a-half-dollar institution. What I did
know about Rob is that he graduated magna cum laude and
summa cum laude from Washington and Lee, and that he clerked
for Lewis Powell, an associate judge of the Supreme Court. So he
has both practical and intellectual abilities. And I appreciate your
testimony before the committee, and welcome.

Mr. CoucH. Thank you, Congressman.

Chairman NEY. If you can yield for a second, we are going to in-
troduce the rest of the panel. Also, I have to leave for 15 or 20
some minutes. So it is not that you are starting and I am leaving;
I have a meeting that I cannot get out of in the Capitol, and Con-
gressman Bachus will chair.

Let me introduce the rest of the panel, and we will begin.
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Also, AW. Pickel is the President of the National Association of
Mortgage Brokers, and the President of Leader Mortgage Company
and Mortgage Banker Broker Company headquartered in Lenexa,
Kansas. The Kansas Association Mortgage Brokers named Mr.
Pickel Broker of the Year in 1999.

Allen Fishbein is the Director of Housing and Credit Policy with
the Consumer Federation of America. The federation’s membership
includes more than 285 organizations throughout the country with
a combined membership exceeding 50 million people. Before joining
the federation, Mr. Fishbein was the general counsel for the Center
for Community Change, where he specialized in issues pertaining
to the expansion of responsible lending and banking services for
low-income households and communities.

Mr. George Brown is the senior vice President of Self Help, a
community development financial institution dedicated to helping
low-income borrowers to buy homes and build businesses. Today
Mr. Brown is also representing the Coalition for Responsible Lend-
ing, a group of over 80 organizations and 120 financial institutions.
The coalition was formed in response to the large number of abu-
sive home loans that threaten vulnerable residents of North Caro-
lina.

Also, Mr. Thomas Miller is the Attorney General of the State of
Iowa. He is serving his sixth 4-year term, having been elected in
1978. Mr. Miller has served continuously as Attorney General for
over 25 years except for one 4-year period when he was in private
practice as a partner of the Des Moines office of Fergrey and
Benston law firm.

And the last panelist is Steven Nadon. He is Chief Operating Of-
ficer for the Irvine, California-based Option One Mortgage Corpora-
tion, a subsidiary of H&H Block, Incorporated. In this role he over-
sees the company’s origination business as well as the internal
lending operations. He has more than 25 years of experience in
mortgage banking, real estate and financial services.

And, of course, Congressman Bachus introduced Mr. Couch.

With that, we will begin. Thank you.

STATEMENT OF ROBERT C. COUCH, CHAIRMAN, MORTGAGE
BANKERS ASSOCIATION

Mr. CoucH. Thank you, Congressman.

Good morning. Today I speak to you in my capacity as the Chair-
man of the Mortgage Bankers Association. On behalf of our 2,700
member companies, I want to thank you for giving us the oppor-
tunity to share our views.

I first want to applaud your foresight in addressing this issue
and including us in this discussion. The mortgage banking industry
is vital to the Nation’s economy. We provide the capital that makes
it possible for families to build, own, or rent their homes. Our com-
mitment to creating new financing tools has helped to create and
sustain the recent historic surge in home ownership. Today more
than two out of every three American families own the homes in
which they live. The vitality of the housing finance sector has been
a critical pillar of our economy.

I also want to make it clear up front that the Mortgage Bankers
Association denounces abusive lending practices in the strongest
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possible terms. Abusive lenders hurt not only borrowers, but also
the vast majority of ethical and reputable lenders. We believe that
to achieve real, long-lasting solutions to the predatory lending
problem, however, we must concentrate on three areas: First, by
devoting more resources to aggressive enforcement of the existing
consumer protection laws; second, by expanding consumer edu-
cation; and finally, by simplifying the complex mortgage loan proc-
ess.

The best defense against unscrupulous lenders is an educated
consumer operating in a competitive marketplace. Nothing short of
that will suffice. I am here today, however, to share NBA’s con-
cerns with the proliferation of State and local laws that are meant
to address abusive lending.

In recent years the mortgage banking industry has greatly ex-
panded its efforts to reach families who traditionally lacked access
to credit. Many innovative credit options have made it possible for
millions of low- and moderate-income families to build their fam-
ily’s wealth through home ownership. In 2001, for example, minori-
ties accounted for about 32 percent of first-time home buyers, up
from only 19 percent as recently as 1993. The Federal Reserve
Board’s Governor Gramlich calls this a true democratization of
credit. These achievements did not occur by happenstance, but as
the result of many years of industry advancement and market in-
novation.

As we explore the possible solutions to the problems of predatory
lending, we need to understand the structure of today’s mortgage
industry. Mr. Chairman and members of the committee, it is not
your father’s credit market anymore. Most home buyers don’t bor-
row their mortgage money from the reserves and deposits at their
local savings and loans. Today we have a massive nationwide sec-
ondary market that purchases home secured loans and provides the
capital for the most efficient mortgage system with the lowest rates
in the entire world.

By our estimates, in 2002 over 75 percent of all U.S. residential
mortgages were converted into securities, securities that usually
find their way into the secondary mortgage markets. This is an as-
tounding number. But there is one crucial ingredient for this na-
tional market to function well: Those involved in the market must
be able to efficiently transfer capital across all regions of the
United States.

Unfortunately, this crucial ingredient is under attack today. In
their zeal to protect our more vulnerable consumers, State and
local governments are passing far-reaching laws that are creating
a confusing and fragmented mortgage market. Over the past 3
years, more than 28 States have enacted different antipredatory
lending laws, and there are a myriad of additional bills pending as
we speak.

We have already begun to see examples of how this muddled
patchwork of laws has scared away reputable lenders, stifling the
flow of capital to many deserving communities. We must stop abu-
sive lending, but we should not throw the baby out with the
bathwater. We must protect the efficiency of this finely tuned enor-
mously productive national system as well.
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Industry participants are in agreement; we need a national sin-
gle standard that will bring order to the bewildering fragmentation
of our mortgage market.

I also want to warn against a disturbing trend toward the confu-
sion of subprime lending with predatory lending. The so-called
subprime market serves a group of borrowers who would otherwise
have little or no access to credit. This is a good and important serv-
ice. We can make loans to these consumers through innovative fi-
nancing options that were not available as recently as 20 years ago.
This is an important point, because in the end these laws will hurt
those consumers who most need the hand up that access to innova-
tive credit can give.

Thank you for the opportunity to appear before the committee.
I look forward to answering your questions.

Chairman BACHUS. [Presiding] Thank you.

[The prepared statement of Robert C. Couch can be found on
page 101 in the appendix.]

Chairman BAcHUS. Mr. Pickel. And what we are going to—and
Mr. Couch did a good job of it—to actually try to restrict yourselves
to the 5 minutes. I have been advised that the hearing has to wrap
up at 1:30, and I think we have a second panel, so we are going
to try to hurry this along.

STATEMENT OF A.W. PICKEL, III, PRESIDENT, NATIONAL
ASSOCIATION OF MORTGAGE BROKERS

Mr. PicKEL. Good morning, Chairman Bachus and other mem-
bers of the committee. I am A.W. Pickel, as I was introduced, Presi-
dent of the National Association of Mortgage Brokers, and Presi-
dent of my own company, Leader Mortgage Company in Lenexa,
Kansas.

Thank you for inviting NAMB to testify today on issues sur-
rounding abusive lending practices and the importance of pro-
tecting future and current homeowners in America. NAMB is the
Nation’s largest organization exclusively representing the interests
of the mortgage brokerage industry and has more than 16,000
members and 46 State affiliates. Mortgage brokers spend a signifi-
cant amount of our time with consumers so that they have a better
understanding of each step of the home buying process.

I want to commend all of you for your leadership on this issue,
as NAMB believes that discussing these issues is the key to pre-
vention and abusive lending tactics. I also want to thank you for
including NAMB in the series of predatory lending roundtable dis-
cussions that you have held over the past few months. We appre-
ciate your continued efforts to provide a forum in which interested
parties can discuss these issues in an effort to protect consumers.

Abusive lending practices strip borrowers of home equity and
threaten families with foreclosure, therefore, destabilizing commu-
nities. That is not good. NAMB seeks to rid the industry of any un-
scrupulous actors that prey on vulnerable homeowners. We support
efforts to expose abusive lending practices and combat abusive tac-
tics. These efforts cannot, however, cut off consumer credit access
or inhibit the mortgage finance industry from working with con-
sumers throughout the home-buying process.
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NAMB believes that some of the barriers to fair lending include
addressing the lack of consumer financial education, insufficient
enforcement of existing laws, and the need for industry self-regula-
tion.

Since mortgage brokers originate more than 65 percent of all
mortgages in this country, brokers are in a unique position to pro-
vide education about home ownership to consumers. Earlier this
year, NAMB introduced a new consumer education program called
“Are You Prepared to Head Down the Road to Home Ownership?”
This program provides potential home buyers from inner city and
urban populations with basic information to help them make in-
formed choices and to avoid abusive lending tactics when buying a
home. Our NAMB Web site also provides consumers with informa-
tion on the mortgage process, including completing applications,
down payments, refinancing, loan programs, and many other mort-
gage-related issues. NAMB also supports the many industry efforts
and congressional efforts to address financial literacy among con-
sumers.

On the issue of enforcement, State and Federal regulators should
better enforce existing laws as a way to eliminate a great deal of
abusive lending practices. The mortgage industry is heavily regu-
lated now by Federal fair lending, consumer protection, and fraud
laws, but the perpetrators often ignore these laws and go
unpunished for their violations. This current lack of enforcement
creates an environment that abusive lenders continue to cultivate,
and therefore victimize consumers. NAMB believes that industry
self-regulation can play an integral role in efforts to combat abu-
sive lending practices. We believe residential loan originators who
work directly with home buyers should be educated, honest, and
nothing short of professional.

In 2002, NAMB introduced its Model State Statute initiative on
licensing, prelicensure education, and continuing education require-
ments to protect consumers and ensure originator competency.
Throughout this effort, NAMB seeks to have individual State stat-
utes enacted that require prelicensure education, background
checks, and to mandate continuing education requirements for all
residential loan originators in an effort to protect consumers.
NAMB believes that such an initiative will serve to help reduce the
incidents of abusive lending and improve the overall competency of
the industry.

NAMB is also leading an industry effort to create a nationwide
registry of all mortgage originators and companies. NAMB sup-
ports a Federal registry of all loan originators. We believe a nation-
wide registry will give mortgage industry professionals an avenue
to report unscrupulous actions by other professionals and help to
police itself and eliminate bad actors from its ranks. Also, as a re-
quirement of NAMB membership, all members—our members sub-
scribe to NAMB’s Best Lending Practices Guidelines and NAMB’s
Code of Ethics.

I would like to briefly touch on the issue of subprime lending.
There has been widespread confusion as to the term “subprime”
and “predatory,” as many reports of unfair lending are alleged to
have come from subprime loans.
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Subprime loans are offered to consumers with a credit history
that would not permit them to qualify for the conventional loan
market. The great majority of subprime lending today results in
benefits to consumers at reasonable, appropriate risk-based prices
for consumers who may have no other option to credit. Efforts to
address abusive lending tactics must be carefully considered so as
not to completely restrict these homeowners from getting the loans
they want for the homes they have or they need.

In conclusion, I do want to say that NAMB is deeply troubled by
the continued reports of abusive lending practices in the mortgage
industry, but combating abuse calls for a comprehensive strategy,
one that employs the most effective tools available to the regu-
latory, legal, and educational communities. All participants in the
lending community must maintain the integrity of our credit sys-
tem and thwart participants that do not honor these systems.

Thank you for the opportunity to testify. I will be happy to an-
swer any questions that you might have.

Chairman BacHUS. Thank you.

[The prepared statement of A.W. Pickel III can be found on page
212 in the appendix.]

Chairman BACHUS. Mr. Fishbein.

STATEMENT OF ALLEN J. FISHBEIN, DIRECTOR OF HOUSING
AND CREDIT POLICY, CONSUMER FEDERATION OF AMERICA

Mr. FISHBEIN. Good morning, Chairman Bachus and Chairman
Ney and Ranking Members Sanders and Waters. It is a pleasure
to be here, and we appreciate the invitation you extended to Con-
sumer Federation to participate in these important hearings.

As you noted, CFA is a national federation of some 300 consumer
groups that works on behalf of the consumer interest and rep-
resents over 50 million people.

Predatory lending, exploitive lending to financially unsophisti-
cated borrowers, occurs in all aspects of consumer credit, such as
auto finance, credit cards, and short-term installment debt. How-
ever, the explosive growth of predatory and abusive practices in
mortgage lending has deservedly received much attention in recent
years. This is understandable. Home ownership is the single most
important instrument used by Americans to build wealth. However,
the positive contributions of the home mortgage finance market are
undermined when home owners are lured into loans with terms
that are not beneficial to them, often as the result of abusive prac-
tices by so-called predatory lenders.

Predatory lending has been a disturbing part of the growth in
the subprime component of the conventional mortgage market
which has grown substantially over the past decade. It has been es-
timated that borrowers lose about 9.1 billion dollars annually to
predatory lending practices. And further, while home ownership
nationwide has reached record levels, research indicates that
subprime loans—the subprime loan market in combination with
predatory practices—are contributing to a record high home fore-
closure rate.

My testimony focuses on four areas that should be of concern to
members of both subcommittees, and helps explain why predatory
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lending has become a serious national problem, and I will just sum-
marize them here.

First, there has been a tremendous transformation in the struc-
ture and operation of mortgage lending; whereas once mortgages
were mostly made by deposit-taking institutions, today most mort-
gage lending is conducted by nonbank financial institutions.
Whereas in the past more rigorous regulatory oversight and con-
sumer protections were in place for these deposit-taking institu-
tions, changes in the law have not kept pace with changes in the
marketplace. Nonbank institutions are less supervised than deposi-
tory lenders, not subject to regular on-site examinations, for exam-
ple, and as a result the nonbank lending oversight is largely com-
plaint-driven. So the burden has fallen on the consumer to try to
foster compliance.

This has opened up opportunities for abusive practices to occur
merely because they are less likely to be detected. This is certainly
not to suggest that there aren’t problems with predatory lending
with banks and depository institutions, because these problems
have been documented, and they also include problems with the af-
filiates and subsidiaries of banking institutions as well.

The second key point I make in my testimony is about the emer-
gence of a dual mortgage delivery system, one for prime borrowers
with particular products for them largely focused on middle- and
upper-income households, and another one specializing in
subprime, government-insured and manufactured housing, which is
largely directed to low-income and minority communities.

Third, as a result of these changes in the delivery system,
subprime lending is disproportionately concentrated to minorities
and to low-income households and communities. This is particu-
larly true for the home refinance market. One study I cite in my
testimony found that while 25 percent of home refinancings were
subprime, this figure jumped to 50 percent for African American
households and over 30 percent for Hispanics. The study also found
that these disparities increased—which is counterintuitive—with
income, so that for higher-income African Americans and higher-in-
come Hispanics, the disparities are actually larger than they are
for low-income segments of the market, resulting in the fact that
upper-income African Americans are more likely to have a
subprime loan than lower-income whites.

The differences in these disparities are not explained by risk
alone. Certainly the research suggests that. One of the key factors
is the absence of mainstream lenders in this home refinance mar-
ket in many areas. And as a result, research suggests that a sig-
nificant number of subprime loans are made to borrowers who
would qualify for cheaper loans. For example, Fannie Mae found
that up to 50 percent of borrowers in the subprime market could
qualify for cheaper loans. And other research suggests that the
subprime market is not as efficient as it can be, and some bor-
rowers are paying more than the credit profile would otherwise in-
dicate, which is an example of opportunistic and inefficient pricing
that is existing in the subprime market.

The fourth point is that high rates of subprime foreclosures
should be of particular concern because they are so concentrated,
and they can have devastating neighborhood effects. High fore-
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closure rates for subprime loans may also be an indication of the
“smoking gun” of predatory lending. Nationally between one out of
every five and one out of eight subprime loans is seriously delin-
quent and in foreclosure, and in States like Ohio the subprime fore-
closure rate could be 12 times higher than it is for prime lending.
This is disturbing because in these situations it harms not only the
individuals, but it can have a destructive effect on whole neighbor-
hoods. This subprime foreclosure wave could be very similar to the
wave of FHA foreclosure we saw in the 1960s, which destroyed too
many communities.

The smoking gun——

Chairman BACHUS. Mr. Fishbein, if you could.

Mr. FisHBEIN. I will just conclude by saying that subprime lend-
ing may be the smoking gun of predatory lending. We find that
subprime loans go into default much more quickly, as little as 1-
1/2 years after they have been made, suggesting that these loans
were not affordable at the time they were made.

And I will just conclude by saying that existing law is not ade-
quate to correct all these problems, and that we need improve-
ments to existing Federal law, not the least of which would be tight
restrictions on the financing of points and fees as well as other im-
provements to the Home Ownership and Equity Protection Act to
reflect the conditions that exist in the current marketplace.

Thank you very much.

Chairman BacHUS. Thank you.

[The prepared statement of Alan Fishbein can be found on page
142 in the appendix.]

Chairman BAcHUS. Mr. Brown.

STATEMENT OF GEORGE BROWN, SENIOR VICE PRESIDENT,
SELF HELP, ON BEHALF OF NORTH CAROLINA COALITION
FOR RESPONSIBLE LENDING

Mr. BROWN. Mr. Chairman, Chairman Bachus, Chairman Ney,
and Ranking Member Waters, it is a pleasure to be here to discuss
this problem of predatory mortgage lending. And I speak on behalf
of Self Help and the Coalition for Responsible Lending, but I also
speak with a deep personal conviction that predatory lending dev-
astates communities and with great certainty that these organiza-
tions that I represent have an approach to the problem that is
workable and fair.

As a nonprofit community development lender, Self Help is dedi-
cated to helping low-wealth families buy homes, build businesses,
and strengthen communities. Over the past 20 plus years, Self
Help has provided over $3 billion in financing for some 35,000 fam-
ilies in 48 States. Despite the claims of many in the industry that
our borrowers are so risky to serve or are too risky to serve without
practices that are considered abusive, our overall loan loss rate is
less than 1/2 of 1 percent per year, and our assets have grown to
over $1 billion. We know that subprime lending can be done with-
out being predatory.

The Coalition for Responsible Lending represents over 3 million
people through 80 organizations as well as CEOs of 120 financial
institutions formed in response to the large number of abusive
home loans that threaten the most vulnerable members of our
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North Carolina communities. The coalition spearheaded an effort in
1999 to enact market-based—let me repeat—market-based, com-
mon-sense State legislation to protect borrowers from predatory
lending practices. This legislation passed almost unanimously and
has been successful in protecting both borrowers and the vibrancy
of the subprime lending market.

From the beginning, coalition members and the industry trade
associations agreed on two fundamental principles: First, we would
not rely on disclosures. In the blizzard of paper involved in home
loan closings, even the well-educated borrower can fail to under-
stand the fine print in documents they are signing. Second, we
would not ration credit by attempting to cap interest rates. We be-
lieve that risk-based pricing—in fact, Self Help has done it since
we created—since we started making subprime loans almost 20
years ago. Loans with higher risk should be paid for through high-
er interest rates, but not through exorbitant upfront fees or back-
end prepayment penalties. With risk captured in the rate, a subse-
quent lender can always refinance a borrower out of a loan that no
longer reflects that borrower’s risk, if it ever did. No one can rescue
a borrower from a loan that has been inflated through financing of
exorbitant fees.

From these two principles came a fairly simple solution: Stop ex-
orbitant fees, and encourage lender compensation to be reflected in
interest rates.

Recent research clearly shows that North Carolina law is having
its intended effect. Borrowers continue to have access to a wide va-
riety of competitively priced loans from a wide variety of lenders.
At the same time, creditor lending has declined significantly. It
looks like the dirty water got out, but the baby lived.

The best research in North Carolina law was recently completed
by the Center for Capitalism at the University of North Carolina
in June of this year. Using the largest and most comprehensive
available database, the UNC study found that subprime lending
has continued to thrive in North Carolina after the passage of the
law. In fact, subprime lending to borrowers with poor credit actu-
ally has increased by 31 percent, and subprime lending to buy a
home increased by 43 percent. Surely the North Carolina law has
not dried up credit.

The UNC study found that the North Carolina law, in addition
to protecting access to capital and to credit, also protected bor-
rowers from abusive loan terms. Prepayment penalties dropped by
72 percent, in stark contrast to nearby States. In addition, the re-
search suggested that fewer borrowers are being steered to more
expensive subprime loans when they could qualify for prime loans.
Simply, put the North Carolina law is weeding out the bad loans
while preserving the good.

While North Carolina was the first State in the Nation to pass
strong antipredatory lending legislation, others have followed in
the footsteps and have found new ways to address upfront fees and
other abusive practices. In fact, just this year North Carolina
learned from these States and amended its predatory lending law
to include open-ended loans within its coverage.

States are in the best position to respond to the challenges pre-
sented by predatory lending for at least three reasons: First, many
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of the bad actors involved in predatory lending are State-chartered
entities. Second, region evaluation in real estate markets requires
different solutions to predatory lending. Loans in North Carolina
may need different protections from those in Utah. Finally, irre-
sponsible lenders can invent new abusive practices virtually over-
night, and States can react much more quickly than the Federal
Government to these changes.

We urge you, however, we urge you to partner with States and
provide meaningful protection for the Nation’s homeowners. Con-
gress should make Federal text a floor upon which States can build
instead of a ceiling beyond which no State can protect its own citi-
zens from abuse.

In opposing a broad preemption, we stand alongside——

Chairman BAcHUS. Mr. Brown, if you will wrap up.

Mr. BROWN. Will do—among all 50 States Attorney Generals and
State bank supervisors. At the end of the day, this is federalism
at its best. Whether legislature, lender, or advocate, we must stay
focused on the important goal that we all share, creating a safe
mortgage market for all American families to get to that American
dream. Thank you.

Chairman BACHUS. Thank you, Mr. Brown.

[The prepared statement of George Brown can be found on page
83 in the appendix.]

Chairman BACHUS. And, Attorney General Miller, we welcome
you.

STATEMENT OF THOMAS J. MILLER, ATTORNEY GENERAL,
STATE OF IOWA

Mr. MILLER. Thank you, Mr. Chairman and Congresswoman Wa-
ters, members of the Committee. Thank you for inviting me on be-
half of the Attorney Generals of America. This is a subject that I
feel very strongly about, as do my colleagues, so it is a pleasure to
be here. It is a special pleasure for me to look up to the wall there
and see my friend and your former Chair Jim Leach looking down
at me. In fact, his eyes almost seemed to be focused on me. I appre-
ciate that.

I am going to make five points in my 5 minutes. The first one
is a fundamental point. As you look at balancing availability of
credit and prohibiting abusive practices, what you need to under-
stand, what we all need to understand, is the difference between
constructive credit and destructive credit. Constructive credit is
what we are most familiar with in the prime market, and much of
the subprime market as well, where people borrow money, they pay
payments over a period of time, and their equity continues to grow.
That is the American dream.

But there is also destructive credit, and that is really what we
are talking about in major part in predatory lending. This is credit
that strips the equity from the house. Instead of the equity going
up, it goes down. And you need to target those practices. Some of
those practices are balloon payments where the person keeps pay-
ing, but their equity doesn’t go up, their net worth doesn’t go up.
Or, if it does, it is just so small that after 15 years they almost owe
as much as before. Balloon payments. High loans to value loans,
where they loan out 125 percent of the value of the property. De-
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structive credit. Flipping, where they refinance repeatedly over a
short period of time and they go through points and charges three,
four times. Destructive credit. Points that are way too high, and
other fees, 5, 6, 7 percent. Destructive credit.

So what you really need to do is target at the margin the de-
structive credit practices and let constructive credit grow. Those
are the parameters. And that is the lesson from North Carolina.

I want to join the chorus of those singing the praise of the North
Carolina law. They targeted the practices that dealt with destruc-
tive credit. So what happened? The study from UNC, as Congress-
man Miller mentioned, demonstrates very well over a 4-year period
purchase money, new purchase of homes, the value went up 43 per-
cent over 4 years, which is exactly the same increase as the South
generally.

Now, refinancing didn’t go up quite as much. This is what you
would expect if you successfully targeted destructive credit.

Incidentally, I visited with the CEO of Household Finance, and
he told me initially they opposed the North Carolina law, but in re-
flection they thought it was working, they were lending more than
before. They thought a few marginal players were no longer there,
and we said that is the point, they were the ones involved in de-
structive credit.

My second point is that there is a lot of credit, there is a lot of
money available in this market, and that is a good thing. Through
the new way of scoring applicants and securitization this industry,
including in the subprime market, has grown terrifically. So there
is 2‘1:1‘5 least some margin of error as we try and target destructive
credit.

My third point is to talk a little bit about dynamics here. This
is an industry that has some unusual dynamics, as all industries
do. First lending is done on a decentralized basis. There is loan of-
fices throughout the country. It can’t be managed from a national
office; it is decentralized. Secondly, practically all of the people em-
ployed are involved in some sort of quota system or other incentive
system. So they have got an incentive. And the third thing is they
are dealing with a complex transition with a vulnerable population.
So think about that. Little control from the national office, incen-
tive system, a vulnerable population. Those are dynamics that can
cause some serious problems and in some cases have.

Another way to look at this is opportunistic pricing. Every person
that comes into one of those loan offices, they get scored at the na-
tional office. There is usually some sort of pyramid or a matrix that
says this person with these characteristics qualifies for this loan at
this percentage with this number of charges. The lender can figure
that out. Then the question is, do they charge more than that? And
if they do charge more than that, how much more? And how is it
divided between the company and the employees of the branch of-
fice? Those are the dynamics that are being dealt with here.

My fourth point is that we are making some progress in this
area. We have done the Household case, FTC has done the Associ-
ates case. The industry has done some good things. Household is
reforming their system, and I think in a very constructive way.
CitiFinancial has done some good things in bringing in Associates
and cleaning them up. Ameriquest has told me recently that they
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don’t charge opportunistic pricing. Whatever that person scores,
whatever they should have on their grid system, that is the price
they get charged.

And, finally, there is more awareness in the whole community
about this problem, as you can tell that from the testimony. So, we
are making some progress.

My final point is this, to you and the other policymakers in
Washington, and this is my final and heartfelt point: Be consistent
with the oath of a doctor. Do no harm. Harm is being done at the
OCC by extensive preemption of State law and State law enforce-
ment. And do no harm when you do your legislation in terms of
preemption. The best thing we have got going now based on labora-
tories of democracy, as Congressman Watt and Congressman Miller
said, and George Brown, the best thing we have going in this area
is North Carolina, and that happened because the State experi-
mented with it. Don’t preempt the North Carolina law. Don’t pre-
empt other opportunities to solve this problem, because it is a com-
plex, in some ways local, problem that no matter how brilliant you
all are and your staffs and how long you sit around and try and
figure out what the best solution, that can’t compare with the ex-
1[’)lerimentation in the States. Look at North Carolina. Please do no

arm.

Chairman BACHUS. Thank you.

[The prepared statement of Hon. Thomas J. Miller can be found
on page 159 in the appendix.]

Chairman BacHUS. Mr. Nadon.

STATEMENT OF STEVE NADON, CHIEF OPERATING OFFICER
AND EXECUTIVE VICE PRESIDENT, OPTION ONE, ON BEHALF
OF COALITION FOR FAIR AND AFFORDABLE LENDING

Mr. NADON. First, I appreciate the opportunity to testify today
on behalf of the Coalition for Fair and Affordable Lending, which
I chair. I want to commend Chairman Bachus and Chairman Ney
and Ranking Member Waters for scheduling this hearing today.

Without question, some lenders and mortgage brokers engage in
inappropriate lending practices that need to be stopped. Many of
these abuses are fraudulent, deceptive, and are illegal. Enhanced
enforcement, together with more consumer financial education and
counseling opportunities, are needed to help prevent them. How-
ever, significant new Federal statutory requirements are also need-
ed to improve gaps or weaknesses in current law.

CFAL believes that it is imperative that Congress promptly pass
such new Federal requirements. H.R. 833, the Ney-Lucas bill, effec-
tively addresses many of the current law’s shortcomings. We urge
Members to work together after this hearing to further refine H.R.
833 as may be needed to address any additional concerns and gain
broader bipartisan support. We want to work constructively with
you and other interested parties to help craft fair and balanced leg-
islative proposals that can be the basis for new Federal law and
that the full committee can act on it later next year.

The Home Ownership Equity Protection Act of 1994, as it is re-
ferred to as HOEPA, was enacted to provide additional disclosures
and substantive protections for certain of the highest-cost mortgage
loans. Unfortunately, as I explained in detail in my written testi-
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mony, HOEPA is seriously flawed. The advocates point out that it
is inadequate for two reasons primarily: It applies to only a rel-
atively small portion of the higher-cost loans; and, second, that it
fails to mandate any substantive protections that are needed to
prevent certain abusive practices.

The lenders acknowledge that HOEPA does not contain some re-
strictions that are needed to protect the borrowers from abusive
practices. We also feel strongly that HOEPA is also fundamentally
flawed because it includes unclear requirements, so lenders may
not know what they are supposed to do; fails to provide a meaning-
ful right to cure unintentional errors; mandates unduly severe pen-
alties; and imposes liability on assignees who could not reasonably
know of violations.

HOEPA has the practical effect of prohibiting borrowers from
being able to obtain legitimate nonprime loans instead of simply re-
stricting inappropriate practices. Few lenders make loans that are
subject to this statute, and there are virtually no secondary market
purchasers of the relatively few that are made. The HOEPA loans
that are originated are held by portfolio lenders who are likely to
charge an even higher price due not to the borrower’s credit, but
due to the higher legal and reputational risks and reduced competi-
tion caused by the law itself.

Despite its current weaknesses, CFAL believes that these prob-
lems can be solved. HOEPA can be amended to cover far more
loans and provide significantly more protections. This can and
must be done, however, in a reasonable and balanced manner so
that lenders can continue to make nonprime credit available.

My written testimony suggests a number of specific conceptual
suggestions for amendments, which include, one, covering more
loans by including purchase money and open-end loans, otherwise
known as home equity lines of credit; two, adding restrictions on
prepayment penalties; three, further limiting balloon payment
terms and prohibitions on single-premium credit life insurance and
similar products; four, adopting a benefit test to prevent loan flip-
ping; five, provide a meaningful right to cure unintentional viola-
tions; six is very tough language that would go after the bad actors
who are intentionally violating the law; and, finally, enhancing con-
sumer education and counseling, including helping with the State
enforcement, which we think can be done by charging a fee to all
lenders on the loans that are originated which can be put into some
sort of an education or an enforcement fund.

Congress has failed to update HOEPA over the last several
years, and not surprisingly, therefore, starting in 1999 with North
Carolina, many States and localities have enacted or are seriously
considering enacting on their own prohibitive language or laws on
predatory lending. However, they are developing into an arbitrary
and irrational patchwork of laws that are in some cases inadequate
and in others unduly burdensome and costly. Moreover, federally
chartered depositories as well as some State-chartered entities are
being exempted from these State and local law requirements. This
creates not only an unlevel regulatory playing field for lenders, but
also confusion and inconsistent levels of protection for borrowers.
Many consumers are not being adequately or equally protected by
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these measures. In addition, the national nonprime housing finance
market is being disrupted.

As committee members know, housing is critically important to
our Nation not only as home ownership, the American dream, and
central to the welfare and stability of families and communities, it
is vital for our Nation’s economy. And nonprime mortgage lending
is critically important for meeting the household housing credit
needs of the millions of Americans who are unable to qualify for
prime mortgage credit. This nonprime market last year amounted
to approximately $213 billion, or about 10 percent of the overall
mortgage market. Sixty-five percent of those loans were sold into
the secondary market and ultimately securitized. Today one of the
major reasons why the availability of nonprime credit has rel-
atively low rates which average about 2 percent less than the
prime rates is this securitization process.

Securitization has provided capital from the national/inter-
national markets to fund these higher-risk loans. This has made
mortgage credit much more available and dramatically decreased
cost to borrowers.

The developing patchwork of State and local laws is seriously
hindering lenders’ abilities to continue providing nonprime mort-
gage credit that borrowers want and need. We have seen the effects
of overreaching restrictions earlier after the nonprime lending mar-
ket shut down in Georgia due to excessive restrictions in its lend-
ing law. We are now starting to see the same market disruption
in New Jersey, Los Angeles, and Oakland for the same reasons.

We ask that you work on a bipartisan basis to promptly develop
balanced and workable new Federal responsible lending rules and
make them apply uniformly so that all mortgage lenders are gov-
erned by them and that every American borrower receives the
same effective protections.

In closing, let me note that I think the American people are sup-
portive of Congress acting as we suggested, as evidenced by a new
poll that CFAL is releasing today. A press release describing the
poll’s findings is attached for your information.

Finally, I want to emphasize that CFAL’s members are flexible,
we are very open to compromise and in developing a further re-
fined bipartisan proposal. We really look forward to working with
everyone on both sides of the aisle and with yourselves and the
consumer groups to find a final solution on this.

Chairman BACHUS. Thank you.

[The prepared statement of Steve Nadon can be found on page
193 in the appendix.]

Chairman BACHUS. Let me start out by asking this: We have
talked about OCC and OTS and preemption and the North Caro-
lina law. Does North Carolina law, as I understand it, only apply
to finance companies? It doesn’t apply to national banks or to
banks? What is it?

Mr. BROWN. Mr. Chairman, the North Carolina law was a law
that was a consensus document, that was a consensus of all of the
major banking operations in the State of North Carolina. And so
the law sought to deal with a lot of the State-chartered entities
such as the finance companies, but the law is quite pervasive. And
the individual, both on the finance side as well as the lenders, the
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major depository lenders, have also been a part of the regulations
of the North Carolina law.

Chairman BACHUS. So the North Carolina law applies to your de-
pository institution?

Mr. BROwWN. Well, it applies—it is focused principally on those
State-chartered entities and finance—finance companies, but the
coalition and the consensus of the local State bankers association,
the mortgage bankers associations, et cetera, have essentially
signed on to this legislation, to also follow the rules and the guid-
ance and the guideposts of the legislation.

Mr. MILLER. Mr. Chairman, I have just been in court; I hope you
are not insulted by calling you, Your Honor. I would just add that
in North Carolina, some of the best things about democracy, seri-
ous problems addressed in a bipartisan way, addressed with the
whole industry—practically the whole industry, including the bank-
ing industry, in and on a solution, and agreed to by most every-
body, and, as we can tell, is working as well or better than any-
thing else in the country.

Chairman BacHUS. Okay.

Chairman BACHUS. You know, you all’s testimony has mentioned
that many of the abusive practices are already illegal. What can
Congress do, say, to enhance the enforcement of the existing law
to help stop predatory lending?

And, Attorney General Miller, you mentioned loan flipping. And,
in that regard, I understand a lot of unscrupulous brokers and
lenders, to avoid the flipping restrictions, they simply modify the
terms. So could we address that problem maybe by restricting
modifications or either deferral fees on HOEPA loans, number one?
Is that something that would be helpful?

And second is that the HOEPA legislation expressly grants the
Federal Reserve broad authority to issue regulations to restrict
anything that is unfair, abusive, or a deceptive practice. Would
using that authority to define loan flipping as an unfair, deceptive,
abusive practice enhance, say, the Board’s ability to enforce and
regulate the practices of the industry?

Mr. MILLER. It may well do that and potentially would be very
constructive. One of the ways to deal with flipping is the net tan-
gible benefit concept, that if there is a refinancing done in a rel-
atively short time there would have to be a net tangible benefit for
the individual as a result of the refinancing rather than the oppo-
site, destructive credit, that I talked about. That is one concept
that has been discussed.

In terms of enforcement, you know, I think that there is room for
a lot more enforcement. The problem is resources. One thing that
was mentioned is a fund where there would be a small charge for
each loan transaction put into an enforcement fund. That can be
done perhaps at the State level. There is something you can do to
provide funds to the States to enforce.

That would definitely be helpful. I mean, we see the benefits of
us being on the beat with the Household case, and other cases that
we are looking at. But it is not strictly an enforcement problem. It
is a problem that the law can be constructive in. The industry can
do a lot to clean itself up and, as I mentioned, some of those are
doing that.
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I do sense sort of an irony of some people calling for greater en-
forcement as they call at the same time for preemption that would
take away some of the important laws to enforce. There is an in-
consistency there.

Chairman BAcHUS. Thank you. We sometimes on this committee,
after time has expired, we ask another question. I am not going to
do that. And we are just—if somebody is answering when the 5
minutes runs out, that is the 5 minutes. With that, Ms. Waters.

Ms. WATERS. Thank very much, Mr. Chairman. There are a num-
ber of characteristics of predatory lending that are clearly identifi-
able. You were just asking about loan flipping, which we think is—
some of us believe to be one of the most egregious characteristics
of predatory lending. But let me just ask about a few of these.

Let me ask the Mortgage Brokers Association representative
about loan flipping. Do you believe that we should just outlaw this
practice, or put a limit on the number of times a loan can be refi-
nanced? What can you tell us about loan flipping that will help to
get rid of the abusive practices and the harm to consumers that we
see with this practice?

Mr. PickEL. Well, there is a couple of things.

Ms. WATERS. What is our first—Mr. Crouch, is it? Mr. Couch.

Mr. CoucH. Yes. First, your question underscores one of the real-
ly difficult parts of this debate. You have suggested that loan flip-
ping is a bad practice, and I would agree with you.

Then we would immediately have to define loan flipping. For in-
stance, personally I refinanced my house twice in 7 months. It was
not an abusive situation, or I don’t think it was an abusive situa-
tion. My own bank did it. In both cases I lowered my interest rate.

Ms. WATERS. May I interrupt you and get to the kind of loan flip-
ping that I am talking about? A borrower is in trouble. They can’t
make their payments. They are in danger of foreclosure. The lender
says, let me refinance this loan for you. And in doing that, they
have to pay all of the charges that are required with refinancing,
et cetera. And this is the kind of loan where the borrower is not
able to really pay, and they keep getting deeper and deeper into
trouble and maybe flipped a couple of times, and still the fore-
closure takes place. That is what I am trying to get at.

Mr. CoucH. Well, as so often is the case in these debates, dealing
with hypotheticals makes it very difficult. My bank, we would not
Eef][i)nance someone that didn’t have a prospect for repaying their

ebt.

Ms. WATERS. Tell me what you think is a bad loan flipping prac-
tice.

Mr. CoucH. Well, I can describe a number of practices that

Ms. WATERS. Just give me one.

Mr. COUCH. An instance where someone is deceived into repet-
itively refinancing their loan for the purpose of stripping out their
equity would be a predatory practice. It would also be illegal cur-
rently. It would be a fraudulent instance, and it would be illegal
under current law.

Currently there are 22 Federal statutes that govern the applica-
tion, funding approval and servicing of mortgage loans. Those laws,
if properly enforced, would in fact take care of the vast majority of
these situations that are oftentimes mentioned as abusive.
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Ms. WATERS. Okay. So it is your feeling there are enough laws
on the books, that we don’t need to do anything else, that we
should just enforce the law?

Mr. CoucH. Well, as I stated in my testimony, the Mortgage
Bankers Association believes that the most effective tool for ad-
dressing issues of abusive lending are an educated consumer so

Ms. WATERS. Okay. I have you. I understand you. What about
balloon payments? Anybody? Should we just outlaw balloon pay-
ments?

Mr. CoucH. Would you like me to address that as well?

Ms. WATERS. No, you aren’t doing too good.

Mr. NADON. Maybe I could give a little bit of an answer to that,
at least from a lender’s perspective. There are circumstances for
some borrowers where in my opinion a balloon payment might be
reasonable. But for most people I don’t think that it is, because the
amount of money that is required, it is very hard for most people
to legitimately think that 5 or 6 years down the road they are
going to have enough money to pay something. They won’t know
what the market conditions are going to be. They won’t know what
interest rates are going to be, they don’t necessarily know a lot of
the changes in the economy or even their employment.

So I would think we would want, at least from CFAL’s perspec-
tive, to have very tight controls on when it would be appropriate
to have a balloon payment. I can say, though, with that, that I
have had some friends of mine, over time that they managed hav-
ing a balloon payment on a particular property with a specific pur-
pose on the property, and they managed it very well. But they are
more sophisticated, they had a higher income level. They really had
a better understanding of what they were entering into.

Mr. MiLLER. And I think that is a very good point, that balloon
payments make sense very rarely, and when they do make sense
it is often in the prime market. It is often people that are in a very
difficult situation. In the subprime market they very rarely make
sense. They are almost always misleading. People don’t know that
it is a balloon payment, and then when they are done making pay-
ments they are going to owe a huge amount of money. In the
subprime market balloons are a very, very serious problem and
very rarely in the interest of the consumer.

Chairman BACHUS. Thank you.

Mrs. Kelly.

Mrs. KELLY. Thank you, Mr. Chairman. First of all, Mr. Chair-
man, I would like to enter into the record a letter written by myself
%Ibdcseveral other members of this committee to Mr. Hawke at the

Chairman BACHUS. Thank you. Without objection.

[The following information can be found on page 289 in the ap-
pendix.]

Mrs. KeELLY. Thank you. Attorney General Miller, your experi-
ence with the investigations on these issues qualifies you to ad-
dress the issue of whether or not a State Attorney General can pro-
tect consumers without the constant—and I am using this as a eu-
phemism—help from the Federal Government regulators?

Do you agree that there is a middle ground where local perspec-
tives and practices can be respected by banking law, or do you feel
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that the Federal Government needs to get in here and adjust what
is being done by the States?

Mr. MILLER. I think that the current system, up until now,
where States and Feds enjoy a concurrent responsibility and con-
current authority is the very best one. And a good example is in
predatory lending, where the States were doing the case with
Household at the same time the FTC was doing the case with Asso-
ciates, CitiGroup.

We talked a little bit back and forth as to where we were at on
the two cases. That is a very, very healthy situation. What is being
proposed at the OCC to effectively take the States out of the joint
effort in basic consumer protection dealing with national banks is
just the wrong step. I think that we provide a good service, an ef-
fective service.

I think two viewpoints are better than one on these issues. You
know, I couldn’t agree more with I hope what is in your letter, say-
ing that the States should continue to have this responsibility that
we have had traditionally and I think executed very well.

Mrs. KELLY. Thank you. I hope my letter lives up to what your
expectation is. But I also want you to know I intend to ask Chair-
man Oxley for a hearing. I chair the Oversight and Investigations
Subcommittee, and I would like to have a hearing on whether or
not the OCC is setting a policy that is going to preempt State laws.
I think we need a clear set of principles about what Congressional
mandates are all about on this.

I am just not sure that the OCC has followed our Congressional
mandates. And I would like to go back to you, Attorney General
Miller, and ask you, is it your opinion that you think that Congress
is—that that is a good idea? Do you think that Congress ought to
have some hearings on the OCC’s action before the OCC continues
on with its intended course, apparently?

Mr. MILLER. I couldn’t agree more, and please invite me back. 1
would like to come back and testify again. I think it is a very, very
important issue. And what is being proposed is a radical change
from what we have known, you know, throughout our Republic,
this idea that State Attorney Generals and other State officials
have for a long, long time enforced consumer protection laws, State
laws, against national banks. And that has worked and worked
very well. And what the OCC is now saying, and just think about
this, that they can preempt certain State laws. We understand
that. We might quarrel about which, but we understand they can
preempt certain State laws that deal with national banks. But then
they are saying, what State laws remain States can’t enforce. We
can’t enforce even State laws relative to national banks, even a
consumer credit, a routine consumer credit claim like a simple
credit card issue, that if an Iowan came to me and wanted me to
try and resolve this basic issue, a simple issue with a national
bank, we couldn’t do it, according to the OCC now.

This is just a huge change. And what I have argued in another
context is really a dagger in the heart of Federalism, that States
cannot even enforce State law. That is wrong and I would welcome
your hearing and talk more and be more upset even in that hear-
ing.
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Mrs. KeELLY. Well, sir, I hope that we are able to work with you
and be able to bring that hearing into reality.

I want to just go very quickly to Mr. Couch and just thank you
very much for what I believe the MBA has tackled in terms of con-
sumer financial literacy.

I am wondering if you think we should consider beefing up the
financial literacy programs for home buyers at HUD?

Mr. CoucH. Well, Congresswoman, thank you for recognizing our
efforts in this area. We, over 2 years ago, came out with our Stop
Market Fraud Campaign. This year we translated it into Spanish.
Tomorrow, I will be in Dearborn, Michigan, to announce the trans-
lation of the program into Arabic for the Arab community there in
Dearborn. So thank you for that recognition.

I will go back to what I said earlier. Consumer education, wher-
ever it may come, and I compliment the Congressman for his com-
ments earlier about the provisions in his proposed legislation in
that regard. Consumer education empowers the consumer to take
advantage of what is already a very competitive marketplace.

Every Sunday morning in Birmingham, Alabama, my prices are
run in the Sunday newspaper right next to my 30 closest competi-
tors along with telephone numbers and ways to shop us against
each other. So if we can educate the consumer and keep the mar-
ketplace competitive, we can lick this.

Mrs. KELLY. Thank you very much.

Chairman BAcHUS. Thank you. The order on the Democratic side
is Mr. Sanders, Mr. Watt, Mr. Lucas, Mr. Scott and Mrs. McCar-
thy, Mr. Crowley. Those are the next ones coming up. I am just
going down the list that I have gotten.

Mr. Lucas, Mr. Watt and Mr. Sanders have agreed to let Mr.
Lucas go in front of them. He has got another engagement.

Ms. VELAZQUEZ. Mr. Chairman, I have been losing weight, but I
am not invisible, and I have been here, and I was one of the first
who came here for this hearing.

Chairman BAcCHUS. What I will do, while he is asking his ques-
tions, I will give this list to the Democratic side and let you all
come up with the order.

Mr. WATT. She actually made her opening statement in front of
me.

Chairman BAcCHUS. As I say, I didn’t prepare this. But what I
will do is I will put her ahead. I will do that, because if you all
just tell me what is accurate, I will change it.

Mr. CROWLEY. I was here first.

Mr. Lucas oF KENTUCKY. Be quiet, Mr. Crowley.

My first question here is for Attorney General Miller. There is
a lot of talk about net tangible benefit. How would you define net
tangible benefit in a minute or less?

Mr. MILLER. Well, it is a somewhat amorphous concept, as you
suggest, and it is clear at the extremes. It is clear when someone
refinances and gets a lower interest rate, for instance, that obvi-
ously there is a net tangible benefit. When there is a refinancing
at a relatively short time after the previous loan, and none of the
changes are beneficial to the consumer, and he or she ends up pay-
ing 5 or more points, obviously there is no net tangible benefit.
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But I think the concept is, looking at destructive credit and con-
structive credit, is the consumer better off after having made the
refinancing looking at the basic terms and the purpose of the con-
sumer? Or is the consumer without any real advantage going fur-
ther and further away into destructive debt?

Mr. Lucas oF KENTUCKY. Thank you. The next question

is

Mr. BROWN. If I may just add to that. In North Carolina, we
looked at that as a broad spectrum. But when we look at a situa-
tion that we had in North Carolina, where a woman’s husband died
in Vietnam and needed to have some financing and went to her
lender and got a 13 percent loan at the time, but also 10 percent
fees tacked on and went into foreclosure and is now renting her
place, well, is that what is not tangible?

I think we have to get some of the experience on the lower levels
and begin to look at the actual effect, as my honorable colleague
has said.

Mr. Lucas or KENTUCKY. Thank you. My next question is for
Mr. Nadon. Do you think that it is really necessary to have ex-
tended assignee liability that makes Wall Street investors and pen-
sion funds liable? Why can’t the liability buck stop with big lenders
like you?

Mr. NADON. Well, we don’t have a problem with it stopping with
a big lender like us, because it is the larger lenders that are the
ones that are doing the securitizations in the first place. The small-
er players or those sometimes referred to as the marginal lenders
don’t really have the resources, the financial strength to go into the
market doing the securitization themselves. So they ultimately
wind up selling their product to maybe a company like ours or
some of our competitors or selling them in small pools to
aggregators who then take them to the market.

The problem that we have seen on the assignee liability language
is that no one has been able to draft something yet in the State
laws that we have seen, aside from perhaps—the one that got the
closest to getting it right I think is in North Carolina, to doing it
in such a way that it does not scare off the capital markets.

The good example that was in Georgia, it was sufficiently vague
and unclear that the rating agencies, principally S&P, was not able
to quantify the risk. And if they could not quantify the risk, they
can’t do their job for those people that would ultimately be the pur-
chasers of the bonds.

As a result of that, those of us that are completely dependent on
the capital markets, Option One Mortgage is one of those compa-
nies, and one of the larger ones in this country in this business,
we were just shut off whether we liked the law in Georgia or not.
We could no longer lend in that State. That is the concern that we
have with the way that the language is crafted. There is probably
an answer in there, but it is not the one that we have had come
out in all of the different cities and States so far.

Mr. Lucas oF KENTUCKY. Another question. We all know that
mortgage brokers, they originate the majority of these loans. Do
you think that current State laws are adequate for regulating these
brokers?
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Mr. NADON. No, I don’t. And that is one of the serious problems
that we have in this country today, is that if you go from State to
State the rules on how you can become a broker and what kind of
requirements you have to have really do vary. So it is very hard
to get consistency in the quality of the brokers in a State-to-State
type basis.

Another serious problem is that there are bad players in the
broker industry. Unfortunately, some people are more interested in
making money for themselves and really not caring at all what
happens to the end borrower. But there isn’t a way for us right
now as lenders to identify who those people are.

So all that happens now is when we find them we cut them off.
So we won’t do business with them anymore, and in some instances
our company has actually gotten the FBI and the police involved
to try to put them completely out of business.

But when those brokers get suspended or terminated from us,
then they just submit their application to do business with an
Ameriquest, a New Century or a host of other lenders out there.
And they don’t have a way that they can identify in the approval
process that that broker is a bad player.

And one of the things that is in the Ney-Lucas bill, which we
like, is trying to create a national database which would allow us
to do just that and try to create standards across the country for
how a broker should behave.

Mr. Lucas oF KENTUCKY. Thank you, Mr. Chairman.

Chairman NEY. [Presiding] Mr. Miller of California.

Mr. MILLER OF CALIFORNIA. Thank you, Mr. Chairman. When we
look at the recent success of the subprime market, and that is not
talking about predatory lending, but subprime home equity loans
have grown 66,000 in 1993 to 856,000 in 1999. That is huge. And
when you look at the other side of the subprime to purchase homes,
it has grown from 16,000 to 263.

And these really benefit people who have blemishes on their
credit rating, who have no place else to go. And this patchwork of
State and local laws that are being developed and created by well-
intended individuals is rather scary.

In Georgia alone, if you look at theirs, 35 companies, huge com-
panies, said they would not be able to buy on the secondary mar-
ket. Those include Freddie and Fannie. That is a huge, huge im-
pact on the market.

I talked to one lender in California about the potential impact of
Los Angeles and their ordinance that is being somewhat modified
and adjusted at this point in time, and I was told that the loan vol-
ume in Los Angeles alone will decrease by 65 percent. This one
lender, that is $600 million less mortgages for one company in Los
Angeles alone.

And Attorney General Miller, I am kind of partial to that name,
so I guess I will address this question to you. Can you kind of ex-
pand on how this patchwork of laws and well-intended ideas might
impact the overall market for subprime? And do you not see some
consistency being required from Congress to deal with this issue?

Mr. MILLER. First of all, I agree wholeheartedly with you that
the subprime market has expanded dramatically in the last 10
years. By and large that has been a very, very good thing. And
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some people, you know, want to point out that subprime and preda-
tory are different, and that is clearly right. Predatory is only a
small piece of the subprime market.

But you know, I am a believer in democracy, and I am a believer
that States are the laboratories of democracy, and I don’t think the
Georgia experience was necessarily a bad experience in this
sense—that they appeared to go too far on assignee liability and
created some problems of availability, so they had to pull back. So,
you know, what did we learn from that?

Well, we learned not to go that far. And Georgia citizens weren’t
really impacted terribly because they made the change. That is
how democracy works, and that is how the laboratories of democ-
racy work. We know from the discussion today that North Carolina
has found a very, very good balance that States should look to
emulate.

I think working through the States and working through these
laboratories of democracy is a very good thing. And as George men-
tioned, they can be self-corrected very easily. It is not like having
to go through Congress and pass an act. If there is a problem, leg-
islatures can move very quickly. They did that in Georgia, and I
think that is fine.

I think we are learning more and more about what needs to be
done and, in the case of Georgia, what shouldn’t be done. That is
healthy. That is not bad. That is our Federal system.

Mr. MILLER OF CALIFORNIA. Laboratories of democracy is one ar-
gument. We recently went through the argument with Freddie and
Fannie as an example of how do you develop programs and, under
that umbrella, the products that can be immediately put into the
marketplace. And you are dealing with major lenders here who are
trying to lend to every State in the Union and every community
and county within those States.

And when you have each city coming up, Oakland having their
own, Los Angeles having their own, Pittsburgh having theirs, some
other State having theirs, don’t you think there is going to be a
dramatic impact on loan availability to consumers and consistency
for consumers? Does not that impact those individuals who are, you
know, having difficulty sometimes qualifying for subprime? Doesn’t
that impact the market overall?

Mr. MiLLER. If T can respond. I don’t think so, because, you
know, look at the statistics you just cited, this enormous growth in
the subprime market while all of those things were going on. I
have less sympathy, and maybe it is because of my perspective of
localities doing separate statutes.

Mr. MILLER OF CALIFORNIA. But these changes have been recent.
Georgia was 2002. A lot of them are this year even. So it is not
going back 10 years.

Mr. MILLER. North Carolina is 40 months ago, and other changes
have taken place as well, and it hasn’t choked it off, and I don’t
think it will. And the point is where it does the market really gets
involved and says, okay, we are not going to play there. So then
the locality or the State has to change the law. That is part of the
democratic process.

And with this overwhelming amount of money that I referred to
in the subprime market, you know, there is some margin for error.
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There is margin for give. I am not concerned that people are not
going to be able to get loans that should get loans because of this
experimentation and this give and take.

Mr. NADON. If it would be appropriate for me to enhance some
of the comments, because I actually agree with some of the things
that Mr. Miller is saying. But the challenge for us is that we had
the Georgia experience, where we all—all of the good lenders had
to pull out because of the way that we fell into the secondary mar-
ket. That access got shut off to us.

That is going to happen again here at the end of this month in
New Jersey. They have enacted—I think it is November 27th that
it goes into effect. And under that legislation, the rating agencies
have a similar issue to the one that they had in Georgia.

Our company alone is lending approximately a billion dollars a
year in the State of New Jersey. About 60 to 70 percent of that
business is going to go away as soon as that law goes into effect.
So I would just say that there is consequences that we have to
think through before we enact such legislation.

Chairman NEY. Thank you. Mr. Sanders, I am going to let you
advise me who is next.

Mr. SANDERS. You are passing this buck to me?

Chairman NEY. Yes, sir, officially.

Mr. SANDERS. Thank you, Mr. Chairman. Let me direct my re-
marks, if I might to Mr. Miller, Mr. Brown and Mr. Fishbein.

The real discussion here is whether or not States and cities have
the right to protect consumers. My understanding is there are
about 20 States in this country, and 20 localities who have passed
strong anti-predatory lending consumer legislation.

My understanding is that in your own State of North Carolina,
according to the Coalition for Responsible Lending, the North Caro-
lina anti-predatory lending law saved homeowners $100 million in
its first year alone. So my question to you is, if the United States
Congress takes what seems to be a rather Draconian action and
says 20 States who elect their own Governors and Attorney Gen-
erals, who have passed legislation, we are wiping you out, 20 cities,
we are wiping you out, we know better than you, what is the im-
pact on North Carolina and in other States? What does this mean
for consumers, and who is behind this? Who is hurt by this Federal
action? Who benefits?

Why don’t we start with the Attorney General? Mr. Miller.

Mr. MILLER. Well, consumers don’t benefit in those 20 States. It
would be incredibly sad to have North Carolina develop that law,
building a consensus within their financial community, having it
work and work well for 40 months now, consumers being saved I
think you mentioned a hundred million dollars, for Congress to
come in and say, well, we know better, that is too strong a law.
And I think all of the proposals are far short of North Carolina, I
think it would be wrong for Congress to decide that North Carolina
law, even though it works and we know it works, it is the best in
the country, the people of North Carolina can’t have that, because
for some reason we want uniform authority throughout the coun-
try.

What Congress should do, if they wanted to act, in my opinion,
is basically enact the North Carolina statute as the national stand-
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ard and make that a floor. Let the States experiment further. If we
can find something better than North Carolina after a few years,
come back and do that. That would make the most sense.

And, as I say, it is not going to impact credit. Where credit is
impacted, there is a pushback. Where people, where a large num-
ber of people can’t get credit, there is a pushback, there is a change
in the State law, a change in the ordinance. It is self-correcting out
there.

Mr. SANDERS. I agree with you, and I think it would be out-
rageous for the United States Congress to take away what so many
States and municipalities have done. Mr. Brown and Mr. Fishbein.

Mr. Brown, do you want to comment on that?

Mr. BROWN. Yes. I have to echo what Mr. Miller said. In North
Carolina, if the North Carolina law had not been in place, we
would have continued to see an erosion of the position, the finan-
cial wealth and the stripping would have continued. So that we
have estimated, as we said before, about $9.1 billion you have stat-
ed that we see lost as a result of the predatory practices. That
number would continue to escalate.

Mr. SANDERS. So you are saying consumers will be substantially
harmed?

Mr. BROWN. Consumers would be substantially harmed, and all
levels of consumers. The interesting thing, if I may say that we are
looking at, sometimes when we are looking at this market, the
mortgage market as a global marketplace, and that we are con-
cerned about its impacts in certain areas of secondary markets, et
cetera.

But we have to begin with the homeowner, and we have to begin
in looking at ways in which we can quickly address the issues that
arise in our localities. And to take away that, this is a laboratory
of democracy, this is pure democracy, period, which is no labora-
tory. And we cannot lose that. I absolutely agree with Mr. Miller.
If there is going to be a national law and there is a floor, North
Carolina has the example what that floor ought to be.

Mr. SANDERS. Congratulations on your work. Let me ask Mr.
Fishbein.

Mr. FISHBEIN. I want to agree with the remarks by Attorney
General Miller and Mr. Brown. I would just add that some see
what has happened in the past years with State legislation as
somehow a negative outcome, when in fact I think it has been a
very positive one. Because States have been experimenting and de-
veloping and addressing some very complicated issues, and they
have the ability to respond and change, and the proper balance is
emerging.

What I suspect you will see over time is that when the right bal-
ance is struck, you will see more and more States enacting very
similar types of laws, whether it be North Carolina or others.

Secondly, we don’t think this is an either/or situation. I think it
is correct to say that the Federal regulation can be improved and
establish certain minimum requirements. If those are good require-
ments, that will probably act as a disincentive or deterrence from
States feeling a need to address the issue. But if there are par-
ticular issues in their State that are not addressed by Federal law,
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there certainly should be a continuing opportunity for States to
regulate in that area.

Mr. SANDERS. Thank you very much. Thank you, Mr. Chairman.

Chairman NEY. Mr. Scott of Georgia.

Mr. ScoTT. Yes, sir. Thank you very much, Mr. Chairman. I ap-
preciate that. I wanted to add two lines of thought. First one is on
financial literacy. I certainly appreciate the comments that all of
you have on both sides of this for the need for financial literacy,
and, of course as I mentioned earlier, we certainly want to thank
Chairman Ney for incorporating our financial literacy bill in the
main bill.

We have got several components of that, one of which is the toll-
free number, the grants to the States, setting up the local advisory
predatory lending committees.

So far we have about $50 million incorporated through Federal
funding for our efforts. I wanted each of you to kind of respond how
you, or what resources that you could bring to assist us in that ef-
fort. My colleague, Congressman Ford, mentioned our effort to ex-
pand this financial literacy to our K through 12, with an amend-
ment that I offered with Mrs. Biggert, Judy Biggert. We did just
that, initiating $5 million initially, and securing another $80 mil-
lion through the Securities and Exchange Global Research Fund.

Financial literacy takes money. It takes support, and I know that
one or two of you mentioned your support for that. Could you give
us some specific ways which you in the private sector could add to
assist us in funding these financial literacy programs as a joint
function with the public and private sector?

And the other question I want to have, because I know I got my
5 minutes, is in addition to the financial literacy, once we have got
that into the bill, there is another contentious issue here, which we
have touched upon, which is the preemption issue. And I come
from Georgia. We are the laboratory of everything. We have not
been as successful as North Carolina, but we have been in there
punching.

And as a State Senator, I helped to author the first bill in re-
sponse to Fleet Finance coming in and using our usury laws, which
we put licensing and that sort of thing on. I was very concerned,
because I was one of the authors of the Georgia Fair Lending Act,
in which the Office of the Comptroller of the Currency came in and
ruled on the assignee liability, and I felt at that time that the as-
signee liability was going to bring some serious issues. I think we
can learn from the Georgia experience and how to craft this legisla-
tion to do two things, carve out the role for the Federal Govern-
ment. Instead of preemption, which I do not agree with, I think you
are absolutely right, I think there is a role for the States. I think
they are unique. Each State has it own characteristics. And coming
from a State legislature, I know the value of being able to be on
the ground responding to that.

But I think through the assignee liability issue that the Office
of the Controller of Currency brought up comes the role of the Fed-
eral Government, and that is to set the national standard. If we
had set a national standard for assignee liability, that would have
been a guide that we could have used in Georgia to avoid the whole
thing.
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Perhaps we can come up with a national standard on balloon
payments, on some of the other definitions that we have. I would
like to get your take on those two points. One, your support in
bringing resources to help us with our financial literacy program
as an ongoing basis.

And, thirdly, your response to the State preemption issue and
the necessity of carving out a role on our developing a national
standard on those issues.

Mr. NADON. First, on the educational part, that is something that
we really believe strongly in, that in the long term the real an-
swers to most of these issues rest in education, consumer edu-
cation, improving financial literacy. Because we strongly believe
that if people really do understand the terms of anything they are
entering into, if they know what questions to ask, and they know
when a good answer and a bad answer comes out, they are prob-
ably not going to get themselves in as much trouble.

So we think that is very important. So there are a number of
things that we do, and we actually sponsor Jump Start, among
other things, which is a program that goes through K through 12,
where we are actually giving money and sending people out to start
educating kids when they are going through that part of their life
on some of these financial matters that they never hear about in
high school or in college.

We have also got an Option One Mortgage University that we
have got off the ground now that works across the country to edu-
cate brokers, and we are going to expand it to get out to the aver-
age consumers. We are now talking with Fannie Mae to partner
with them to do it across the country and with the MBA to help
do things across the country on a more national scale with all of
us contributing dollars to try to make it happen.

We are working with the Fannie Mae Foundation to try to find
more ways that we can get better informational tools in the hands
of the borrowers at the time that they apply with us, not before
they are ready to sign loan docs, but when they are first getting
an application in the system, so that they can know places that
they can go to get better information.

So we are very focused on the educational part. And if I can just
take a couple of seconds just to give a different point of view on
the preemption part or the State versus the locality or State versus
national.

One of the concerns that we have if we allow all of the States
or cities to craft their own legislation is that I will have a neighbor
some day who lives right down the street from me, because we are
right on the border between my community, Laguna Niguel and
Dana Point. And Dana Point may have a law that is different from
the one Laguna Niguel has. And simply by virtue of buying his
house four doors farther down the street and across the street from
us, he may not have as much protection as I will have, if Laguna
Niguel crafts a better law. We have a serious concern about that.

It is interesting to note that in the North Carolina law, which
I believe there is a lot of very good qualities in the North Carolina
law, the people that crafted it, in my opinion, I think were very
well intended and pretty well educated. Martin Eakes is someone
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I ]};appen to have a lot of respect for. I think they did a really nice
job.
But I think they have got preemption in there with localities, if
I am right. So they are saying to the cities you cannot come in and
write a new rule in one of our cities in North Carolina that is going
to supersede what we do in the State. And I think the reason be-
hind that is, maybe the same reasoning that we are saying on a
national scale, we think it should be a national law versus every
State or city doing something.

Mr. PICKEL. Mr. Scott, I can speak for NAMB and tell you that
because we are so close to the consumer with 16,000 members, we
will do everything we can to take education to the streets. We have
already done a course called, Are You Prepared to Head Down the
Road to Home Ownership? It is in English and in Spanish. It is de-
signed for that borrower who is a first time homeowner or home
buyer who really doesn’t know where they are going.

So we are committed to helping educate people to know really
what they are getting into. The other thing I would like to com-
ment on, there is another aspect of financial literacy, and that is
making sure that the people who are there, you know whom you
are dealing with.

There was a comment earlier that characterized mortgage bro-
kers I believe somewhat unfairly as being the people who are get-
ting people into these home loans that are predatory, and I don’t
think that is the case.

NAMB has worked, I can’t tell you in how many States, I believe
it is 20 States, where we have tried to get the Model State Statute
initiative in there, where we want licensure, education,
prelicensure, continuing education, and a registration. We believe
that there also ought to be a national registry for all loan officers,
because that guy that I fire for doing something wrong, I want to
know where he goes, whether it is a mortgage banker, a mortgage
broker, or a bank, or a credit union or wherever he goes.

So I think the other part of financial literacy is making sure that
the right people are doing the right things as well for our con-
sumers in the United States.

Chairman NEY. Your time has expired.

Mr. Scort. Mr. Chairman, I just wanted to make this one last
point, and I will be through. I should have narrowed and focused
my point a little further. But I do believe that, as one of the panel-
ists had mentioned, the possibility of incorporating some fee struc-
ture added in that could go to assist our efforts in what we are
doing in the law itself to help us to fund those programs.

And I think that that—is that true?

Mr. NADON. That is true. CFAL believes it is a very creative way
that the industry might actually be able to contribute. And we
know that funding for some of these things, educational, even en-
forcement, can be difficult in States or cities these days. So we are
saying let us pony up some of the money for that out of every loan
that we fund. We are not sure how it is administered, but we know
we can bring some money to the table to help the process.

Mr. ScoTT. That is what I wanted to see if we could not explore,
Mr. Chairman, as we move forward with our financial literacy bill,
a way for the private sector to help us. Thank you.
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Chairman NEY. Thank you. I would also want to submit for the
record, several groups have contacted the committee to ask their
statements be submitted for the record. Therefore, without objec-
tion, the statements of America’s Community Bankers, American
Land Title Association, Consumer Mortgage Coalition, the Credit
Union National Association, as well as a study by Michael Statton
of the Credit Research Center on the effects of the North Carolina
predatory lending law will be entered into the record.

[The following information can be found on pages 330, 334, 392,
418 and 446 in the appendix.]

Chairman NEY. I would also note, and I am going to make my
questions very brief, and if I can get some brief answers, because
we have another panel that has yet to come. I think it has been
a good healthy discussion today.

Mr. Pickel, I just wanted to focus, with a brief answer if I could,
what is the critical difference of the State registry versus the na-
tional registry, in your opinion?

Mr. PickeEL. Well, the reason we would like a national registry
is we want to track the guy if he goes State to State. Several States
have a registry. In fact, in Kansas we use the Model State Statute
initiative. We license both loan officers, if they are a mortgage
banker or mortgage broker. We require continuing Ed.

We just feel like if we have a national registry similar to the one
that NASD, our self-regulating organization, we would like to fol-
low that model. Currently, we feel like that could take the bad ac-
tors out of the business, just like on the mutual fund situations
going on right now. You can find those guys and you can get them
out.

Chairman NEY. I know that there was a case of a guy that did
hideous things, and he went to another State and did them. And
unless that State had a good registry and you are able to catch
them right when they came in, if you don’t have a national registry
you are just not going to catch a person that keeps going place to
place. So I was wondering if you thought it was a critical part.

The other question I have is for the Attorney General. In your
testimony, Attorney General, you made the point that North Caro-
lina law has reduced access to predatory lending, not access to ap-
propriate lending. And I wondered if you could talk a little bit
about how you came to that conclusion, and is there any study to-
wards it?

Mr. MILLER. Yes, there are, Mr. Chairman. In fact, I was—it was
previewed by Congressman Miller, who talked about the UNC
study. The UNC study is, I think, the best study, the most com-
prehensive study of the North Carolina situation.

Chairman NEY. If I could, Mr. Attorney General, the other point
I want to make now, in fairness, not to wait for your answer, is
that there have been arguments because of the law, in fact, people
have scaled back the amount of credit available, therefore there is
less credit available to people.

So that is why I wondered about your conclusion.

Mr. MILLER. Exactly. And the study indicated that as to pur-
chase money transactions for homes, buying the home for the first
time, over a 4-year period North Carolina lending went up 43 per-
cent, which is at exactly the same as the rest of the South.
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On refinancing, they may have dropped off a small amount. But
we would argue that that would be natural, that at the margin if
destructive debt is being eliminated, there would be somewhat less
financing. And that would be a good thing if it was the financing
that was destructive. There is, I don’t think, any suggestion by
anybody, Congressman Watt and George Brown would know better
than I, that there is a dearth of credit in North Carolina, that
there is a problem with subprime lending not being available. I
don’t think there is any indication of that.

And the North Carolina study indicates that probably it was tar-
geted to do exactly what it did, not harm constructive lending, but
to limit, at least at the margin, destructive lending.

Chairman NEY. Do you think it was different than what Georgia
did, because, as you know, Georgia had to come back and undo a
few things, especially in assignee liability.

Mr. MILLER. It was different in terms of assignee liability. And,
you know, I think—I am a great believer in the concept of labora-
tories of democracy. The States are laboratories of democracy.

We learned a lot about what should be done in North Carolina.
Georgia, you know, probably pushed assignee liability too far. We
have learned something from that, and we really should be in-
debted to both States, because we learned a lot from both States,
and that is how our system should work at the State level.

Chairman NEY. I also think really, coming from the State house,
originally in the State Senate in Ohio, and being

very—obviously I am for home rule and States rights, but I think
if you had asked me 15 years ago about standards, I would have
said we were going after preempting the States. Things have
changed so much in the United States that now what happens in
Georgia affects the rest of the country and what happens in North
Carolina or Ohio.

That is why I look more towards the discussion, at least, of a na-
tional standard; whereas things were pretty well set, I think tech-
nologically in the way we operated in the United States 15 some
years ago, that, you know, the fact that we didn’t even have inter-
state banking in the State of Ohio until around 1988 or 1989.

So I just think a national standard is—more of a national stand-
ard than a total, you know, preemption of the States, I think a lot
gf things have evolved to at least that is a discussion point these

ays.

Mr. MiLLER. That is certainly a worthwhile discussion. What I
suggest in that regard is that the best system we know is North
Carolina. If you wanted to have national legislation parallel North
Carolina, because that has worked best, but don’t preempt the
States. Let the States experiment around the edges as well.

But I think if North Carolina is as good as we think, most States
wouldn’t change it, wouldn’t change much. If some State found a
better way to do it, you could come back in a few years and make
that part of the national standard. I think that is the best way to
balance the two realities that you just described.

Chairman NEY. Thank you.

Mr. CoucH. Congressman, I was just going to follow up, with all
due respect to General Miller. The statistics that he keeps talking
about on the edges, if you look on page 19 of the UNC study, which
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by the way was funded by Mr. Brown’s group, the drop in North
Carolina in the seven quarters following enactment of the statute
was 20 percent in subprime refinances according to that study.

Now, there are others that suggest that it was much greater
than that. We at the Mortgage Bankers have extrapolated that.
That works out to be about $300 million of loans that weren’t made
to 4,000 borrowers. So it is important to read the entire study, I
think, and all of the studies that are out there regarding North
Carolina.

Mr. BROWN. Well, Mr. Chairman, if we really honestly look at
the study from top to bottom, the reduction of some of the refi-
nances, mortgages, I think, again, is not just hitting at the perim-
eter or the fringes, it is hitting at the problem that we want to ad-
dress in America, period. That is to provide that the incidents of
predator lending practices naturally, when we are talking about
flipping and other equity stripping features, tend to be right at that
particular aspect of refinancing.

And the law, a very balanced law with fundamental, massive,
unanimous statewide participation said, and it shows from the
study, that we have gotten rid of situations that could turn up like
the woman I have talked about before, where we are putting at
risk homeowners who could, through the added-on fees and flipping
of mortgages, might wind up in a very serious foreclosure situation.

So we have not dried up credit, it has increased. We have re-
duced by 72 percent prepayment—loans that are being made with
prepayment penalties. Almost in my view, wiped it out. The UNC
study, one of the best, has shown us that we have done exactly
what the law intended to do.

Chairman NEY. Thank you.

Ms. Velazquez.

Ms. VELAZQUEZ. Thank you, Mr. Chairman. Mr. Brown, do you
have any suggestions as to how this committee can resolve the
issue of assignee liability in a way that protects the consumers and
allows companies who purchase loans on the secondary market the
ability to still be successful?

Mr. BROWN. That is a tough question for a newcomer like me.
However, let me take a crack at it. It is very clear that the funda-
mental issue of assignee liability has to be there to protect the
homeowner whose mortgage is being purchased and who has to be
in a position to defend situations in which there arose a predator
lending practice. We have got to have that.

The extent to which we can look at other examples in the Fed-
eral Government, in the consumer lending area, to begin with, the
SEC’s holder, in due course holder provisions, to be able to look at
things such as safe harbors and how we begin to fashion, if we
think it is prudent, certain caps or assignee liability provisions.
These kind of things are not done overnight.

To the extent that we are starting here today, we would love to
work with you and begin to fashion ways in which we can come up
with provisions that—Georgia, in their desire to get into predatory
lending, saw that the road that they took in one level was not the
right road and came back and changed that, through the way in
which it ought to be, local, local provisions and local government.
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So we think there are some things we can look at. Some exam-
ples come from this whole issue of assigning liability. It is not un-
common, period. And I am sure, as many customers say in the
mortgage lending business, it is there. We can fashion ways to do
it that will protect the consumer and will not provide an oppor-
tunity for raiding agencies to say that it is going to impact the li-
quidity of the secondary market. Done every day. We have got to
take a look at how we can address it in this particular area.

Ms. VELAZQUEZ. Thank you. Attorney General Miller, what are
the failures in lender due diligence and quality control you have
seen in the predatory lending cases you pursued, and how have
they exacerbated the abuses that you prosecuted?

Mr. MILLER. I think the best example and the most unfortunate
example of assignee responsibility or lack of responsibility is the
FAMCO case, which was the worst case of predatory lending we
have seen at the national level. And Lehman Brothers did the
securitization there and were sued over that and held liable, at
least in part, for their responsibility there.

It seems to me that on assignee liability you need to avoid the
extremes. You need to avoid the extreme of making it too difficult,
too risky, for the investment banking firm. You can do things like
limit the liability to the amount lent, not have them be responsible
for concepts like net tangible benefit, which I admitted were some-
what amorphous.

On the other hand, you need to avoid the idea that they have no
liability at all. They should have to do some due diligence. If they
know that they are dealing with a crook, or a bad operator, and
they go ahead and securitize anyway, they should have to take re-
sponsibility for that because, again, FAMCO is the example. They
were able to perpetrate their fraud and their harm much more dra-
matically because they could securitize.

Ms. VELAZQUEZ. Thank you. Mr. Fishbein, beyond stopping pred-
atory lending, could you give us your opinion as to how anti-preda-
tory lending laws help responsible lenders better serve minority
and low income communities?

Mr. FisHBEIN. Well, I think the—as I have indicated in my testi-
mony, subprime lending is so heavily concentrated in minority
areas that it can cause particular problems in its own right,and
what anti-predatory lending laws do, if they have the proper stand-
ards in place, is that they help to weed out and curb the worst
practices. They help ensure that borrowers are getting into loans
that are affordable, and therefore are less likely to go into fore-
closure, which can have devastating effects on those families and
their neighborhoods, and good protections we think is very helpful
to the marketplace, results in better subprime lending occurring,
and ultimately takes out some of the worst abuses that are bring-
ing down the very purposes that they are intended to serve.

Ms. VELAZQUEZ. Thank you. Thank you, Mr. Chairman.

Chairman NEY. Thank you.

Mr. Watt.

Mr. WATT. Thank you, Mr. Chairman. I will be quick. I just want
yes or no answers. Is there general agreement that the North Caro-
lina statute is better than the Home Ownership and Equity Protec-
tion Act of 1994?
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Mr. MILLER. Yes.

Mr. BROWN. Yes.

Mr. CoucH. No.

Mr. PicKEL. No.

Mr. WATT. So we have got two on the end that don’t agree.

Okay. Is there general agreement that if Secretary Hawke’s regu-
lations go into effect, that the Home Ownership and Equity Protec-
tion Act would take precedence over the North Carolina law insofar
as Federal institutions are concerned?

Mr. CoucH. National banks, yes.

Mr. WATT. National banks.

Mr. FISHBEIN. Let me go a little further than that, because the
Controller has had a very aggressive form of preemption that he
is proposing that would actually affect State chartered operating
subsidiaries of national banks, and to that extent it would actually
preempt State enforcement in that area as well. State chartered in-
stitutions would be preempted from having State laws apply to
them.

Mr. WATT. Okay. Is it true that you all think that we need a
hearing on that, on the proposal?

Mr. FISHBEIN. Yes.

Mr. WATT. I yield back, Mr. Chairman.

Chairman NEY. Thank you. And next would be Mr. Meeks.

Mr. MEEKS. Thank you, Mr. Chairman, and let me see if I can
do this, maybe not as quick as Mr. Watt, but quickly.

I guess I will just ask this first of Mr. Pickel and Mr. Couch. It
seems that very few prime lenders charge prepayment penalties,
but the majority of subprime lenders do.

My question 1s if that is the case, doesn’t it make it more difficult
for people to improve their credit rating in a few areas to access
better rates?

Mr. CoucH. I would probably debate with you the issue of do pri-
mary lenders ever charge prepayment penalties. We actually have
products that we offer where if you are willing as a consumer to
accept a prepayment penalty we will offer you a lower interest rate
on your loan.

It is an advantage to consumers. We also, on occasion, will allow
consumers to finance closing costs at the front end of the loan, and
pay us back, in essence, through a slightly higher interest rate on
the loan.

And the only way that works is if you have some assurance that
the cash flows are going to continue for long enough to repay that
loan, if you will, and prepayment penalties are a way of doing that.

It is important to point out we are also a commercial lender, and
this year we will do a billion and a half dollars worth of commercial
loans, multifamily, shopping centers, office buildings, those sorts of
things, in virtually every, I can’t think of an exception, in every
loan, and these are sophisticated borrowers that we are lending to.
In every loan we have a yield maintenance provision. If it is a fixed
rate loan, we have a yield maintenance provision, in essence, a pre-
payment penalty. So it is not on its face an unconscionable term.

Mr. PicKEL. Sir, I think as brokers we sell the products that the
lenders offer us. The prepayment penalty can always be bought
out. I can tell you that in my own company a lot of times we will
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buy that out. I think the prepayment penalty can help do what Mr.
Couch said. It can ensure the lender of a certain rate of return over
a certain period of time. But our goal is to help the consumer, al-
ways has been. And what we really want to do is—I can tell you
a number of instances where we have taken people out of subprime
loans and put them into a conforming loan once they have got their
credit back on track.

So if the prepayment penalty helps us to get a lower rate at the
beginning for that consumer, then we like that. But we want the
consumer to know what they are getting into. We want to tell them
what it is, we want to tell them how long it lasts. We want to give
them an option not to have it if they don’t want it.

Mr. FISHBEIN. Congressman, if I can just comment on that. When
you consider that a significant part of the subprime market is com-
prised of borrowers who would qualify for cheaper loans, so says
Freddie Mac and Fannie Mae, then prepayment penalties are actu-
ally even more pernicious than that.

They are actually hooking people into paying on top of the higher
interest rates they are already paying with back-end fees that in
many cases that they were not aware of when they find out that
they could qualify for a cheaper loan.

Mr. NaDON. If T might be allowed to just add one comment to
that. We do a lot of business with Fannie and Freddie over the
years. Freddie was one of the biggest buyers of our bonds over the
last 5 or 6 years, and they have done extensive due diligence on
the loans that we produce. We are a nonprime originator, and their
conclusion was that a small percentage of the loans, when you
looked at the complete file, would have actually passed their auto-
mated underwriting engine. On a FICO score basis only, yeah, but
there is a lot of other requirements that the prime loans have that
are not part of the loans that we are originating. And because our
borrowers didn’t have 2 months of cash reserves, they were looking
for more cash out than the prime lender was willing to do for them,
or the guidelines would allow.

It is things like that, that actually took most of those loans out
of qualifying, and Freddie was able to validate that, as has Fannie
Mae, by doing personal due diligence on our loan originations for
the last 6 years.

Mr. MEEKS. And I am just trying to get into how you do busi-
ness. You know, folks are saying in my district how nonprime lend-
ers usually charge unreasonably high rates and fees, and they don’t
make loans according to people’s credit risks.

I am just asking you, I guess, because of your company and your
business, can you explain to me how companies like yours price on
the base of risk?

Mr. NADON. I am going to say it is an easy thing. It is easy to
sort of understand the concept, but it gets more complex, obviously,
in the doing.

But there are several layers of risk associated to our loans, and
unlike the prime world where the rate—you qualify, everybody gets
that same rate. So whether you had a 780 score, 685 score, wheth-
er it was 80 percent loan-to-value or 60 percent loan-to-value on a
prime loan, you get the same rate.
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Ours are actually priced according to the various layers of risk.
So our minimum loan rates start in the 5 percent range and they
work their way up to where our average coupons on our loans, the
weighted average interest rate charged in our loan pools today are
mid-7 percent range. We average today roughly 150 to 175 basis
points higher on our average products than where the prime world
is today. And we look at factors that—each on their own is a risk
factor, things like the loan-to-value, the credit profile of the bor-
rower, their past payment performance on a prior mortgage or
mortgages that they have had.

We look at what their income-debt ratios are. We look to make
sure that they can verify all of their cash flows. For some self-em-
ployed borrowers—we have a lot of small business owners that
come to us, and so their cash flows are not consistent because they
are not getting a regular paycheck every week. We look at how the
cash flows are coming through.

We look at—all those various factors in and of themselves are
credit components to it. And the ones that are on the low end of
the scale—so loan-to-value is less, their debt-to-income ratio is
lower, their credit performance is better, their past mortgage per-
formance, payment performance is better—are paying a lower rate
than those that may have a higher debt ratio. Or where the loan-
to-value is higher means the risk we are taking is a little bit high-
er, are where those others layers of risk get started adding on. And
that is what drives the rates up.

So if you were to look at our credit components, not isolated one
by one, starting at the best quality and then adding those layers
of risk, you would see the incremental increases in the interest rate
charged on the loan based on the credit factors.

Mr. MEEKS. Thank you.

Chairman NEY. Mr. Crowley.

Mr. CROWLEY. Thank you, Mr. Chairman. I apparently have lost
too much weight. So those—you weren’t here before, Mr. Chairman.

Let me just ask a question that has been spinning around for a
couple of days as I focus on this issue a great deal more. What
product would have been available to individuals who have availed
themselves of the subprime market had this product not expanded,
or this market not expanded, over the last decade? Where would
people who were able to avail themselves of getting a mortgage
loan or getting a car loan or getting a small business loan—where
would they have gotten that loan had they not had the vehicle of
the subprime market to do it in?

It is for anyone, basically.

Mr. NADON. I can tell you from my personal experience—I have
been in this business for a long time, almost 30 years now, and the
way that we used to give money to these very same borrowers; they
literally are the same people that I was lending to in 1977, 1978,
and 1979, and I was doing it then in a finance company. And as
recently as probably 10 or 12 years ago, the finance company rates
could be upwards of 18 percent. So on a mortgage loan we had
products that were priced at 18 percent with 10 points, 15-year,
fully amortized, and that was the deal. You didn’t have any nego-
tiation on that.
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That same borrower could come to us today on our various loan
products and obtain a first mortgage in the 6 or 7 or 8 percent
range, depending on the various credit criteria that they have got,
and it could be either a 30-year fixed, it could be fixed for 2 or 3
years and then convert to an adjustable rate mortgage after that.
Instead of paying 10 points, our weighted average points and fees
run around 2-1/2.

So there has been a significant reduction in the cost of credit to
these consumers and an increase in the kind of loan products that
have been available to them, and that is because of the capital
markets coming in. The securitization process has made access to
capital for us different than it used to be, and it is more plentiful
than it used to be. So you would have found people either going to
a finance company with high rates or points, or going to what we
used to call hard money lenders; those are people that frankly
didn’t care whether you paid the loan back or not because it be-
came a rental access tool for them. They would foreclose on your
house and use it as a rental.

Mr. CROWLEY. Would everyone agree on the panel that there has
been some benefit to the expansion of the subprime market? Every-
one agrees to that; is that correct?

Mr. FISHBEIN. But at the same time, it is important to under-
stand that there are components of borrowers in the subprime mar-
%{et. And as I point out, some of them would qualify for cheaper
oans.

Mr. CROWLEY. I would like to get to that point, too, because my
next question is—because you, Mr. Fishbein, you point out an im-
portant issue that I think needs to be addressed as well. And that
is an individual who applies for a loan, and instead of getting into
the prime market, is shuffled into the subprime market. And I
think that it is important to note, how can we—do you have any
statistics on that or, for lack of a better word, evidence in terms
of—a compilation of evidence to show that? Because I think it is
important.

If a person could have been in the subprime—could have been in
the prime and somehow was shuffled into the subprime, that is
wrong. I mean, if it is racially motivated or if it is because of a lack
of education, whatever the reason may be, I think it is wrong and
it needs be addressed; and I think it is important to build a case
to show that. I know in my district I talked about the benefits of
subprime lending in terms of what it has done in terms of affording
people wealth, varying degrees of wealth depending on where they
live. But it certainly has had some positive benefits. And you point-
ed out one that I think is certainly—to me, is a striking one that
needs to be addressed.

Mr. FisHBEIN. Well, my response to that is in two ways. One is,
there is research. I mentioned before that Freddie Mac has con-
ducted, and Fannie Mae has reached similar conclusions, that
when they run people who have obtained subprime borrowers
through their automated underwriting systems, that these people
would qualify for cheaper and in many cases conventional prime
loans. And we can talk about how large a percentage or how small
a percentage, but there is some percentage of people that either be-
cause of lack of knowledge or lack of opportunity, or because
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subprime lending is aggressively sold to them and they may not
have even been in the market for a loan, get into higher-cost loans
than they qualify for.

But, secondly, the real change in the marketplace is, now we
have subprime lenders that are affiliated with banking institutions
and prime lenders. I think half of the top 10 subprime lenders are
affiliated with banks. And there is no legal requirement that a per-
son who walks into a subprime unit of one of these financial insti-
tutions gets referred to the prime unit because they qualify for
cheaper loans. And in fact, the profit incentive is very much the op-
posite of that.

So, in fact, it is a “buyers beware” market out there. And I think
the plain fact is, a lot of consumers just don’t understand that, be-
cause in the past they felt they had to convince a lender to lend
them money. Now, the lender is kind of peddling money to them,
and they haven’t made that psychological adjustment in some of
the actions they have to take.

Mr. NADON. Although I would say that the evidence, in my opin-
ion, would show very clearly that it is a small percentage of loans
that would actually qualify for the full guidelines. I do agree that
some of them wind up that way that should not. And we think that
one of the ways to cure that, to prevent that from happening, is
to make sure that there is a process to move the borrower up.

So like in our company, as an example, if we have people that
come in that are qualifying for a prime-type loan, we have a com-
pany that does prime loans; one of our subsidiaries does prime
loans.

So we just think that there should be an incentive built into this
system, and your rewards systems or compensation systems should
be such that it incents the right kind of behavior which will say,
this person qualifies for this product rather than this higher prod-
uct, so I am going to move him into this higher product. There are
ways that you can actually put those kinds of processes in place in
companies to ensure that things don’t happen.

Mr. CROWLEY. As long as there is a vehicle to do it.

Mr. MiILLER. Congressman, lenders know. I mean, they score
these people. They know who qualifies for prime.

Mr. CoucH. Congressman, you raise a very good point though. At
the Mortgage Bankers Association we are concerned that the effect
of some of these laws is to drive reputable lenders out of the mar-
ketplace, thus restricting the flow. But nothing is done to handle
or to satisfy the thirst for capital.

There is evidence that payday lending, for instance in North
Carolina, has expanded rapidly since the statute was put on the
books in 1999 and 2000. That—just as Mr. Nadon says, in North
Carolina we have seen a growth in unsecured signature loans
which are at a much higher rate. The effective rate is about 370
percent on a payday loan.

You have to ask the question, is the consumer better off if they
are driven into one of these other sources for credit.

Chairman NEY. The time has expired.

Mr. Crowley, I want to apologize. You must have lost a little
weight, so I let you go over a little extra.
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Mr. Davis is a new member, and he has gained a few pounds,
I think.

Mr. CROWLEY. It is a compliment. Thank you, Mr. Chairman.

Chairman NEY. Thank you.

Mr. Davis.

Mr. Davis. Thank you, Mr. Chairman. I think Mr. Crowley still
has a little bit of an edge on me, though.

But let me try to focus on something that a number of the mem-
bers alluded to in their opening statements, but you have not been
asked about a lot, and that is the prevalence of subprime lending
in the minority community. On one hand, I suppose that disparity
is accounted for by the obvious wealth gap that exists in the minor-
ity and the Caucasian community. But in preparing for this hear-
ing, I saw several statistics indicating that even in upper-income
African American neighborhoods, the subprime rate is about double
what it is in low-income white neighborhoods. Even controlling
across class lines, in other words, there is a greater prevalence of
subprime lending in black neighborhoods. And I want to get some
comment from the panel on that point.

First of all, what is the reason for that? Give me some sense of
why there is a higher subprime lending rate in upper-income black
neighborhoods than in low-income white neighborhoods. Does any-
body want to react to that?

Mr. BROWN. Yes. Let me give my views on that.

I think clearly one of the—and, Mr. Scott, I didn’t have a chance
to comment on your proposals for financial in-house counseling. I
think it has been the desire from some of the lenders and some of
our not so favored lenders to target markets in which they be-
lieve—in communities in which they believe they can, in fact, offer
a product with certain yields that are higher than they ought to be.
And that happens to be a lot of the communities that are, regard-
less of the income strata, that happen to be low-income—I said low-
income, but minority, African American, or Latino communities. So
there is that.

There is clearly the issue of the steering of individuals from the
prime market to the subprime market.

Now, let me tell you, the marketing—and I have been there, and
this is not just—this is empirical data here. I have been what was
called a higher-income individual, and let me tell you, I was mar-
keted to by many mortgage bankers who were offering products
that in my young years didn’t realize that I could perhaps go to an-
other lender and secure prime. Now, that is just me; it means I
talked to my neighbors. And so, when you look at credit lending,
it is not going to just be me, it is going to be those impacted, my
friends and colleagues in my neighborhood.

So there is—that sort of in my mind would be one of the reasons
why you will see it in those communities.

Mr. DAvis. Now, let me ask you a follow-up question, or all of
you a follow-up question based upon that.

Under the current state of law—and I will direct this particularly
toward General Miller. Under the current state of law in this coun-
try, is it illegal, does it violate any Federal statute that you know
of for that kind of steering to go on?
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Mr. MILLER. I think it would. I think it would violate some of the
basic civil rights statutes.

Indeed, when we did our case with Household, we had to sort of
put together an incredible coalition of sort of a consumer protection
division’s work plus civil rights work. Some of the issues in House-
hold came out of the civil rights division. And, of course, we were
partnered, in addition, with the mortgage regulators, and devel-
oped a wonderful partnership. But some of that case came out of
the Civil Rights Division, and in particular, in Arizona, which was
one of the leaders of our group.

Mr. DAvis. Let me close on this observation since the time is run-
ning late.

One thing that is apparent to me as someone who, before I came
here, practiced discrimination law on the plaintiff's side. There is
a relative paucity of laws that deal with discrimination that goes
on in the mortgage lending market. Title VII obviously doesn’t
cover it because it is not an employment decision. Section 1981, I
suppose there is a remedy, but a lot of litigants and a lot of plain-
tiffs’ attorneys are not well educated about Section 1981.

In my State of Alabama, we do not have any State civil rights
laws at all.

So as we look at reframing our regulatory structure, one thing
that does occur to me is that there is room to have a much more
direct set of Federal provisions that address racial discrimination
in the area of market lending.

And let me close by congratulating my friend, Rob Couch, for
being here. Rob, I would have been at your event in Birmingham
yesterday if we didn’t have something called votes up here. But I
want to welcome you to your new position, and thank you for the
work you do in our community.

Thank you, Mr. Chairman.

Chairman NEY. I want to thank you, and I want to thank the
panel. I think it was extremely informative. I appreciate your time
and your indulgence on your trip here to the Capitol.

With that, we will convene the second panel.

Chairman NEY. Micah S. Green, President of The Bond Market
Association; Mr. Cameron “Cam” Cowan, Chair of Legislative and
Judicial Subcommittee, American Securitization Forum; Ms. Mar-
got Saunders, Managing Attorney, National Consumer Law Center;
Professor Kurt Eggert, Associate Professor of Law, Chapman Uni-
versity School of Law; Reverend William Somplatsky-Jarman, Pres-
byterian Church USA, on behalf of the Interfaith Center on Cor-
porate Responsibility; and Mr. Frank Raiter, Managing Director of
Standard & Poor’s.

Thank you for attending, and we will start with Mr. Green.

STATEMENT OF MICAH S. GREEN, PRESIDENT, THE BOND
MARKET ASSOCIATION

Mr. GREEN. Thank you very much, Mr. Chairman. And thank
you for inviting The Bond Market Association to be a part of this
hearing.

The Bond Market Association represents the underwriters and
dealers of fixed income securities which include the securitization
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process. The mortgage securitization process has resulted in a $5
trillion mortgage-backed securities marketplace.

Essentially, the secondary market for any product exists after a
market develops and matures. Just like in the mortgage market,
the asset-backed market developed from assets that initially were
all in the prime market. As the subprime lending market grew, a
secondary market grew from that, to create efficiencies in that
market. And as we have heard earlier, it also reduced interest
rates and increased access to capital for many people.

A friend of mine asked me if it would be tough to testify at a
hearing with The Bond Market Association having been quite out-
spoken against some of the State initiatives that have come up in
the past. And I said, first of all, we don’t like predatory lending.

As you have heard from many before, The Bond Market Associa-
tion is in the secondary market. We are not lenders. We don’t like
predatory lending. And we happen to believe that it is a problem
that must be dealt with credibly and responsibly.

Second, our position on this issue is about preserving access to
capital for people who need it. I dare say this would be a signifi-
cantly more awkward hearing for me if the title of the hearing is,
Why Is the Secondary Market Cutting Off the Supply of Capital to
Your Constituents Who May Simply Not Have Stellar Credit? This
committee and the work of this committee for many, many years
has been about ensuring access to capital, not limiting that access.

The predatory lending issue must be dealt with. As you heard
from the previous panel, originators of loans have and must con-
tinue to work tirelessly to ensure lending practices are appropriate
and protect people from predatory practices. You will hear from
some witnesses today that believe the only way to truly inhibit
predatory lending practices is to move the liability from the preda-
tory culprit to the investor who buys a security that among the
thousands of loans in that portfolio contain such loans that are
claimed to have been predatorily obtained months or years earlier
by the originator.

I guess I would have to agree that, as proposed by these wit-
nesses, there is no question that it would be an effective way of
limiting predatory lending, much like that of banning motor vehi-
cles on roads to reduce speeding and other motor vehicle violations.
It is a solution, but it carries with it unintended consequences, be-
cause just as a ban on motor vehicles would also make transpor-
tation and commerce generally much more difficult, the type of as-
signee liability supported by some would go well beyond the target
of predatory lending.

It would make it far riskier for participants in the secondary
market for all subprime loans. Those risks would not be precise or
predictable, and would result in increases in the cost of subprime
loans to borrowers in legitimate need. It could even make uneco-
nomic the entire securitization process for these loans, given the
additional capital that would have to be committed in putting those
deals together.

Numerous States have attempted to get it right and have been
off the mark. My written testimony discusses many of those exam-
ples, like Georgia, which was discussed earlier.
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In this national marketplace, we need a national policy that will
truly help address the predatory lending problem and do so in a
way that minimizes the law of unintended consequences. Legisla-
tion is needed to provide an important balance of tough policy on
predatory lending and a clear national policy on how the secondary
market should play a role in that process.

And, in closing, Mr. Chairman, I would just add to the comments
that Congressman Scott and others on the panel have talked about,
financial literacy. The Bond Market Association through its founda-
tion, The Bond Market Foundation, is very pleased to sponsor a
program called tomorrowsmoney.org, which is a Web site geared to-
ward basic financial literacy targeted to women, young people, and
the Hispanic community. It talks about savings and investments,
but far earlier than savings and investment, it talks about the
basic building blocks of learning how to save and budget and live
a normal life with financial responsibility. We have geared that
program to targeted communities, and we would look forward to
working with this committee in trying to help promote further fi-
nancial literacy in this area.

Thank you, Mr. Chairman.

Chairman NEY. Thank you.

[The prepared statement of Micah S. Green can be found on page
153 in the appendix.]

Chairman NEY. Mr. Cowan.

STATEMENT OF CAMERON “CAM” L. COWAN, ESQ., CHAIR, LEG-
ISLATIVE AND JUDICIAL SUBCOMMITTEE, AMERICAN
SECURITIZATION FORUM

Mr. CowaN. Thank you, Chairman Ney, for holding this hearing
and for the opportunity to testify today on the role and importance
of securitization.

I am a partner with the law firm of Orrick, Herrington, and Sut-
cliffe. Within Orrick, I serve as the Managing Director of Finance
Practices and am a member of the firm’s executive committee. I am
also a member of the American Securitization Forum’s executive
committee, and I chair the American Securitization Forum’s Legis-
lative and Judicial Subcommittee.

The ASF, an affiliate of the The Bond Market Association, is a
broadly based professional forum of participants in the U.S.
securitization market. ASF members include investors, issuers, un-
derwriters, dealers, rating agencies, insurers, trustees, servicers,
and professional advisors working on transactions involving
securitizations. For the last 16 years, my law practice has focused
on structured finance or securitization. My knowledge of subprime
and predatory lending generally comes from the perspective of the
secondary market, and my testimony today will focus on the
securitization process, the growth of the industry, and the many
benefits securitization brings to consumers, issuers, and investors.

Securitization is the creation and issuance of debt-like securities
or bonds whose payments of interest and principal derive from cash
flows generated by separate pools of assets. It has grown from a
nonexistent industry in 1970 to $6.6 trillion as of the second quar-
ter of 2003.
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Financial institutions and businesses of all kinds wuse
securitization to immediately realize the value of cash-producing
assets. These are typically financial assets, such as loans, but can
also be trade receivables or leases. In most cases, the originator of
the assets anticipates a regular stream of payments. By pooling the
assets together, the payment streams can be used to support inter-
est and principal payments on debt securities. When assets are
securitized, the originator receives the payment stream as a lump
sum rather than spread out over time.

Securitized mortgages are known as mortgage-backed securities,
while securitized assets—that is, nonmortgage loans, or other as-
sets with expected payment streams—are known as asset-backed
securities. By making it easier for mortgage lenders to sell their
loans into the secondary market, mortgage-backed securities create
efficiencies in the mortgage industry that are passed on to bor-
rowers in the form of lower interest rates and more readily avail-
able credit. Issuers of mortgage-backed securities also benefit from
a lower cost alternative to raising funds in the capital market. In-
vestors gain, too, as mortgage-backed securities generally are a
low-risk liquid investment.

Securitization reflects innovation in the financial markets at its
best. Pooling assets and using the cash flows to back securities, al-
lows originators to unlock the value of the liquid assets, and gen-
erally provides consumers lower borrowing costs at the same time.

Mortgage-backed securities and asset-backed securities offer in-
vestors an array of high-quality fixed-income products with attrac-
tive yields. The popularity of this market among issuers and inves-
tors has grown dramatically through the last 30 years. The success
of the securitization industry has helped many individuals with
subprime credit histories obtain credit. Securitization allows more
subprime loans to be made because it provides lenders with access
to capital in an efficient way for them to manage risk.

It 1s possible that the various State and local efforts to curb pred-
atory lending could increase the cost to subprime borrowers and
dramatically reduce the opportunity of local subprime markets to
access the national capital market. Moreover, secondary market
purchasers of loans, securitization vehicles, financial inter-
mediaries, and investors are not in a position to control origination
practices, loan by loan. Regulation that seeks to make a police force
of these secondary market participants through unlimited or vague
assignee liability will only succeed in driving them from investing
in the subprime market.

The problem of predatory lending clearly needs to be addressed
by legislative action, but only after careful consideration of the full
range of public policy issues. The challenge is to curb predatory
lending without limiting the ability of subprime borrowers to ob-
tain loans.

The secondary markets are a tremendous success story that have
helped democratize credit in this country. Well-intended, but ill-
considered State and local regulation in this area could do much
harm. For this reason, the American Securitization Forum respect-
fully urges this committee to consider Federal legislation in this
area and legislation that will provide a reasonable safe harbor from
assignee liability for secondary market participants.
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Thank you again for this opportunity to testify today.

Chairman NEY. Thank you.

[The prepared statement of Cameron L. Cowen can be found on
page 117 in the appendix.]

Chairman NEY. Ms. Saunders.

STATEMENT OF MARGOT SAUNDERS, MANAGING ATTORNEY,
NATIONAL CONSUMER LAW CENTER

Ms. SAUNDERS. Mr. Chairman Ney and Ms. Waters, thank you
for inviting us to testify today. I am here today on behalf of the
low-income clients of the National Consumer Law Center, Con-
sumers Union, and the National Association of Consumer Advo-
cates.

I have a lot to say that obviously I cannot address in the 5 min-
utes that I have, so I would ask you to take a look at our written
testimony. But I think I want to focus on a few specific points.

One is this—I think someone on the previous panel said it spe-
cifically. In the year 2003, we are not dealing with the same access
to credit problems that this Congress dealt with in 1980. In 1980,
when Congress passed the laws that began the deregulation of
credit, there was an access to credit emergency because of high in-
terest rates. Since that time, we have seen a continual deregulation
of credit and a democratization of access to credit which has helped
many homeowners to obtain homes, which has been very good.
However, we have seen—we who represent low-income consumers
and consumers actually believe there is too much credit.

There is especially too much home credit. This is a push market.
People are too often being pushed into mortgages or actually into
refinancing mortgages, not the mortgages used to buy the homes,
but people are being pushed into refinancing their existing mort-
gages essentially for reasons that do not benefit them.

There is lots of research that I cite in my testimony that indi-
cates that the securitization of mortgage credit, while good in
bringing more money to homeowners, for home-buying purposes,
has actually created an incentive to originators to fill loan
securitization pools, which in turn require these originators to go
out and find borrowers for the loans. These loans then are often not
really benefiting the consumers, they are more benefiting the origi-
nators.

I want to point you to the chart in my testimony which shows
a huge increase in the foreclosure rate in the last 20 years with a
very small relative increase in the homeownership rate between—
on page 7. Between the years 1980 and 2001 we have seen an in-
crease in homeownership of 3.4 percent. That is an important in-
crease. But we have seen an increase in foreclosures of 250 percent.
This we blame on the subprime mortgage market. If you look at
the number of prime loans that are going to foreclosure, it has re-
mained essentially flat over the years. Approximately 1 out of 100
prime mortgage loans are foreclosed upon, but 8 percent, or 1 out
of 12 subprime loans go to foreclosure.

There has been a lot of discussion about financial literacy, and
I would ask you, look at almost any other area of regulation or lack
of regulation in this country. Elizabeth Warren, Harvard law pro-
fessor, pointed out the difference between the way we regulate
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toasters and the way we regulate mortgages. If there was a chance
that a toaster sold on the market would have a 1 in 12 chance of
blowing up, do you think it would be allowed to be sold? Would we
say that it is adequate protection against a toaster with a 1 in 12
chance of blowing up that we give more toaster literacy training to
consumers? Is that the appropriate way to protect people?

Toasters are actually far easier to use than mortgages are to un-
derstand. The loss that results from a toaster blowing up is actu-
ally probably less serious than what happens to the 12 out of 100
Americans who get subprime mortgages that go to foreclosure.
That is the analogy that I would ask you to consider.

I would like to point out a couple of very important points. I
don’t know who exactly on this panel is pointing—pushing for un-
limited assignee liability. We are not. We are pushing for some as-
signee liability.

I have gone through in my testimony a full explanation of the as-
signee liability that exists in current law now. There is already as-
signee liability in the secondary market. The idea of it is not new.
In fact, for a holder of a loan to be able to avoid assignee liability,
several hoops must be jumped through that are not at all auto-
matic. But I researched Standard & Poor’s and Fitch’s statements
to see what they would find to be adequate assignee liability rules.
They have both said in the last month that so long as there were
capped damages and the rules were clear, assignee liability was ac-
ceptable.

That is all we are asking for, capped damages and clear rules.
We think the clear rules for mortgage regulation as we propose
here actually would benefit everybody.

I see I am out of time, but I am happy to answer any questions.

Chairman NEY. Thank you.

[The prepared statement of Margot Saunders can be found on
page 268 in the appendix.]

Chairman NEY. Mr. Eggert.

STATEMENT OF KURT EGGERT, ASSOCIATE PROFESSOR OF
LAW, CHAPMAN UNIVERSITY SCHOOL OF LAW

Mr. EGGERT. Good afternoon. My name is Kurt Eggert; I am an
Associate Professor of Law at Chapman University School of Law.
And Chairman Ney and Ranking Member Waters, I appreciate the
opportunity to come talk to you about predatory lending, its defini-
tion, causes, and cures.

First of all, definition. Some people say that we can’t even define
predatory lending, how can we start addressing it? Which I think
is just not true. I think we can come up with a good, workable defi-
nition of predatory lending, and that definition should look at both
the practices that are used against borrowers and also the results.

The practices are things like prepayment penalties, credit pack-
ing. The results are the overpriced loans and increased risk of fore-
closure. So I would define predatory lending as the use of manipu-
lative, coercive, or deceptive tactics to get borrowers to accept loans
that are overpriced, given their risk characteristics and their mar-
ket prices, or that leave borrowers worse off than they were before
the loan, or both.
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Now, a loan can leave a borrower worse off if it increases the risk
that they will be foreclosed on or if, for example, a lender gets a
borrower to refinance a below-market loan. And these two things
should be balanced against each other so that the higher the loan
price is, the less you have to see, as far as unfair or deceptive prac-
tices, to conclude that the loan is predatory.

Now, on to the causation. We have seen a huge spike in the
amount of predatory lending in the 1990s at the same time that
we saw the rapid growth of the securitization of subprime loans;
and I think there is a direct connection between those two. If a
predatory lender does not have access to the secondary markets
and if they are forced to hold their own loans, it dramatically limits
their ability to lend and to grow, because as they lend, they are
going to have a portfolio of borrowers who are angry at them, who
aﬁ'e not going to want to pay, and who are going to want to sue
them.

If, on the other hand, they have access to the secondary markets,
what the predatory lender can do is make loans, sell it on the sec-
ondary market, get the money back, and make new loans. They can
churn and grow. And we saw that throughout the 1990s. You
would see a new lender come on, there would be complaints against
it, but it would lend more and more and more and grow dramati-
cally, quickly, and then suddenly declare bankruptcy or leave the
field.

Securitization has other problems for us, especially for subprime
borrowers. It causes the most rapid creation of a holder in due
course. A holder in due course is someone who can claim there is
no assignee liability to me because I have jumped through all the
hoops that Ms. Saunders talked about; and so most of the defenses
that the borrower had to the initial lender are cut off.
Securitization allows this to happen so quickly that often by the
time a borrower makes their first payment their loan has already
been sold, and so if there were misrepresentations made to them
at the time of the loan, by the time they make the first payment
they have lost their ability to sue the current holder of the note to
get out of the loan.

The other thing that securitization does is that it allows thinly
capitalized organizations to originate loans. You don’t have to have
a lot of money if you can make a loan, sell it, get the money, make
a loan, sell it; and that way, if somebody does sue you, well, you
don’t have this big portfolio of loans that they can go against. So
it allows people with not that much money who originate loans to
sell them to the secondary market.

Now, defenders of securitization will say, well, securitization does
lower interest and—interest rates and mortgage costs. Interest-
ingly, there was a recent analysis by a couple of Federal Reserve
Board economists that said actually the cause and effect are re-
versed. What they concluded was that lowered interest rates in-
creased securitization, not the other way around.

There is even an argument that in some cases securitization may
increase interest rates or mortgage costs if the securitizers aren’t
confident that what the originators are selling them—if they aren’t
confident about the credit risk of what is being sold to them. So I
will treat the borrowers as if they are potential lemons, and they
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will demand a higher interest rate than their credit risk would re-
quire. So I don’t think it is proved that securitization lowers inter-
est rates.

So what is a cure for predatory lending? The cure is—we can’t
depend on regulators. By the time they step in, as well-meaning as
they are, it takes them a while to find out about predatory lenders;
it takes a while to develop a case and to bring an action.

Instead, I think the solution is to get the people who are on the
ground, the securitizers who see all the loans come in, get them to
step in and refuse to deal with predatory lenders; get the ratings
agencies, the underwriters, the Wall Street bankers to say we are
not going to deal with these scam lenders.

How do you do that? Well—and why would we have them do it?
Because if we say predatory lending—if one of the central bases of
predatory lending is overpriced loans, they can detect that. They
can look at their loan pools and say, examining the loan-to-value
ratios and the FICO scores, we can tell that this is a pool with
overpriced loans. They have the ability to detect it in a way that
the borrowers can’t tell if they were being charged too much. They
can also look at default rates. They can track, they can trade infor-
mation on bad originators.

How do we make the securitizers do this job? The solution is as-
signee liability; if you say, your investors are going to pay the price
if you deal in predatory loans, then the ratings agencies will make
sure that they track it.

Chairman NEY. Professor, what I want to do, since you have run
out of time—but it is fascinating and I have some questions on—
I would like to go on to the other two panelists because we are run-
ning a little short, and then come back with questions that will
pertain to assignee liability.

[The prepared statement of Kurt Eggert can be found on page
126 in the appendix.]

STATEMENT OF REV. WILLIAM SOMPLATSKY-JARMAN, PRES-
BYTERIAN USA, ON BEHALF OF THE INTERFAITH CENTER
ON CORPORATE RESPONSIBILITY

Rev. SOMPLATSKY-JARMAN. Thank you, Mr. Chairman, distin-
guished members of the committee. I am very pleased to be here
on behalf of the Presbyterian Church USA and other religious in-
vestors, part of the Interfaith Center on Corporate Responsibility.
With me here today is Dr. John Lind of our research organization.
CANICCOR has provided us with quality research into these issues
for our advocacy efforts, and I am pleased that our remarks and
his research will be entered into the record for your use in the fu-
ture.

Presbyterian Church USA is committed to a consistency between
our mission goals, our ethical values, and our investments.
Through our urban and rural church networks, we are well aware
of the need for access to capital in order to revitalize our commu-
nities and stabilize our neighborhoods. We are also well aware of
the stories of the roadblocks and abuses, such as redlining and
predatory lending. And as religious investors, we own stock in
every one of the major banking and financial institutions of this
country that is involved in the subprime loan market.
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When CitiFinancial bought Associates First Capital, we initiated
a series of meetings with CitiGroup and CitiFinancial about that
acquisition. And after these discussions, along with CitiGroup’s set-
tlement with the FTC, other regulatory investigations, and the
pressures from community groups, I can say today that I believe
that CitiFinancial and CitiGroup has incorporated many of the bet-
ter practices within the subprime industry into its regular way of
doing business.

We have also met with a number of subprime lenders, Wash-
ington Mutual’s Long Beach Mortgage, Chase Manhattan Mort-
gage, Wells Fargo, and we anticipate this year our first meetings
with National City’s First Franklin, Key Course, Champion Mort-
gage, and Lehman Brothers. We also met with a nondepository
lender, Household, but now that it has been acquired by HSBC,
those discussions are on hold.

So far, what we have found is that subprime lenders, particularly
those that are subsidiaries of depository holding companies, largely
have taken to heart the settlements in 2002 between the FTC and
CitiFinancial and the settlement with 20 States’ Attorneys General
with Household, if they already did not follow decent practices.
And, thus, we are starting to focus more on the small lenders,
which are often finance companies that may be privately held or
not widely held public firms.

We find that these small lenders are usually not subject to Fed-
eral supervision other than complaints filed with the FTC, and
they probably represent some of the more egregious firms, such as
First Alliance. Thus, the regulation of these smaller firms seems
best achieved through secondary market mechanisms.

The secondary market is the more logical route because these
small firms are usually not depository affiliates that can supply
funding to them, and they have to sell off their originated loans on
a timely basis into the secondary market in order to preserve their
liquidity.

Two problems arise in the secondary market we wish to address,
the issue of issuers and underwriters. First is their need to perform
adequate due diligence to eliminate their liability for handling
loans from fraudulent loan originators such as First Alliance, or
Lehman Brothers now has a court-ordered liability of $5 million.

Second, and perhaps a more insidious case, is that of the sub-
servicing firms. These firms buy the servicing rights, often are the
more risky loans; and in buying these rights, they take on the job
of dealing with loan delinquencies and foreclosures. In the case of
Fairbanks Capital, the FTC has alleged that they counted on-time
payments as late and therefore assessed late fees, and they started
?nnecessary foreclosure proceedings in order to gain additional
ees.

Based upon our analysis provided by Dr. Lind of CANICCOR, we
are starting a round of dialogues especially with firms that serve
as both issuers and underwriters, because these firms tend to han-
dle loans from smaller lenders. These smaller lenders often use
brokers as their primary source of loan applications, and since bro-
kers are not employees of the lender, the lower level of control over
the brokers can permit predatory practices by some of them to go
undetected.
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In addition, these issuers and underwriters use subservicers who
have no relation to the lenders, and they may then use unethical
practices in handling delinquencies and foreclosures. We, however,
as religious investors, believe in what we have been working with,
the companies in which we own stock, to say that good policies,
good practices promote more profitable companies in the future.

Thank you very much.

Chairman NEY. Thank you.

[The prepared statement of Rev. William Somplatsky-Jarman
can be found on page 287 in the appendix.]

STATEMENT OF FRANK L. RAITER, MANAGING DIRECTOR,
STANDARD & POOR’S

Mr. RAITER. Good afternoon, Chairman Ney, members of the sub-
committee. And thank you for this opportunity to testify.

As an independent and objective commentator on credit risk,
Standard & Poor’s generally does not take a position on questions
of public policy. Thus, while Standard & Poor’s strongly supports
efforts to combat predatory lending and other abusive practices by
lenders, it does not take a position on what legislative and regu-
latory actions would best accomplish that goal.

Nevertheless, Standard & Poor’s has been closely following legis-
lative and regulatory initiatives designed to combat predatory lend-
ing in order to determine how those laws might affect its ability to
rate securities backed by residential mortgage loans. Standard &
Poor’s appreciates the opportunity to discuss the factors it con-
siders when evaluating the impact of antipredatory lending laws on
rated transactions.

Increased access to mortgage loans has led to increased home-
ownership across the United States. While this growth in home-
ownership is positive, it has become evident that some of this in-
crease has unfortunately occurred simultaneously with a rise in
predatory lending practices. Among others, these predatory prac-
tices include the following: charging excessive interest or fees, mak-
ing a loan to a borrower that is beyond the borrower’s financial
ability to repay, charging excessive prepayment penalties, encour-
aging a borrower to refinance a loan notwithstanding the lack of
benefits to the borrower, and increasing interest rates upon de-
fault.

Antipredatory lending statutes are designed to protect borrowers
from these unfair, abusive, and deceptive lending practices, and
Standard & Poor’s strongly supports efforts to eliminate predatory
lending. However, in its role as a provider of opinions on credit
risk, Standard & Poor’s must evaluate the impact of these statutes
on the return to investors in mortgage-backed securities. Indeed,
given the expansion of individual investment in securities through
various retirement and pension plans, these investors might actu-
ally be the very same borrowers the statutes are intended to pro-
tect.

Standard & Poor’s has determined that some of these statutes
may have the negative effect of reducing the availability of funds
to pay these investors. This reduction could occur if an
antipredatory lending statute imposes liabilities on purchasers or
assignees of mortgage loans simply because they hold loans that
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violate a statute even if they did not themselves engage in preda-
tory lending practices.

In performing this evaluation of antipredatory lending laws, the
two most important factors that Standard & Poor’s considers are
whether an antipredatory lending statute provides for this assignee
liability, and, if so, what penalties the statute imposes on assignees
for holding predatory loans.

If Standard & Poor’s determines that no assignee liability exists,
Standard & Poor’s will generally permit loans covered by the stat-
ute to be included in rated transactions without any further consid-
eration or restriction. If, on the other hand, a loan does permit as-
signee liability, Standard & Poor’s will evaluate the penalties
under the statute.

If damages imposed on purchasers are not limited to a deter-
minable dollar amount, that is, the damages are not capped, Stand-
ard & Poor’s will not be able to size the potential liability to its
credit analysis. Therefore, these loans cannot be included in rated
transactions. If, on the other hand, monetary damages are capped,
Standard & Poor’s will be able to size in its credit analysis the po-
tential monetary impact on violations of the statute.

Standard & Poor’s looks to all types of potential monetary dam-
ages including statutory, actual, and punitive damages. It should
be noted, however, that even if capped damages can be sized, it
may not be economical for a lender to make sure loans, if the cred-
its support the Standard and Poor’s required, equals or exceeds the
monetary value of the loan. For example, if a statute provides for
punitive damages, even if these damages are capped, the amount
of the damages may well exceed the loan value.

In making these determinations, above all, Standard & Poor’s
looks for clarity in a statute. Specifically, Standard & Poor’s looks
for statutory language that clearly sets forth what constitutes a
violation, which parties may be liable under the statute and, as
noted, whether any monetary liability is limited to a determinable
dollar amount. Absent clarity on these issues, in order to best pro-
tect investors in rated securities, Standard & Poor’s must adopt a
conservative interpretation of an antipredatory lending statute,
and may in instances in which liability is not clearly limited ex-
clude mortgages from a transaction that it rates.

In offering these comments today, Standard & Poor’s reiterates
to the honorable members of the subcommittee that as a public pol-
icy matter, Standard & Poor’s supports legislation that attempts to
curb predatory and abusive lending practices. Standard & Poor’s
also notes, however, that its role is to evaluate the credit risks to
investors associated with an antipredatory lending legislation and
not to recommend public policy.

This concludes my testimony on behalf of Standard & Poor’s Rat-
ings Services. I will be happy to answer any questions.

[The prepared statement of Frank L. Raiter can be found on page
227 in the appendix.]

Chairman NEY. I want to thank the panel.

Before we get to the questions, Congressman Kanjorski has
joined us and has not had an opportunity to ask questions yet, so
I will yield to the Congressman.

Mr. KANJORSKI. Thank you, Mr. Chairman.
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I happened to listen to all the testimony, and this is a highly
emotionally charged issue just by—the nature of the language we
use sort of poisons the well. Is there anyone here at the table that
feels that there isn’t a need in our society to accomplish subprime
lending?

So I gather no one is opposed to subprime lending.

What we are attempting to get at is how it can be facilitated in
the most protective way for the consumer, for the investor or lender
if it is securitized, and to rid the marketplace of unscrupulous ac-
tors. Is that substantially the issue that is before the committee,
that you think that Congress should move on?

This is an issue that lends itself to great demagoguery from the
standpoint that, you know, to scream against predatory lenders is
always popular with the constituents. The word itself is so emotion-
ally charged. However, I have concluded that there is a need for
national legislation and potentially national standards if we are
going to move into this field, and that the effort has to be made
by this committee, not only the subcommittee but the committee as
a whole and then eventually the Congress, to put a framework to-
gether that this should be done.

So in that light, Mr. Chairman, I would suggest that we take the
advantage of some of the statements made by some of the members
of the committee today, particularly during the first panel, to think
towards putting together a working group to really work through
these various identified issues that I think can be met to everyone’s
advantage; that is, remove the unscrupulous from the field to make
certain that securitization can be made to the advantage of reduc-
ing interest rates to the lender that has to resort to that area of
lending, and to meet the challenges of good ethics, good morals, as
well as good law.

Has anyone worked on their ideal statute or model? Yes.

Ms. SAUNDERS. Yes, Mr. Kanjorski. I am Margot Saunders with
the National Consumer Law Center.

I was very involved in the passage of HOEPA; I was one of the
authors of the AARP Self-Help NCLC model bill that has been
passed in some form in a number of States; and I have worked
with both Senator Sarbanes and Mr. LaFalce on their bills. And I
propose in this testimony a new way, a streamlined way of address-
ing the problem that I believe, while simpler, would reduce many
of the problems without much—without causing many of the dif-
ficulties.

Mr. KANJORSKI. Are you in favor of a national standard?

Ms. SAUNDERS. I am in favor of a national standard, but not one
that preempts. I think if you look at all of our consumer protection
laws, starting with the Truth in Lending Act, the Fair Debt Collec-
tion Practices Act, the Equal Credit Opportunity Act, all of the
laws with the single exception of the Fair Credit Reporting Act, do
preempt inconsistent State laws to the extent that the State laws
are less protective of the consumer. They do not preempt the
State’s ability to add additional protections to that floor, and that
is where I would advocate that you all start.

I would point out that most States would not have a need to add
on additional consumer protections if the floor were adequate. Just
as very, very few States have come up with their own truth in
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lending acts because the Federal Truth in Lending Act is com-
prehensive, it would be a similar nonquestion if the floor that was
established by Congress was sufficient, and you would end up actu-
ally satisfying both sides of this debate. You would solve predatory
lending and without creating the problem caused by a broad pre-
emption of State laws.

Mr. KANJORSKI. Don’t we negatively impact on the advantage of
a national market and national rates if we start to have a construct
where every State decides to add on their particular brand of what
should be done?

And, you know, I am very cognizant of the fact that this is an
emotionally charged political issue. A State legislator just loves to
wave his amendment or bill saying, I am saving all you poor people
out there because I have put something stricter than the Federal
Government’s standard in place.

Ms. SAUNDERS. But you can do that. You can take the North
Carolina standard or another State standard that is very good and
say, This is going to be the Federal floor. Any State that has a law
that is not as good as this is preemptive.

Mr. KANJORSKI. But you are allowing the States to go beyond?

Ms. SAUNDERS. Yes. But I would point out that if that floor is
high enough, very, very few States will do that and it won’t be nec-
essary; just as very, very few States have actually passed laws that
are more protective than the Truth in Lending Act, and it is be-
cause it is not necessary.

Mr. KANJORSKI. On the fair credit reporting, wasn’t that the
major issue that we faced, that in order to create a national stand-
ard we had to preempt State’s rights and did so because it was de-
termined by the Congress it was more important to have a work-
able statute that provided the best information and flow of infor-
mation than to allow each State to make its own formula?

Ms. SAUNDERS. I am sure that is why you pushed for it, sir, but
I can say that we were never in favor of it.

Mr. KaNJORSKI. Your feeling is, Congress made a fundamental
error?

Ms. SAUNDERS. Well, the bill hasn’t passed yet, but I think that
Congress is about to make a fundamental error, yes, sir.

Mr. KANJORSKI. Yes?

Mr. GREEN. Congressman, I would just simply agree with what
you are saying. A floor is not a national standard if it is not pre-
emptive. The fact is, we have been working with numerous State
legislatures and, in fact, even city councils.

For example, in New York City, when they couldn’t really amend
the actual lending law, they prohibited any firm that was involved
in securitization from doing municipal bond business with the City
of New York if these standards weren’t met. So the fact is, you are
going to have numerous pieces of legislation coming at it even if
you set a floor because of that demagoguery that naturally takes
place.

This is a national marketplace. We need a national standard to
allow the marketplace to grow and to clean it up.

Mr. KANJORSKI. All right.
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Reverend, I was going to make a comment that I didn’t know
whether God was on one side of this issue or not, but that wouldn’t
be the right comment to make, so I won’t.

But you obviously do exercise your influence on lending authori-
ties by virtue of your investments, and that is sort of a democratic
pﬁocess. You vote with your dollars. There is nothing wrong with
that.

But do you feel also that we are capable of having a national
standard that is fair to everyone and particularly protective of the
consumer and rids the field of unscrupulous actors, but on the
other hand urges efficiency and effectiveness in subprime lending?

Chairman NEY. I will caution, we are running out of time, be-
cause the next hearing has to come in, but if you would like to an-
swer.

Rev. SOMPLATSKY-JARMAN. Well, I will defer the sermon and try
to answer the question.

Yes, I do believe that there is the capacity to come up with
standards by which the industry can weed out the predatory lend-
ers and still maintain the positive aspects of the subprime indus-
try.

What we have found in working with companies is that, by and
large, the vast majority want to do the right thing. They are ethical
people who care about what happens in the communities in which
they do business. What is necessary to happen is to weed out those
people who do not share that common value, and I believe that
there are ways that that can be done.

And we want to just simply offer the fact that investors are also
concerned about this, and we can play a role in helping to craft it
and to see to it that it is followed. Thank you.

Mr. KANJORSKI. Thank you.

Mr. Chairman, may I reiterate again that I think this is a very
important issue. We should address it. And I will do everything I
can to assist you and the rest of the committee in coming to a posi-
tive conclusion.

Chairman NEY. I appreciate the gentleman’s comments, and I am
very amenable to a working group. And the one thing I want to say
about that is, this, I know, is a very emotional subject. Congress-
man Lucas knows that; he is on the bill as the prime person help-
ing this. But I think it is a subject that needs to be discussed,
needs to have thorough vetting. And, again, I know it is emotional.

And then some people say, why do you even talk about this?
Well, you know, it needs to be discussed. I am sorry that we are
out of time, but I am amenable to a working group.

And, again, they have got another hearing in here, but I think
the actual liability—and both Ms. Saunders and Professor Eggert,
I think that is an area that I would like to follow up with you. I
mean, we have been on a couple of roundtables that we had some
discussions, I know, but that is where you look at the fact that
somebody has to be responsible if something was done wrong; and
do you go to the source that created it, even if it came down the
pike, and go to the source that created the problem versus, you
know, the entity it was passed to, whether it was Fannie or
Freddie or whoever? I think that is one of the issues, because Geor-
gia, according to what I understand, they said, Look, if it is all
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going to be passed to us and we didn’t have any responsibility in
creating that bad situation, we are just not going to be here.

Do you want to comment on that?

Mr. EGGERT. Yes.

First of all, I think you have two innocent parties, or you have
the homeowner and the assignee. But between those two, I think
the assignee—the secondary market is much, much more able to
stop predatory lending. And so between those two, if you have to
assign the risk of this harm, I think you have to assign it to the
secondary market, because they can stop predatory lenders or at
least slow them down to a great extent.

But the second thing I would like to point out is, if you read the
testimony of Mr. Raiter—I hope I am pronouncing your name cor-
rectly—from Standard & Poor’s, what Standard & Poor’s position
is, assignee liability doesn’t keep us from securitizing loans. As
long as it is capped and it is clear, we can securitize.

And so my position is, assignee liability, I think, has to be a part
of any attack on predatory lending, and it should be drafted so it
is capped and clear so the ratings agencies know what they are
dealing with, they can rate it, and they can sell it. And if you do
that, then the securitizers will be part of the effort to stop preda-
tory lending.

The other interesting thing of this testimony is, it says the rat-
ings agency, once they see there is assignee liability, the way they
will react is, they will have greater scrutiny of originators to see
if they are engaging in predatory lending and to see if they are
creditworthy.

In other words, the ratings agencies are telling us that if you in-
clude some assignee liability, capped and clear, they will do this job
of limiting predatory lending and making sure that when borrowers
do have to sue, there is a lender there with significant assets so
the borrower can sue the lender, the secondary market can force
the lender to buy back the loan, we don’t have to worry about the
assignees, and they are dealing directly with the person who
scammed them.

Mr. NEY. [Presiding] Are there any additional questions?

I just wanted to also make one comment because Ms. Saunders
raises a very interesting statement about the spending. And, you
know, when I was a kid, if you made a long distance phone call,
someone had better be passed away, or you might be in jeopardy
of coming within an inch of your life. You just didn’t do things that
you couldn’t pay for if there was no reason for it.

I think even beyond predatory lending—and we have got to go
after the predatory lenders, but there is a whole barrage in this
country of buy this, buy that, things that are mailed. In a free
country, some of those things you can’t stop. You have got to make
sure that they are responsible. But there is a whole change in 20
years as a culture, and not just affecting poor people. I think that
a lot of people climbed up that ladder to middle class and went
right back down because they got in so much debt.

And this is—it is almost endemic in some ways, and some of it
may not be illegal at all. It is a way of life now in the United
States, and it is a visual bombarding.
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But I think, too, and said this a long time ago, that I come from
an education, teacher background. But I just think somewhere
along the line, the school systems, too—not to hang this on the
schools, but you have got to be able to get to young people some-
where and tell them how to balance a checkbook and warn them,
as I have done with my own children.

So, I mean, there is an endemic problem. I am not sure that
some of it is completely intentional as much as it is just the whole
psyche that people are into.

When I was a kid you couldn’t have a credit card. But it is a free
country, so we are going to have credit cards.

But you raise an interesting scenario.

With that, I want to thank everyone. Thank you, gentlemen, for
your comments. We will work with you. And we need to clear the
room1 to prepare for the next hearing. Thank you very much to the
panel.

[Whereupon, at 2:09 p.m., the subcommittee was adjourned.]
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OPENING STATEMENT OF CHAIRMAN SPENCER BACHUS
“PROTECTING HOMEOWNERS: PREVENTING ABUSIVE LENDING WHILE
PRESERVING ACCESS TO CREDIT”
NOVEMBER 5, 2003
Thank you, Chairman Ney for convening this joint hearing of our two subcommittees to

review issues related to the subprime mortgage lending industry in the United States. This
hearing, which s titled “Protecting Homeowners: Preventing Abusive Lending While
Preserving Access to Credit” will focus on ways to eliminate abusive lending practices in the
subprime lending market while preserving and promoting affordable lending to millions of

Americans. This is an issue of critical importance to consumers as well as the financial services

industry, and I believe this hearing is a timely one.

Over the last decade or so0, with low interest rates, a competitive marketplace, and various
government policies encouraging homeownership, a record number of Americans have had the
opportunity to purchase homes. A large number of these new homeowners have enjoyed one of
the many benefits of homeownership -- using the equity in their homes for home improvements,
family emergencies, debt consolidation, etc. Many of these consumers were able to purchase
and use the equity in their homes because of the subprime lending market which provides

millions of Americans with credit that they may not have otherwise been able to obtain.

Many borrowers are unable to qualify for the lowest mortgage rate available in the
“prime” market — also known as the “conventional” or “conforming” market — because they
have less than perfect credit or cannot meet some of the tougher underwriting requirements of
the prime market. These borrowers, who generally are considered as posing higher risks, rely on

the subprime market which offers more customized mortgage products to meet customers’
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varying credit needs and situations. Subprime borrowers pay higher rates and servicing costs to

offset their greater risk.

Nationally, subprime mortgage originations have skyrocketed since the early 1990s.
Finance companies, non-bank mortgage companies and to a lesser extent commercial banks have
become active players in this area. In 1994, just $34 billion in subprime mortgages were
originated, compared with over $213 billion in 2002. The proportion of subprime loans
compared with all home loans also rose dramatically. In 1994, subprime mortgages represented
5 percent of overall mortgage originations in the U.S. By 2002, the share had risen to 8.6

percent.

Unfortunately, the increase in subprime lending has in some instances increased abusive
lending practices that have been targeted at more vulnerable populations, i.e. minorities and the
elderly. These abusive practices have become known as “predatory lending.” Predatory loan
features include, excessively high interest rates and fees, balloon payments, high loan-to-value
ratios, excessive prepayment penalties, loan flippings, loan steering, mandatory arbitration, and
unnecessary credit life insurance. Predatory lending has destroyed the dream of homeownership
for many families while leaving behind devastated communities. Ihope today that we will move
a step forward in developing ways to put an end to these harmful and deceptive practices while

continuing to preserve and promote access for consumers to affordable credit.

In closing, I want to thank Chairman Ney and Congressman Ken Lucas for their tireless
efforts on this issue over the past year. They are passionate about coming up with solutions and
deserve a great deal of credit for all of their work on HL.R. 833, the Responsible Lending Act. 1

also want to commend Congressman David Scott for his work on H.R. 1863, the Prevention of
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Predatory Lending through Education Act. Ilook forward to working with Chairman Ney,
Congressman Lucas, Congressman Scott and my other colleagues as we continue to examine this

complicated issue.

1 yield back the balance of my time.
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Opening Statement by Congressman Paul E. Gillmor

House Financial Services Committee

Subcommittee on Housing and Community Opportunity
Subcommittee on Financial Institutions and Consumer Credit

Joint Hearing entitled, “Protecting Homeowners: Preventing Abusive Lending While
Preserving Access to Credit”

I would like to thank our Subcommittee Chairmen for calling this important hearing and
allowing us the opportunity to discuss issues related to the subprime mortgage lending
market. Since the early 1990s the subprime market has greatly expanded with just $34
billion in subprime mortgages originated in 1994 and $213 billion in 2002,

The subprime market is compromised of millions of Americans with less than perfect
credit or that cannot meet some of the tougher underwriting requirements of the prime
market for reasons such as inadequate income documentation, limited down payment or
cash reserves, or the desire to take more cash out in a refinancing than conventional loans

allow. These borrowers rely on subprime lenders for access to the mortgage market.

While subprime lending has increased access to credit for many worthy Americans it has
also, in some cases, enabled vulnerable populations to be targeted by abusive or
“predatory” lenders. In response to such practices many states and localities have
enacted “predatory lending” laws requiring new consumer disclosures, prohibiting certain
terms, and creating new legal protections for borrowers who are victims of abusive

Iending practices.

In my home state of Ohio, the city of Cleveland passed a law restricting high loan rates
and other subprime practices intended to prohibit “predatory™ activities. However, as
was detailed in a recent Cleveland Plain Dealer article, this law only served to drive
lenders out of Cleveland during the 14 months before it was found unconstitutional.
Residents who had less than perfect credit found it almost impossible to find a home loan

in the city of Cleveland.
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I am happy to be an original cosponsor of HR 833, the Responsible Lending Act of 2003,
legislation to establish a federal standard to combat unfair and deceptive practices in the
high-cost mortgage market, establish a consumer mortgage protection board, and
establish licensing and minimum standards for mortgage brokers. Establishing a
balanced federal standard to combat “predatory” lending practices would allow us to
address problems in the market while doing just what the title of this hearing states,

“preserving [consumer] access to credit.”

Thank you again, Mr. Chairman, for calling this important hearing and I hope it is only

the first of many on this issue.
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OPENING REMARKS OF THE HONORABLE RUBEN HINOJOSA
HOUSE FINANCIAL SERVICES COMMITTEE
SUBCOMMITTEE ON FINANCIAL INSTITUTIONS
SUBCOMMITTEE ON HOUSING
“PROTECTING HOMEOWNERS: PREVENTING ABUSIVE LENDING WHILE
PRESERVING ACCESS TO CREDIT”

NOVEMBER 5, 2003

Chairmen Ney and Chairman Bachus, Ranking Member Waters and Ranking Member
Sanders,

I want to thank you for calling this joint hearing on the subprime mortgage lending
industry in the United States. I want to thank you, but I also want to let you know that
this is a difficult issue for me.

I represent a district in Texas comprised mostly of Mexican Americans. A district that is
one of the poorest in the country and that suffers from a staggering 13% unemployment
rate. I hasten to add that the unemployment rate was 21% when 1 first took office, and 1
am proud to have played a role in reducing that rate substantially.

I tell you this because my constituents -- based on their ethnicity and the poverty rate in
my district -- statistically are the recipients of subprime loans. While they tend to make
less money than most of their fellow citizens around this great country, they tend to have
to pay more for their mortgages due to higher fees, higher interest rates, or closing costs.

So, we are here today to discuss possible solutions, both in the loan origination process
and the secondary market for subprime mortgage loans, to eliminate abusive mortgage
lending practices. 1 think that all of us on the Committee likely agree that loan flipping
rules need to be tightened to ensure that mortgages are not refinanced to a point where
almost all the equity is stripped from the house. And, I think that we can all also agree
that assignee liability must be adjusted as necessary.

One of the more difficult issues that we need to address today is the issue of preemption.
Should we preempt state laws addressing subprime lending? Should we let the Office of
the Comptroller of the Currency, the Office of Thrift Supervision and the National Credit
Union Administration decide the issue? Or, should we let the issue be resolved by the
judicial branch?

1 personally want everyone on this Committee and in this room to know how important
this issue is to me and to my community. Let me assure you at this point that I
understand the difference between a subprime and a predatory lender. The Hispanic
Community has been targeted and significantly wounded in the past by predatory lenders.
However, these lenders have paid their fines, and they are trying to make amends.

Chairman Ney and Chairman Bachus, as we move forward on the issue of subprime
lending, I hope we can continue to work on a bipartisan basis as you have allowed us to
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do today by having an equal number of witnesses selected by the Majority and by the
Minority on each panel. It gives me a great feeling to know that both sides of the aisle
have been given an equal say on the makeup and direction of this hearing,

With that, I note that I look forward to the testimony of today’s witnesses, and I yield
back the balance of my time.
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Mr. Chairman and members of the Committee, thank you for holding this
important hearing to examine the problem of predatory mortgage lending and for
allowing me to testify before you today. Iam proud to be representing both Self-Help
and the Coalition for Responsible Lending.

Although I am relatively new to Self-Help, which opened an office here in
Washington this year, I have many years of experience in community and economic
development. Before joining Self-Help, I founded and led the Far SW-SE Community
Development Corporation, which raised almost $2 million of equity for the revitalization
of a commercial strip in the District of Columbia community this CDC serves. 1 have
also held government posts, serving as the District’s Deputy Mayor for Economic
Development and, earlier, as Associate Deputy Assistant Secretary for Neighborhoods
with the U.S. Department of Housing and Urban Development. Many years ago, 1
worked with Bank of America as it developed its community reinvestment program. 1
speak on behalf of Self-Help and the Coalition for Responsible Lending, but also with
deep personal conviction that predatory lending devastates communities and with great
certainty that Self-Help’s and the Coalition’s approaches to the problem are workable and
fair.

As a community development financial institution—consisting of a credit union
and a nonprofit loan fund—Self-Help is dedicated to helping low-wealth borrowers buy
homes, build businesses, and strengthen community resources.! Self-Help has provided
over $2.6 billion in financing in 48 states since its founding in 1980. Through our loans,
we have created or maintained approximately 17,500 jobs, 18,775 child care slots, and
8,000 public charter school spaces. We have also enabled more than 33,400 families to
become homeowners for the first time. Because we seek to serve those who have
traditionally been denied access to credit, our loans go disproportionately to women,
African Americans, Latinos, and rural borrowers. Also, because we lend only to
borrowers who cannot access conventional prime home loans, we have a lot in common
with subprime lenders. Despite the claims of many in the industry that our borrowers are
too risky to serve (or too risky to serve without practices we consider abusive), our

! Self-Help has created an affiliate, the Center for Responsible Lending, to serve as a national research and
resource for policymakers and community leaders dedicated to countering predatory lending,
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overall loan loss rate is less than one-half of one percent per year, and our assets have
grown to over $1 billion.

The Coalition for Responsible Lending represents over three million people
through eighty organizations, as well as the CEOs of 120 financial institutions. The
Coalition was formed in response to the large number of abusive home loans that
threatened the most vulnerable members of North Carolina communities. In 1999, the
Coalition spearheaded an effort to enact market-based, common sense state legislation
that would protect borrowers from predatory lending practices.

In my comments today, I will address three questions. What is the nature of the
predatory lending problem? How effective have state efforts, particularly the North
Carolina law, been at addressing predatory lending? Finally, how can states and the
federal government best work together to deal with this pernicious issue? Before going
on at greater length, 1°d like to share the short answers that provide direction for Self-
Help and the Coalition.

First, we recognize that predatory lending is a widespread problem, one we
estimate is costing U.S. families $9.1 billion each year. We know from experience that
predatory lenders primarily use exorbitant and anti-competitive fees to rob families of the
home equity wealth that could otherwise be used to send children to college, start small
businesses, weather crises such as unanticipated medical expenses, and enjoy some
measure of security in old age.

Second, we believe that market-based solutions will work best. The North
Carolina legislation does not cap interest rates beyond the limits established in the federal
Home Ownership and Equity Protection Act of 1994 (“HOEPA”). Rather, it encourages
Ienders to limit fees. In this way, credit risk is reflected in rates, and loan balances do not
become inflated by the financing of fees. We came to this solution out of frustration at
our inability to help borrowers who were locked into fee-laden loans.

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

In short, abusive loans were stripping equity from low-wealth families faster than
we were helping them become homeowners in the first place. Consequently, the North
Carolina law prohibits or discourages unfair and abusive fees and prohibits the “flipping”
of loans for fee generating purposes.

Research shows that North Carolina’s approach is working. In the great spirit of
cooperative federalism, other states are learning from and improving upon our example.
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Moreover, North Carolina is learning from the efforts in other states. Following the lead
of several other states, our legislature amended the North Carolina law this year to bring
open-end loans within its scope.

Finally, we believe the federal government is facing a choice to either continue its
partnership with states in the effort to protect the hard-earned wealth of American
families or destroy the ability of states to protect their homeowners. We believe that it is
crucial that the current partnership be maintained. While the Federal government initially
set the floor for home loan protections in the Home Ownership and Equity Protection Act
of 1994 (HOEPA), states have built upon that framework. But, perhaps more
impressively, federal agencies have learned from states and incorporated new higher
standards into the federal floor. Indeed, echoing state actions, the Federal Reserve Board
has addressed the harmful practice of financing credit insurance within the rubric of
HOEPA and the Office of Thrift Supervision has restored states’ ability to regulate
prepayment penalties on home loans. These are prime examples of how state and federal
efforts can be complementary. At the same time, while a national floor of consumer
protections could help many, federal preemption of state laws—the creation of a ceiling
above which states may not protect their own citizens--would needlessly cut off states’
pioneering efforts to address predatory lending. The ultimate burden of such a loss
would be borne by U.S. homeowners left unprotected from predatory lending abuses.

L PREDATORY LENDING IS PERVASIVE, (USUALLY) PERFECTLY LEGAL, AND
DEVASTATING TO FAMILIES AND COMMUNITIES.

Subprime lending generally describes loans made to individuals who do not meet
the criteria for mainstream (also called “prime”) loans. Lending in the subprime market
has exploded in the past decade?, increasing from $34 billion in 1994 to $213 billion in
2002.° While by no means are all subprime loans predatory, almost all predatory loans
are subprime. As aresult of the growth of subprime lending, the pressing issue today is
no longer the availability of credit in America’s communities. Rather, the debate has
shifted to the terms on which credit is offered.

Predatory lending is a term used to describe a set of abusive home lending
practices that deprive homeowners of hard-earned equity. The combination of
tremendous growth in subprime lending, the lack of standards for this rapidly growing

2 The rise in subprime lending far exceeds the rise in homeownership by those in the subprime market, as
most subprime loans are made to refinance debt. Some subprime lenders actively market refinancing to
families who have significant equity in their homes; some market new loans to families who own their
homes outright. Borrowers are encouraged to put their driveways and living rooms at risk in order to buy
or hold onto cars and farniture.

*The substantial growth in the subprime market has had a disproportionate impact on low-income
homeowners, particularly merabers of minority groups. After analyzing almost one million mortgages
reported to HMDA in 1998, HUD found that subprime loans are five times more likely in black
neighborhoods than in white neighborhoods. Homeowners in high-income black neighborhoods are twice
as likely as homeowners in low-income white neighborhoods to have subprime loans. “Unequal Burden:
Income & Racial Disparities in Subprime Lending in America,” U.S. Department of Housing and Urban
Development (April 2000).
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industry, and subprime borrowers’ frequent lack of financial sophistication has created an
environment ripe for abuse. The headlines from business pages around the country speak
of those who have taken advantage of this environment. For example, in August 2003,
Household International, Inc. agreed to settle claims of predatory lending practices
brought by state attorneys general and financial regulators. The monetary settlement was
$484 million nationwide.

While large, collaborative enforcement actions have been met with well-deserved
cheers, we cannot be complacent. Cases such as Household are both remarkable and,
relative to the scope of the predatory lending problem and the human toll it exacts,
insufficient. (Certainly, receiving modest monetary relief of approximately $1,500 per
loan years after losing one’s home is better than nothing—but such an outcome does not
exactly represent an ideal solution.) Current federal law does not address many
widespread abuses, such as fee-packed refinancing loans that offer no benefit to the
borrower (flipping) and exorbitant prepayment penalties for repaying the balance of a
subprime home loan early—and state laws have just begun to address these issues.
Indeed, many victims of predatory lending lose equity in their homes every day without
the slightest public attention to their plight. Moreover, even where laws protect
homeowners, many subprime lenders have sought to preclude private legal action through
pre-dispute mandatory arbitration clauses designed to frustrate such efforts.

The stories of individuals who have been callously preyed upon by predatory
lenders could fill volumes. For instance, a borrower from Wilmington, North Carolina,
an African American widow who worked as an elementary school janitor, has lost title to
her home to a predatory lender. Her husband had bought a house with a low-rate
Veterans Affairs loan with generous forgiveness features. He later died of complications
from injuries sustained in Vietnam. In 1997, Chase Mortgage Brokers (no relation to JP
Morgan Chase) refinanced this woman’s loan at 13 percent interest, charging 10 percent
in fees. Six months later, the same company flipped her, refinancing the loan and
accumulating more fees, which then totaled $17,000. In 1999, the woman faced
foreclosure. She now rents the same house from the foreclosure buyer at above-market
rent because it’s her daughter’s only connection to her father. I wish I could tell you that
this story is an isolated example, but we have seen the dynamic play out time and time
again—and the United States Departments of Treasury and Housing and Urban
Development have documented these abuses in a joint report.*

Because predatory lenders are known to target certain neighborhoods, the odds
are good that one victim of predatory lending lives down the street or around the corner
from another. In this way, whole communities are affected, especially when foreclosures
become rampant. For instance, according to the Mortgage Bankers Association, nearly
16 percent of Ohio’s subprime loans were in foreclosure earlier this year. This was
thirteen times the rate of foreclosure in conventional loans.” While we might expect

*U.S. Department of Housing and Urban Development & U.S Department of the Treasury, “Curbing
Predatory Lending” (June 2000) (available at:

http://www.hud.gov/library/bookshelfl 8/pressrel/treasrpt.pdf).

* See, “Pace Quickens on Home Foreclosures in Ohio”, The Columbus Dispatch (March 25, 2003).
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some elevation of default rates in the subprime market, the statistics documenting Self-
Help’s experience with lending to borrowers with “credit risks” (including our loss rate
of no more than 0.5 percent per year) suggest that foreclosures in the subprime market
cannot be explained solely by borrower behavior. Rather, we must recognize that
abusive lending pushes borrowers past their limits. In fact, we estimated that predatory
lending costs American families $9.1 billion each year in lost homeowner equity, back-
end penalties, and excess interest paid.®

L STATE EFFORTS ARE BEGINNING TO REDUCE PREDATORY LENDING WITHOUT
REDUCING ACCESS TO CREDIT.

A. The North Carolina legislature was the first to adopt an anti-
predatory lending bill.

As I have stated, the Coalition for Responsible Lending was formed about five
years ago to respond to the prevalence of predatory lending in North Carolina.
Ultimately, the Coalition worked with associations representing the state’s large banks,
community banks, mortgage bankers, credit unions, mortgage brokers, and realtors to
support a moderate bill that passed both legislative chambers nearly unanimously. In
2001, the North Carolina General Assembly, with the endorsement of the banking
industry, passed companion legislation to license mortgage brokers and to spell out their
affirmative duties. During the 2003 legislative session, the North Carolina legislature
demonstrated its continuing support for the 1999 and 2001 reforms by extending their
reach to open-end loans, closing what may have become a significant loophole. Clearly,
state legislators view the North Carolina law as a great success.

From the beginning, Coalition members all agreed on two principles. First, we
would not rely on disclosures. In the blizzard of paper generated for a home loan closing,
even lawyers can lose track of what they are signing. Most college graduates probably do
not understand terms such as discount rates, home equity, net present value, and annual
percentage rate. In addition, 22 percent of the adult American population is functionally
illiterate and therefore unable to read disclosures independently. Disclosures often offer
nothing more than a defense for unscrupulous lenders.

Second, we would not ration credit by attempting to cap interest rates. We
believe in risk-based pricing; in fact, Self-Help has engaged in it since we started making
subprime loans almost 20 years ago. Loans with higher risk should bear an appropriately
higher interest rate to compensate lenders for this risk. We believe, however, that the risk
should primarily be paid for through higher interest rates rather than fees. Barring a
prepayment penalty, a subsequent lender can always refinance a borrower out of a loan
that no longer reflects that borrower’s risk, assuming it ever did. However, no one can
rescue a borrower from a loan that has been inflated through the financing of exorbitant
fees.

© Stein, Eric. “Quantifying the Economic Cost of Predatory Lending”, Coalition for Responsible Lending
(2001) (available at http://www.predatorylending. org/pdfs/Quant 10-01.PDF).
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From these principles came a fairly simple solution: deter exorbitant fees and
encourage lenders to garner compensation in interest rates, over which lenders can
compete to arrive at a price that is a true reflection of risk. Therefore, the North Carolina
law prohibits the most blatantly abusive practices (all of which involve the accumulation
of fees) and establishes special protections for borrowers entering into “high-cost” loans.
Practices that are prohibited across-the-board include the selling of financed credit
insurance; penalizing early repayment of a first-lien home loan of less than $150,000; and
“flipping,” or refinancing a loan primarily for fee generation without providing the
borrower with a “reasonable tangible net benefit.”’ For loans in the high-cost category,
the law prohibits balloon payments and negative amortization, both of which are used to
obscure the cost of equity-stripping fees. (Monthly payments are kept low, but a large
payment is owed at the end of the loan’s term (balloon) or the payments are not reducing
the loan balance (negative amortization).)

The law provides other protections as well. Special attention is paid to identifying
the fees that count toward categorizing a loan as “high-cost” in the first place.
Furthermore, high-cost home lenders must look beyond the value of the collateral used to
secure a loan when assessing borrowers” ability to repay. Because financed fees are often
invisible fees, lenders may not finance fees in high-cost loans. (This provision was meant
to encourage lenders to reflect risk in interest rates rather than fees, in keeping with our
generally agreed-upon principles.) In an effort that has been endorsed by the North
Carolina Housing Finance Agency,® counseling is required before a borrower enters a
high-cost loan.” Finally, legislators later adopted the North Carolina Mortgage Lending
Act, which has allowed state regulators to remove unscrupulous mortgage lenders from
the system entirely.

A more specific explanations of the practices regulated in North Carolina may be
of interest:

1. Single-premium credit insurance. Credit life insurance is paid by the
borrower to repay the lender in the event the borrower dies. When paid for
up-front, this insurance does nothing more than strip equity from

7 The tangible net benefit standard is similar to flexible standards applied in other financial industry
contexts. For example, the doctrine of suitability has been applied by the securities industry since the
1930s and has since been adopted by the commodities and insurance industries. Like the North Carolina
flipping standard, suitability standards are intentionally broad and adaptable to the wide range of fact
patterns giving rise to the abuse, allowing industry flexibility to develop compliance solutions that fit their
customer base. See Kathleen C. Engel and Patricia A. McCoy, A Tale of Three Markets: The Law and
Economics of Predatory Lending, 80 Tex. L. Rev. 1255, 1321-22 (2002) (the paper can be found in its
entirety at http://www.law,.csuohio.eduwhandbook/engeLhtml). For example, Rule 2310 of the NASD’s
Rules of Fair Practice sets a broad “reasonable grounds” and “reasonable efforts” standard in determining
the suitability of a broker’s recommendation to a customer and puts the obligation on the broker or
company to evaluate the transaction. Id.

¥ N.C. Housing Finance Agency, A. Robert Kucab letter to Governor Roy Barnes (February 26, 2002)
(available on request).

® This provision is similar to Congressional standards applied to reverse mortgage transactions and
Community Reinvestment Act loan products developed by lenders across the nation.



89

homeowners.'® After North Carolina banned this practice, the industry

largely eliminated single-premium credit insurance.

2. Charging fees greater than 5 percent of the loan amount. Conventional
borrowers generally pay, at most, a | percent origination fee. The North
Carolina law sets a fee threshold for “high-cost” loans at 5 percent. Because
these loans should be exceedingly rare, the law provides a number of
incentives for lenders to garner revenues in rates rather than fees."!

3. Charging prepayment penalties on subprime loans. Prepayment penalties
trap borrowers in high-rate loans, often leading to foreclosure and bankruptcy.
Prepayment penalties prevent borrowers from using the subprime market as a
bridge to conventional financing as the borrowers’ credit improves. While
prepayment penalties are almost unheard of in the conventional market, a
large majority of subprime loans contain these terms.

4. Flipping borrowers through fee-loaded refinancings. Abusive lenders
refinance subprime loans over and over, each time charging fees that reduce
home equity. Some lenders set borrowers up for refinancing by selling them
bad loans packed with unexplained terms in the first instance. North Carolina
research found that abusive lenders flip one in ten Habitat for Humanity
borrowers from their interest-free first mortgages into high interest loans.'
These examples and more motivated the General Assembly to provide for a
back-up protection to the law’s general high-cost provisions that ensures that
no lender may intentionally refinance a homeowner without providing a
“reasonable, tangible net benefit” even if the loan falls below high-cost
thresholds.

2

B. The North Carolina law has reduced predatory lending while
preserving access to credit.

Contrary to claims by subprime lending associations, recent research clearly
shows that the North Carolina law is having its intended effects. Borrowers continue to
have access to a wide variety of competitively priced loans from a wide variety of
lenders. At the same time, North Carolina has reduced predatory lending.

Industry data attests to the robust subprime market in North Carolina. An analysis
by a leading industry trade journal, Inside B&C Lending, found that top North Carolina

' Fannie Mae and Freddie Mac, U.S. Departments of Treasury and Housing and Urban Development, and
the Federal Home Loan Bank of Atlanta have all condemned the practice for all home loans. Bank of
America, Chase, First Union, Wachovia, Ameriquest, Option One, Citigroup, Household, and American
General have all decided not to offer single-premium credit insurance on their subprime loans.

" Under various definitions, major subprime lenders (including Household International, Citifinancial,
Washington Mutual), the secondary market (including Fannie Mae and Freddie Mac), and many states have
subsequently adopted 5 percent or less in points and fees as an appropriate standard.

2 See “Overview of Habitat for Humanities Refinances” (Coalition for Responsible Lending, Dec. 9,
1999), under Studies at http://www.responsiblelending.org.
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subprime lenders continue to offer a full array of products for borrowers in North
Carolina—with little or no variation in rate compared to other states."> In addition, a
Morgan Stanley & Co. survey of 280 subprime branch managers and brokers found that
tougher predatory lending laws have not reduced subprime residential lending volumes in
any significant way."

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

The best research in the field was recently completed by the Center for
Community Capitalism at the Kenan-Flagler Business School of the University of North
Carolina in June 2003.'® The University of North Carolina study concluded that the
North Carolina law succeeded in reducing the incidence of loans with predatory terms,
perhaps most notably leading to a 72% drop in subprime prepayment penalties with terms
of three years or longer.

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

While the number of subprime home purchase loans in North Carolina increased,
the number of subprime refinance loans with predatory terms did drop significantly. The
UNC study notes that the reduction in originations can be attributed to subprime

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

'* Morgan Stanley. 2002. Channel Check: Surprisingly Strong Subprime Growth. Diversified Financials.
August 1.

'S Ernst, Keith, John Farris, and Eric Stein, “North Carolina’s Subprime Home Loan Market After
Predatory Lending Reform”, Center for Responsibie Lending (August 2002) (available at
hitp://www.mbaa.org/state_update/2002/nc/nc_study_0814.pdf).

16 Quercia, R.G., Stegman, M.A., and Davis, W.R. 2003. “The Impact of North Carolina’s Anti-Predatory
Lending Law: A Descriptive Assessment.” Center for Community Capitalism, University of North
Carolina at Chapel Hill (available at http:/www.kenan-

flagler.unc.edw/assets/documents/CC_NC_Anti Predatory Law_Impact.pdf). Note: As acknowledged in
the study, the Center for Responsible Lending provided financial support to enable the research.
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refinance originations that contain at least one predatory lending characteristic:
prepayment penalty terms that exceed three years, subprime balloon payments, and loan-
to-value ratios of 110 percent or more. UNC considers these loans as proxies for
refinance loans that provided little or no benefit to the borrower, but likely resulted in
increased fees to the lender, or abusive, unnecessary originations. In short, the study
suggests that the reduction of subprime refinances is consistent with a "weeding
out" of bad loans since passage of the law.

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

Although an industry-sponsored Credit Research Center (CRC) study claimed that
the North Carolina law led to a decrease in access to credit for low-income borrowers,
that conclusion should be viewed with suspicion. The CRC study contradicts other
industry reports and the weight of available evidence. The CRC study relies upon a
limited data set from nine anonymous lenders that has not been made available for
independent verification.'® The CRC study examines data from a period ending June 30,
2000, the day before most of the North Carolina law’s provisions took effect. Moreover,
the data omits all open-end home loans from those lenders. Finally, the CRC study
ignores the problem of “flipping” and consequently assumes that any reduction in
subprime originations is evidence of harm. However, any successful anti-predatory
lending law would curb the practice of flipping (refinancing loans with no benefit to the
borrowers) and thus would tend to reduce the number of subprime refinance originations.

For example, think of the woman from Wilmington, North Carolina, whom I
described earlier. Her lender made two refinancing loans in just six months, but-—as
demonstrated by her eventual foreclosure--the borrower would have been far better off
had she not refinanced at all. An effective law, one that prohibited flipping and restricted
fees, would have prevented the two loans that led to this woman’s foreclosure. This
observation shows how an effective law may reduce originations, while still improving

7 «STUDY: NC Predatory Lending Law Cuts Abuses, Does Not Dry Up Credit for Borrowers”, Center for
Community Capitalism June 25, 2003 press release (available at http://www.kenan-
flagler.unc.edu/News/DetailsNewsPage.cfm?id=466&menu=ki).

' The CRC study started with a pool of 1.4 million loans made by nine anonymous members of an industry
trade group (that funds CRC) in four states chosen by the authors. The researchers then analyzed one-tenth
of these loans. By contrast, the UNC study analyzed 3.3 million loans made by more than twenty lenders in
all fifty states. The Loan Performance data set used for the UNC study is the most comprehensive data
available on the subprime mortgage market.
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the quality of lending in a state. As the UNC study recognized, if the number of loans
decreases after the enactment of an anti-predatory loan law, one needs to examine which
loans are not being made in order to know whether to worry or celebrate.

Those who claim that North Carolina has a liquidity crisis because of our anti-
predatory lending laws are far divorced from the North Carolina mortgage market. Those
who live and work in the state know that loans remain widely available. Joseph Smith,
North Carolina’s Banking Commissioner, has commented that “[d}uring the last twelve
months, over seventy-five percent of formal complaints to [his office] ... have involved
mortgage lending activities {but] .... [n]ot one of these complaints has involved the
inability of a North Carolina citizen to obtain residential mortgage credit.”"’

North Carolina legislators—who have every reason to follow this issue
closely—have revisited the law only to strengthen it. A representative of Self-Help
recently spoke at a press conference with North Carolina’s Govemor, Attorney General,
and the head of the North Carolina’s Bankers Association, celebrating the anti-predatory

lending law’s success.

C. Other states have built upon North Carolina’s successes.

While North Carolina was the first state in the nation to pass strong anti-predatory
lending legislation, others have followed and identified appropriate solutions for their
particular context.”® As this Committee examines how the federal government can
improve upon the existing federal standards on predatory lending, it is important to
recognize that states have served as laboratories of democracy with respect to predatory
lending by helping to refine solutions for such issues as assignee liability, the appropriate
definition and threshold for points and fees, and the scope of loans included under the
law’s protections.

Any reforms that attempt to check predatory lending must be mindful of
providing meaningful remedies for aggrieved homeowners. Building from existing
federal law’s provision of assignee liability on high-cost home loans, several states have
recognized that balanced assignee liability is essential to protect consumers and
responsible lenders.

Assignee liability is essential since most mortgage loans are assigned shortly after
origination, so the party collecting and enforcing the note is routinely neither the party
that the borrower dealt with nor who originated the loan. Under current commercial law,
once a home loan is sold to a third person, homeowners lose virtually all of their rights to
defend their homes in court when threatened by the illegal actions of a broker or

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

* perhaps the most notable states in this regard include New Mexico, New York, and New Jersey—
however, Hlinois, Massachusetts, California, South Carolina, Arkansas, and Georgia have all made
contributions to the pioneering efforts of states to identify solutions that protect homeowners and promote a
thriving market.
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originator. For years, homeowners found they could live with this arrangement, since the
market was closely regulated and loans were largely brokered and originated by a
relatively small number of responsible institutions.

Predatory lending, however, changed the equilibrium by introducing unscrupulous
brokers and loan originators that lacked the responsible and stable nature of those
previously in the market. As a result, homeowners have found themselves without a
marketplace they can depend on to deliver loans that are not abusive,

Under current law, homeowners are frequently left unprotected when they seek
help from the courts after their home is threatened by loans with illegal terms. Without
assignee liability, a family that has been the victim of a predatory loan cannot stop the
foreclosure of their home. Instead, they end up losing their home, and then must bring a
separate action against the original lender in order to pursue any claims of abusive or
illegal practices. This separate action can take years, and the home is long gone before
the homeowner even has a chance of recovery against a bad actor. Worse, very often the
party thz;'(l originated the loan is no longer in business and has no assets from which to
recover.

Assignee liability corrects a flaw in the home lending market and serves to protect
responsible lenders and their customers by encouraging the market to police itself. If
there is no assignee liability, an unscrupulous lender can increase the value of the loans it
sells by engaging in predatory practices and packing the loan with unnecessary fees,
excessive interest rates and large prepayment penalties. Without assignee liability,
purchasers of these loans have no incentive to determine if the loans were abusive, and
indeed, the loan purchasers reward unscrupulous lenders by paying more for these
predatory loans.

In fact, while investors may benefit from some of these abusive terms (i.c. interest
rates or prepayment penalty streams), other fees may be extracted by the originator
without the investor’s knowledge, and may in fact detract from the borrower’s eventual
ability to maintain payments on the loan. As such, assignee liability serves to ensure that
homeowners’ rights are more than symbolic. It at once denies capital to support
predatory lending and allows homeowners to defend their homes directly.

Even as states have taken action to realize these goals, they have, however,
recognized that there are instances when a secondary market purchaser of home loans
unintentionally acquires a high-cost home loan despite its intentions and best efforts to
refrain from purchasing such risky and abusive loans. In these circumstances, states have

' Borrowers seeking a remedy find that brokers typically have substantially fewer assets than lenders (one
recent study put the average size of brokerages at ten employees) and are more likely to go out of business
and be judgment-proof. See Wholesale Access, “New Research About Mortgage Brokers Published,”
(August 6, 2003) (available at: http://www,. wholesaleaccess.con8.6.03.mb.shtrnl) and Eggert, Kurt, “Held
Up in Due Course: Predatory Lending , Securitization, and the Holder in Due Course Doctrine,” Creighton
Law Review, v35, n3 (April 2002), 507-640.
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recognized that the market has a legitimate interest in the certainty presented by capping
damages that may be awarded against an assignee.

Assignee liability is not a new concept or unigue to state anti-predatory lending
laws. It exists elsewhere in federal and state law, and secondary markets have performed
well in those contexts.?? Since 1976, under the Federal Trade Commission Act, a rule
known as the FTC “Holder Rule” has provided for assignee liability for many home
improvement and mobile home mortgages that are nevertheless regularly securitized.
Many state anti-predatory lending laws have adopted this model with regard to such loans
and sought to tighten loopholes regarding the application of the Holder Rule. The key
provisions of anti-predatory lending laws build on the example of the federal Home
Ownership and Equity Protection Act (HOEPA), which provides for broad assignee
liability for high-cost home loans (HOEPA loans), where the investor could tell that the
loan was a HOEPA loan, as well as liability under the Truth In Lending Act for rescission
claims. Some states also impose assignee liability for usury violations, including on
mortgage loans. Car loans also widely carry assignee liability into the securitization
market.

The experiences in New Jersey and Georgia show that assignee liability issues can
readily be resolved. After rating agencies raised questions about a Georgia law, a
resolution was quickly reached that capped the liability of loan purchasers and provided
additional protections for loan purchasers who engaged in due diligence. Georgia
eventually chose not to enact this provision, and instead adopted a provision that cut off
almost all assignee liability. In New Jersey, the Department of Banking and Insurance
has taken the lead in addressing concerns with the Garden State’s assignee liability
provisions. The point is not that either of these states has the perfect solution for
predatory lending, but rather that each proved capable of adjusting its standard and, in
doing so, may help define which policies protect and which fail to protect homeowners
and lenders alike.

Beyond assignee liability, the states that passed laws after North Carolina have
developed new definitions of points and fees that expand on the North Carolina definition
by including back-end payments to brokers for placing borrowers in loans with higher
interest rates than those for which they qualify (yield spread premiums), expanded the
scope of loans provided with new protections by ensuring that open-end loans (including
home equity lines of credit) are covered, and taken other steps, such as imposing
fiduciary duties on mortgage brokers. Each of these steps represent meaningful advances
in the evolving debate over how best to solve the predatory lending problem.

22 In virtually every sale, loan purchasers protect themselves through representations and warranties that
require the seller of the loans to indernnify the purchaser for all liabilities arising from the loans.
Purchasers also have other tools such as net worth requirements for sellers or ongoing quality control
checks to ensure that their investment is protected.

12
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HI. FEDERAL PREEMPTION OF STATE ANTI-PREDATORY LENDING LAWS WOULD
BE MISGUIDED, AS THE CURRENT FRAMEWORK OF COOPERATIVE
FEDERALISM IS WORKING.

Federal preemption of state anti-predatory lending laws would be
misguided—and harmful to homeowners. As the framers of our Constitution
anticipated, the states and the federal government each have a role to play through
“cooperative federalism.” As Justice O’Connor has noted,

The Constitution does not protect the sovereignty of States for the benefit of the
States or state governments as abstract political entities, or even for the benefit of
the public officials governing the States. To the contrary, the Constitution divides
authority between federal and state governments for the protection of individuals.
State sovereignty is not just an end in itself: "Rather, federalism secures to
citizens the liberties that derive from the diffusion of sovereign power.” .... "Just
as the separation and independence of the coordinate branches of the Federal
Government serves to prevent the accumulation of excessive power in any one
branch, a healthy balance of power between the States and the Federal
Government will reduce the risk of tyranny and abuse from either front.”

Similarly, Justice Rehnquist renews a warning from earlier cases when he
- 24
writes,

the scope of the interstate commerce power “must be considered in the light of
our dual system of government and may not be extended so as to embrace effects
upon interstate commerce so indirect and remote that to embrace them, in view of
our complex society, would effectually obliterate the distinction between what is
national and what is local and create a completely centralized government.”

In practical terms relating to home lending, cooperative federalism means that
while the federal government first legislated against predatory home lending through the
HOEPA floor, states were free to go further. This dynamic has served the nation well,
leading federal regulators to adopt and enable state-developed solutions. Moreover, the
states’” have moved with caution and have adopted and refined laws with which lenders
can comply. Given the benefits and the dearth of evidence to support wholesale changes
to the country’s respectful approach to cooperative federalism, it is disappointing that one
federal agency, the Office of the Comptroller of the Currency (OCC), previously
chastised by Congress for being “overly aggressive” in preempting state laws, is once
again undermining this process.

B New York v. ULS., 112 S.Ct. 2408, 2431 (1992) (citations omitted).
2 .S. v. Morrison, 120 S. Ct. 1740, 1749 (2000) (citations omitted).
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A. Federal agencies have learned from state-based efforts to
address predatory lending.

In at least two cases, federal agencies have learned from and acted upon lessons
developed at the state level. In adopting changes to their regulatory framework, the
Federal Reserve Board and the Office of Thrift Supervision each exemplified the best
ideals of federalism.

The Federal Reserve Board took important action in 2001 when it moved to
incorporate financed credit insurance within the scope of charges evaluated as a point of
fee under HOEPA. But, the Federal Reserve did not arrive at this conclusion in a
vacuum. Indeed, the first jurisdiction to reach such a conclusion was the state of North
Carolina, which adopted a similar provision in its 1999 law. Even as North Carolina
reached the conclusion that such products were harming consumers, it recognized that
legitimate forms of credit insurance, calculated and paid on a monthly basis, did not have
harmful equity stripping effects and should not be subject to the same scrutiny.
Following the law’s effective date, many lenders publicly disclaimed such products and
the market appears to have successfully transitioned to the monthly product.
Consequently, the Federal Reserve acted responsibly when it saw that similar benefits
could be extended through the federal HOEPA floor to borrowers in all states.

Similarly, some 35 states currently have statutory provisions relating to
prepayment penalties on home loans. Yet, federal law had been interpreted to preclude
them from enforcing those laws against state-chartered finance companies and mortgage
brokers in adjustable rate mortgages (ARMs) and other alternative mortgage transactions.
Increasingly, prepayment penalties in home loans have come under scrutiny and a
number of states have moved to prohibit them outright or to limit their application. In
recognition of these developments, the Office of Thrift Supervision took commendable
action when it revised federal regulations in a way that promoted cooperative federalism
by restoring the states’ rights to apply their laws to these state-chartered institutions.

B. States are best equipped to respond to abuses in their
particular markets.

We urge you today to continue in this vein and partner with states to provide
protections for the nation’s homeowners. In addition to losing the opportunity for
synergy with state efforts, federal preemption of state law is not a practical response to
predatory lending because states are in the best position to respond to many of the
challenges presented by predatory lending, for at least three reasons: (1) many of the bad
actors involved in predatory lending are state-chartered entities with minimal
capitalization, (2) regional variations in real estate markets require different solutions to
predatory lending, and (3) irresponsible lenders can invent new abusive practices
virtually overnight, and the federal government is ill-equipped to react quickly to these
changes.

14
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First, federal enforcement of financial services laws depends largely on periodic
examinations of the practices of large institutions. The broker who just hung a shingle
from his door, however, can originate abusive loans without much fear of federal
oversight—as can a state-chartered affiliate of a bank that is not likely to affect its larger
parent’s overall safety and soundness. State attorneys general and bank regulators have
been instrumental in investigating abusive practices and in demanding redress for their
citizens. They are also the primary regulators of non-depository finance companies,
which dominate the subprime market. The federal government simply cannot be
everywhere at once to monitor local real estate transactions.

Second, predatory lending laws should address the special characteristics of each
state’s underlying real estate regime and market. For example, the mechanism for
ensuring that a borrower can raise defenses to foreclosure on predatory home loans may
depend on whether a state has judicial or non-judicial foreclosure procedures. The
appropriate loan-size threshold for when to prohibit prepayment penalties may depend on
the real estate values in a given state. North Carolina prohibits prepayment penalties in
fist-lien home loans of less than $150,000. In Maryland or Virginia, the most reasonable
threshold would perhaps be considerably higher.

Third, new financial services products are developed every day, frequently to
exploit loopholes in laws against abuse. In North Carolina, the legislature prohibited the
sale of financed credit insurance. Within two years, the similar “but-not-insurance”
product of “debt cancellation agreements” was born. State legislatures are better suited
than Congress for responding quickly to such changes.

C Lenders have experience complying with a variety of state
laws that affect their business practices, and complying with
state-based homeowner protection laws (which prohibit
activities that they should not be engaged in anyway) presents
no heavier a burden.

Given the evidence of success at the state level, Congress would do harm to
homeowners by imposing a uniform standard in lieu of state protections. Every day,
lenders deal with tremendous variety in state real estate laws and practices, including
consumer protection laws.” The laws concerning who may act as a settlement agent
differ from state to state. Foreclosure law differs from state to state. States have their
own fraud and deceptive practices acts, interpreted by state court judges in accordance
with state-specific common law, Just as lenders find tools for complying with these and
other variations, we believe that they are capable of complying with state-based
homeowner protection statutes as well. The market has responded by producing
computer products that claim to assist lenders in their compliance obligations across state
borders.?® In fact, the variation in these statutes is actually quite small, and we can expect

 Significantly, federal laws such as the Fair Housing Act and the Equal Credit Opportunity Act regulate
the real estate finance market without broadly preempting comparable state regulations.

% See Bergquist, Eric, “Some Lenders Turning to Compliance Software”, American Banker, v168, n62
(April 1, 2003).
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states to move even closer to a consensus approach as regulation of predatory lending
improves in its ability to curb abuses.

Iv. CONCLUSION

For all the reasons just stated, Self-Help and the Coalition strongly oppose federal
preemption of states’ anti-predatory loan laws whether through regulatory®’ or legislative
means. In doing so, we stand beside every single state’s Attorney General and the
Conference of State Bank Supervisors which have similarly objected to federal
preemption of state anti-predatory lending laws.”® Indeed, our federalist system of
government provides for both state and federal government to play a role in protecting
borrowers. The dual banking system provides for positive competition that is the envy of
the world. Operating as laboratories of democracy, the states have developed
increasingly effective approaches to eradicating predatory lending without drying up
access to reasonably priced subprime morigage credit. This is federalism at its best.

At the end of the day, however, whether legislator, lender, or advocate, it is
incumbent on all of us to stay focused on the important goal that we all share: namely, the
provision of a safe mortgage market that American families can trust with effective
protections and remedies for those homeowners who fall prey to unscrupulous lenders.
Thank you for the opportunity to speak to you today, I am happy to answer any questions
you may have for me.

z Recently, we submitted a detailed letter explaining our primary objections to the Office of the

Comptroller of the Currency’s proposed rulemaking on preemption, an agency that has previously been
taken to task by Congress for being “overly aggressive” in this regard (See legislative history to the
Interstate Bank Branching and Efficiency Act of 1994). The OCC proposal is misguided for two reasons
especially relevant to the instant discussion.

First, the analysis underlying the proposed rulemaking is obviously outcome-driven. The OCC’s
factual foundation for deciding that state laws interfere with the operation of national barks is based in
significant part on an uncritical reading of the CRC study. The OCC also focuses its analysis on subprime
mortgage interest rates, ignoring evidence of abuse though excessive fees and the states” focus on this
problem. The weight of available research certainly does not support the OCC’s conclusion that state anti-
predatory lending laws are harmful.

Second, the OCC’s proposed rulemaking fails to include meaningful protections for borrowers.
Rather, the OCC proposal would substitute a single provision (against loans made without regard to a
borrower’s ability to pay) for the comprehensive state laws it would preempt.

* National Association of Attorneys General letter to the Office of the Comptroller of the Currency
{October 6, 2003) (available on request); and Conference of State Bank Supervisors letter to Comptroller
Jonathan D. Hawke, Jr. (September 26, 2003) (available at
http://www.csbs.org/government/regulatory/comment_ltrs/cl_09.29.03.pdf).
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George W. Brown

Mr. Brown’s distinguished 30-year career includes accomplishments in the private sector, public
sector and the community. He was hired recently (June 2003) by Self-Help and the Center for
Responsible Lending. Based in Durham, North Carolina, Self-Help is the nation’s largest
nonprofit community development lender, creating and protecting ownership opportunities for
low-wealth families through home and small business ownership. Self-Help has provided over
$2.5 billion in financing to help more than 30,000 low-wealth borrowers buy homes, build
businesses, and strengthen their communities.

The Center for Responsible Lending is focused on policy research and advocacy to stop
predatory lending practices. An affiliate of Self-Help, the Center was instrumental in helping to
pass the country’s first comprehensive state statute against predatory mortgage lending. Self-
Help has been a leader on national legislative and regulatory efforts to address predatory lending.

Most recently before joining Self-help, Mr. Brown was a founder and President of a faith-based
community development corporation in Washington, DC. The Far SW-SE Community
Development Corporation (CDC) was formed in 1998 and is the first “green” CDC in the
District — focusing on sustainable and environmentally sensitive economic development. This
CDC operates in the most racially polarized and economicaily depressed community in the
District. During his tenure, Mr. Brown was responsible for raising almost $2 million dollars of
equity for the development and revitalization of the only commercial strip in the community
served by the CDC. The CDC has just opened a state of the art community technology center
serving over 200 youth.

Prior to the CDC, Mr. Brown was the Vice President of Marketing and Chief Compliance
Officer, for The Edgar Lomax Company, a Virginia-based investment management firm. From
1991 to 1994, he served the District of Columbia government, first as the Deputy Director for
Business and Economic Development and then, beginning in 1992, as Deputy Mayor for
Economic Development.

Mr. Brown served as the Associate Deputy Assistant Secretary for Neighborhoods with the U.S.
Department of Housing and Urban Development, as managing partner in the law firm of Eliis,
King, Brown & Prioleau, Program Officer for the Ford Foundation, and Program Director for the
Local Initiatives Support Corporation (LISC). Mr. Brown was one of the first program officers
for this nationally acclaimed community development financing intermediary. While at LISC,
he established local programs in California and Washington, DC.

In 1976, Mr. Brown was nominated by the Secretary of HUD and selected by President Jimmy
Carter as a Presidential Executive, working with Bank of America in developing its community
reinvestment program. Mr. Brown has been involved in the development of over 300 affordable
single-family and muitifamily housing developments and five office complexes. He as lectured
on Special Housing Needs at Yale and Columbia University, and was a delegate to a UN-
sponsored conference on special housing needs in The Hague.
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Mr. Brown resides in and is a native of Washington, DC, growing up in the very neighborhood
he served with the Far SW-SE CDC. He is a graduate of Howard University and Georgetown
University Law Center, both located in Washington, DC. He has received many honors, which
include the highest meritorious service awards from the Department of Housing and Urban
Development and the District of Columbia. His community activities are numerous, truly
reflecting the spirit of service above self. He is an active leader in his church, the Living Word
Church.
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Good morning Mr. Chairman and members of the Committee. My name is Rob Couch,
and | am President and CEO of New South Federal Savings Bank, in Birmingham,
Alabama. Today, | appear before you as Chairman of the Mortgage Bankers
Assaciation (MBA).'

| commend the Committee’s leadership in calling for hearings on the vital matter of
consumer abuse in mortgage lending, and want to thank you for inviting MBA to
participate in the very important undertaking of exploring the methods by which we can
stem so-called “predatory lending.” As Chairman of the trade association that
represents the real estate finance indusiry, and as President of an institution that is
primarily engaged in mortgage lending, | am personaily very disturbed by any reports of

consumer abuse in our industry.

At the outset, | want to declare that MBA condemns abusive and so-called “predatory
lending” practices in the strongest possible terms. We want this committee to know that
this association has been an active and dependable partner in the continuous search for
solutions to this problem. Although it is quite difficult to accurately measure and
quantify abusive mortgage lending activity, MBA does not shy away from the fact that
certain rogue lenders and unscrupulous brokers have preyed upon our most vuinerable
citizens. MBA accepts the need to act in the face of these continuing abuses.

We warn, however, that as we search for solutions and better protections for American
homeowners, we also have the duty and obligation of ensuring that we do not actin a
way that constricts the flow of capital to credit-starved communities. Our industry has

! MBA is the premier trade association representing the real estate finance industry. Headquartered in Washington, D.C., the
association works o ensure the continued strength of the nation’s residential and commercial real estate markets, to expand
homeownership prospects through increased affordability, and to extend access to affordable housing to all Americans. MBA
promotes fair and ethical iending practices and fosters excellence and technical know-how among real estate professionals
through a wide range of educational programs and technical publicaions. lts membership of approximately 2,700 companies
includes alf elements of real estate finance: morigage companies, mortgage brokers, commercial banks, thrifts, life insurance
companies and others in the morigage lending field.
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been extremely successful in expanding access to mortgage capital to all segments of
our population, and we cannot afford to reverse on these hard-eamed advances.

I Overview of MBA Position on Predatory Lending

Let's set the record straight—"predatory” mortgage lending is not a new problem; in fact,
it is only the current manifestation of what we have traditionally referred to as “morigage
fraud.” In the end, the tactics used by unscrupulous actors in “predatory lending”
schemes are aimed at deceiving consumers, hiding the true costs of the transaction,
and blinding unsuspecting and unsophisticated homeowners from the full marketplace

of competitive products and services.

MBA believes that "predatory lending” has three fundamental root sources that need to
be jointly attacked. These are (1) the complexity of the laws and mandated disclosures,
(2) the lack of consumer education, and (3) the lack of adequate enforcement of existing
laws. Any attempt to achieve long-lasting solutions in this area must, necessarily,
isolate these specific causes and address them through carefully tailored approaches.

Complexity of Mortgage Laws
First and foremost, we believe that a root problem leading to abusive lending is the

confusion created by the complexity of the laws and disclosures that apply to the
mortgage process. Mortgage-related disclosures are voluminous and often cryptic.
Consumers rarely use these forms and disclosures to compare prices or identify the
terms of the transaction because, quite simply, they cannot understand what they read
nor what they sign. In addition, the mandated forms lack reliable cost figures, a fact that

impedes prospective borrowers from ascertaining true total costs.?

2 There are various confirmations of this core problem. In a 1998 report prepared by the Federal Reserve Board and the U.S.
Department of Housing and Urban Development, these federal agencies ascertained that most consumers do not understand the
relation between the contract interest rate and the Annual Percentage Rate (*APR”} listed in the Truth in Lending disclosures.
The agencies explain that “the [consumers'] belief was based on misconceptions about what the disclosures represent. For
example, consumers believed the APR represents the interest rate... and the amount financed represents the note amount... "
These are fundamental misunderstandings that can lead fo very serious repercussions for unwary or unsophisticated shoppers.
In fact, there are reports that these cryptic forms, and the public's misunderstanding of them, make the federally-required Truth in
Lending disclosures a very useful tool for predators to confuse and defraud consumers.

3
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More urgently, however, we note that the complexity of the current system serves as the
camouflage that allows unscrupulous operators to hide altered terms and conceal
crucial information without fear of the consumer discovering or even understanding the
import of the masked or undisclosed items. In light of this complexity, confounded
borrowers stop shopping and turn to loan officers for advice. In instances of abusive
originators, the consumer's total reliance on a third party closes the loop of deception—
the victims of these scams are completely blinded to the realities and repercussions of
the transaction. These problems are exacerbated in instances of uneducated, illiterate,

or non-English-speaking consumers,

Lack of Consumer Awareness/Education

The complexity of the mortgage process leads directly to, and is intertwined with, the
second source of predatory lending—Ilack of consumer awareness and education. ltis
a reality today that even well-educated consumers tend to lack basic understanding of
the mortgage shopping and home buying processes. We know, for example, that most
consumers understand neither the meaning nor importance of the “Annual Percentage
Rate” figure. Nor do mortgage shoppers entirely comprehend that the early Good Faith
Estimate disclosures are not “guaranteed” or final. These misunderstandings have very
real repercussions regarding the choices that consumers make and the products that
they ultimately select. Misperceptions regarding these disclosures, or failure to
understand their content, create an environment that is ripe for the manipulation and

exploitation of consumers by devious and unscrupulous operators.

Lack of Enforcement

A third problem creating a favorable environment for abusive lending is the general
absence of real enforcement of the multitude of loans that apply to this area. ltis
important to understand that mortgage lending is one of the most heavily regulated
industries today. Mortgage lending is subject to pervasive state regulation and lenders
must comply with a wide array of federal consumer protection laws including the Truth
in Lending Act, Real Estate Settlement Procedures Act, Fair Housing Act, Fair Credit
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Reporting Act, Equal Credit Opportunity Act, Fair Credit Billing Act, Home Mortgage
Disclosure Act, Federal Trade Commission Act, and Fair Debt Collection Practices Act.
Many of the “predatory” abuses reported today either violate current law or result from
lack of disclosures that violate current laws. As noted earlier, in practically all instances
of abuse, the “predatory” lender uses these and other disclosures in a way that involves

outright fraud and deception.

In addition, states generally have laws that can be used to effectively combat abusive
mortgage lending practices. These include: prohibitions against unfair and deceptive
trade practices; prohibitions against discrimination and redlining in finance transactions;
limitations on specific terms of consumer and mortgage credit; limitations on insurance
products; penalty provisions for non-compliance; prohibitions of deception
misrepresentation; non-disclosure and concealment; and common law rules against

fraud.

In summary, MBA believes that any approach that does not address these three basic
prongs—simplification, education, and enforcement—will merely deal with the effects
and not with the underlying causes of the probiem.

i. Importance of National Mortgage Markets

Before identifying methods to address the root causes of “predatory lending,” it is
extremely important fo understand the structure of today’s vibrant mortgage market. it
is crucial to recognize that the vast majority of mortgage loans are no longer made from
bank reserves or monies derived from depository sources; rather, mortgage loan capital
is largely obtained from securitization and the sale of mortgage-backed assets to
secondary market investors.® In the modern mortgage market, most of the capital used
by lenders to fund mortgages is derived from national and international capital sources
that include Fannie Mae, Freddie Mac, Ginnie Mae, Federal Home Loan Banks, and a

3 Our estimates reveal that, in 2002, over 75% of all U.S. residential mortgage production was securitized and sold
into the secondary market.
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wide array of private investor sources. Mortgage lending is therefore conducted on a
truly national scope. These national sources for mortgage capital have served to
achieve great cost savings for consumers through added efficiencies and considerable
economies of scale. These secondary market entities have produced a uniform national
mortgage market by enabling transfers of capital and excess savings from money-rich

areas to money-poor areas.

This truly amazing mortgage structure, based upon an international secondary market,
has given the American population the best, cheapest, and most efficient mortgage
capital delivery system in the world. This highly functional secondary mortgage market
is, however, greatly dependent on legal certainty and predictability. In short, secondary
market investors must have the security of being able to purchase and trade mortgage-
backed assets without undue complications and without excessive legal risk. In this
sense, only standardized lending rules will provide capital markets with the foundation
of necessary legal uniformity that ensures enforceability of particular transactions while

facilitating securitization and the flow of capital.

N “Subprime” Lending

This mortgage system has been especially important with regard to the so-called
“subprime” market sector. This sector of the market focuses on portions of the
population composed of consumers that, for various reasons, have less than stellar
credit records or other flaws. These consumers can very often still be considered viable
credit candidates, often with the assistance of financing options that serve to mitigate
credit risks. It is important to realize that until a few years ago, this segment of the
population did not have the option of obtaining mortgage financing from traditional
lending institutions, as creditors would only risk lending large sums of money for long
terms to those individuals that possessed faultless credit scores. However, through
innovations in the mortgage finance industry, and through various financing and risk
enhancing tools created for the specific purpose of extending credit to our more needy



107

communities, credit-impaired individuals now have ample opportunity to obtain loans

through this “non-prime,” or “subprime” market.

This segment of the industry has become an increasingly important, and very essential,
piece of mortgage lending. As the U.S. Department of Treasury and the Department of
Housing and Urban Development acknowledge in a recent report, “[bly providing loans
to borrowers who do not meet the credit standards for borrowers in the prime market,
subprime lending provides an important service, enabling such borrowers to buy new
homes, improve their homes, or access the equity in their homes for other purposes.™
Although subprime originations comprise approximately 9% of all mortgage originations,
over the past few years, we have seen tremendous growth in subprime lending.
According to Federal Reserve Board estimates, subprime mortgage originations grew
seven-fold over the 1994-2002 period. This growth has disproportionately benefited
low-income and minority borrowers, as these groups are much more likely to rely on
subprime credit. One clear and visible outcome of this expanded subprime lending
aclivity has been an increase in homeownership rates for low-income and minority
borrowers. According to Federal Reserve Governor Gramilich, “this represents a
welcome extension of home mortgage and other credit to previously underserved
groups—a true democratization of credit markets.”® MBA agrees. We note that millions
of low- and moderate-income families now have a chance at owning a home and
building wealth due specifically to the rapid growth of subprime credit.

IV.  Proliferation of State and Local Predatory Lending Laws

The products that are allowing for this incredible and unprecedented expansion of credit
access to needy communities are, however, coming under increasing threat. As has
been widely reported, there is currently an unprecedented level of legislative activity
aimed at passing so-called “anti-predatory” measures at state and local levels.

# United States Department of Treasury and Department of Housing and Urban Development, Curbing Predatory
Home Mortgage Lending: 4 Joint Report, June 2000 (“HUD/Treasury Report”).

% Remarks by Governor Edward M. Gramlich at the Texas Association of Bank Counsel, 27th Annual Convention,
South Padre Island, Texas (October 9, 2003).
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Although well-intentioned, these state and local laws are posing restrictions that hamper
lending operations in the subprime market while creating a "balkanized” legal system
that threatens secondary market operations and damages our industry’s ability to
deliver mortgage capital to underserved communities.

Effects

The harmful effects of state-level legislation are multi-faceted. As a threshold item, we
observe that none of these state-based laws sets forth a uniform or workable definition
for “predatory lending,” or what constitutes “abuse” in the context of mortgage lending.
Indeed, the terms “predatory lending” and “subprime lending” are often and repeatedly
used interchangeably. In public debates, official reports, and media coverage
surrounding this highly politicized issue, it is often openly asserted, for example, that
higher-than-normal interest rates or the presence of certain terms, such a balloon
provisions, are inherently predatory. Sometimes, a minor regulatory deviation will be
referred to as a “predatory scheme.” These fallacies continue to poison the discourse
on this very important subject and make clear that there is no consensus on a premise

from which to advance.

A further element of “predatory lending” legislation at state and local levels is that it
focuses on enacting increasingly burdensome restrictions and outright prohibitions on
specific loan terms, such as prepayment fees and late charges. These loan terms have
legitimate uses; they enhance a lender’s ability to structure credit for consumers with
special needs and exceptional circumstances—credit impairments, irregular income
streams, etc.—and to allow them to be able to access the equity in their homes. By
imposing restrictions and prohibitions against useful financing tools that are misused by
a few unethical actors, state laws are damaging the entire home equity market.®

© See, e.g., New York’s prohibition of “balloon notes” in covered loans (General Regulations of the Banking Board,
Part 41 (“Restrictions and Limitations on High Cost Home Loans ")), New Jersey’s complex restrictions on
“prepayment penalties” in covered loans (New Jersey Home Ownership Security Act of 2002 (Assembly Bill No.
75)).
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Diminution of Credit

MBA believes that all these negative effects give rise to truly disastrous outcomes. In
their zeal to protect vuinerable consumers, state legislators and consumer groups are
creating a hostile legal regime that is causing lender flight and diminishing capital
access for the most needy segments of our communities. The subprime market, by
definition, depends on the ability of creditors to effectively control for the borrowers’
credit risks; by eliminating risk-abating financing tools, state legislators and consumer
groups are crippling lenders’ ability to ensure the proper delivery of subprime capital.

Moreover, these very confusing state and local laws that purport to protect consumers
are imposing a veritable maze of “triggers,” disclosures, and prohibitions on covered
mortgage loan products. The proliferation of these laws creates massively complex
compliance labyrinths that are entirely unwieldy. Multi-state lenders today find it
extremely difficult, if not impossible, to formulate models for compliance in any one
geographic location without the high probability of falling out of compliance in a different
locality. In fact, the unending passage of these “predatory lending” laws at state and
local levels is creating a situation where multi-state lenders are finding it almost
impossible to comply, or even keep up with, with the full barrage of local rules and

regulations that are continually enacted.

Equally critical is the very negative impact of these state legisiative developments in
terms of the secondary market. We note that secondary market investors follow strict
compliance and quality assurance requirements to ensure that the assets they purchase
are comprised of loans that meet the requirements of state and federal law. The
fragmentation of legal requirements caused by differing state legislation imposes
crippling confusion for purposes of purchasing and enforcing mortgage loans since
every individual portfolio in a given national pool of loans could carry differing legal
requirements based on the particular state where the loan was originated. In such an
environment, secondary market operations are in disarray, as complex questions of
compliance and enforceability drown efficient flows of mortgage capital. In the current

“balkanized” environment, secondary market players are now required to undertake
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extensive, and extremely costly, due diligence analyses, reach detailed conclusions
relating to specific loan originations as part of expanded due diligence processes, and

implement costly operating systems to comply with varying and ever-changing laws.

If that were not enough, these difficulties are now being exacerbated by recent
enactments of state legislation that impose unlimited purchaser or assignee liability for
the practices of an originator, broker, or even servicer. This trend has begun to draw a
strong negative reaction by all segments of the secondary market community. In the
past several months, rating agencies such as Fitch and Standard & Poors have refused
to rate assets that contain loans originated in jurisdictions that impose liability on
assignees. This trend is dangerous, as the agencies’ refusal to rate assets is extremely
alarming to investors, and will invariably dry up secondary market investment. it is likely
that the agencies’ refusal to rate covered assets will severely restrict funding for all
loans covered by these laws.

In the end, we note that the clear impact of this burdensome, confused, and fragmented
regulatory framework at the state and local level is lender and investor flight from the
states and municipalities covered by these laws. The experience in the State of
Georgia is very illustrative. in 2002, that state enacted the Georgia Fair Lending Act
{“GFLA") to stop unscrupulous lending activity in mortgage lending. That law was so
broad in its application, and contained so many undefined terms, ambiguities and
misclassifications, that even traditional lenders exited the market. The secondary
market reacted very negatively, in chorus with decisions by the rating agencies to
refrain from rating any securities containing loans covered by the GFLA. In due course,
Georgia's state legistators returned to amend the law in order to halt the flight of
mortgage capital from the state. This legislative experiment, though well-intentioned,
cost the industry millions of dollars in compliance and legal fees, and proves that this

10
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type of state legislative activity has direct and dramatic effects on lenders’ willingness to

do business in particular markets.”

It should be noted that lender and investor flight will not only decrease capital availability
in affected markets, but will, with all certainty, raise the costs of the remaining sources
of mortgage capital. If legitimate institutional players leave this market segment, the
price of capital in those markets will skyrocket as supply is diminished relative to
demand. If history is a lesson, supplies of capital could decrease to the point of pushing
cash-strapped consumers to non-traditional, and indeed very costly and even dubious,

money sources.

In summary, the growing number of state and local “predatory lending” laws hurt

precisely those populations that they are meant to benefit.

V. Steps to Address Abusive Lending

As we search for solutions, we believe that mortgage industry participants,
policymakers, and consumer representatives all share a sincere desire to end the
abuses. This must, however, be done in a way that does not reverse the tremendous
strides that have been made to expand mortgage capital to all communities. Let me
then address the steps MBA believes should be taken in order to bring a lasting solution

to this problem.

Education of Consumers
First, as outlined above, educating consumers is most basic step in the struggle to push
predators out of our neighborhoods. MBA continues to believe that the most effective

weapon against abusive lending is a well educated consumer in a competitive

marketplace.

" For an excellent description of the unintended harms of the GFLA, see “Georgia Fair Lending Act: Unintended
Consequences,” Georgia Credit Union Affiliates, Community Bankers Association of Georgia, Georgia Bankers
Association {January2003).

11
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To this end, MBA has created a consumer education program called “Stop Mortgage
Fraud.” This consumer financial literacy program—available in English, Spanish, and,
soon, in Arabic—is written in plain language, and attempts to provide useful guidance to
consumers about how they can protect themselves in potentially abusive situations.

The information provided by MBA's program gives consumers three important tools they
can use to help prevent them from being subject to “predatory lending” practices:

a. Borrower’s Bill of Rights — which provides a detailed listing of consumer
rights during the mortgage transaction from the first contact with a
lender/broker to the closing of the loan.

b. 10 Warning Signs of Predatory Lending —~ which fists the 10 common
warning signs of predatory lending. These signs include everything from
being asked to leave signature lines blank to being encouraged to include
false information on a loan application.

¢. Where to Report Suspected Predatory Lending — consumers can either
visit the www.stopmortgagefraud.com Website or call a specified toli-free
number (1-800-348-3931) to get information on what steps to take to file a
complaint. Consumers calling the 800 number will receive a brochure that

contains information also found on the Website.

Enforcement of Existing Laws

MBA strongly believes that much more must be done to enforce the laws that are
currently on the books. In the past quarter century, both federal and state governments
have put in place a far-reaching body of laws designed to prevent abuse of consumers
in credit transactions. As mentioned above, there are myriad laws that exist at the
federal and state levels that could effectively address the abuses that are occurring in

the market today.
MBA has been extremely proactive in the process of exploring the necessary steps to

ensure that state and federal authorities are properly equipped to adequately enforce
existing laws. In June 2003, MBA hosted an Enforcement Summit in Washington, DC,

12
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that was attended by federal policymakers, consumer groups, key federal and state
regulators, and real estate finance industry representatives. At the Summit, MBA
discussed federal as well as state and local enforcement of consumer protection laws
and reviewed a number of alternative approaches o combat abusive lending practices.

Summit participants identified the following as appropriate action steps toward further
consumer protection:

» Increase resources for enforcement by exploring ways to generate new funds
through a financial assessment program with generated funds being targeted at
increasing effectiveness of enforcement, promoting anti-abusive lending
practices and increasing the visibility of federal state and local regulators.

« Study and develop recommendations on establishing a National Resource
Center and Clearinghouse for financial education, literacy and counseling.

+ Explore innovative ways to reach consumers who may be vulnerable to potential
abusive lending practices, including establishing a Financial Literacy Month.

« Commission a study on the practices of abusive lenders.

In the coming weeks, MBA will release a report summarizing the key discussions and
findings of the Summit. For MBA, this Summit represents the beginning of meaningful
communications with all groups interested in resolving problems and issues surrounding
abusive morigage lending.

In addition, MBA understands that enforcement efforts are not easy undertakings. They
require time, careful examinations, documentation of disclosures, documentation of
sales techniques, and interviews with parties involved, among other things. This
approach, however, is one of the most effective ways to stamp out abusive lending
practices. To this end, MBA calls for increased funding of consumer protection
agencies to provide them all necessary resources so that we may more effectively

clamp down on unscrupulous actors.

13
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Mortgage Simplification

MBA has consistently argued that no regulatory approach will deliver true consumer
protection unless underlying market defects are addressed through a comprehensive
reform of the mortgage lending laws. The real key to achieving true long-term reform in
the subprime market does not lie in limited efforts to drive out bad practices and bad
actors from the market. Rather, the critical reform objective should be to attract
reputable lenders into a marketplace of consumers that are able to make educated
decisions with a wide variety of terms and options. A competitive market with informed

consumers provides the best protection against predatory activity.

As mentioned above, predatory lending is in many ways a symptom of larger problems
that have evolved from complicated and outdated mortgage laws. Without broad
changes to existing laws and comprehensive reform of current cost disclosures, any
efforts to address predatory lending will merely deal with the effects and not with the
underlying causes of the problem. If the process remains confusing and perplexing,

consumers will continue to be tricked and deceived.

Uniform Standard

A most important point that MBA wants to bring to the forefront, stemming from all the
difficulties identified above, is that the only way to ensure the proper and efficient
delivery of mortgage capital to our neediest populations is to develop a national solution
to “predatory” lending. We therefore urge this Committee to support us in the push for
an efficient marketplace through the establishment of a uniform national standard to

combat abusive lending practices.

MBA believes that a single standard will encourage competition, and will ensure that the
entire mortgage lending industry complies with one set of laws while allowing
consumers to have a greater grasp of the lending process to keep them from falling
prey to unscrupulous practices. We believe that we can, and must, craft strong
safeguards that afford effective levels of protection for all of our citizens and that

preserve the efficiencies of a unified legal structure.

14
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As | noted before, such a uniform national standard for morigage loans is the only
realistic solution in an industry that operates and accesses capital from national, and
indeed international, sources. MBA is not alone in this request. | note that every major
player in the mortgage industry is appealing to bring order to the bewildering
fragmentation of the mortgage market. In the past several months, the Office of Thrift
Supervision ("OTS”) has acted to issue preemption orders with regard to local
“‘predatory lending” laws in New York, New Jersey, Georgia, and New Mexico that
restrict the activities of thrift institutions. We understand that the OTS is reviewing other
state legislation as well. As we speak, the Office of the Comptroller of the Currency
("OCC") is considering issuing regulations that would set forth a national preemption
standard for national banks generally.® A nother important p ronouncement has come
from the Government-Sponsored Enterprises. Only a few weeks ago, in unison, both
Fannie Mae and Freddie Mac declared their support for the creation of a national
preemptive standard that resolves the mounting difficulties imposed by the current

patchwork of local laws.

We ask this committee to listen to the urgent and combined calls for the development of
national uniform standards to fight against “predatory lending.” Our most credit starved

communities will be the principal losers if we fail to act.
Vi.  Conclusion

In summary, MBA believes that the search for solutions to the vexing problem of
abusive mortgage lending must include comprehensive attention to all the underlying
factors that allow predatory lending to flourish. We must address predatory lending
through direct attacks on three fronts: a commitment to full enforcement, robust
education, and a simplification of existing laws. As we do this, we must also come to
agreement about the need for an efficient marketplace through the establishment of

8 See 68 Federal Register 46119 {August 5, 2003).
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uniform national standards that assemble and focus our efforts in the fight against
abusive lending practices.

Thank you for the opportunity to appear before the Committee. | look forward to

answering all your questions.
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Thank you Chairman Ney and Chairman Bachus for holding this hearing and the
opportunity to testify today on the role and importance of securitization in the mortgage
industry. My name is Cameron Cowan. [am a partner at the law firm of Orrick,
Herrington, and Sutcliffe. Within Orrick, I serve as the Managing Director of Finance
Practices and as a member of the firm’s Executive Committee. I am also a member of the
American Securitization Forum’s (ASF) Executive Committee and I chair the ASF’s
Legislative and Judicial Subcommittee. The ASF, an affiliate of The Bond Market
Association, is a broadly-based professional forum of participants in the U.S.
securitization market. Among other roles, the ASF members act as investors, issuers,
underwriters, dealers, rating agencies, insurers, trustees, servicers and professional
advisors working on transactions involving securitizations.

For the last 16 years, my law practice has focused on structured finance-—also known as
securitization. My knowledge of subprime and predatory lending generally comes from
the perspective of the secondary market. In my testimony today, I will focus on the
securitization process, the growth of the industry and the many benefits securitization
brings to consumers (including subprime borrowers), investors and issuers.

History and Overview of Securitization

Securitization is the creation and issuance of debt securities, or bonds, whose payments
of principal and interest derive from cash flows generated by separate pools of assets. It
has grown from a non-existent industry in 1970 to $6.6 trillion as of the second quarter of
2003. Financial institutions and businesses of all kinds use securitization to immediately
realize the value of a cash-producing asset. These are typically financial assets such as
loans, but can also be trade receivables or leases. In most cases, the originator of the
asset anticipates a regular stream of payments. By pooling the assets together, the
payment streams can be used to support interest and principal payments on debt

360 MADISON AVENUE NEW YORK, NY 10017-7111 Telephone 646.637.9200 Fax 646.637.9126 americansecuritization.com
1399 NEW YORK AVENUE, NW WASHINGTON, DC 200054711 Telephone 202.434.8400 Fax 202.434.8456
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securities. When assets are securitized, the originator receives the payment stream as a
lump sum rather than spread out over time. Securitized mortgages are known as
mortgage-backed securities (MBS), while securitized assets—non-mortgage loans or
assets with expected payment streams—are known as asset-backed securities (ABS).

To initiate a securitization, a company must first create what is called a special purpose
vehicle (SPV) in the parlance of securitization. The SPV is legally separate from the
company, or the holder of the assets. Typically a company sells its assets to the SPV.
The payment streams generated by the assets can then be repackaged to back an issue of
bonds. Or, the SPV can transfer the assets to a trust, which becomes the nominal issuer.
In both cases, the bonds are exchanged with an underwriter for cash. The underwriter
then sells the securities to investors. Unlike other bonds, securities backed by mortgages
usually pay both interest and a portion of the investor's principal on a monthly basis.

Mortgage-Backed Securities

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

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

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

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

Asset-Backed Securities

The first asset-backed securities (ABS) date to 1985 when the Sperry Lease Finance
Corporation created securities backed by its computer equipment leases. Leases, similar
to loans, involve predictable cash flows. In the case of Sperry, the cash flow comes from
payments made by the lessee. Sperry sold its rights to the lease payments to an SPV.
Interests in the SPV were, in turn, sold to investors through an underwriter.

ABS Outstanding
(biltions)
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Source: The Bond Market Association

Since then, the market has grown and evolved to include the securitization of a variety of
asset types, including auto loans, credit card receivables, home equity loans,
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manufactured housing loans, student loans and even future entertainment royalties.
Credit card receivables, auto and home-equity loans make up about 60 percent of all
ABS. Manufactured housing loans, student loans and equipment leases comprise most
of the other ABS. And the industry continues to look for new assets to securitize such as
auto leases, small-business loans and "stranded cost recovery" ABS. (The latter refers to
bonds backed by fees some newly deregulated utilities have won authority to include in
future billings as an offset of previous investment.)

How Securitization Works

ABS and MBS represent an interest in the underlying pools of loans or other financial
assets securitized by issuers who often also originate the assets. The fundamental goal of
all securitization transactions is to isolate the financial assets supporting payments on the
ABS and MBS. Isolation ensures payments associated with the securities are derived
solely from the segregated pool of assets and not from the originator of the assets. By
contrast, interest and principal payments on unsecuritized debt are often backed by the
ability of the issuing company to generate sufficient cash to make the payments.

Origination and Servicing

The assets used in securitizations are created—or originated—in a number of ways.
‘When a lender extends a loan or acquires another revenue-producing asset such as a
lease, they are creating assets that can be securitized. Other assets, such as the balances
due on credit card accounts or a corporation's accounts receivable can also be securitized.
Because they initiate the securitization chain, the lenders, credit card companies and
others are also called originators. Originators often retain a connection to their assets
following a securitization by acting as a servicer—the agent collecting regular loan or
lease payments and forwarding them to the SPV. Servicers are paid a fee for their work.
Some originators contract with other organizations to perform the servicing function, or
sell the servicing rights.

Asset Transfer or the "True Sale”

In the vast majority of securitizations, it is critical that the transfer of assets from the
originator to the SPV is legally viewed as a sale, or "true sale.” The proceeds of the
securities are remitted to the originator as the purchase price for the assets. If the asset
transfer is not a "true sale,” investors are vulnerable to claims against the originator of the
assets, The cash flows backing the securities or the assets themselves could be ruled a
part of the originator's estate and used to satisfy creditors' claims if a true sale did not
occur. Legally separating the assets also protects the originator.

Investors can turn only to the SPV for payments due on the ABS and MBS, not to the
general revenues of the originator.
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Special Purpose Vehicle and the Trust

The SPV can either be a trust, corporation or form of partnership set up specifically to
purchase the originator's assets and act as a conduit for the payment flows. Payments
advanced by the originators are forwarded to investors according to the terms of the
specific securities. In some securitizations, the SPV serves only to collect the assets
which are then transferred to another entity——usually a trust—and repackaged into
securities. Individuals are appointed to oversee the issuing SPV or trust and protect the
investors' interests. The originator, however, is still considered the sponsor of the pool.

Underwriter

Underwriters—usually investment banks— serve as intermediaries between the issuer
(the SPV or the trust) and investors. Typically, the underwriter will consult on how to
structure the ABS and MBS based on the perception of investor demand. The
underwriter may, for example, advise the SPV to issue different tranches each with
specific characteristics attractive to different segments of the market. Underwriters also
help determine whether to use their sales network to offer the securities to the public or to
place them privately. Perhaps most importantly, underwriters assume the risk associated
with buying an issue of bonds in its entirety and reselling it to investors.

Credit Enhancement

Credit enhancement is common in securitization transactions. Depending on the nature
of the transaction and the type of assets, the securitization pool may need such support to
attract investors. Enhancement or support can come from the assets themselves or from
an external source. Examples of internal enhancements include subordinating one or
more tranche, or portion, of the securities issued. This practice places the claims of one
tranche over another. Any defaults affecting the securities must be absorbed by a
subordinate tranche before the senior tranche is affected. Over-collateralization of asset
pools is also used to enhance credit. This occurs when the amount of assets placed in a
securitization pool exceeds the principal amount of bonds issued.

External credit enhancements can include a surety bond or a letter of credit from a
financial institution. Both options serve as guarantees that investors will receive the
payments associated with the securities. GSEs enhance the credit of the MBS they issue
by guaranteeing the timely repayment of principal and interest.

Credit Rating

Virtually all ABS and MBS are rated by independent rating agencies whose analyses is
watched closely by investors as a guide to the credit quality of the securities. In almost
all cases, rating agencies monitor the performance of the securities on an ongoing basis.

Dealers
Just as in other bond markets, dealers play an important role once an issue is initially
distributed. For most bond investors, liquidity—the ability to easily buy or sell a
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security—is an important characteristic. By offering prices at which they will buy or sell
bonds to the investment community, dealers provide this service. Bonds typically trade
more actively closer to their date of issue. Because bond investors—usually institutional
investors such as pension funds and insurance companies—hold most bonds to maturity,
trading in bonds declines as they draw nearer to their stated maturity date. The issuance
volume of a certain bond, a bond's credit rating and whether it was issued publicly or
privately can also affect liquidity. All ABS and MBS are traded on the dealer-based,
over-the-counter markets so liquidity depends in part on the ability and willingness of
dealers to maintain an inventory, or make a market, in a certain bond.

Benefits of Securitization

Less Expensive, More Broadly Available Credit

The public benefits of securitization are evident in a number of ways. Chief among these
is the contribution of securitization to lower borrowing costs both for individuals and
corporations. The existence of a liquid secondary market for home mortgages increases
the availability of capital to make new home loans. Financial institutions that realize the
full value of their loans immediately can turn around and re-deploy that capital in the
form of a new loan. This is often the most efficient way to raise new funds in the capital
markets and the savings are passed on to the borrower.

Consumers other than homebuyers also benefit from lower borrowing costs.
Securitization can lower a firm's financing costs as well. MBS and ABS are often
designed to carry a higher credit rating than the originating firm would otherwise realize
for other types of bonds. Higher credit ratings mean the security is less risky and
translates into a lower interest rate for the originator as investors do not demand the same
risk premium. The originator passes the savings on to the consumer in the form of lower
lending rates.

Securitization also aids in the geographic dispersion of capital to areas that may
otherwise be deprived of credit options. Traditionally, depository institutions have
provided credit in the areas where they accepted deposits. By securitizing loans,
however, the lender generates capital for new loans that may come from a different
location. This linkage to the capital markets broadens the range of regions where
depository institutions obtain capital to provide credit.

By subjecting the lending decisions of financial institutions to valuation by the capital
markets, securitization also encourages an efficient allocation of capital. Financial
institutions and others who securitize assets depend, of course, on investors. Investors
seek an appropriate return based on a level of risk. If the asset pools are not of a
sufficient quality, for example, investors will demand a higher interest rate as
compensation. At its most basic level, securitization is the process of isolating risk and
repackaging it for investors. This increases efficiency in the capital market by removing
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intermediary steps between investors and the risk they are assuming. A money manager,
for example, may be interested in a mortgage-backed bond that pays interest and
principle on a monthly basis, but not in the debt securities issued by the originator of the
securitized assets.

Securitization reallocates risk at many levels. By shifting the credit risk of the securitized
assets (for a price) to ABS and MBS investors, financial institutions can reduce their own
risk. As the risk level of an individual institution declines, so does systemic risk, or the
risk faced by the financial system overall.

More Options for Investors

As noted above, investors benefit from the legal segregation of the securitized assets.
The segregation protects the payment stream on the MBS and ABS from a bankruptcy or
insolvency. Higher-rated securitized instruments generally offer higher yields than
similar sovereign government issues. The actual size of this yield premium, the yield the
securities pay in excess of similar government securities—will depend on the credit
quality of the assets and the structure of the transaction. Pension funds—which comprise
much of the market for MBS and ABS—pay close attention to this premium as they seek
a wide variety of safe fixed income products with attractive yields. Insurance companies,
money managers and other institutional investors with needs for fixed-income securities
with specific features are also large ABS/MBS investors.

The ability of issuers to vary the terms of securities backed by the same asset pool
through different securitization techniques also makes MBS and ABS attractive to
investors. In a sense, issuers can tailor the coupon, maturity and seniority of a security
according to particular investor's needs. This flexibility not only boosts investor interest
in ABS and MBS, but also contributes to more efficient capital markets by ensuring
investors and money managers have access to the most appropriate securities.

Flexibility for the Originator

Securitization also benefits the financial institution or corporation that originates the
securitized asset. Without securitization, a bank making a home loan usually would hold
that loan on its books, recognizing revenue as payments are made over time. To realize
the value of the loan immediately, the bank can sell the whole loan to another institution,
though this is generally not economical unless the loan is very large. The more efficient
option is to pool similar loans together, as discussed above, and enter into a securitization
transaction.

The process makes even more sense for originators with assets considered illiquid, such
as equipment leases or the balance due on a credit card. The latter comprises an asset
class called credit card receivables that account for approximately 20 percent of
outstanding ABS. Similar to banks securitizing home loans, credit card companies are
able to use the securitization process to provide more credit and manage their balance
sheets.
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Originators realize another benefit from securitization as the transfer of the asset to an
SPV removes it from the firm's balance sheet. This can help the originator improve
certain measures of financial performance such as return-on-assets (ROA). A way to
gauge a firm's efficiency, ROA tells observers how many dollars are earned for every
dollar of assets. Moving an asset off of the balance sheet while simultaneously
increasing income has a positive effect on ROA and demonstrates to investors a more
efficient use of capital. Banks realize a unique advantage from securitization. Removing
loans from their balance sheet can lower regulatory capital requirements, or the amount
and type of capital banks must hold given the size of their loan portfolio, to reflect
lowered risk.

The segregation of assets that takes place in a securitization can also effectively lower the
firm's financing costs. This occurs when the securities issued by the SPV carry a lower
overall interest rate than the originating firm pays on its debt. As the firm receives the
proceeds from the securitization it has, in effect, achieved cheaper financing than might
have been extended to the firm based solely on its own credit rating.

Conclusions

Securitization reflects innovation in the financial markets at its best. Pooling assets and
using the cash flows to back securities allows originators to unlock the value of illiquid
assets and provide consumers lower borrowing costs at the same time. MBS and ABS
securities offer investors with an array of high quality fixed-income products with
attractive yields. The popularity of this market among issuers and investors has grown
dramatically since its inception 30 years ago to $6.6 trillion in outstanding MBS/ABS
today.

The success of the securitization industry has helped many individuals with subprime
credit histories obtain credit. Securitization allows more subprime loans to be made
because it provides lenders an efficient way to manage credit risk. Efforts to curb
“predatory” lending that inhibit the legitimate use of securitization by assigning liability
to the purchaser of a loan or some other means, threaten the success of the beneficial
subprime market. Secondary market purchasers of loans, traders of securitized bonds and
mvestors are not in a position to control origination practices loan-by-loan. Regulation
that seeks to place disproportionate responsibilities on the secondary market will only
succeed in driving away the capital loan purchasers provide in the subprime market.

I urge Congress to move with great care as it addresses the problem of predatory lending.
The secondary markets are a tremendous success story that has helped democratize credit
in this country. Well intended, but overly restrictive, regulation in this area could easily
do more harm than good. This is particularly the case when state and local governments
craft disparate anti-predatory lending statutes that place different compliance burdens on
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the secondary market. For this reason, the ASF urges this committee to consider
legislation to pre-empt the authority of state and local governments in the area of

predatory lending and to construct a safe harbor from assignee liability for secondary
market participants.

Thank you again for the opportunity to testify today.
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Introduction

I am Kurt Eggert, an Associate Professor of Law at Chapman University School of
Law in Orange, California, where I teach real estate transactions and elder law. 1have
written several articles on predatory lending, and have frequently spoken on this subject in
panels at the American Bar Association’s annual meeting, the Association of American Law
Schools, and several symposiums and conferences.

My testimony today will focus on the importance of having assignee liability for
residential mortgages. Although my testimony today will focus on this one aspect of the
predatory lending problem, I will also be putting into the record the entire text of a full law
review article I authored entitled Held Up In Due Course: Predatory Lending, Securitization,
and the Holder In Due Course Doctrine, which appeared in volume 35 of the Creighton Law
Review in April, 2002. In that article, I describe the securitization of home mortgages and
discuss how that securitization has fostered predatory lending in the United States by giving
unscrupulous lenders a ready secondary market for their overpriced loans. 1 discuss the
interaction of securitization and the holder in due course doctrine, which prevents a
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homeowner from bringing most of her defenses or claims regarding the origination of a loan
against the assignee of a loan and so prevents assignee liability in many cases. Much of my
testimony today is based on that article.

In my testimony today, I will propose a definition for the term “predatory lending”
and then describe common tactics used by abusive lenders. Next, I will address how the
securitization of residential mortgages, pooling them and selling securities based on the pool
on Wall Street, has led to a dramatic increase in subprime and predatory loans. Then I
discuss a solution to this securitization-driven epidemic of abusive lending: force the
investors who buy interests in the loan pools to bear the risk of predatory loans in those
pools. If investors bear this risk, then they will demand that the securitizers of those loans
ensure that the originators of the loans have abstained from predatory behavior and are
creditworthy enough to repurchase any predatory loans. I argue that securitizers, with their
greater market savvy and informational advantages, are better equipped than borrowers to
recognize predatory lending and to refuse to deal with the abusive lenders that engage in it.
Denied access to the capital markets that have purchased their loans and financed their
activities, unscrupulous lenders will have difficulty funding loans.

I hope to dispel several myths about predatory lending, such as the notion that
predatory lending has not been or cannot be defined, and until it is defined, no action should
be taken to prevent it. Another myth is that the secondary market and other assignees cannot
easily tell which loans are predatory and that individual borrowers are better able to prevent
predatory lending. I would also like to dispel the notion that the securitization of mortgages
is an unadulterated benefit for borrowers and must be preserved at all costs, even at the risk
of having individual borrowers lose their homes because of predatory lending. Instead, it
appears that securitization may not lower mortgage costs for subprime borrowers and may
even increase those costs.

I will also discuss the current battle over assignee liability, during which the lending
industry is claiming that assignee liability makes it difficult, if not impossible, to securitize
residential mortgages. Rather than making such securitization impossible, assignee liability
will, if designed correctly, cause ratings agencies to scrutinize the origination practices and
creditworthiness of the originators of loans. This increased scrutiny will help deter
originators that depend on securitization to fund their lending from engaging in predatory
practices. Ensuring the creditworthiness of the lenders will help ensure that if the lenders do
engage in predatory behavior, they will have sufficient assets to repurchase the affected
loans, so that the borrower will be able to sue them directly without concern for the cutting
off of any of their defenses. In addition, originators that are creditworthy are less likely to
declare bankruptcy and so borrowers who have been defrauded are more likely to be able to
recover their damages against the originator.

“Predatory Lending”: Definition and Techniques

While predatory lending has been the focus of many hearings, articles, laws, and
regulations, there has not yet been one generally accepted definition for this term. Opponents
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of laws attacking predatory lending assert that in the absence of a clear, generally accepted
definition of predatory lending, any such efforts are premature. However, I believe that a clear,
concise definition of predatory lending is possible. Clearly, predatory lending implies some
abusive process whereby lenders take advantage of borrowers, and some definitions focus on
the exact methods the lenders use. However, a more accurate definition should focus on both
the coercive process and the detrimental effect of the lending, weighing one with the other to
determine whether the lender has gained an unfair advantage over the borrower. Therefore, 1
offer this definition:

“Predatory lending" is the use by lenders of deceptive, manipulative, or coercive
practices in order to induce borrowers to accept loans that (1) have interest rates or fees
significantly above the current market rate given the risk profile of the borrowers or
other terms significantly worse than the market norm offered by legitimate lenders, or (2)
which leave the borrowers worse off than they would have been without any new loans, or
(3) both. These factors should be balanced against each other so that a loan with grossly
excessive interest rates or fees, given the risk characteristics of the borrower, would need
less in the way of lender deception, manipulation, or coercion to be considered predatory.

A loan may affirmatively harm a borrower whether or not the loan is overpriced where,
for example, the borrower is likely to be unable to repay the new loan and will lose her house as
a result, or where it refinances existing loans with interest rates below the current market rate.
Most loans that significantly increase the chances of foreclosure, for example, would likely be
predatory regardless of their price, because foreclosure is so harmful to borrowers. However,
the primary goal of predatory lenders is to convince or coerce borrowers to obtain loans that
cost more than the market rate given the borrowers' risk characteristics.

Common methods of inducing borrowers to pay higher than market interest rates or fees
or accept affirmatively harmful loans include:

1) Loan Flipping: The rapid refinancing of borrowers' loans, adding new fees and costs
to each refinancing so that the lender bleeds dry the equity in the house. Flipping appears to be
widespread in the subprime market for loans to elder borrowers.

2) High Prepayment Penalties: These fees for paying loans off early are rare in the
prime market, but run rampant in the subprime market. Many subprime lenders charge
prepayment penalties as high as five percent of the loan if borrowers prepay their loans.

3) Equity Stripping: The process of convincing homeowners to enter into loans that
cause them to lose their homes when they cannot pay the loans.

4) Packing: The process of increasing the amount of loans by adding unnecessary
charges for products, such as credit insurance, that the borrower does not need, want, or often
even realize that she is purchasing.
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5) Steering: The process by which loan brokers direct borrowers to lenders who will
provide high-cost loans, even though the borrowers would qualify for much lower interest rates.
Steering by brokers is so effective that perhaps thirty-five to fifty percent of borrowers induced
into accepting subprime loans could have qualified for much less expensive prime rate loans.

6) Balloon payments: The requirement that the borrower pay the entire loan amount
before the monthly payments would have gradually paid off the loan. Some abusive lenders
include this requirement to ensure that their borrowers, who rarely can make such a large lump-
sum payment, must refinance their loans, offering a new opportunity for the lender to charge
points and fees, thus increasing the amount of the loans.

7) Fraud or Deception: Outright deception is the most blatant form of predatory
lending and may occur either through express statements or by concealing information from
borrowers that would reveal the true cost or effects of the loan.

Predatory lending harms not only its victims but also their communities. Its victims are
burdened with overpriced mortgages and, even if they are able to pay these loans, they feel the
financial loss for years afterward. This direct cost was recently estimated at $9.1 billion
annually. This figure, high as it is, does not include the much greater and separate harm of
foreclosure suffered by those unable to pay their loans.

While abusive lending has always existed, there seems to have been an explosion of
particularly virulent lending abuses in the 1990s. In case after case, a new or small lender
would suddenly grow at an enormous rate, while accusations of the lender’s abusive practices
would grow at the same time. Then, even more quickly than it grew, the lender would
disappear, filing for bankruptcy protection and leaving the victimized borrowers to fend for
themselves against the current holders of their mortgages. These current holders could argue
that, as innocent assignees of the notes, they should hold the notes free of almost all defenses
that the borrowers had against the original lenders, including most fraud claims.

How these lenders could grow so quickly beginning in the 1990s is no mystery. Wall
Street investment bankers discovered they could profit greatly from subprime loans, by
lending money to subprime lenders and by taking sizeable fees for securitizing the resulting
loans. With this ready flow of capital from Wall Street, subprime lenders could grow
dramatically, lending far more each year than they might have had they held their own notes
or tried to sell the notes individually to private investors.

The Process of Securitization

To understand Wall Street’s role in the growth of subprime and predatory lending,
one must first understand the process of securitization. Securitization is the method of
aggregating a large number of notes secured by deeds of trust, or other illiquid assets, in a
large pool, and then selling securities backed by those assets. These securities trade on an
open market and allow investors to buy interests in the pool of notes without the paperwork
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or risk of purchasing individual notes. The resulting securities are highly liquid and easy to
trade. Securitization has transferred the source of capital for mortgage funding from the
savings industry to the capital markets and institutional and other investors. The process of
securitization is designed to isolate the notes from the entity that originated them or acquired
them, so that the notes are legally completely independent from their former owner and as
free as possible from bankruptcy or liability risks of the originator.

A typical securitization of a loan secured by a residence might proceed as follows.
The borrower negotiates with a mortgage broker for the terms of the loan. Mortgage brokers
may originate the loans in their own names in three ways: (1) by using “table funding,”
money provided by the pre-arranged buyer of the loan used to close the loan in the
originator’s name; (2) by access to a warehouse line of credit; or (3) by supplying the
broker’s own funds. Alternatively, the mortgage broker may close the loan in the name of
the lender providing the money. Whether the broker closes the loan in his or her own name
or in the name of the lender, the broker typically almost immediately transfers the loan to a
lender. This lender quickly sells the loan to a different financial entity, which pools the loan
together with a host of other loans in a mortgage pool. The loans in the pool may all come
from one lender or from a multitude of lenders.

The assignee of the loans then transfers them to another entity, typically a limited
liability company or wholly owned corporate subsidiary. This entity (known as the “seller”
because it will sell the securities that result from the securitization process) then transfers the
loans to a special purpose vehicle {(an “SPV™), a business entity that has the sole purpose of
holding the pool of mortgages, and in return the seller receives the securities issued by the
SPV. SPVs can be trusts, corporations, limited partnerships, or more specialized business
entities, though a trust is considered the most common. However, the set of fiduciary duties
that trust law would normally impose are by and large replaced by the trust agreement’ s
minutely detailed provisions.

The securities that the SPV transfers to the seller are carefully packaged to maximize
their appeal to purchasers. There are a multitude of ways in which these securities can be
packaged, as different aspects, or “strips,” of the loans are divided up and sold separately as
securities. A relatively simple, straightforward division of ownership rights in the pooled
loans is for one group of securities to represent the interest that will be paid on the loans
(interest-only strips), and a second group to represent the repayment of principal on those
same loans (principal-only strips). If interest rates drop, the prepayment rate of the loans in
the pool normally increases, shrinking the income of the holders of interest-only strips, since
there will be fewer loans to pay interest, while swelling the returns of the principal-only
strips, as they receive the payments on principal years before the payments might have been
expected. The pool of mortgages can be cut into much more complex strips of mortgages,
depending on what the creator of the SPV thinks may be most easily sold. The strips, or
classes of securities, are also called “tranches,” which is French for “strips.”

Working with the seller to package the loan pool and its resulting securities is an
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underwriter, which, together with a rating agency, examines the loans assembled in the pool,
sets specific requirements of loss probability for the loans, and discards loans that do not
meet the risk standards set for the pool, returning them to the originator. The intermediaries
who pool mortgages, however, have been too reluctant to undertake any significant diligence
in their own examination of the loans or the borrowers and instead have excessively relied,
for the most part, on detailed representations by the originators of the loans.

Most pooling agreements give the intermediaries the right to force an originator to
take back any loan that did not actually qualify for the loan pool, the inclusion of which
would cause a breach of the originator’s representations. Therefore, the originator of the
loans may be forced to take back a loan if the borrower defaults. Once the securities are
rated by the rating agency, they can be sold to investors. This sale is typically accomplished
by private placements or by public offerings, and an underwriter is involved in all public
offerings and most private placements. The buyers may include mutual and pension funds,
insurance companies, other institutional investors, and private individuals.

Securitization and its Discontents

The lending industry claims that securitization is an unqualified boon to borrowers as
it lowers their interest rates and allows the free flow of money to home mortgages. While the
government sponsored entities (GSEs) that securitize loans, such as Fannie Mae and Freddie
Mac, claim that their securitization has led to lower interest rates, a recent analysis by the
Federal Reserve Board suggests that securitization may not decrease interest rates. Instead,
falling interest rates may lead to increased securitization by GSEs, rather than the other way
around, and the liquidity premium that securitization creates may not be passed along to the
borrower.!

Another analysis of the effects of securitization concluded that, rather than decreasing
the costs of borrowing, securitization may actually increase those costs, so long as the
originators of loans have better information regarding the actual risk characteristics of the
borrowers than do the securitizers of the loans and the securitizers have a comparative
advantage in guaranteeing loans. This price increase would be due to the “lemon effect,” the
fact that securitizers may fear that originators will transfer their worst loans (the “lemons™) to
the securitizers while retaining their best loans (the “cherries™) for the originators’ own
portfolios. Originators may doubt whether the risk characteristics of the possible lemons is
as good as claimed by originators, and so demand a higher interest rate from the borrowers
than they would if they had more perfect knowledge of the risk characteristics of the loans.
Also, securitizers may offer a higher guaranteed rate of return across the boards for the loans

! See Andrea Heuson, Wayne Passmore, & Roger Sparks, Credit Scoring and Montgage Securitization: Do They
Lower Mortgage Rates? Federal Reserve Board Paper 2000_44, Dec. 12, 2000, at http://

www.federalreserve. gov/pubs/feds/2000/200044/200044abs.html. Unsurprisingly, the GSEs have attacked the
Heuson, Passmore and Sparks paper, arguing that it is based solely on a model of "a hypothetical mortgage market
based on a flagrantly unrealistic assumption," and "contains not one shred of data or evidence." Mike Sorohan,
Securitization Does Not Lower Rates, Fed Report Says, Real Est. Fin. Today, Dec. 12, 2000, 2000 WL 8249712,



132

Testimony of Kurt Eggert Page 7

to induce the originators to sell all of their loans, “cherries” as well as “lemons.™

Securitization might not only increase subprime borrowing costs, it may cause other
harms to borrowers. First of all, securitization has encouraged the decline of stringent
underwriting. Careful underwriting reduces foreclosure against borrowers by deterring
lenders from making loans to borrowers unable to repay the loan.*> As originators
immediately sell their loans and so face less risk of loss even if a borrower defaults, the
originators naturally will spend less time and effort screening potential loans for default, thus
increasing the risk of lending money to borrowers with a high level of default risk.
Securitization reduces the amount of individual, lender-driven underwriting and instead
depends on systemic controls that can be objectively verified, such as automated
underwriting systems. 98 percent of mortgage companies now use some form of automated
underwriting, according to a 2001 survey.® In this way, banks step away from their great
strength, which was the effectiveness and efficiency of their information gathering and
regulation systems, in both selecting which loans to make and controlling those loans once
made, and in using their long-term relationships with borrowers.> With less lender
supervision, borrowers are more likely to default on their loans and risk foreclosure, though
the default and foreclosure would likely occur after the original lender has assigned the loan.

Securitization and the “Atomization” of the Residential Loan Industry

Securitization has accomplished what is known as the unbundling of the loan industry,
disassembling the lending process into its constituent elements, and allowing a separate entity
to undertake each element. Traditionally, lenders performed all of the functions of a loan,
finding the borrowers, preparing the documentation for the loan, funding the loan, holding
the mortgage during the course of the loan, and servicing the loan throughout its life.
Securitization has, in the words of Michael G. Jacobides, “atomized” this process, so that
one distinct entity, more often than not a mortgage broker, originates the loan, while another,

? See Wayne Passmore & Roger Sparks, Putting the Squeeze on a Market for Lemons: Government_Sponsored
Mortgage Securitization, 13 1. Real Est. Fin. & Econ. 27 (1996) (arguing that where there is information asymmetry
between the originator and the securitizer, the securitization process may actually increase interest rates). In their
later study, Heuson, Passmore, and Sparks assume that new credit scoring approaches have largely eliminated this
information asymmetry in the prime market, though originators still have the "first mover advantage” of deciding
what loans to securitize. However, in the subprime market, automated credit scoring has not been as universal or as
efficient. Because subprime borrowers are more heterogeneous than prime borrowers, automated scoring systems
are faced with a greater variety of potential risk characteristics. This, with the additional element of originator
fraud, which is more common in the subprime market, preserves the information asymmetry between the originators
and the securitizers, despite the advent of automated credit scoring.

*Edward L. Pittman, Economic and Regulatory Developments Affecting Mortgage Related Securities, 64 Notre
Dame L. Rev. 497, 546 (1989).

* Chris De Reza, Fannie Mae, Freddie Mac Agree to Common AU Standard, Real Est. Fin. Today, Elec. Ed., July
23,2001, at 1,2001 WL 8193092

* Elisabetta Montanaro, Efficient Risk Management in Financial Systems: Universal Bank or Securitisation, in The
Recent Evolution of Financial Systems 128 (Jack Revell ed., 1997).
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perhaps a mortgage banker, funds the loan, and another may securitize the loan and sell it to
investors.® These investors, through their ownership of securities issued by the SPV holding
the mortgage in trust with a pool of other mortgages, claim the capital represented by the
mortgage, while a separate set of entities, such as a master servicer and subservicer, under the
trustee’ s direction, services the loan, accepting the mortgage payments and foreclosing if
necessary.

This separation of the mortgage process confers on each entity in the chain a plausible
deniability of the actions of the others. The securitizer can claim to be unconnected to the
broker and unaware of any of his activities, however improper. The SPV and the owners of
its securities can claim to be holders in due course and protected from any accountability for
the fraud of the mortgage broker, through their ignorance of any such fraudulent behavior.
The mortgage broker can accurately claim, once the loan is out of his hands, that he can no
longer help the borrower if the servicer wrongfully attempts to foreclose.

Before the rise of securitization, borrowers dealt with large finance companies, which
funded their own loans and held the loans in their own portfolios. Because these lenders
continued to hold the borrowers’ paper, were closely regulated, and were required by
regulators to hold sizeable assets, the finance companies had diminished incentive to commit
outright fraud against the borrowers, as borrowers retained any defenses they had to the loans
and the borrowers could also seek damages against the finance companies. With the rise of
securitization, the origination of mortgages has largely been turned over to mortgage brokers,
who now originate over sixty percent of all residential loans in the United States. Mortgage
brokers are less regulated than finance companies and less constrained, since they may have
few assets, either in their company or individually and rarely continue to hold the loans they
originate.

While mortgage brokers themselves have very little direct interaction with the
secondary market, the brokers often originate loans for the wholesale lenders, who then sell
them onto the secondary market. A wholesale lender might purchase loans from a thousand
different independent brokers and bankers from around the country. This use of brokers may
lead to higher fees charged to borrowers, as brokers could be tempted to seek out the lenders
that provide the greatest payments to brokers rather than the best rates to borrowers. Also,
because brokers’ fees are commonly a percentage of the total loan, brokers have an incentive
to encourage the borrowers to take out as large a loan as possible, to maximize the brokers’
commissions, even if a smaller loan would be more appropriate for the borrowers. The use
of brokers has hastened the growth of subprime lending. Some brokers have steered
borrowers who would qualify for conventional loans into subprime loans, since the brokers
make greater fees from subprime than prime loans.

¢ Michael G. Jacobides, Mortgage Banking Unbundling: Structure, Automation and Profit, Mortgage Banking, Jan.
1, 2001, 2001 WL, 11398425, Jacobides writes, "The mortgage banking indusiry is one of the most fascinating
examples of vertical disintegration and. reconfiguration in modern business history." See Tamar Frankel,

Securitization: The Conflict Between Personal and Market Law (Contract and Property), 18 Ann. Rev. Banking L.
197. 202 (1999} for the stages of the securitization process.
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The securitization process allows even someone with almost no capital or financial
services to exploit this lack of regulation and become a lender or otherwise originate loans.
A mortgage broker could easily be judgment-proof in the states that do not require them to be
bonded or to maintain a minimum capital. Such mortgage brokers are free to disappear if
they are sued. Disreputable brokers have been known to declare bankruptcy, move to
another state, and begin business anew under assumed names. Furthermore, since mortgage
brokers rarely hold a borrower’ s notes in their own portfolios, they have too little reason to
be concerned about any defenses the borrower might have to the note.

Securitization removes one sometimes potent weapon in the hands of a borrower who
needs to have her loan restructured. When loans were held by regional or local banks, those
banks were susceptible to bad publicity and might be loath to foreclose on the home of, for
example, an elderly borrower, especially one who was the victim of fraud. Banks have
locally recognizable brand names, so that borrowers can threaten to picket a bank or bring
discredit to the brand name unless the bank acts reasonably in helping borrowers resolve their
problems. Banks also might have some interest in keeping their customers satisfied, with an
eye to obtaining repeat business from the customer or new business from referrals.

Securitization, on the other hand, has allowed the markets to be unbundled, atomizing
the mortgage origination and collection process. When a mortgage broker solicited the
borrower, an SPV holds the loan, and a servicer collects the payments, who would a
defrauded borrower picket in order to obtain a loan forbearance? The originator may be long
gone, as many subprime lenders have in recent years declared bankruptcy and gone out of
business. The SPV is a business entity whose sole purpose is to hold a mortgage pool, and is
completely immune from any threats to its good name, which is often something like
"Security Pool #351.” The servicer is similarly immune to threats or pleading, as it serves
solely at the direction of the trustee. The servicer little depends on the happiness or good will
of the homeowners who make payments to it, since the homeowners have no choice
whatsoever regarding which servicer collects the payments on their loans. Servicers have so
taken advantage of borrowers on occasion of late that the term “predatory servicing” has
been added to that of “predatory lending.” The trustee also does not need to keep the good
will of the borrowing public, since it gets its business from originators, not the borrowers. A
reputation as a particularly ruthless collector of debts might well aid the trustee or servicer in
gaining new originator clients. Furthermore, the trustee and servicer can always claim to be
bound by the foreclosure criteria contained in the initial offering of the securities and absolve
themselves of any responsibility to exercise discretion in dealing with a desperate
homeowner.

The parties to the securitization who may most be affected by bad publicity are the
underwriters, large Wall Street firms that should want to avoid tying their firms’ valuable
reputation to predatory lending. While Wall Street firms might avoid individual firms linked
to predatory lending (though their support of predatory finance companies throws even that
supposition into doubt), they did continue to participate in the securitization of residential
loans without attempting to root out fraudulent lenders despite widely publicized hearings in
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1994 and 1998 that documented how many lenders were taking advantage of unsophisticated
borrowers and that the problem was growing dramatically.

The Holder in Due Course Doctrine and the Need for Assignee Liability

One pernicious effect of securitization is that it encourages the most rapid creation of
an assignee with holder in due course status by causing the originator of the loan to sell the
loan almost immediately. The holder in due course doctrine provides that if one who is
assigned and holds an instrument is not chargeable with knowledge of or participation in
certain wrongful acts, then most of the defenses that the maker of the note (the borrower) had
to the original beneficiary of the note (the original lender) cannot be used against the new
holder (the assignee). The cutting off of defenses upon transfer to a holder in due course has
long been considered the central element of negotiable instruments. The holder in due course
doctrine prevents assignee liability, which is the liability that the current holder of a note
would have toward a defrauded or otherwise victimized borrower based on the actions of the
original lender on the note.

The holder in due course doctrine does not cut off all defenses that a borrower or
maker of the negotiable instrument, such as a promissory note, might have. The few
defenses that remain to the maker of the instrument are the so-called “real defenses,” which
include infancy, duress, lack of legal capacity, illegality of the transaction, discharge of the
obligor through bankruptcy, and fraud causing the drawer of the instrument not to know, for
reasons that were not her fault, the nature of the instrument she was signing. The “real
defenses" are rare and fairly difficult to prove. Among the defenses that are cut off when a
note is transferred to a holder in due course, called the “personal defenses,” are the more
common and easier to prove claims, such as: (a) that the borrower, while not completely
incompetent, was less than fully competent; (b) that while she knew that she was signing a
note and deed of trust, misrepresentations were made to her regarding its terms or effects or
other conditions; (c) that undue influence had been used to coerce her into signing the note.

The holder in due course doctrine historically had two primary functions, both of
which can now be better performed by other means. One function was to create a currency
substitute, greatly needed in the seventeenth and eighteenth centuries when there was
insufficient currency and inadequate means to transport that currency for the economy of the
day. The usefulness of negotiable instruments as a currency substitute disappeared by the
mid-nineteenth century.

Another function of the holder in due course doctrine was to make negotiable
instruments more easily transferrable by removing a great barrier to their transferability, the
fear that the maker of a note would have a defense to it. The holder in due course doctrine is
intended to increase the liquidity of notes and thus their usefulness to commerce. This
function of the holder in due course has, at least as far as residential or consumer loans, been
taken over by the securitization of those loans, which provides greater liquidity than did the
holder in due course doctrine. The holder in due course doctrine lives on in residential loans,
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those secured by the residences of the borrowers, long after its legitimate purposes have
disappeared or been replaced by other tools.

Before the days of securitization, when lenders often held the notes they originated for
the life of the loans, the holder in due course doctrine and the question of assignee liability
were not as important, as there were far fewer assignees of notes. Gone, however, are the
days when a lender would normally hold the loan for its full term. Instead, lenders might
hold the loan for a few weeks, assigning it almost immediately either to a GSE or to another
securitizer. Often, the loan will be sold before the first payment is even due, so that if the
homeowner/borrower learns that her payments are much larger than had been represented to
her, that defense has already been cut off as to the current holder of the note by the holder in
due course doctrine. This combination (initial loan made by a thinly capitalized, poorly
regulated lender who immediately negotiates the loan to a securitizer, so that the investors in
the securities can claim holder in due course status) is a recipe for irresponsible and unethical
lending, if not outright fraud.

The Secondary Market is Better Equipped to Minimize Predatory Lending Than Are
Borrowers.

Both the borrower and the purchaser of the loan can take precautionary steps: the
borrower can refuse to respond to subprime lenders’ advertising, try to deal only with
reputable loan brokers and to read all of the documents presented for her signature, refusing
to sign those that she does not understand or agree to, or that do not correspond to the oral
representations she has received. The purchasers of loans or securities backed by residential
mortgages can investigate the brokers and lenders from whom they buy loans, insisting on
dealing only with reputable brokers and lenders and ones with sufficient capital to cover
sizeable losses. They can also monitor the complaints and default rates of loans that they
have already purchased, and refuse to deal further with brokers and lender where there have
been problems.

On the surface, it appears that the borrowers’ precautionary measures, because they
are so direct, would be more effective at less cost. If a potential borrower refuses to sign an
unfair or fraudulent loan then, absent forgery, the loan would not exist to begin with. Ifa
loan securitizer refuses to purchase an unfair loan from a dishonest originator, that
securitizer’s action does not prevent the originator from attempting to sell the loan elsewhere
or attempting to collect on the loan itself.

On closer examination, however, it is clear that the borrowers’ attempts at precaution
might be feeble at best, while the buyers of loans on the secondary market can take
inexpensive yet effective measures to reduce the general incidence of unfair loans. A
subprime borrower’s efforts to avoid deceptive loans by dealing only with large, reputable
lenders, could easily come to naught, as some of the largest subprime lenders have been
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charged with fraud and deception in making subprime loans. Nor are the borrower’s efforts
to avoid deception by reading the loan documents carefully likely to bear fruit, as the
documents are so complex and confusing for the borrower that an unscrupulous lender can
easily insert unfair terms in the loan agreement without the borrower’s knowledge. While
some blame this complexity on the mandated mortgage disclosure forms, much of the
complexity of the transaction is inherent in any loan secured by real property, as the presence
of a security interest necessarily complicates the transaction well beyond the understanding
of most residential borrowers. While the rare borrowers so sophisticated that they understand
all the terms of the loan may escape, their escape will not prevent unscrupulous lenders from
moving on to their next victims,

By comparison, the secondary market can take effective, long-term, precautionary
measures simply by refusing to deal with originators who develop a reputation for sharp
practices or deception. If such lenders lose their access to the secondary market and are
forced to keep their loans themselves and attempt to collect from their own, often angry,
borrowers who retain their defenses to the loan, these unscrupulous originators would have a
much harder time growing or even staying in business. The cost to the secondary market of
such monitoring would be two-fold. First of all the costs of acquiring information about
which brokers and other originators are suspected of illegal or improper practices, and
secondly the cost of foregoing the profits to be gained by buying predatory subprime loans
that have interest rates above the market rate. This latter cost is not one that even Wall Street
is likely to publicly decry. The former cost can be spread out over the entire market. More
importantly, the cost of monitoring brokers is already being incurred to good effect by some
members of the mortgage industry, and the fruits of that labor can be easily shared with little
net cost to the entire lending industry. Therefore, the secondary market has by far the most
cost effective means of precaution at its disposal and for this reason should be assigned more
of the risk of loss than the borrower.

Clearly, lenders and investors in securitized loans are better able than borrowers to
determine the assignment of risk caused by the holder in due course doctrine. Lenders have
attorneys, extensive and detailed manuals regarding the law of lending, and their own
experience in the lending business. Investors in securitized loans are given detailed
disclosure statements that should lay out the risks inherent in their investment.

The typical borrower, especially the typical subprime borrower, on the other hand, is
unlikely to be familiar with even the basics of the loan process, which may be the most
complicated financial transaction the borrower will ever experience. Unethical brokers target
the elderly and undereducated, looking for those even less likely than the average borrower
to understand the effects of the loan. Subprime borrowers rarely have the help of an attorney
in negotiating a loan secured by residential property, as such advice might cost thousands of
dollars. Unscrupulous lenders attempt to separate the borrowers from those who might
provide valuable advice, and thus prevent borrowers from becoming more knowledgeable
about the loan. Therefore, if the holder in due course doctrine were to assign risk efficiently
to the party most likely to discover that assignment of risk and act on it, clearly it should
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assign such risk to the assignee.

Lenders and investors in securitized loans not only have infinitely greater
understanding of the holder in due course doctrine than borrowers, they also have far more
information regarding the magnitude of the risk of loss. Lenders can easily determine the
going rate of foreclosure among subprime loans, which is one of the primary harms caused
by predatory lending.” The firms that rate loan securitizations have finely calibrated methods
to determine the risk of loss in the pools of loans and disclose that risk to the investors.
Servicers can build web pages that allow investors to obtain default rates and other loan
performance information. Servicers can give investors access to the information that would
help investors detect one of the primary signs of predatory lending, borrowers paying more
than market price for loans given their risk profile.  Investors can track most of the
information on a loan by loan basis they need in order to determine whether the loans are
overpriced. They can obtain information such as the credit scores of borrowers, the loan to
value ratio of the property, the income of the borrowers. Lenders and underwriters can use
sophisticated databases that track fraud and other suspicious activity in residential mortgages,
identifying questionable brokers by name® They can identify specific “hot zomes,”
neighborhoods that contain an unusually high incidence of residential foreclosures and are
likely breeding grounds of predatory lending. Lenders and underwriters have the help of
federal regulators to advise them how to discern warning signs of predatory lending.’ They
can conduct complex analysis of loan pools to see which loans and which lenders are likely
predatory.'® Participants in the secondary market can review loans for signs of potentially
abusive terms, including excessive fees and interest rates, balloon payments or prepayment
penalties with no corresponding decrease in interest rates for borrowers, and adjustable rate
loans that only increase.!’ Because the essence of predatory lending is charging above the

7 See Harold L. Bunce, et al., Subprime Foreclosures: The Smoking Gun of Predatory Lending? at http://
www huduser.org/publications/polleg/hpeproceedings.html.

® Beginning in 1995, for example, the Mortgage Asset Research Institute (MARJ) has provided a national
proprietary database known as the Mortgage Industry Data Exchange (MIDEX) which collects reports of alleged
fraud and suspicious incidents and the companies and individuals involved identified by law enforcement or
regulators as acting illegally or improperly. See Michele M. Walczak, Mortgage Industry Turns Up Heat on Fraud
Artists, Sec. Mortgage Mkts. Online, Oct. 1997, at hitp:// www.freddiemac.com/finance/smm/oct97/html/octd7 htm.
See also Robert Julavits, Industry Stepping Up Efforts to Thwart Loan Fraud, Am. Banker, Feb. 13,2001 at11,
2001 WL 3909474. The Mortgage Bankers Association has contracted with MARI for the use of this database. See
Predatory Mortgage Lending: The Problem, Impact and Responses: Hearing Before the Senate Comm. On Banking,
Housing and Urban Affairs, 107th Cong. (2001) (testimony of John A. Courson, President and CEQ, Central Pacific
Mortgage Co., on behalf of the Mortgage Bankers Association), available at
http://banking.senate.gov/01_07hrg/072701/courson.htm.

? See Draft Memorandum from the FDIC Staff, How to Avoid Purchasing or Investing in Predatory Mortgage Loans
(November 2000), at http:// www2._fdic.gov/epc/predlend/.

1? [FN586]. See generally Balvinder S. Sangha & Anne Kerttula, Fair Lending and Predatory Analytics for Lenders,
83 The RMA Journal 66 (2000).

" See Comments of the National Consumer Law Center and Consumer Federation of America to the FDIC on
Predatory Mortgages, at http:// www.ncle.org/predatory_lending/fdic.html
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market rate for loans, given the credit risk of the borrower, the secondary market participants
can spot evidence of predatory lending by comparing the borrowers' credit scores with the
loan costs to see if the borrower was overcharged. The secondary market can also monitor
the creditworthiness of originators, which decreases the chance that a fly-by-night operation
will make numerous predatory loans, then close shop when borrowers begin to sue it.

By comparison, an individual borrower has little comparable access to information on
the risk of fraud or whether an individual mortgage broker might be likely to commit fraud.
Loan counseling for borrowers has been demonstrated to significantly affect the likelihood
that a borrower will become delinquent on their loans. However, the provision of such
counseling is uneven and inadequate, and faces further budget cuts. For all these reasons,
assigning the risk of fraud to purchasers of mortgage-backed securities would do far more to
deter fraud than assigning that risk to borrowers. Lenders and the underwriters and ratings
agencies who analyze risk for the investors are much better equipped to determine the risk of
that fraud and to minimize that risk by refusing to deal with the unscrupulous mortgage
brokers and loan originators likely to engage in fraudulent activities.

The Battle Over Assignee Liability

Both federal and state laws designed to cure predatory lending have recognized the
need for assignee liability. However, the lending industry is currently conducting a rear
guard action to overturn or limit assignee liability where it can. The federal law which has
served as a template for state regulation, the Home Ownership and Equity Protection Act of
1994 (HOEPA), attempts to limit the holder in due course doctrine in high cost loans. Under
HOEPA, any assignee of a high cost loan is subject to all of the claims and defenses the
borrower could assert against the original creditor, unless the assignee demonstrates that a
reasonable person using ordinary due diligence could not determine, based on the required
documentation, that the mortgage was a high cost loan.

Some states have followed this pattern, mandating assignee liability for high cost
loans. However, this approach has not been universal. California’s anti-predatory lending
legislation, for example, explicitly provides that it does not impose any lability on holders in
due course. And, where states have enacted laws mandating assignee liability, those laws
have often been weakened by subsequent legislation or preempted for many lenders by
federal regulators. For example, Georgia’s predatory lending legislation was greatly
weakened by reducing the liability of assignees, amid industry claims that assignee liability
would prevent Georgia loans from being securitized. Ratings agencies had refused to rate
loans in Georgia, fomenting this legislative change, and appear to be prepared to use the
same tactic in other states.

Ratings agencies can rate loan pools even where law provides for assignee liability,
however, so long as the laws that create assignee liability do 50 in a way that allow the
ratings agencies to discern the level of risk to assignees that must be disclosed to investors.
This ability by ratings agencies to determine the level of risk is affected by how clearly the
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legislation creating assignee liability delineates which loans are affected by the legislation
and how well the ratings agency can determine the size of the potential claim against the
assignee of the loan.

Most importantly, once a ratings agency determines that it can rate a loan pool with
loans bearing assignee liability, the possibility of such liability causes the ratings agency to
increase the diligence of its examination of the seller and its origination activities. At least
one ratings agency has announced that it will review originators’ compliance procedures to
ascertain whether the loan originator can identify loans subject to assignee liability and loans
that are predatory, by which the ratings agency means those that violate legislation designed
to prevent predatory lending. The ratings agency will also review the creditworthiness of the
Joan originator to ensure that the originator can repurchase any predatory loan that is
discovered in the loan pool. The ratings agency also stated that its review assumes
“increased significance”™ where loans subject to assignee liability are included in the pool and
its requirements will be “considerably more stringent” for such pools where there is the
increased risk of assignee liability for predatory loans. In other words, the presence of
assignee liability, far from harming borrowers, causes the securitizers of loans to guard
against the inclusion of predatory loans in their loan pools. If loan securitizers refuse to
securitize loans with predatory terms, they will reform the lending practices of originators
that depend on securitization of their mortgages.

The newest arena in the battle over assignee liability is that of preemption. Federal
banking regulators have argued that states’ predatory lending laws should be preempted as to
federally regulated banks. Some in the industry have sought federal law that would preempt
this state law for all lenders. However, this preemption effort is, at best, premature. New
state laws have been drafted all over the country to combat predatory lending. These laws
should be given some time to see which work most effectively. In this way, the states’ laws
can be used as a means to find out what system of regulation most protects borrowers without
cutting off valuable access to credit. Stepping in with federal preemption at this early stage
will not only trample on the states’ interest in protecting their consumers, but will also
prevent policy makers from discovering useful lessons from the states’ experience. Even in
the long term, federal preemption prevents states and locales with a greater incidence of
abusive lending from providing increased protection. Thus, cities like Chicago or Oakland,
California, which have been hard hit by predatory lending, would not be able to take the
additional protective measures their citizens need that those who live in small towns in
Kansas might not require.

Conclusion

The securitizers of residential mortgages and other secondary market participants are
far better at detecting and deterring predatory lending than are borrowers, and therefore they
rather than the borrowers should bear the risk of predatory behavior. To accomplish this
transfer of risk requires that assignees be liable for the predatory behavior of the originators
of loan and that the holder in due course doctrine be abrogated for residential mortgages.
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This assignment of risk will cause those market participants best able to prevent abusive
lending to use the means already at their disposal to prevent it.
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My name is Allen J. Fishbein and I am the Director for Housing and Credit Policy for the
Consumer Federation of America (www.consumerfed.org). Chairman Bachus and
Ranking Member Sanders, Chairman Ney and Ranking Member Waters, and members of
the two subcommittees, we welcome the opportunity to testify today on the important
subject of “Protecting Homeowners: Preventing Abusive Lending While Preserving
Access to Credit.” CFA is a national association of 300 pro-consumer organizations,
organized in 1968 to promote consumer interests through education, research, and
advocacy.

Predatory lending — exploitative lending to financially unsophisticated borrowers ~
occurs in all aspects of consumer credit, such as auto finance, credit cards, and short term
installment debt. However, the explosive growth of predatory and abusive practices in
mortgage lending has deservedly received much attention in recent years. This is
understandable. Homeownership is the single most important instrument used by
Americans to build wealth. Home equity is the largest component of household wealth
representing nearly one-half of the total net worth of the average household. And home
equity comprises over 60 percent of the net worth of minority and low-income families.
Once households become homeowners, refinanced mortgages become an important
financial means for sustaining and increasing household wealth, as they allow
homeowners to tap into the equity in their home or to take advantage of falling interest
rates to pay for a host of family financial needs.

The positive contributions of the home mortgage refinance market are undermined,
however, when homeowners are lured into loans with terms that are not beneficial to
them, often as a result of abusive practices by so called “predatory lenders.” Predatory
lending has been a disturbing part of the growth in the subprime component of the
conventional mortgage market, which has grown substantially over the past decade. It
has been estimated, for example, that borrowers lose $9.1 billion annually to predatory
lending practices.! Further, while homeownership nationwide has reached record levels,
research indicates that the subprime loan market, and possibly predatory practices, are
combining to contribute to record high home foreclosure rates.

My testimony this morning focuses on several points concerning the dangers posed by
the emergence of the subprime lending market and why greater emphasis on homebuyer
preservation is needed. To summarize these points:

B From Credit Gatekeeper to Credit Peddler -- Subprime lending specialists are
subjected to less scrutiny than banks and other depository institutions, making this

market a fertile ground for predatory lending practices;

W Subprime borrowers obtain credit through different channels than prime

" Eric Stein, Quantifying the Cost of Predatory Lending, Coalition for Responsible Lending, 2001.



144

borrowers; often entail aggressive marketing to less financially sophisticated
borrowers. The resulting dual market that has emerged makes certain borrowers
much more vulnerable to being victimized by predatory practices.

B Subprime loans are made disproportionately to low-income and minority
households and communities and the absence of mainstream lending in many of
these markets means that many borrowers are not receiving cheaper loans for
which they qualify;

B Why subprime foreclosures may be the smoking gun of predatory lending; and,

B ]egislative and regulatory action is needed to curb the problems associated with
predatory lending.

From Credit Gatekeeper to Credit Peddler

Not so long ago, banks, savings, and other depository institutions were viewed by
consumers as the gatekeepers of credit. Borrowers assumed that if they did not qualify
for a loan their banker would turn them down and if they were seeking a loan too big for
them to repay, their banker would provide them with a smaller loan or no loan at all.
These days, however, the growth and profitability of subprime lending has led financial
institutions to adopt a difference approach. This new approach means that more and
more lenders now are willing to lend to almost anyone, and the only the price of credit is
at question. This evolution of the markets has worked to expand credit opportunities for
some consumers. However, it also has caused some lenders go even further and become
quite aggressive in pushing credit onto borrowers. This shift from the traditional role of
the lender as “credit gatekeeper” to credit to a new one of as “credit peddler” comes at
considerable risk to many consumers.

Much of the new “risked-based” priced mortgage lending occurs through non-bank
financial institutions that are not subject to the same types of systematic regulatory
oversight as are banks. Unfortunately, consumer protections have not kept pace with this
change and are not fully aware of the new “buyer beware” climate in lending. Thus, they
may be susceptible to entering into loans that are not right for them, or worse still, being
victimized by exploitative and abusive lending practices. The problems associated
abusive home equity practices are not new, but the extent of this activity seems to be
thriving in the current “no holds barred” lending environment.

A case in point is predatory lending, the subject of today’s hearing. Predatory lending
practices threatens to reverse much of the progress made in recent years to expand
homeownership and the opportunities for wealth building it creates for underserved
households. At a time when a record number of Americans own their own home for too
many families the proliferation of abusive lending practices has turned the dream of
homeownership into a nightmare. Abusive practices in the subprime segment of the
mortgage lending market have been stripping borrowers of home equity they may spend a

95
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lifetime building and threatens thousands with foreclosure. Further predatory lending
disproportionately victimizes vulnerable populations, such as the elderly, women-headed
households, and low-income and minority homeowners. The predators selectively and
aggressively market their high-cost loans to unsuspecting borrowers, saddling these
families with expensive debt, when in many cases they could qualify for less costly loans.

What is predatory mortgage lending?
“Predatory lending” has become a short hand term that is commonty used to cover a
range of lending practices that may be disadvantageous to borrowers. A joint Treasury
Department/HUD report, Curbing Predatory Home Mortgage Lending (June, 2000),
catalogued the key features commonly associated with predatory loans®. These include
the following:

B Lending without regard to a borrower’s ability to repay
Instead of establishing the borrower’s ability to pay, predators underwrite the property
and charge very high origination and other fees that are not related to the risk posed by
the borrower.

B [oan flipping
The predators pressure borrowers into repeated refinancings over short time periods.
With each successive refinancing the borrower is asked to pay more high fees, thus
stripping further equity.

W Prepayment penalties

Excessive prepayment penalties ensure that the loan cannot be paid off early without
paying significant fees, trapping borrowers into high-cost mortgages.

B Balloon payments

Predatory loans may have low monthly payments at first, but the loan is structured so that
a large lump sum payment is due within a few years.

B Credit insurance packing
Single premium credit life, disability and unemployment insurance and other fees are
“packed” into loans but not disclosed to borrowers in advance. The financing of these
products and fees increases the loan balance, stripping equity from the home.

B mandatory arbitration provisions

Mandatory arbitration clauses to resolve disputes are usually required as a condition for

2 HUD/Treasury, Curbing Predatory Home Mortgage Lending: A Joint Report, 2000.
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receiving a loan. Such clauses reduce the legal rights and remedies available to victims
of predatory lending.

It has been said that while not all subprime lending is predatory, but that predatory
lending is almost always related to the subprime market. Part of the explanation for this
appears to be the fact that non-bank subprime lending specialists are not subject to a
system of supervision comparable to that which is applied to federally and state chartered
banks and other financial depository institutions. This lack of supervisory oversight
increases the prospects that abuses may occur that go undetected. For the most part the
lending practices of subprime specialists are not routinely reviewed by regulators through
on-site examinations to ensure they are adhering to appropriate consumer protection
requirements. Thus the burden of enforcement for this segment of the mortgage industry
essentially falls on individual consumers, who must first know the law, recognize when a
violation has occurred, and elect to” take appropriate action. At best, this complaint-
driven enforcement system works for only the most egregious of lending practices.

The growth of subprime lending and emergence of a dual mortgage market

Subprime lending has grown rapidly as a segment within the conventional home loan
market. From 1993-1999, the number of loans reported by subprime specialists increased
tenfold from 104,000 subprime refinance loans in 1993 to 1 million in 1000. In 1994, the
$35 billion in subprime mortgages represented less than 5 percent of all mortgage
originations. By 2002, subprime lending had increased to $213 billion to 8.6 percent of
originations in a high volume refinance year (subprime originations in recent years have
represented as much as 13 percent of the mortgage market).

Subprime lending can provide expanded opportunities to borrowers that do not meet
credit standards in the prime market to buy new homes, to improve their homes, or to
access the equity in their homes for other consumer purposes. However, most subprime
botrowers use this form of financing for debt consolidation and other consumer credit
purposes rather than for housing purposes. When undertaken responsibly, subprime
lending can benefit credit impaired borrowers, including those who may have blemishes
on their credit record, an insufficient credit history, or nontraditional credit sources.
However, the subprime market is comprised of many lenders who operate outside
regulatory oversight, and therefore, thus it also can be a fertile ground for predatory
lending activities.

The growth of subprime lending has also facilitated the emergence of a dual mortgage
delivery system, in which new types of lending institutions provide distinctly different
mortgage products to lower income markets than those commonly offered in higher-
income markets. Conventional prime rate mortgages typically contain payment terms that
are relatively straightforward and without contingent terms or hidden pricing. The prime
market loans feature fixed-rate mortgages with interest rates that do no fluctuate, thereby
assuring borrowers that they will have the same payments for principal and interest every
month for the life of the loan. Although the prime market offers alternatives to fixed rate
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mortgages, such as adjustable interest rates and balloon payments, these are usually left
to borrower discretion. Thus, the borrower’s ability to repay is solely dependent upon
their future income and not on changes economic and credit conditions, which can affect
interest rate movements.

In contrast to the prime market, as anyone who has reviewed subprime loan documents
can attest, the payments on subprime loans are less easily understood. These loans
contain terms and conditions typically require borrowers to make difficult computations
about events outside of their control. These loans often feature adjustment- rate features
whose interest rate and, therefore, monthly payments fluctuate. They may also contain
additional provisions that strip borrowers’ equity, such as prepayment penalties and
balloon payments, which make it difficult for the borrowers to determine whether future
market conditions will permit them to refinance on affordable terms when the balloon
payments come due.

The marketing by subprime lenders is also frequently quite different than the way the
mainstream mortgages are marketed. It usually starts with a telephone call, a mailing, or
a door-to-door solicitation during which time unscrupulous lenders, brokers, or home
improvement contractors attempt to persuade a borrower to use home equity for a loan.
High-pressure sales techniques, deception, and outright fraud are often used to help
“close a deal.” According to an AARP survey, over three-quarters of seniors who own
homes receive these solicitations, while many take out loans relying solely on these
overtures, without taking the necessary time to shop around to find the best possible loan
deal for them.

Also, typically products targeted to low-income or credit impaired borrowers have higher
interest rates and less favorable terms that the conventional prime loans provided by
mainstream lenders. Over the past decade, Government-backed loans and lending by
subprime and manufactured housing specialists account for almost two-thirds of recent
increases in lower-income neighborhoods. Conventional prime lending accounted for
just 37 percent of the growth in lower-income lending, compared with 81 percent of loan
to higher-income borrowers in higher-income neighborhoods.*

Income and Racial Disparities in the Subprime Market

A growing body of research has shown that subprime loans are made disproportionately
to low-income and minority households and are concentrated in low-income and minority
neighborhoods. Although these studies recognize that differences in credit behavior
explain some of the disparities in subprime lending across the neighborhoods, they argue
that the absence of mainstream lenders has also contributed to the concentration of
subprime to these patterns. Because of the much higher incidence of predatory practices
within subprime lending market, high concentrations of subprime lending in these
markets, as these studies all show, also indicate the likelihood of the greater occurrence
of predatory lending practices victimizing borrowers residing in these communities.

* Joint Center for Housing Studies of Harvard, The State of the Nation's Housing, 2002.
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For example, as part of the Treasury-HUD Task Force on Predatory Lending, HUD
documented the concentration of subprime lenders in low-income and minority
communities in five cities (Atlanta, Los Angeles, Baltimore, New York, and Chicago).
The studies found that subprime loans were three times more likely in low-income
neighborhoods than in high-income neighborhoods and five times more likely in African
American neighborhoods than in White neighborhoods. In fact, HUD found that
homeowners in upper-income African American neighborhoods were twice as likely as
homeowners in low-income White neighborhoods to have subprime loans.

Another study prepared by Calvin Bradford on subprime lending patterns in all of the
nation’s 311 metropolitan areas reached similar conclusions and indicated that the
magnitude of these disparities raises serious questions about the extent to which risk
alone could account for such patterns.® The study found that African American
borrowers are nearly three times and Latino borrowers nearly two times more likely to
receive a subprime loan than their white counterparts. These racial disparities exist in all
regions of the nation and in metropolitan areas of all sizes. Bradford’s analysis also
suggests that racial disparities actually increase as income increases suggesting that a
portion of subprime lending is occurring with borrowers whose credit histories would
qualify them for low-cost, conventional prime loans.

There is other evidence that risk factors do not explain racial differences in the use of
subprime lending. A study by the Research Institute for Housing America concluded,
“after controlling for borrower income, debt, and credit history, racial groups behave
differently.” Specifically, the study noted that minorities are more likely to use subprime
lending than whites.

A lack of competition from prime lenders in low-income and minority neighborhoods has
increased the chances that borrowers in these communities are paying a high cost for
credit. The finding that upper income African American borrowers rely more heavily on
the subprime market than low-income White borrowers suggests that a portion of
subprime lending is occurring with borrowers whose credit would qualify them for lower
cost conventional prime loans. There is also evidence that the higher interest rates
charged by subprime lenders cannot be fully explained solely as a function of the
additional risks they bear.

Both Fannie Mae and Freddie Mac, the publicly chartered secondary mortgages market
enterprises, have suggested that a significant portion of subprime lending is occurring
with borrowers whose credit would qualify them for cheaper loans sold to the GSEs.
Freddie Mac staff has estimated that 10 to 35 percent of subprime borrowers meet
Freddie Mac’s purchase guidelines for conventional loans® Fannie Mae has stated that

* HUD report, Unequal Burden: Income and Racial Disparities in Subprime Lending in America, 2000.

% Calvin Bradford, Risk or Race? Racial Disparities and the Subprime Refinance Market. A report prepared
for the Center for Community Change, 2002

7 Anthony Pennington-Cross, Anthony Yezer, and Joseph Nichols, Credit Risk and Mortgage Lending:
Who Uses Subprime and Why? Research Institute for Housing America, 2000.

8 Freddie Mac, We Open Doors for America’s Families, Freddie Mac Annual Housing Activities Report for
1997, 1998.
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half of all mortgage borrowers steered to the high-cost subprime market are in the A-
minus category, and therefore are prime candidates for Fannie Mae.”

High Foreclosure Rates on Subprime Loans

While there is a variety of evidence that indicating that opportunistic pricing practices
and predatory lending practices have been on the rise, unfortunately there is no
systematic data available on the volume of loans that might be considered predatory.
One consequence of predatory lending is that borrowers are stripped of the equity in their
homes, which placed them at an increased risk of foreclosure. In fact, high foreclosure
rates for subprime loans ~ currently one out of every eight subprime loans is either
seriously delinquent or in foreclosure — provide the most concrete evidence that many
subprime borrowers are entering into mortgage loans they simply cannot afford. A study
of default and foreclosure experience of 16 large subprime lenders estimated that the
default rates for subprime loans were three times as high as the default rate for all
mortgages.

The wave of foreclosures now coming out of the subprime market has been documented
by at least ten research studies of subprime foreclosure activity in various local markets.
The findings from these studies raise important concerns about the impact of subprime
loans on low-income and minority neighborhoods. They also provide the most
compelling evidence that subprime lending has become a fertile ground for predatory
practices is that current disproportionate percentage of subprime loan foreclosures in low-
income and minority neighborhoods.'®

The higher risk of foreclosure associated with subprime lending reinforces concerns that
predatory lending can potentially have devastating effects not just on individual families
but also on the neighborhoods where they reside. Because subprime loan are so heavily
concentrated in communities of color, this also raises the prospect of concentrated
foreclosures that may affect entire neighborhoods, including those homeowners whose
loans are in good standing.

Further, the extremely high incidence of subprime foreclosures has also been termed the
smoking gun of predatory lending."' For example, research suggests that foreclosures of
subprime loans have increased rapidly with the growth of subprime loan originations and
account for a larger share of overall foreclosures than total loan originations. For
example, according to a study of Baltimore foreclosure activity conducted by HUD in
2000, subprime loans accounted for 45 percent of all foreclosure petitions in that city,
compared with only 21 of all loan originations. In Atlanta, it was found that overall share
of foreclosures attributable to subprime lenders was 16 percent, also larger than the
subprime share of originations (9 percent).

? Washington Post, Fannie Mae Vows More Minority Lending, March 16, 2000, page EO1.

' Allen Fishbein and Harold Bunce, Subprime Market Growth and Predatory Lending, HUD, 2000,
" Harold Bunce, Debbie Gruenstein, Christopher E. Herbert, and Randall M. Scheessele, Subprime
Foreclosures: The Smoking Gun of Predatory Lending? HUD, 2000
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In addition, the research indicates that foreclosures of subprime loans occur much more
quickly than foreclosures on prime loans, and that they are concentrated in low-income
and African neighborhoods. The Baltimore study, along with other foreclosure studies
conducted for Atlanta and Chicago found subprime lenders foreclosed much more
quickly than prime lenders. In Baltimore, for example, the mean lag between the loan
origination and the date that the foreclosure petition was filed was only 1.8 years for
subprime loans compared with more than 3 years for prime loans. Very similar results
were found in Atlanta and Boston. The fact that most of subprime loans reaching
foreclosures had a median age of three years, compared to as much as seven years for
loans made by prime lenders suggests that the loans were not affordable for the borrowers
even at the time of origination and therefore, very possibly were predatory.

Legislative and regulatory action is needed to curb predatory lending

Given the scope and nature of the problems a comprehensive set of solutions is needed to
curb predatory lending involving all levels of government, the mortgage and real estate
industries, working together with local community, housing, and consumer organizations.
This was the approach recommended by the Treasury/HUD National Task Force on
Predatory Lending in 2000.

Federal Reserve Board Governor Edward Gramlich in a speech he gave last month cited a
number of positive steps that have been taken at the federal, state, and local levels, at
least in varying degrees. And indeed Governor Gramlich is right. There has been some
movement to address the problem of predatory lending. Unfortunately, it has not been
nearly enough.

Some predatory practices are already clearly illegal and can be dealt with through
effective enforcement of both federal and state law. However, while perhaps it once was,
it should no longer be a “dirty, rotten secret” that predatory lending operates in the grey
area of the law. Many of the worst abuses are more subtle and therefore, difficult to
address without the enactment of additional consumer protections.

Consequently, new legislative action is needed to provide consumers in the high cost
loans market with the protections they need to borrow in the subprime loan market. Some
steps the Congress should consider.

1. Strengthening the Home Ownership and Equity Protection Act (HOEPA)

HOEPA continues to remain a useful, but far too limited tool. It still covers too few high
cost loans. It does not cover home purchase or home equity and home improvement
loans that are structured as open-end credit lines. Moreover, the statute does not cover
some important abuses associated with high cost lending, nor does it provide for adequate
civil remedies to address violations of the statute. Important features that should made to
HOEPA include --

W Revising the definition of “High Cost™ Mortgage to expand the scope of coverage
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for subprime borrowers by lowering the triggers for when certain consumer
protections are triggered —

a) First mortgages with APRs that exceed Treasury securities by 6
percentage points {current law is 8%)

b) second meortgages with APRs that exceed Treasury securities by 8
percentage points (current law is 10%y; or

c) mortgages where total points and fees payable by the borrower exceed the
greater of 5% of the total loan amount, or $1,000 (including making the
definition of points and fees to be more inclusive).

B Providing additional protections for high cost mortgages under the new trigger
definitions.

a) Restrictions on the financing of points and fees

b) Limitations on the payment of prepayment penalties

¢) Further prohibitions on balloon payments

d) Prohibitions on upfront payment or financing of credit life, or comparable
products on a single premium basis

e) Extension of liability for home improvement contract loans

f) Limitations on mandatory arbitration clauses

g) Increase statutory damages in individual civil actions and class action

B Assignee liability requirements are critical to ensuring that the secondary market
does not support predatory lending practices. Any new provisions adopted by
Congress to address predatory lending should include some reasonable degree of
liability for assignees.

Legislation along these lines was introduced in the last Congress by Senator Sarbanes and
then Rep. John LaFalce.

In an effort to fill gap in consumer protection for subprime borrowers a number of states
have enacted their own predatory lending laws. As a rule, these state laws are patterned
after HOEPA. The better ones, such as in North Carolina, New Jersey, New Mexico,
New York and several other states have sought to cover a larger segment of the subprime
market, prohibit or place limits on additional abusive practices, such as the financing of
fees, and establish suitable standards for determining “assignee liability” for subsequent
purchases and/or investors in loans with predatory features.

State anti-predatory laws can serve a useful function to curbing predatory practices,
particularly those not address by federal legislation. They also provide opportunities for
experimentation to find the most effective approaches for curbing abusive mortgage
lending practices. Moreover, states protections traditionally have formed an important
component in a federal system of protections for consumers. Accordingly, the enactment
of Federal legislation to strengthen HOEPA should not preclude states from continuing to
regulate in this area.
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2. Congress should establish lender liability for illegal broker/contractor acts.

Most subprime lending is conducted through mortgage broker channels. There is
evidence that a very large number of third parties brokers that participate in the
origination of predatory loans-employed aggressive marketing and solicitation practices.
Better regulation of mortgage brokers, therefore, would be helpful in deterring some
aspects of predatory lending. Most regulation of mortgage brokers, home improvement
contractors, and appraisers occurs at the state level. However, this oversight is uneven,
and in some cases non-existent. Making lenders liable for broker or home improvement
contractor malfeasance if such party act as the lender’s agent would help to improve the
accountability and policing of third parties engaged in predatory practices. Encouraging
better regulation of these entities at the state and local levels would also help to weed out
those third parties engaged in unscrupulous practices.

3. Encouraging the Expansion of Prime Lending in Underserved Communities

The lack of competition from prime lenders in low-income and minority neighborhoods
increases the chances that borrowers in these geographic areas are paying more for credit
than they should. Part of the reason for prime eligible borrowers receiving high cost or
predatory loans is that they have been misclassified by large financial conglomerates that
do not have adequate systems in place to “refer-up” would be borrowers who walk into a
subprime affiliate but whose credit record may qualify them for a prime loan.

Accordingly, Congress should encourage federal banking regulators to use their authority
under the Community Reinvestment Act and other laws to “promote” borrowers from the
subprime to the prime market, while penalizing the lenders they supervise that engage in
predatory lending practices.

This concludes my testimony. Thank you again for the opportunity to testify. I will be
happy to answer any questions members of the committee may have
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1 would like to thank Chairman Ney and Chairman Bachus for the opportunity to testify
today at this important hearing on predatory lending. Iam Micah S. Green, president of
The Bond Market Association, which represents approximately 200 securities firms and
banks that underwrite, trade, and sell fixed-income securities both domestically and
internationally.

The secondary market for mortgage debt—the segment of the financial industry that
purchase and repackage loans as mortgage-backed securities or MBS—witnessed
tremendous growth over the past decade. At present, there are about $3 trillion in
mortgage-related bonds outstanding, or nearly a quarter of all fixed income securities.
Such significant participation by the capital markets in the mortgage lending business
benefits consumers in the form of lower interest rates and more widely available credit.
No doubt there are thousands, if not millions, of families who were able to find mortgage
financing and purchase a home because of the secondary market.

This success has come with some setbacks, however, as the volume of subprime loans
extended to consumers has ballooned and incidents of predatory lending appear to have
increased. There can be no question that such abusive lending practices are bad and
should be stopped. In response to this trend, state and local governments have pursued
many different anti-predatory lending initiatives. Some of these efforts would place new
responsibilities on participants in the secondary market. Some initiatives adopt an
approach that could make Joan purchasers the subject of lawsuits by borrowers who
believe the lender committed lending abuses.

The Bond Market Association opposes the concept of extending liability to the purchaser
or assignee of a loan for violations of which they had no knowledge. The Association
supports the right of borrowers to defend themselves in the event an assignee seeks to
foreclose on their property. But the concept of "assignee liability” embodied in recent
anti-predatory lending measures goes a step further. It would grant borrowers the ability
1o seek redress from the Joan purchaser for virtually any alleged violation during the
origination process. This is bad public policy that will ultimately shrink the supply of
credit available to subprime borrowers. It is important that well-intentioned proposals to
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combat predatory lending—such as the statutes discussed below-—not seek to use the
secondary market as an enforcement tool. Moreover, subprime borrowers would benefit
from a single national standard as opposed to the present variety of state and local
predatory lending laws. Disparate and conflicting rules in multiple jurisdictions will raise
the cost of credit as secondary market participants pass on compliance costs or withdraw
funding which limits competition among lenders.

Georgia and New York: Examples of the Wrong Approach

With the expansion of the subprime market has come increased scrutiny from regulators
and consumer groups concerned with alleged abusive tactics used by some lenders. The
practice has no clear-cut definition, but is commonly called predatory lending.

Generally, a predatory lender is one who violates consumer lending laws to take financial
advantage of a borrower in the course of originating a loan or else uses legal loan features
or lending tactics in an abusive way. Examples include loading up loans with points and
fees that are disproportionate to the amount an individual is borrowing, as well as
outright fraud and misrepresentation. Loans extended without regard to a borrower's
ability to repay or with features such as balloon payments that are unfavorable to
borrowers can also be considered predatory. Predatory lending is sometimes also
associated with home improvement contractors who offer to arrange financing for cash-
poor homeowners.

As predatory lending captured headlines in the late 1990s, regulators at the state and local
level began to address the issue. One of the first to act was the state of North Carolina
with a 1999 statute that defines a high-cost loan more narrowly than the federal HOEPA
(Homeowner Equity Protection Act) standard in addition to prohibiting certain practices.
Several other states and some cities have passed similar anti-predatory lending laws with
varying effects on the secondary market.

Generally, state and local initiatives sought to tighten the definition of a high-cost loan
under HOEPA. In Georgia, lawmakers approved the Georgia Fair Lending Act (GFLA)
which included an assignee liability provision that would hold secondary market
participants responsible for the actions of fenders should they purchase predatory loans.
The Georgia law proved so disruptive to the mortgage market——mortgage rates reportedly
jumped a quarter of a percentage point as market participants withdrew—the legislature
was forced to repeal the assignee liability provisions.

Like other anti-predatory lending legislation, GFLA expanded the definition of covered
loan established under HOEPA using sometimes vague criteria. More importantly from
the Association’s perspective, anyone who purchased a covered loan, or is assigned the
loan, would have become liable for the actions of the originator and face unlimited
potentially unlimited damages.
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Under GFLA, assignees——including loan purchasers and securitization trusts—-are subject
to claims that borrowers might raise against lenders whether or not the assignees knew of
the circumstances giving rise to the alleged violation. The secondary market signaled
early on that the Georgia law would disrupt that state's mortgage market when Freddie
Mac announced it would no longer purchase loans covered by the law. Several other
financial institutions followed suit and at least 40 lenders' left the Georgia market
because of the law. The legislature has since repealed parts of GFLA and many lenders
have returned.

While several lenders and secondary market participants lobbied against GFLA and
announced intentions to leave the market early on, the critical blow to the new statute
came when the three major credit rating agencies said they would not rate pools of
mortgages that included Georgia loans. Without credit ratings, the MBS backed by pools
including at least one Georgia loan would be shunned by many traditional investors such
as pension funds or endowments that are only permitted to invest in "rated” securities.
The secondary market, then, would likely stop purchasing these loans. The rating
agencies called for revisions to clarify the circumstances under which assignees could be
held Jiable and a reasonable limit on the damages borrowers could seek. The legislature
recognized losing the secondary market as a funding source for the Georgia mortgage
market would nltimately hurt Georgia borrowers by raising mortgage rates.

Aside from Georgia, rating agencies have also assessed the effect a law enacted in New
York State would have on investors in pools that contained loans covered by the statute.
The agencies concluded they would decide whether to rate such pools on a case-by-case
basis so long as they only included a minimal amount of "high-cost” loans as defined by a
taw that became effective April 1, 2003. Even this relatively limited uncertainty will
increase the cost of securitizing New York State loans, which in turn will put upward
pressure on mortgage rates in that state. Ultimately, disrupting the secondary market for
subprime loans will always hurt the subprime borrower in the form of higher interest
costs and fewer borrowing opportunities.

If investors cannot be certain of the risk associated with investing in MBS because of the
jurisdiction in which one of the loans backing the security was originated, they will
demand a higher return. Under such a scenario, MBS will become less attractive as a
source of mortgage loan funding. Subprime borrowers will face higher interest rates and
less available credit.

! See Georgia Ranles US Home Equity Market: State legislation to Protect Sub-Prime Borrowers is Threatening a Sector Worth
3132 bitlion last Year, by Jenny Wiggins, Financial Times, Feb, 13, 2003, p. 21,
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Clarifying Assignee Liability )

Under current law, civil actions brought against lenders for infractions of HOEPA may
also be brought against an assignee of the lender if the violation is “apparent on the face
of the loan document.”” An assignee or the purchaser of a mortgage will not be subject to
the claims and defenses of the borrower if a “reasonable person exercising ordinary due
diligence, could not determine” the mortgage was a high-cost loan under HOEPA .
Unfortunately, neither this standard nor subsequent court decisions have effectively
settled the question of what “apparent on the face” means in practice. The recent Georgia
and New York State laws compound this problem by creating still more standards for
assignee liability.

The presence of loans originated using predatory practices in the pools of loans backing
mortgage securities is not in anyone's best interest. Not only do predatory lenders target
individuals with risky credit profiles, but the terms of predatory loans often promote
default. The more defaults a MBS pool experiences, the less attractive the security
becomes to investors. Securitizers of mortgages, then, have a clear incentive to eliminate
from pools any loans they can identify that violate applicable predatory lending laws.

Though presently facing a court challenge, a recent New York City law secks to employ
the secondary market as de facto policeman by requiring an arbitrary level of due
diligence on loan pools in order to escape liability for subprime lending violations.
Complying with the due-diligence level set by this statute could significantly raise the
cost of purchasing covered mortgages, which would increase borrower costs,

In many cases, such screening would simply be impossible. The bill requires assignees to
determine whether subjective loan origination standards were met, such as whether the
terms of a loan were misrepresented or whether the loan provides a “net tangible benefit”
to the borrower. The purchaser of a loan cannot know what a lender told a borrower.

Nor does the purchaser have unique insight into what type of loan or specific loan
features are suitable for that borrower. Blanket assignee lability under these
circumstances is unreasonable. Assignees have neither the opportunity to identify
violations in advance of purchasing the loans, nor the ability to mitigate legal exposure
once they do identify violations.

Nonetheless, this approach effectively holds assignees responsible for the conduct of
Ienders by threatening to void the assignee’s interest in the loans they have purchased
unless the arbitrary due-diligence level is met.

215U8.C. 1641(a)
*15US.C. 1641(d) 1
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Preemption: The Need for a National Standard

Several other states and localities are pursuing—or have enacted—legislation similar to
the new Georgia and New York laws. Not only are these initiatives unduly restrictive,
but their substantive provisions are frequently inconsistent from one jurisdiction to
another. This fragmented approach to legislating the parameters of “acceptable” and
“unacceptable” subprime Jending threatens to balkanize the subprime credit industry in
the United States. The outcome might well be a return to the days of severely limited
credit opportunity and significant regional and local disparities in credit availability for
those who need credit most.

The development also presents a new compliance burden for lenders and secondary
market participants. Multi-state lenders must constantly adjust lending practices and
underwriting standards as new statutes with varying definitions of predatory lending
emerge in different states. In some instances——Georgia, for example—~—Ilenders will
choose to withdraw completely from the market for certain loans. In other cases, lenders
may choose to adjust underwriting guidelines to minimize the chance of violating new
standards. In doing so, subprime lenders run the risk of violating the federal Fair Lending
Act, which prohibits the denial of credit under certain circumstances. This type of
regulatory confusion only creates a disincentive for lenders to participate in the subprime
market at all. The preservation of credit for borrowers in all markets is one of the
strongest arguments available in favor of federal preemption of state and local predatory
lending laws.

The Need for a National Standard for Assignee Liability

The Association believes clarifying the potential liability to which a secondary market
participant can be exposed and making that standard applicable nationally, is the best way
to stop predatory lending without disrupting the secondary market for subprime loans.
Such an approach would strike a better balance between consumer protection and market
forces than any state or local initiative enacted or introduced to date. We urge these
committees to consider the need for preemptive legislation in order to ensure subprime
borrowers enjoy continued access to credit that is reasonably priced and widely available.

Broad assignee liability provisions are not necessary to ensure that borrowers have
remedies available to them in the event of a foreclosure on their home. Regardless of
whether the original lender or an assignee holds a loan, if the loan was made on predatory
terms, borrowers should have the right to make such a claim.

There can be no doubt predatory lending is a harmful practice with which no reputable
part of the American financial industry wants to be associated. Threatening secondary
market participants with assignee liability to enlist them as enforcers of acceptable
lending practices, however, makes their participation in the market for subprime
residential mortgage market largely untenable from an economic perspective.
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Withdrawing the liquidity provided by the secondary market will deny credit to
thousands of subprime borrowers. The access tens of thousands of deserving borrowers
once had to mortgage credit would be lost.

Placing the burden of enforcement of anti-predatory lending rules on the secondary
market is bad public policy with consequences that are both undesirable and unnecessary.

Thank you again for the opportunity to testify on this important issue today.
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Thank you for inviting me to share some of the lessons I have taken from our experience
with enforcement in the subprime mortgage lending arena. This is a subject of vital economic
and emotional importance to millions of families, and, in the long run, to the American economy.
I hope this hearing will help us shed more light than heat on the problem and the full range of
solutions which should be considered, for there has been a great deal of the latter in the debates
about reform of this industry. These good citizens deserve to have the policies determined based
on what the real world looks like, not what theoretical constructs would hope the world looks
like.

“ACCESS TO WHAT?” IS THE REAL QUESTION

The title of this hearing suggests two threshold questions. The first question is whether
there really must be a trade-off between reform and access. The past 35 years have
encompassed much of the consumer protection reform movement ~ from Truth in Lending in
1969, through the Equal Credit Opportunity Act, the FTC Credit Practices and anti-holder rules,

to HOEPA in 1994, Many, if not all of these reforms, when proposed were met with predictions

Ci\dimortg\TM house banking test-2.wpd
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that the sky would fall, and that the unintended consequence would be to “dry up credit” for
those the proponents of reform were trying to protect. A look at the sheer explosion of
consumer credit in those decades demonstrates that such fears were ill-founded.

The more fundamental threshold question is whether there really is a possibility that
efforts to curb home equity depletion for a great many Americans would restrict access to
appropriate credit? That is a different question than whether it would restrict access to credit.
The distinction is critical, and responsible policy makers must keep it constantly in mind.
Reducing access to the kind of credit that steals equity — the primary (or only) source of wealth
for many Americans — is the goal of effective anti-predatory lending laws. It is an easy sound
bite to reduce the debate to “regulation will limit access,” but behind that slogan is an
assumption that “more is better.” When the product is debt, and the cost is equity depletion,
record foreclosures and bankruptcies from inappropriate credit, and declining neighborhoods, we
must be leery of making such a facile assumption.

There are many things in life where more is not necessarily better. Antibiotics have
given us great strides in improving longevity. But with antibiotics, more is not better: too much
use and indiscriminate use has negative effects both on the individual, (building up immunity),
and on the community as a whole (with the growth of resistant strains). Like most public policy
questions, it is not as simple a question as it is made to sound, and it is imperative that the policy
makers not act (or fail to act) on oversimplifications. The potential consequences are far too
great. Household debt today is at record levels, and homes stand behind most of that debt.  The
indicators are not of too little access to useful and manageable credit. Instead we see signs of too
much access to problem credit. By one estimate, subprime lenders, the arena in which most of
problem lending occurs, account for 10% of the mortgage lending market, but 60% of the

foreclosures.! Reducing access to devastating debt should be a goal: it cannot be assumed that

! The Mortgage Bankers Association reports in its National Delinquency Survey for the third quarter of 2002 that
C:\d\mortg\TM house banking test-2.wpd
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all reduction in access to subprime lending is an undesirable outcome. Quite the contrary.
Successful regulation will reduce access to predatory lending. That is why thoughtful, careful
analysis of the North Carolina experience such as the UNC study is so impcn"cant.2 It shows a
reduction in access to predatory lending — but no reduction in access to appropriate lending, nor
rise in the price of credit. In short, the North Carolina legislation is doing what it was intended
to do.

1 would also like to make a brief comment about securitization and holder liability, which
the next panel will focus on in more detail. Enforcement to curb unfair and deceptive practices
by lenders who rely on securitization to fund and transfer their loans faces serious practical and
legal obstacles. Lenders who securitize their loans, then file bankruptcy, make very difficult
enforcement targets. The assignees of the loans in the secondary market are trusts and investors
who protest that they can’t change a retail lender’s practices, and it would be unfair to force them
to make restitution to consumer victims. This is not uncharted territory, and the lessons from
experience are that this is manageable.

Ten years ago, when Congress first examined the predatory mortgage problem, it well
understood that the secondary market was part of the problem — that’s why HOEPA restricted the

ability of assignees to raise the holder in due course defense to borrowers’ claims and defenses

8.58% of subprime mortgages are in foreclosure, compared with 1.15% for all mortgages. The National Mortgage
News Quarterly Data Report for the fourth quarter of 2002 reveals that there were $574 billion in subprime
mortgage loans outstanding, or about 5.5 million mortgages, and 9% of the total outstanding residential mortgage
debt reported by the Federal Reserve Board (about $6.3 trillion). There would therefore be about 470,000 subprime
mortgages in foreclosure compared with roughly 250,000 prime conventional, FHA and VA mortgages, or 66% of
all foreclosures. The MBA notes that its subprime foreclosure rate is based on a small sample of subprime lenders
that may not be representative of the market as a whole. Using lower foreclosure rates of 5% to 6% would reduce
the subprime share of foreclosures to about 55% of all foreclosures.

? Roberto G. Quercia, Michael A. Stegman & Walter R. Davis, “The Impact of North Carolina’s Anti-Predatory
Lending Law: A Descriptive Assessment,” Center for Community Capitalism, University of North Carolina at
Chapel Hill. http://www.kenan-flagler.unc.edu/assets/documents/CC_NC_Anti_Predatory_Law_Impact.pdf
[Hereafter Quercia, et al.]

Cidmorntg\TM house banking test-2. wpd
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about the loan.” Though some feared then that it would restrict access, the huge growth in the
volume of subprime lending — including securitizations — demonstrates that the assignee Hability
did not reduce access.” To the best of my knowledge, “innocent” assignees have not faced large
damage awards, though some players in the secondary market have had to accept the
consequences of their own conduct. The recent award against Lehman Brothers, for example,
was assessed by the jury for Lehman’s own conduct in aiding and abetting First Alliance
Mortgage Company’s ( FAMCO) fraud on borrowers, with the jury carefully apportioning
responsibility.

The assignee liability provisions of HOEPA were based in part upon a prior successful
effort to assure that liability for conduct relating to credit paper followed that paper. The FTC
anti-holder rule made assignees or related lenders liable for the claims and defenses which the
buyer would have against the seller. That has not dried up home improvement credit, but has
been invaluable in both public and private enforcement by making the buyer’s claims and
defenses travel with the note and mortgage, rather than making them disappear with a shady
contractor.

PROBLEM PRACTICES IN THE SUBPRIME MARKET

One of the early myths about “predatory lending” was that only marginal players in the
market engage in problem lending. Our multistate investigation of Household and the FTC
action against Associates (which was acquired by Citigroup in 2000 and merged into its
subsidiary CitiFinancial) indicate otherwise. CitiFinancial and Household were the top two

subprime lenders in 2002, with over 18.5% of the subprime market share between them

}15us.c § 1641(d). See, e.g. Problems in Community Development Banking, Mortgage Lending Discrimination,
Reverse Redlining, and Home Equity Lending, Hearings Before the Senate Comm. On Banking, Housing and Urban
Affairs, 103d Cong. 1¥ Sess. (Feb, 17, 1993) [testimony of National Consumer Law Center.]

4 Securitized subprime Joans increased over seven-fold between 1994 and 1999. See Quercia, et al, note 2, supra, at
p. 2. {HOEPA became effective October, 1995).
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according to industry figures.” The nature of the alleged practices in both these cases
demonstrate how the subprime market operates in many crucial respects contrary to the
theoretical “self-correcting” marketplace.

Before proceeding to discuss some of the practices at issue and the reforms embedded in
the settlement’s injunction, [ want to thank Household for its cooperation during the states’
investigation. The company took responsibility. In doing so, sometime next month $484 million
will be returned to its borrowers — a record amount. More importantly, we belive the injunctive
relief in our consent judgment represents significant reforms. The commitment and the massive
effort that Household is putting into implementing these reforms is commendable. I look forward

to working with them as the implementation process continues.

3 Inside B & C Lending, p. 2 (February 3, 2003).

C:Advmortg\TM house banking test-2.wpd
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There were approximately thirteen challenged practices in the investigation of Household
by state financial regulators and attorney generals.® Among them were excessive fees and points,
typically 7% or more of the loan, high prepayment penalties and misrepresentations concerning
them, misleading sales pitches designed to conceal real interest rates and the high points,
insurance-packing, “loan-splitting,” and making refinance loans with no real net benefit to the
consumer. Many of the these problems in marketing and sales practices in Household were
similar to the allegations against Associates by the FTC.” These cases illustrate some of the
fundamenta] characteristics of the subprime marketplace that we all must keep in clear focus.

Access to the Products Offered Vs. The Products Needed

Alan Greenspan recently spoke of the $700 billion in equity Americans “extracted” from
their homes. For you and me and many others in this room, that “extraction” reflected refinances
to lower-rate mortgages, which freed up disposable income for us. Refinancing in the subprime
market extracts equity, but often does not free up disposable income. Instead, it sometimes
turns prime mortgage debt into more costly subprime debt, or simply churns high-cost debt into
more high-cost debt.® That extracts equity. Churning debt is not a productive use for mortgage
debt, any more than churning is productive for the consumer in the sale of securities or
insurance. Yet refinancing is the major component in the phenomenal growth of subprime

lending, constituting 65% of subprime loans in 2000.° A recent AARP study confirms what

® These are briefly described in the states’ complaints. Typical of those complaints is State of lowa v. Household,
International, Petition, Para. 8(A) - (M), a copy of which is attached as Appendix C to this testimony.

" Federal Trade Commission v. Citigroup Inc,, et al, (N.D. Ga., No. 1:01 - CV - 0606 JTC, complaint filed March,
2001)

EaA study of subprime lending in Philadelphia suggests that the rate of refinancing prime to subprime loans and
subprime to subprime loans is higher in what it terms “high potential vulnerability neighborhoods.” It defines these
neighborhoods to be ones with lower housing values, a high percentage of older homeowners and a high percentage
of homes owned free and clear. “Predatory Lending: An Approach to Identify and Understand Predatory Lending,”
a report from the Reinvestment Fund (TRF).(www hitp://www.trfund.com/policy/FordForWeb.pdf)

° Older Subprime Refinance Mortgage Borrowers,” AARP Data Digest # 74 (July, 2002)

C:\dvmortg\TM house banking test-2.wpd
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we’ve known about many of these loans being “sold, not bought,” — driven by supply, not
demand. Sixty-one percent (61%) of older subprime borrowers reported that the contact was
initiated by a broker or lender, not by the consumer. {(Only 31% of older prime borrowers
reported the same experience.)‘0 Many of these refinances or debt consolidation loans provide
no real benefit to the consumers, and may leave them worse off. Two of my constituents
presents a good example of costly refinances with no net benefits. This couple had $71,600ina
first and second mortgage on their property when they sought $8000 additional funds from
Associates in November, 2000. Five loans and five months later, the encumbrance on their home
was $112,250, far more than the home was worth. Their installment debt was some $300 a
month higher than it would have been if they’d just been given the loan they sought.’!

The loan products needed in low and moderate income communities are affordable loans
to buy affordable homes — purchase money loans. But that is not a significant portion of the
subprime market. The loan products needed by elder homeowners, and homeowners in low and
moderate income communities are affordable, non-price gouging home repair loans for quality
repairs from reputable home improverment contractors. There is no evidence whatsoever that
protections such as the North Carolina law reduce access to those kinds of productive credit — in

fact, there is some suggestion that good laws may “‘crowd out” the destructive debt, making

0 14

" That series of transactions included a “minnow” loan (called “Home Owners Express” by Associates) — a small
unsecured loan for $8000 at 24%, payable in 6 months @ $1432 / month. That “Home Owners Express” loan is
used as a kind of “bait and switch” for mortgage loan applicants and serves to undermine the Truth in Lending 3-day
cooling off right for home equity loans. (See 15 U.8.C. §1635). Two days later, if these customers had balked at
signing two loans (a first mortgage refinance @ 17.5% and a second @ 21%), or tried to rescind it, they'd be told
they’d still have o pay that $8000 at 24% in unaffordable installments. There were $7000 credit insurance
premiums charged in those two mortgages, and the payments were over $300 than they would have been without a
forced first lien refinance and insurance packing. Realizing that Associates had pushed too far, Citifinancial
rewrote the Associates 1% and 2™ loans just 4 months later, lowering the rates to a still bigh 15%, but adding
$10,600 in credit insurance premiums in the process. That helpful refi took the outstanding encumbrance on the
home from $104,240 (a 140% combined LTV) 10 $112,251 (a 152% CLTV.)

Chdimortg\TM house banking test-2.wpd
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more room for productive credit.'” In other words, some decline in levels of subprime
originations may simply show that the effect of good anti-predatory lending laws is to repeal
Gresham’s Law. There is no evidence they restrict access to credit -- they may be just what is
need to let good money start to drive out the bad.

Spending Wealth — Equity Depletion

Refinancing from prime loans to more costly subprime loans, or churning subprime debt
not only does not free up disposable income, it depletes the only stored wealth that many people
have ~ their homes. High interest rates, high fees, and prepayment penalties compound the rate
of equity depletion with these loans. The more frequently these loans are written ~ through
chuming and flipping — the more is extracted. Attached to this testimony (in Appendix A) are
charts which show how the self-inflating nature of some of these fees (particularly points and
single-premium credit insurance) can make the same $30,000 in proceeds on a 15% mortgage (a
small size loan in the mortgage world) cost an extra $12,000 over the life of a loan, and make the
monthly payment rise. Table B of that appendix shows how, in a world of frequent refinancing,
that cost is magnified for the consumer over a truncated term. When looking at those figures,
keep in mind that they do not reflect any prepayment penalties, which depletes the equity by
more thousands of dollars just to try to get out of a loan.

The rising level of equity depletion is running head-on into competitive pressures for
growth among subprime lenders, leading to one of the more insidious practices of concern to me

in this market, the rise of high loan-to-value mortgages.
High Loan-to-value Loans & Prepayment Penalties: Homeowners Trapped under Water

* Loan splitting and high LTV loans

Mortgage lending has been a high growth area. Too much growth, arguably, so that the

2 .
! Quercia, et al, supra note 2, at p. 17.
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mortgage market is rapidly becoming saturated. Here, too, the fallacy of automatically applying
prime market theory to subprime practices is amply demonstrated. When you and I refinanced
our 7% mortgages to 5%, many of us were able then to switch from 30 year mortgages to 15 year
mortgages, and build up equity faster. But with the equity-depleting characteristics of high cost
mortgages, the effect of refinancing is the opposite. (See note 11.) Consequently, that market
becomes saturated faster, and the amount of equity available to tap falls. Yet there remains a
hyper-competitive supply market, with pressures to continue to show “growth.”13 In normal
businesses, saturation means the suppliers let inventory levels reduce until natural demand
resumes. In this respect, too, a reduction in levels of origination of subprime loan would actually
be a positive sign of a natural adjustment. But in the long-term mortgage debt business, that
hasn’t happened. Instead, now that homes are mortgaged to the roof, the air over those roofs is
being mortgaged as well.

In the late 90s, a few subprime lenders offering 125% - 135% high loan-to-value
mortgage loans aggressively marketed their wares. Many people even in the subprime lending
field thought that “the market had taken care of that product,” and the hype disappeared. While
the hype may have disappeared, the product hasn’t - it simply became more subtle and more
insidious. And it hasn’t disappeared because the goal of growth in supply side runs head on into
the reality of approaching saturation.

Household was not the only lender to offer the so-called “piggy-back” loans, though the
sales practices alleged to accompany these loans were among the first to come to our attention
through complaints. It was a feature of the Associates case, and Conseco did it, as well. The
piggy-back loans differ from the original high-LTV product offered in the 90s by offering what

the consumer would think of as a single loan, but split into two separate loans made

Y Inside B& C Lending reported Household loans up from $15.27 billion in 2000 to $20 billion in 2002, while
Citifinancial’s went from $18.8 billion in 2000 to $19.6 billion in 2002. (Inside B & C Lending, March 19, 2001
and Febmary 3, 2003.)
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contemporaneously or nearly so. A first lien loan — typically at rates of 12% or more -
mortgages from 85 - 100% of the value of the home. A piggy-back second lien loan ~ at rates
we’ve seen from 16% to 24% — takes the combined loans up to as much as 125% CLTV. (If the
appraiser has been generous, as is increasingly happening, the real LTV could be much higher.)

The lenders’ rationale behind the higher rate on the piggy-back second is that it is
effectively unsecured. But for the borrowers, the homes are at still at risk -~ greater risk, in
fact.™
At first blush, it may be easy to think that people wanted this extra money, and it was still
cheaper than borrowing it at unsecured rates. (Though at 20% or more, that is not easy to say
with a straight face.) But when one couples the product with the “upselling” of loan amounts,®
with sales practices which leave many borrowers unaware that there even are two loans until
well after the fact, that justification crumbles.

With high-fee loans, the loan-splitting sometimes is even more egregious, for it can be
the very existence of the high fees which creates the “need” for the piggy-back second. For
example, assume a home is worth $100,000, and has a $90,000 first lien. The borrower was
seeking credit for a $6000 roof repair. A 2-point prime loan would make that just under a
$98,000 loan. But a loan with 7.5 points plus $2000 in credit insurance and other fees, takes the

loan “principal” to $105,350. Since money is fungible, in effect, the piggy-back second of

M For example, these loans are also often unaffordable, or only barely so. In the event of job loss or health
expenses, a foreclosure may threaten. In normal circumstances, a consumer could try to sell the home privately at a
fair market value, pay the foreclosing lender, and still recoup some equity to move or start over. That is not possible
in these circumstances.

135 “Upselling” is urging more debt than the borrower sought. It happens when a borrower who seeks a $6000
home repair loan is upsold to a $47,000 cash-out refinance; it happens when a straight refinance loan is turned into a
debt consolidation Joan. It happens when the loan broker or retail loan officer calls back and says “Your appraisal
came back higher than we thought. We can give you some extra cash. Think you could use that for a little fix-up
around the house?” (Unfortunately, that appraisal is often inflated -~ a fact which can come back to haunt the
borrower -- and perhaps the lender -- later on.) And while the pitch is often that it is cheaper to roll credit card debt
into a mortgage, that loses a lot of its persuasiveness when the mortgage tumns into a piggy-back pair at 12% and
20% or higher.
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$5350 at 20% or more is simply financing the costs on the primary loan.

Under the terms of our settlement, any piggy-back loans will be unsecured, and we
believe that lenders, borrowers, their families, communities -- and the economy as a whole --
would be very well served by the reduction in access to these insidious, extradinarily high-cost
piggy-back second mortgages.

* Prepayment penalties.

These high LTV loans, along with perversely prevalent presence of prepayment penalties
in the subprime market, keep the customer in these loans. Prepayment penalties formulae are
complicated and almost totally opaque. Only the most sophisticated and math-savvy borrower
could anticipate the actual dollar amount of a prepayment penalty.'® Such lack of transparency
brings us to a fundamental problem in this marketplace. Martin Eakes has characterized
predatory lending as largely a problem of “misplaced trust.” With extraordinarily complex
transactions or products, with a startling lack of price transparency, even many educated
borrowers have to rely upon the good faith and honesty of the “expert™ they are dealing with on
the phone or across the table. American business does not want to get to the point where every
transaction must be an exercise in self-defense for the consumer. And it particularly does not
want to get a reputation whereby that is especially the case for elder or unsophisticated
consumers. Yet one of the things we heard over and over again was that specific questions about
prepayment penalties were met with a breezy answer that that would not be a problem. Well, not
if you don’t mind adding as much as $9000 in some cases to pay off your loan early or refinance
to a lower rate.

One of the rationales offered for prepayment penalties is that they are a “trade-off” for a

% The language from one home equity line of credit addresses the prepayment penalty below the middle of page 3
of a 5 page agreement. It says that if you prepay within five years, you agree to pay a prepayment penalty equal to
six months interest, “determined by applying the monthly periodic rate in effect as of the pay off date on the credit
limit as shown on page one.” That APR equivalent of that periodic rate was 20.15%.
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lower rate upfront. In our experience, that is an after-the-fact rationalization that rarely, if ever,
has panned out in the subprime market. We have not seen evidence of any such trade-off. Even
if there were a trade-off, the lack of information about the price of the prepayment penalty or the
value of the rate reduction it purports to purchase precludes an informed choice. If consumers
don’t know what the cost of that prepayment penalty is, how are they to make an intelligent
choice as to whether any rate trade-off is worth the price? If it’s a choice at all, it’s a black-box
choice.

There is no law — not RESPA, not TIL — that helps consumers know in advance what it

7" One of the reforms of the Household settlement is to bring

might cost them to prepay.
transparency to the prepayment penalty clause. A disclosure must be given of the maximum
prepayment penalty which could be imposed in a dollar amount. (Consent judgment, Para.
15(4)). Further, if a rate trade-off is available, the rate differential is to be disclosed early in the
application process. (Consent judgement, Para. 15(1, 2).) Finally, the term during which a
prepayment penalty may be charged is limited to the lesser of 24 months or as allowed by state
18

law.

* “The Bridge is Out: Detour Ahead.”

High LTV loans and prepayment penalties are effective anti-competitive tactics, as well.
While those of us in the prime market had lenders competing to get our business as we searched
for lower rates in a declining interest rate environment, these underwater (if not drowning)
homeowners are trapped in high-cost high LTV loans by the fact that the cycle of equity-

stripping loans has been completed for them -- there is no equity left. The prepayment penalty

7o simply requires that 2 box be checked that says “You may have to pay a prepayment penalty.” Reg. Z, §
226.18(k). Whether that would be $50 or $5000, the consumer would have to ask. And if they don’t get a straight
answer, as note 15 indicates, it is not easy to “trust, but verify.”

'8 The deletion of prepayment penalty laws from the list of state laws preempted by AMTPA will be of great help
in states like mine which limit prepayment penalties.
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is a further tax that is not imposed on prime market borrowers seeking lower rates. “On the
street” level lingo in the industry demonstrates that the trap is not unintentional. “Closing the
back door,” “building a fence around the customer,” or “taking the customer out of the market”
are phrases we’ve heard to describe lending practices designed to keep customers trapped in
these high-cost loans.

These tactics are particularly disingenuous given the fact that many subprime loans are
made with the representation that, while they cost more than market rate, they serve as a “bridge”
to enable customers with no credit history or blemished history get into the prime market. (This
is also one of the benefits often touted for the industry as a whole.) But there can be no bridge
when the gate is down at the other end.

Shopping for Credit: the Myth of Self-defense

Shopping for mortgage credit in the subprime market differs greatly from the prime
market. “Market” rates in the latter are widely publicized and widely quoted by originators. In
contrast, there is virtually no price transparency in the subprime market. Rates and prices are
rarely a feature of subprime advertising, and all too often in the subprime market, the game is
more one of hide-and-seek, even for those who do ask. But many don’t. One recent study shed
light on why many borrowers may not do extensive shopping in the first place, with 39%
believing that lenders were required by law to give them the best rate.'® Thinking the law
protects them from price-gouging or “opportunistic pricing,” they mistakenly trust that there is
no need for self-defensive shopping. But, as with the prepayment penalties discussed above, for
shopping to work, it has to be met with honesty. Trying to double check the veracity of the sales
pitch against the actual documents is no answer. First, the papers with the real numbers come

too late in the process. The deal has been closed in all but the technical sense by the time the

19 wrpe Growing Demand for Housing,” 2002 Fannie Mae National Housing Survey, p. 9. (The figure was higher
for minorities.} { http://www.glensold.com/fnmasurvey2002.pdf)
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final deal comes out. Second, the pieces of paper with the useful information are buried in a
blinding blizzard if legal jargon with no meaning to the lay person. (And it should be noted that
the two documents with the most readable and useful information are the two mandated by
federal law — the Truth in Lending disclosure and the HUD-1. It is not federal law that is
creating the information overload.) Third, the level of both language and quantitative skills
demanded of mortgage borrowers is far beyond the performance level of most people, according
to literacy studies.”

The FAMCO, Household and Associates cases all involved allegations of tactics or
omissions used to systematically deceive consumers about the price of credit. First Alliance
turned Truth in Lending on its head by confusing sales techniques used to make up to 20 points
disappear from the consumers’ eyes. Household was alleged to fail to give meaningful RESPA
good faith estimates of closing costs, though typically charging over 7 points, and to make
deceptive representations about the interest rates. (Credit insurance premiums often are omitted
from good faith estimates, as well.) Associates’ packing and flipping made any disclosures
virtually meaningless.

We’d like to think that numbers can’t lie, but they can. Ireferred earlier to the wide
range of equity that can be extracted from a “$30,000, 15%" loan. (Appendix A, Table A) But
there are many tricks numbers can play. When a loan officer says he can give you a loan that
pays out like a 7.68% loan, that sounds reasonable. If he says, “your papers will say 12%, but
it’s really an effective rate of 7.68%,” you might be skeptical. But he has a fancy calculator, and
he punches in the numbers, and indeed, it comes out 7.68%. So even if your current loan is 10%,
should still come out ahead, right? Not quite.

If you’re a lender and your 12% - 14% rates don’t look competitive in a falling rate

0 See Alan M. White and Cathy Lesser Mansfield, Literacy and Contract, 13 Stanford Law & Policy Review 233
(2002).
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environment, you can either lower the rates, or lower the quotes. If you choose the latter, you
might have to back it up with smoke and mirrors. For example, the way to get from a 12% loan
to a *“7.68% effective rate” is to sell a bi-weekly payment plan. Any reduction in savings comes
from making an extra payment over the course of the year (which you could do on your 10%
loan and still come out ahead. Also, you can usually make an extra payment plan without it
costing extra, which the bi-weekly plan did.)

Similarly the self-inflating nature of the financed points and charges, as reflected in
Appendices A and B is not something that even careful shopping would reveal. But when even
the straight upfront dollar amounts of the closing costs are hidden until the last minute, the
concept of shopping is illusory. RESPA’s good faith estimates (GFE) of closing costs are
required to be sent within 3 days of receipt of an application. A GFE showing 7 points ($7000)
on 4 $100,000 loan application could be enough sticker shock early in the process to give a
customer pause. But a GFE that discloses a range of, for example $0 -- $7000 is meaningless.
That was another issue in the Household case. The rationale in this case spills out onto another
myth about pricing in the subprime market. Points can be characterized as “origination points”
or “discount points.” In theory, a discount point “buys down” the note rate. But again, the lack
of price transparency on the interest rates means there’s no way to know whether the discount
points buy down a rate. And in fact, there is often no evidence that it does. (It’s akin to a scam
in the auto sale arena, where the price of the purchased car is raised to offset a down payment, or
a generous trade-in allowance. It’s called “swallowing the down,” or “swallowing the trade.”)
Unless a consumer knows what the rate would be without a discount point - honestly — there is
no way to know whether the discount points purchase anything at all, or, if so, how the price paid
compares to the value received.

Under the terms of the settlement, the good faith estimate must reflect the likely costs.

For three years, Household will limit origination or discount points to 5% of the loan. If
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discount points are offered, they must be bona fide, and the consumer must be told the price of
the buy-down. (Consent Judgment, Para. 6 - 8.)

In selling loans as refinance loans or debt consolidation loans, comparing the prospective
borrowers’ present situation to the loan proposal, there can be a lot of apples being compared to a
lot of kumquats. Constructing sales pitches which purport to blend existing mortgage debt and
credit card debt into a single rate for comparison purposes can be misleading, as can comparisons
of payments. Existing mortgage payments might include principal, interest, taxes and insurance
(PITI), as most prime market Joans do. But, unbeknownst to the customer, a proposed subprime
loan may not escrow taxes and insurance (and most subprime loans do not.) Further, payment
comparisons may be used based on a new loan amount which leaves out charges which almost
certainly will be included in the loan. Assuring that debt burden comparisons are apples to
apples is another feature of the Household settlement.

Spurious Open-end Credit and Balloon Payments

A number of our offices have long been concerned with the problem of “spurious open-
end credit” — credit which for all practical purposes is closed-end credit, but disguised as open-
end credit. Consumers do not get the information they need up front, before consummation,
about the cost of credit — or even what the monthly payment burden will be with open-end credit.
In a genuinely open-end context, this is understandable, because the debt amounts happen after
the fact, and they fluctuate day to day. In spurious open-end, the amount of the loan is, for all
practical purposes, fixed up front, with the initial disbursal filling the credit line (or exceeding it),
and a payment schedule driven by that initial advance. In these circumstances, a reasonable
estimate of payment information could be calculated and given up front. But particularly with
high priced loans, like some of the piggy-back second mortgages were, accurate before-the-fact
information could lead to sticker shock and market resistance. With high-cost mortgage loans,

there is an added advantage to the use of spurious open-end credit. Congress excluded open-end
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mortgages from the scope of HOEPA. That is why many of the piggy-back seconds, typically
constructed as open-end, could carry rates as high as 20% - 24%, and not appear on the face of
the documents to fall under HOEPA.”'

These loans were all balloon loans. At those rates, to keep payments low, the loans
would not amortize, and there would be a balloon. But there is no payment schedule information
required for “open-end” loans, so the existence of a balloon payment on these loans would be a
surprise. In the Household settlement, rather than argue about the dividing line between open-
and closed-end credit (which in the past has stalled reform efforts on this issue), the settlement
gives the consumers the speci-ﬂc payment information before they sign, not years later. (See
Consent Judgment, Appx. A in lowa’s, Appx. B in many other states’)

Perverse Incentives

One of the fundamental tensions in the subprime market is the correlation between
increased costs and/or debt load for the borrower and increased compensation for the originator.
The “reverse competition factor” creates a tension between the originator’s best interests (higher
loan amounts and loan costs) and the borrower’s best interests (lower loan amounts and loan
costs). One of the innovations of the Household settlement is the use of independent loan
closers. The loans will be closed by people whose compensation is not dependent upon the
terms of the loan or, for Houschold employees, loan volume. Furthermore, those closers will not
report to sales management. We hope this provides a circuit breaker on any incentive for
deception in sales.

Best Rate Available”

___Related to reforms which seek to eliminate the incentive for the sales force to engage in

opportunistic pricing is a provision in the settlement by which Household will provide applicants

21 An amendment to HOEPA regs in 2001 specifically makes it an unfair and deceptive practice to structure a loan
as open-end to evade HOEPA requirements. Reg. Z, § 226.34(d).
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with the lower rate applicable to one of their products for which the borrower qualifies. As you
know, there is evidence that the high-cost market has a sizeable number of borrowers whose
credit risk would make them eligible for the prime market. As I mentioned above, almost 40%
of respondents of one survey (and a higher percentage of minority borrowers) believe that
lenders are required to give them the best rate for which they qualify.* We are happy that under
the settlement agreement, that particular myth will move closer to reality.
CONCLUSION

The Household and Associates actions addressed a wide array of alleged practices — from
sales to servicing. A copy of the Household petition is attached for your reference. The consent
judgment is available on our website, and that of many other state Attorneys General and
financial regulators. (www.lowaAttormeyGeneral.org) Some of these reforms are present in
some form in some of the state laws (such as North Carolina’s), and some give shape to the
concept of fair and non-deceptive practices. We believe that reform, and greater protections, are
not only possible, but in the long run, will lessen the likelihood of negative consequences on
homeowners, lenders, communities and the economy as a whole of over-indebtedness and
overpriced indebtedness. That isn’t restricting access to credit — that’s just good business, and

that’s good for business and good for all of us.

22 See note 19, above.
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SUBPRIME ALCHEMY
APPENDIX A:
SELF-INFLATING CHARGES:
POINTS AND SINGLE PREMIUM CREDIT INSURANCE

Loan purpose: refinance a $30,000 debt.
Note Interest rate:  15%
Term: 15 years (180 months)

1. No frills: (See Table A, column #1)

Principal: $30,000.00  Itemization:  $30,000 pay off old debt
Interest: $45,578.40

Total of payments:  $75,578.40

Mo. Pmt: $ 419.88

1. Add single premium credit life: (See Table A, column #2)

a. Single premium credit life charge is typically financed as part of the loan principal.

a. Gross coverage credit insurance pays to insure everything — including unearned interest
and the insurance premiums themselves.

a. Where the legally permissible rate is cast as $x per $100 per year, the formula for
determining the maximum legal premium is:

legal max. rate x vears insurance is in force x total of payments/insured indebtedness”  Ifthe

lender wishes to increase the premium when the loan is so large that the total of payments hits the maximum, it can

increase the years of coverage. (Or, it can add other types of insurance coverage, such as disability or involuntary
unemployment. For simplicity’s sake, the illustrations in these appendices include only credit life.)

100

a. For purposes of illustration, this sample assumes that the legal maximum rate for single
decreasing credit life set by the state insurance department is 47 cents per $100 per year.”

a. It also assumes truncated coverage for 5 years.

a. A straight-forward application of that formula to the “no frills” contract would come up
with a premium of $ 1776.09, if the consumer were to pay it in cash at closing.

A7 x5 x875,578.40
100

a However, since in practice these premiums are financed, either the consumer would get
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$1776.09 less than sought, or the premium charge has to be added to the basic loan
amount, raising the principal above the initial $30,000 sought. Since the purpose of this
loan is to refinance a $30,000 loan, the principal must be hiked to cover the insurance
premium.

If just the $1776 premium amount were added to the “no-frills” principal of $30,000, the
new principal would be $31,776.09. However, that in turn raises the total of payments to
$80,051.40, when we hold the 15% note rate and the 180 month term constant. Since the
total of payments — part of the formula used to calculate the premium — has now grown,
the original premium is too low. So the premium grows yet more. In this sample, it
grows 6%, by almost $112 to $1887.98.

a. Adding 5- year truncated credit life, the loan terms now looks like this:
Principal: $31,890.00  Itemization:  $30.000.00 pay-off old debt

8§ 1,887.98 credit insurance prem.
$ 2.02 to borrower”

Interest: $48,449.40
Total of payments:  $80,339.40
Mo. Pmt: $ 44633
i. Adding the insurance added nearly $1900 to the loan principal, which added $2871 to the

interest. These increased costs added $26.45 to each monthly payment for 15 years.

3. Add 7.9 financed points to the “no-frills” loan (See Table A, column #3)

a. If this borrower were asked to bring 7.9% in points to closing in cash, she would pay
$2370 on her $30,000 no-frills loan.

a. Points are financed in the subprime market. By financing the points, the principal is
raised, and the points are calculated on higher amount which includes the points
themselves, thus raising the dollar value of the points. The compounding in this example
raises the dollar value of 7.9 points from $2370 to $2573.43 -- an 8.6% increase.

a. For this borrower to have the $30,000 to cover the debt being refinanced, and pay the
lender the 7.9% in points, the loan will look like this:
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Principal: $32,575.00  Itemization:  $30,000.00 pay-off old debt
$2,573.43 lender points
3 1.57 to borrower
Interest: $49,490.60
Total of payments:  $82,065.60
Mo. Pmt: $455.92
a. Adding financed points increased the principal from the basic no-frills loan by almost

$2600, which added over $3900 to the interest earned at 15% on the loan. The resulting
monthly payment is $36 higher.

4, Add both credit insurance and 7.9% points (See Table A, column #4)

a. The self-inflating price of each of these charges individually has a cross-effect, inflating
each other, as well, when they are financed.

a Adding both single premium credit life and 7.9% points to her loan, it would look like
this:
Principal: $34,812.00  [temization:  $30,000.00 pay-off vld debt

& 2,060.94 insurance premium
3 2,750.15 points to lender

3 .91 to borrower
Interest: $52,887.60
Total of payments:  $87,699.60
Mo. Pmt: $487.22
a. Adding both single premium credit life and 7.9% points raised the principal amount from

the no-frills loan by 16%, adding over $4800 to the basic $30,000 loan amount, The
inflated principal then increased the scheduled interest by $7309.20. The monthly
payment, in turn, increased by $67.34.

SUMMARY - TABLE A

All at 15% note rate (equal monthly installments) -- 180 months

#1- #2 s #3 7.9 points #4 - both SPCIL &
No-frills SPCI charged charged 7.9 points
To borrower
-Pay-off prior debt $30,000.00 $30,00.00 $30,000.00 $30,000.00
_cash” 0.00 2.02 1.57 0.91
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Credit insurance prem $ 1,887.98 $ 2,060.94
7.9 points $2,573.43 $2,750,15
Note principal $30,000.00 $31,890.00 $32,575.00 $34,812.00
Note interest $45,578.40 $48,449.40 $49,490.60 $52,887.60
Total of payments $75,578.40 $80,339.40 $82,065.60 $87,699.60
Monthly payment $ 41988 § 446.33 3 45592 $ 48722
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APPENDIX B
PREPAYMENT: FRONT-LOADING THE COST

Most mortgages pay off early. Lenders can increase their revenues from a given loan
during its shortened life by front-loading the loan principal with charges which the lender keeps
all or a significant portion of when the loan prepays early. Points, for example, are typically not
rebated upon early termination. While “unearned” credit insurance premiums are required in
most states to be rebated upon early termination, two factors skew the rebate in lenders’ favor.
First is the method by which credit insurance rebates are calculated in many states. Many states
- if not most — permit credit insurance premium rebates to be calculated by an anachronistic pre-
computer formula which favors the lender, the Rule of 78. Second, truncated coverage
(insurance in force during only part of the loan term) front-loads the earned portion of the
premium. For example, if an insurer wrote 2-year truncated coverage on a 15-year loan, there
would be no insurance rebate if the loan were refinanced in three years.

These front-loaded credit costs are embedded in the pay-off balance on the loan. That
increases the return on the loan being paid off. If the loan is being paid off by refinancing — part
of a flipping sequence, for example - those embedded costs in the pay-off balance carry forward
into the new loan, and the inflationary cycle begins anew. In the process, more equity is stripped
from the home.

The same loan and variations on it described in Appendix A can be used to illustrate the
point. Assume that each of the variations described in A were prepaid at the 36™ month.

PREPAYMENT OR REFINANCING AT 3 YEARS ON 15-YEAR LOAN

1. No frills loan: (See Table B column #1)

Pay-off balance: $28,395.07
Interest earned: $13,090.87
Other credit costs earned: 3 0.00
Effective cost on $30,000

real loan amount over 3 years: 15%

1. Single premium credit life insurance: (See Table B, column # 2)

Pay-off balance: $29,874.65

Interest earned: $13,915.64

Other credit costs earned: $ 1,578.54 (84% of original $1888 credit insurance
premium)

Effective yield on $30,000
real loan amount over 3 years: 17.37%
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1 7.9 points (Sece Table B, column # 3)

Pay-off balance:
Interest earned:

Other credit costs earned:

Effective yield on $30,000
real loan amount over 3 years:

$30,832.34
$14,214.54

$ 2,573.43 (100% points considered earned at

consummation)

18.55%"

1. Single premium credit life insurance plus 7.9 points (See Table B, column 4)

Pay-off balance:
Interest earned:

Other credit costs earned:

Effective yield on $30,000
real loan amount over 3 years:

$32,612.24
$15,190.73

$ 2,750.15 (100%points considered earned at

consummation)

$ 1,723.15 (84% of credit insurance premiom)

21.2%""

SUMMARY -- TABLE B

15 % note rate; 180- month termy; prepayment at month 36

3 year term’

# 1.5 No-fiills 7| # 2 -~ SPCI charged | # 3 -=7.9 points i '] # 4~ both SPCI.&

Posdono i i i charged 7.9 points charged
To borrower $30,000.00 $30,000.00 $30,000.00 $30,000.00
(pay-off prior debt) | + 0.00 + 2.02 cash + 1.57cash + Ylcash
Pay-off balance $28,044.51 $29,874.65 $30,832,34 $32,612.24
Interest earned $13,090.87 $13,915.64 $14.214.54 $15,190.73
Other credit costs 3 0.00 $ 1,578.54 $ 257343 $4,473.30
earned (84% ins. prem.) {100% points) (Sum of
(embedded in the § 172313
pay-off balance (84% ins. prem.)
above) +8 2,750.15

(100% points))

Total credit cost $13,090.87 $15,494.18 $16,787.97 $19,664.03
earned during 3 yrs.
Effective yield over 15% 17.37% 18.55% 21.2%
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APPENDIX C
State v. Household
Standard Petition entered in the Settlement between
50 States and the District of Columbia and Household, International,

December, 2002

The Consent Judgment is available on our web site, and that of many other state attorneys
general and financial regulators.

http://www.iowaattorneygeneral.org/latest news/releases/dec_2002/hhconsent.pdf

The multistate was a joint effort by both state financial regulators and attorneys general,
the first such cooperative effort.
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IN THE IOWA DISTRICT COURT FOR POLK COUNTY

STATE OF IOWA ex rel. )
THOMAS J. MILLER, )
ATTORNEY GENERAL OF IOWA, ) Equity No. _ CE 45408
99AG25112, )
)
)
Plaintiff, )
)
i )
)
HOUSEHOLD INTERNATIONAL, INC.) PETITION AND REQUEST FOR
a Delaware corporation, ) INJUNCTION, RESTITUTION AND
) OTHER EQUITABLE RELIEF
Defendant. )

Comes Now the State of Jowa ex rel. Thomas J. Miller Attorney General of lowa, by
Assistant Attorney General Kathleen Keest, and brings this action pursuant to the Iowa
Consumer Fraud Act, Iowa Code § 714.16. Plaintiff seeks, among other things: a permanent
injunction, an order compelling Defendant to pay restitution to consumers and an order
reforming contracts between Defendant and Iowa consumers. For its claim, Plaintiff states as
follows:

PARTIES, JURISDICTION AND VENUE

1. Thomas J. Miller is the duly elected Attorney General of lowa. The Attorney General
is vested with authority to enforce the Consumer Fraud Act, which prohibits unlawful practices,
including “unfair practices” which cause “substantial, unavoidable injury to consumers that is
not outweighed by any consumer or competitive benefits which the practice produces,” and
deceptive practices which have the capacity or tendency to mislead a substantial number of
customers as to a material fact or facts. Iowa Code §§ 714.16(1), (2)(a) (2001).

2. In a civil action alleging an unlawful practice the Attorney General has the statutory
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authority to obtain injunctive relief, monetary reimbursement for consumers and other relief.
Towa Code § 714.16(7) (2001).

3. Defendant Household International, Inc., a Delaware corporation, and/or its direct and
indirect subsidiaries, affiliates, officers, directors, employees, agents, related entities, successors,
and assigns (collectively, “Household”), at all times mentioned herein, have transacted business
within the State of Iowa, through its consumer lending subsidiaries.

4. Venue is proper in Polk County, Jowa.

5. Pursuant to Iowa R. Civ. P. 1.207, no security is required if the State is seeking
injunctive relief.

6. No application for injunctive relief in connection with the business practices of
Household has previously been presented by the State to, or denied by, any court.

GENERAL ALLEGATIONS

7. In the ordinary course of its business, direct or indirect subsidiaries of Household
Finance Corporation (“HFC”), a subsidiary of Defendant Household International, Inc., have
negotiated and entered into real-estate secured loans with consumers in the State of Iowa. These
real-estate secured loans with the consumers were made from or at Household’s retail lending
branches during between the period January 1, 1999 through September 30, 2002 (the "Covered
Transactions").

8. State attorneys general and state financial regulators in this state and in other states
have received and investigated complaints and conducted examinations conceming the Covered
Transactions. Those complaints and investigations related to Household’s conduct with respect
to the following practices, (collectively, “the Lending Practices™):

A. Two real-estate secured loans made at or near the same date to the same consumer

(“split loans.” or “loan splitting™): Plaintiff alleges that such loans were made through unfair and

deceptive means, including, but not limited to, misrepresentations or omissions concerning the
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number of loans, misrepresentation of the benefits of refinancing and debt consolidation with the
high-cost split loans; and as a means to make high loan-to-value mortgage loans which had the
effect of preventing borrowers from seeking to refinance with lower rate lenders.

B. Loan points and origination fees: Plaintiff alleges that Defendant failed to provide

timely and adequate information to borrowers concerning the amount and purpose of the putative
“discount” or “buy-down” points and fees imjaosed on their loans, including, but not limited to,

failing to provide meaningful early disclosures as required by law, 24 C.F.R. § 3500.7.

C. Misrepresentation of interest rates: Plaintiff alleges that Defendant misrepresented the
interest rates to be charged on loans through such means as using a “low-ball” rate purporting to
be an “effective” rate, or equally deceptive term. Such misrepresentations and omissions
occurred in the context of Defendant’s attempting to disguise a high-rate mortgage as a low-rate
mortgage through use of (for payment of an additional fee) a bi-weekly payment plan. Plaintiff
failed to inform consumers that accelerated principal reduction occurred through making extra
payments, instead misleading consumers into thinking the savings were attributable to lower
interest charges than the loans provided for. Additionally, misleading comparisons were made
between rates on existing debts which applicants were considering refinancing or consolidating,
and the rate(s) to be charged on Defendant’s proposed loan or loans.

D. Monthly payment amounts: Plaintiff alleges that Defendant failed to inform
consumers that higher payments, rather than lower rates, were the feature of the bi-weekly
payment program which would result in overall savings in finance charges. Further, in making
sales presentations with respect to refinancing and debt consolidation applications, Defendant
made misleading comparisons of monthly payment obligations between existing debts and the
proposed new loan or loans to be made by Defendant.

E. Single premium credit and other insurance product: Plaintiff alleges that Defendant

engaged in a pattern of “insurance packing,” including, but not limited to, misleading consumers

C:dvmortg\TM house banking test-2.wpd



188

as to the voluntary nature of the insurance, to the price of the insurance, and the benefits and/or
term of the insurance.

F. Prepayment penalties: Plaintiff alleges that Defendant engaged in a practice of
misleading consumers about the presence of prepayment penalties on their loans.

G. Unsolicited loans offered through an unsolicited negotiable check that the consumer

can accept by endorsing and depositing or transferring the check (“live checks™): Plaintiff alleges

that Defendant used “live checks” as a “bait” to make high-cost mortgage loans; used misleading
representations, such as that the receipt of a live check constituted a “guaranteed loan approval,”

and failed to adequately inform consumers that the unsolicited check was a loan.

H. Practices with regard to home equity lines of credit: Plaintiff alleges that Defendant
extended what was in substance closed-end credit disguised as open-end credit with the intent to
avoid making meaningful disclosures concerning the payment terms, such as the existence of
large balloon payments. Plaintiff further alleges that Defendant extended what was in substance
closed-end credit with APRs in excess of 10% over the US treasury rate for comparable
maturities, disguised as open-end credit to evade the requirements of the Home Ownership and
Equity Protection Act, 15 U.S.C. § 1639.

1. Loan billing practices relating to simple interest calculations: Plaintiff alleges that

Defendant’s practices by which payments were credited to accounts on the basis of the number
of days between payments frequently resulted in situations in which scheduled payments were
insufficient to pay accrued interest, creating a shortfall in interest (“interest short™), which
resulted in excess finance charge costs for borrowers. Such shortfalls could occur even when
payments were not late. Defendants further made representations concerning the opportunity to
“skip a payment,” without informing consumers that such would result in “interest short”
situations. Defendants failed to provide borrowers with material information necessary to avoid
such extra charges.

C:\d\mortg\TM house banking test-2.wpd
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1. Balloon payments: Plaintiff alleges that Defendants extended credit to borrowers
which would eventually require balloon payments, without disclosing to borrowers the existence
or amount of the balloon payments.,

K. Pay-off information: Plaintiff alleges that Defendants failed to provide timely pay-off
information, which impeded borrowers’ efforts to seek refinancing elsewhere.

L. Non-English language documentation: Plaintiff alleges that Defendants engaged in
unfair and deceptive practices by failing to provide meaningful descriptions of loan terms to non-
English-speaking borrowers.

M. Net tangible benefit in loan refinancing. Plaintiff alleges that Defendants engaged in

the practice of refinancing its own or other loans, thereby imposing additional fees and costs,

where the new loan provided no net tangible benefit to the consumer.
UNFAIR AND DECEPTIVE PRACTICES
IOWA CODE § 714.16

9. Plaintiff realleges and incorporates by reference the allegations of Paragraphs 1 to 8 of
this Petition.

10. Defendant, through its direct or indirect subsidiaries, engages in trade or commerce
in connection with the sale of intangible “merchandise” within the meaning of lowa Code
§ 714.16, by making loans to consumers in “‘sub-prime” mortgage loan market. Defendant
advertises, offers, solicits sales of, and sells real estate secured loans and related goods and
services to Jowa consumers.

11. Defendant, through its direct and indirect subsidiaries, engaged in the business of
making loans to Iowa consumers that were secured by those consumers’ homes. Defendant used
misleading unfair or deceptive promotions, marketing and sales techniques to induce primarily
low and moderate-income homeowners to refinance their mortgages and consolidate their debts

using Household’s real-estate secured loan products.

Cdimortg\TM house banking test-2. wpd
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12. In the course of its dealings with consumers and in furtherance of its own direct
pecuniary and business gains, Defendant committed deceptive or unfair acts, or made material
misrepresentations or omissions in violation of Iowa Code § 714.16(2)(a).

WHEREFORE, the Attorney General prays that the court:

A. Permanently enjoin Defendant, its direct and indirect subsidiaries, affiliates, officers,
directors, employees, agents, related entities, successors, and assigns, and any and all other
persons who act under, by, through, or on behalf of Defendant, pursuant to Jowa Code §
714.16(7), from:

(1) Making or disseminating any misleading unfair or and deceptive
representations in violation of lowa Code § 714.16(2), relating to the marketing or sale of loans
to consumers.

(2) Engaging in unfair and deceptive practices referenced in the Petition, in
violation of Towa Code § 714.16(2).

B. Order the Defendant make restitution pursuant to Iowa Code § 714.16(7) to
consumers who paid or are obligated to pay money to Defendant under circumstances alleged
herein to be in violation of lowa law.

C. Order the Plaintiff be awarded such recompense as is authorized under Iowa Code
§§ 714.16(7), (11).

D. That the Plaintiff be awarded such other and further relief as the Court deems just and

proper and is equitable under the circumstances.
Dated:

[December 12, 20031

THOMAS J. MILLER
Attorney General of Iowa

C:\d\mortg\TM house banking test-2.wpd
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_S/

[**'k*]

Assistant Attorney General
Consumer Protection Division
1305 E. Walnut Street

Des Moines, 1A 50319

Phone: 515-281-5926
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YA complete amortization table would show a precise payment schedule of 179 payments of $419.88 plus 1 final
payment of $417.11. To simplify matters, all of these sample runs use 180 equal payments.

e gross coverage insures the entire total of payments, that is the figure used. If the insured amount is something
other than that, the initial insured indebtedness amount is substituted. For example, there may be a $100,000
insurance maximum, though the total of payments might be $110,000.

' This was the rate in effect in Illinois recently for single decreasing term credit life.

" There are minimal cash outs because the additional calculations necessary to bring that to 30 for purposes of this
illustration were not worth the time. They are too small to make a meaningful difference in the underlying points
being illustrated in these Appendices.

¥ See Appendix note 4, supra.

Y The originally disclosed APR on this loan would have been 16.73%, reflecting the points as 2 finance charge.
vii

The originally disclosed APR on this loan would also have been 16.73%.

Y This effective yield calculation ignores the minimal cash amounts.

Cidumortg\TM house banking test-2. wpd
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Testimony of Steve Nadon
Chairman of the Coalition for Fair and Affordable Lending (CFAL)
& Chief Operating Officer of Option One Mortgage
on

“Protecting Homeowners: Preventing Abusive Lending
While Preserving Access to Credit”

before the

Subcommittees on Housing and Community Opportunity &
Financial Institutions and Consumer Credit

of the

Committee on Financial Services
U.S. House of Representatives

November 6, 2003

Introduction & Summary Qverview

The Coalition for Fair and Affordable Lending' (“CFAL”) appreciates the
opportunity for me to testify on its behalf at today’s hearing. 1am Steve Nadon, CFAL’s
Chairman, and Chief Operating Officer of Option One Mortgage, which is a subsidiary of
H&R Block and is one of the nation’s largest nonprime mortgage lenders.

First, I want to commend Chairman Ney and Chairman Bachus for scheduling
today’s hearing so that House Financial Services Committee Members can hear
suggestions from interested parties on how Congress can best prevent abusive lending
practices and at the same time not limit access to affordable mortgage credit.

Without question, some lenders and mortgage brokers engage in inappropriate
lending practices that need to be stopped. Many of these abuses are fraudulent, deceptive
and illegal. Enhanced enforcement together with more consumer financial education and
counseling opportunities are needed to help prevent them. However, significant new

' The Coalition for Fair and Affordable Lending (CFAL), launched January of 2003, was formed to
advocate national, uniform fair legislative standards for nonprime mortgage lending. CFAL's members
make around one-third of all nonprime mortgage loans.
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federal statutory requirements also are needed to remove gaps or weaknesses in current
law.

CFAL believes that it is imperative that Congress promptly pass such new federal
requirements. H.R. 833, the Ney-Lucas bill, effectively addresses many of the current
law’s shortcomings. We urge Members to work together after the November 5™ hearing
to further refine H.R. 833 as may be needed to address any additional concerns and gain
broader bipartisan support. We want to work constructively with you and other interested
parties to help craft a fair and balanced refined legislative proposal that can be the basis
for the new federal law and that the full Committee can act on early next year.

The arbitrary and irrational growing patchwork of state and local laws intended to
prevent mortgage lending abuses is proving to be unduly burdensome and costly.
Moreover, federally chartered depositories, as well as some state chartered entities, are
being exempted from these state and local laws’ requirements. This creates not only an
unlevel regulatory playing field for lenders, but also confusion and inconsistent levels of
protection for borrowers. Many consumers are not being adequately or equally protected
by these measures, and the national housing finance market is being disrupted.

Accordingly, CFAL thinks that the new federal fair lending rules should apply
uniformly so that all mortgage lenders are governed by them and that every American
borrower receives the same effective protections. And, we want to see both federal and
state regulators actively enforce these nationwide standards.

Congress clearly has the power to pass legislation providing for uniform national
standards for nonprime lending. We believe that such uniform rules are badly needed
and that it is sound public policy for Congress to establish them.

As Commiitee members know, housing is critically important to our nation. Not
only is home ownership “the American dream,” and central to the welfare and stability of
families and communities, it is vital for our nation’s economy. Housing has been an
essential economic engine for us. Millions of Americans rely on their home equity to
help meet their credit needs, and this is especially important during tighter economic
times. We clearly need to ensure that they are not abused in the mortgage lending
process, but we also must make certain that “protective” measures do not harm them by
limiting their access to needed credit or unnecessarily increasing its cost.

Today’s nonprime mortgage industry has truly become an interstate business that
is increasingly dominated by large nationwide lenders. The primary reason that this
business has grown dramatically in the last decade and has been able to provide credit at
relatively low rates to millions of Americans who could not have qualified for
conventional financing is the development of a strong secondary market for nonprime
loans. Our industry has become much more automated, standardized and efficient, and
now securitizes the majority of the loans we originate. About 65% of the $213 Billion in
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nonprime mortgages originated last year were securitized. Securitization has let us bring
in vast amounts of capital from the national and global markets. This has both enabled us
to make far more credit available and to dramatically decrease the rates we charge
borrowers. However, overreaching legislation, regardless of how well-intended, can
easily disrupt our capital markets, and have a horrendous adverse impact on both credit
availability and borrowers’ credit costs. Unbalanced legislation can also hurt not only
those who it is primarily intended to protect (e.g., those perceived as being most
vulnerable), but it can also injure the many other people who make up the larger part of
the overall nonprime market.

Simply put, housing and housing finance is very special and important for both
personal and national interests. In order to continue making reasonably priced mortgage
credit available to more and more Americans, industry needs clear, consistent and
workable lending standards, not a hodgepodge of differing and often inappropriate
restrictions. Congress, starting with this Committee, is in the best position to set such
standards, and we ask that you do so.

CFAL’s members are flexible and open to compromise and reasonable changes to the
initial Ney-Lucas proposal as a part of an overall refined bipartisan proposal that provides
fair uniform national standards. Among other things, we believe that workable
refinements could:

Cover many more loans;

Further restrict prepayment penalties;

Enhance “anti-flipping” requirements;

Provide an effective right to cure unintentional violations;

Impose very tough penalties for intentional violations;

Address assignee liability concerns while ensuring that borrowers have
effective recourse when violations occur; and

Increase funding for state and federal enforcement efforts and for expanded
consumer education and counseling services.

ANENENENENEN

<

Before outlining how the current federal law should be changed and strengthened,
1 will explain a few important points about nonprime mortgage lending.

“Nonprime” Lending Products vs. “Predatory” Lending Practices’

Literally millions of Americans are unable to qualify for the lowest rate
mortgages available in the so-called “prime™ (a/k/a “conventional” or “conforming”)
market because they have less than perfect credit, or they can not meet some of the other
tougher underwriting requirements of the prime market. These borrowers, who generally

* The term “prime” in the mortgage context does not refer to the “prime” interest rate that banks charge
their best customers for loans; instead, it refers to the lower rate that mortgage lenders charge the lowest
risk borrowers who qualify for mortgages that are bought by Fannie Mae and Freddie Mac, the two large
housing government sponsored enterprises (“GSEs™).
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are considered as posing higher risks, must rely on the so-called “nonprime’™ market
which offers many more customized mortgage products to meet customers’ varying
credit needs. And, as one would reasonably expect, they will pay a somewhat higher rate
to offset their greater risk. Substantially higher servicing costs also increase the costs of
these loans. It is in this “subprime” or “nonprime” lending segment where most concerns
over improper lending practices have been raised.

“Predatory lending” is how many people refer to a variety of lending practices
that may involve actual or perceived abuse with regard to the sale of nonprime mortgage
products. Although “predatory lending” is a generic term without precise definition,” it
has been used to describe these questionable practices because the perpetrator often is
said to “prey upon” people who are more likely to be vulnerable or desperate for credit.

Due in part to earlier misleading, but widely circulated media stories, as well as
the actual higher level of abusive practices that have occurred in this nonprime part of the
market, many parties have unfortunately confused “nonprime” products with “predatory”
practices. Accordingly, some have thought “nonprime lending” literally was the same as
“predatory lending”, failing to recognize that abuses are practices occurring in only a
relatively small portion of the overall nonprime product market. Although this
misperception today is far less prevalent than several years ago, this confusion still clouds
the public policy debate.’

? Customers who are viewed as posing higher risks, for a variety of reasons----most often because of some
defects in their credit records, are considered to be of lesser credit quality or below “prime” and hence are
termed “subprime” or less pejoratively, “nonprime” borrowers. “Banking regulators generally designate a
‘subprime’ borrower as having one of the following characteristics: two or more 30-day delinquencies in
the last 12 months, one or more 60-day delinquencies in the last 24 months; judgment, foreclosure,
repossession, or charge off in the prior 24 months; bankruptcy in the last 5 years, a high default
probability as measured by g credit score of 660 or below; or a debt service-to-income ratio of 50% or
greater. (See OCC Bulletin 2001-6.) Generally, a credit score of 680 qualifies a borrower for
consideration for a prime loan, whereas a score below 620 virtually eliminates the possibility.” OCC
working paper “Economic Issues in Predatory Lending” (July 30, 2003) (hereinafter cited as “OCC
Analysis™), p. 8.
# “There is no single, generally accepted definition of a ‘predatory loan.” Indeed, disagreements over the
definition of predatory lending have ofien served to confuse the debate over this issue....The term has been
employed loosely by community groups, policymakers and regulators to refer 1o a wide range of
practices.... Within the academic literature on predatory lending, economists typically suggest that
Jjudgments as to whether a loan’s price is high or abusive in the absence of additional concrete economic
analysis of underlying risks, costs and other fundamentals, such as the level of demand for credit, are not a
valid basis for defining predatory lending. These analysts point out that without a precise definition, many
of the published figures on predatory lending abuses become less convincing. There have been a variety of
estimates on the societal costs of predatory lending released in the media. However, a closer examination
of some of these studies suggests that with even stight definitional or methodological changes, a case could
be made for significantly smaller estimates of abusive lending costs.” OCC Analysis, p. 6.
% Most consumer advocates now admit that “nonprime lending” should not be equated with “predatory
lending”, and that legitimate nonprime lending has “democratized” credit and helps millions of Americans
who can ot qualify for prime mortgage rates meet their credit needs. They claim that they are only trying
to stop the abusive practices, not legitimate lending. But, by their actions (i.e., the overly restrictive
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In any case, it is important for policy makers to understand that “nonprime”
mortgage lending is, for the most part, not only wholly legitimate and non-abusive, but
also entically important for meeting the credit needs of the millions of Americans who
are unable to qualify for “prime” mortgage credit. This nonprime market last year
amounted to at least $213 billion, or about 10% of the overall mortgage market. Over
half of these loans were originated through brokers, and about 65% were sold into the
secondary market and securitized. Today, one of the major reasons for the availability of
nonprime credit and its relatively low rates is this securitization process. Securitization
has provided the capital from the national and international markets to fund these higher
risk loans. This has made mortgage credit much more available and dramatically
decreased costs to borrowers. As Federal Reserve Board Governor Gramlich said in a
recent speech:

“One aof the important stories of the 1990s was the huge growth in subprime lending.
In dollars, subprime morigage originations grew by a factor of seven over the 1994-
2002 period. Since low-income and minority borrowers are much more likely to rely on
subprime credits, these groups have benefited disproportionately from the expansion.
One visible outcome has been an increase in home ownership rates for low-income and
minority borrowers. This represents a welcome extension of home morigage and other
credit to previously underserved groups--a true democratization of credit markets.
Millions of low- and moderate-income families now have a chance at owning a home
and building wealth. This rapid growth of subprime credit may have created
problems..., but there is plenty of good news in this area.’

“Nonprime” Customers

Contrary to common misperceptions and some parties’ erroneous contentions,
“nonprime” borrowers are not primarily extremely poor and desperate minorities and
senior citizens. In fact, most are in their 40s and 50s, have incomes in the $50,000 -
$75,000 range, and are not minorities. In many cases, they again become “prime”
customers after experiencing temporary problems because of some adverse life event
(e.g., a divorce; job loss; or serious medical illness). In others, they may remain unable
to qualify for lower prime rates due to ongoing poor management of their finances, or a
tendency to periodically become overextended economically. And in many situations,
the borrower may have good credit, but might not meet certain of the other strict
underwriting requirements for prime loans (e.g., inadequate income documentation;
limited down payment or cash reserves, or the desire to take more cash out in a
refinancing than conventional loans allow).

legistative provisions that they are advocating) many advocates indicate that they in fact favor significantly
curtailing nonprime credit availability.

® Remarks of FRB Govemnor Edward Gramlich, “An Update on the Predatory Lending Issue” {October 9,
2003).
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Although they pose somewhat higher risks than prime rated customers, and
sometimes are slower paying, the vast majority of nonprinie borrowers pay in a timely
manner and they are good customers. Nonprime lenders utilize risk-based pricing and
generally charge rates that vary based on the particular customer’s risk level.”  Overall,
these customers now are given loan products that have average rates only about 2%
higher than prime rates, and many are only a fraction of a percent more. This is a far cry
from the 15% to 20% rates many people mistakenly think are charged by most nonprime
lenders.

How HOEPA Works (and Doesn’t Work)

In 1994, Congress recognized that higher risk mortgage borrowers may be more
likely to be subject to more coercive or inappropriate lending practices. Accordingly, it
then passed the federal Home Ownership and Equity Protection Act (“HOEPA™)® to
provide additional disclosures and substantive protections for certain of the highest cost
mortgage loans.

HOEPA applies only to certain “closed-end” loans (a’k/a “HOEPA loans”) for
refinancing prior loans that “trigger” its provisions by having annual percentage rates
(“APRs”) above a set level or “points and fees” in excess of a specified percentage of the
loan amount.” HOEPA does not apply to loans made to purchase a home, or to loans that
are structured on an “open-end” basis.

In addition to special warning disclosures, loans subject to HOEPA and its
implementing regulations have certain limitations or prohibitions on contract terms or
sales practices such as prohibiting: negative amortization, which occurs when the
payments made do not reduce the principal balance; increasing interest rates upon
default; balloon payments on loans less than 5 years, payments made only to a home
improvemnent contractor from loan proceeds; refinancing within 12 months unless it is in
the borrower’s “interest”; and making loans without regard to ability to repay on a
“pattern and practice” basis. HOEPA also applies expanded assignee liability on covered

T “IT]he gap between prime and subprime rates is largely explained by differences in risk and servicing
costs between the two markets and thar subprime rates therefore do not appear to be particularly out of
line with underlying risk and cost considerations.... The risks and costs associated with subprime lending
are significantly higher than those in the prime sector. These factors account for the lion s share of the
pricing differential between subprime and prime mortgages. In addition, there are indications that demand
Jor subprime credit is currently outstripping available supply.... Therefore, the empirical data do not
support the contention that subprime providers are earning economic rents [a/ka “abnormally high
profits"]. OCC Analysis, pp. 13, 16-17.

$15UsC §§ 1602(aa), 1639. Implementing HOEPA regulations issued by the Federal Reserve Board
can be found at 12 C.F.R. § 226.32.

* HOEPA's APR triggers are 8% for first liens and 10% for junior Hiens. The law’s points and fees trigger
covers loans when the total points and fees (counting only certain specified items) exceeds 8% of the total
loan amount, and exceeds an indexed base amount, which is $488 for 2003 ($499 for 2004).
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loans for essentially ALL claims and defenses that the borrower could have raised against
the loan originator, including those arising under other statutes and common law.

Although HOEPA does provide some limited safeguards, it now generally is
accepted that this federal law has serious defects.

Advocates’ Concerns - Advocacy groups essentially contend that HOEPA is
inadequate because it: (1) applies to only a relatively small portion of higher cost loans;
and (2) fails to mandate many substantive protections that are needed to prevent certain
abusive practices.

Industry’s Concerns — Responsible lenders acknowledge that HOEPA does not
contain some restrictions that are needed to protect borrowers from certain abusive
practices. However, they note that the current statute also is fundamentally flawed
because it: (1) includes unclear requirements so lenders may not know what they must
do; (2) fails to provide a meaningful “right to cure” unintentional errors; (3) mandates
unduly severe penalties; and (4) imposes liability on assignees who could not reasonably
know of violations.

HOEPA’s Perverse Effects - It is now widely recognized that HOEPA has the
practical effect of prohibiting borrowers from being able to obtain legitimate nonprime
loans instead of simply restricting inappropriate practices. Few lenders make loans that
are subject to this statute and there are virtually no secondary market purchasers of the
relatively few that are made.'° The HOEPA loans that are originated are held by
portfolio lenders who are likely to charge an even higher price due not to the borrower’s
credit, but to the higher legal and reputational risks and reduced competition caused by
the law itself!

' HOEPA poses two types of risk for legitimate lenders. The first is reputational (i.¢., concerns whereby
companies do not want to have their reputations hurt by being associated with loans that may be perceived
as “high cost™). More frequently, however, the concern has to do with the legal risk that arises from
HOEPA's provisions. In practice, given how the current restrictions are worded, the main compliance
problem here has little or nothing to do with the limitations on practices such as loan flipping, repayment
ability or negative amortization. The problem is that lenders sometimes inadvertently miscalculate whether
or not certain loans cross HOEPAs thresholds. This puts them in a “got you™ situation as they will not
have given the required special HOEPA disclosure notice which has to be given before the loan is made.
There is inadequate provision for correction in this case or for most other unintentional mistakes. This
means that the lender has violated the law. Penalties include having the loan rescinded at any time during
its first three years and being required to refund all fees and payments made by the borrower. Lenders
understandably consider this an extremely severe penalty, and many do not think it is worth the risk of
making loans in these circumstances. Moreover, HOEPA's sweeping assignee liability provisions mean
that secondary market purchasers would likewise be liable for such a miscalculation or other unintended
violation about which they neither knew, nor reasonably could have known. Not surprisingly, therefore,
there is virtually no secondary market and no securitization of HOEPA loans. And, as noted above, only
certain portfolio lenders make these loans, and when they do it generally is at higher rates due not to the
borrowers’ credit risk, but to the law’s risks.
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The bottom line here is that for many of the most needy borrowers, HOEPA’s
“protections” are providing relatively little real benefit, and it is likely to come at higher
costs due to the law’s provisions. We seriously question whether this 1s what Congress
intended, and recommend that Congress restructure as well as broaden HOEPA so this
perverse effect is not allowed to continue.

State & 1.ocal Initiatives

Congress has failed to update HOEPA despite widespread acknowledgment
among both consumer advocates and industry groups that statutory changes are needed.
Not surprisingly thercfore, starting in 1999 with North Carolina"’ many states and
localities have enacted, or are seriously considering enacting their own laws to prohibit
perceived abusive mortgage lending prac’tices.‘2

Some of the enacted and proposed state and local measures include two
significant types of loans that are not covered under HOEPA: (1) loans for the purchase
of a home (a/k/a “purchase money toans™);'"" and (2) open-end loans (e.g., home equity
lines of credit where the amount of the loan can go up and down and the borrower is not
initially paying off the loan by amortizing the amount by set payments over a set number
of months).14

In most cases, the state and local initiatives use the federal HOEPA law’s
threshold / trigger-based model as the general framework on which they overlay their
own requirements. In essence, these non-federal laws include “trigger” provisions that
provide that nonprime mortgage loans that have annual percentage rates (“APRs”) above
a certain level or “points and fees” in excess of a specified percentage of the loan amount
are subject to the state or local law’s requirements.

' Many advocates have contended that the NC law should serve as the model for other state laws, or even
for a revised federal HOEPA. In that regard, it is worth noting that although some states essentially started
with proposals close the NC statute, significant changes have been made elsewhere during the legislative
process. Thus, for example, by the time the Georgia Legislature finished with it’s work on the first version
of that state’s law, key NC concepts had “mutated” like a SARS virus---e.g., assignee liability and
draconian penalties were added; limitations on the anti-flipping “net benefit” test were removed.
Subsequent analysis also has shown the NC law and its impact may be quite a bit different and less
favorable than its proponents have asserted. See OCC Analysis at pages 18-22; 24-25; and “Trigger
Happy: Enactment And Aftereffects Of North Carolina's ‘Predatory Lending’ Law,” by Donald C. Lampe
(July 2003) {copy available on CFAL’s website).

" See the information on CFAL’s website regarding various state/local measures at:

http/www cfal ws/resources. htm .

B For example: California; Georgia; Kentucky; New Jersey; New Mexico; New York; North Carolina;
South Carolina.

" For example: Arkansas: Connecticut; Georgia; New Jersey; New Mexico; New York; North Carolina.
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The more restrictive'> laws lower the trigger percentages so that they apply to far
more loans than the federal law. In particular, the “points and fees” trigger is often
significantly lowered by both decreasing the percentage number (e.g., 8% to 5%) and by
including more items within the definition of a “fee” so the percentage is exceeded more
often (e.g., by counting indirect broker compensation). Thus, in real terms, the
percentage reduction is far greater than at first may appear (e.g., 8% to 5% really in effect
can be about 3%).

Sometimes, in addition to *“high cost” loans, a second category is created
(typically called “covered” loans) where certain loans are subject to some, but not all the
requirements that apply to the very highest cost loans. The requirements in either case
generally include restrictions on additional practices and/or more stringent restrictions
than those found in the federal HOEPA law.

What is especially important to understand for present purposes is that NONE of
these various state and local laws are the same. Requirements differ widely. Moreover,
not only is there a patchwork of different state/local laws, but some quite frankly are too
weak, failing to provide adequate protections. Others are excessive, imposing undue
requirements and unnecessarily limiting credit availability. And, MOST states do not
have laws that effectively plug HOEPA’s gaps.

There is no question but that some nonprime borrowers are subjected to
inappropriate practices which should be prevented. There also is no question but that
vast numbers of borrowers who are not victims of such practices can become victimized
by poorly crafted “protective” legislation that restricts nonprime credit availability or
unnecessarily increases its cost.”®  This unfortunately is occurring in all too many cases
where state and local “anti-predatory lending” laws are being passed.”” Legislators
therefore need to exercise care to ensure that they do not unintentionally curtail well-
priced, affordable nonprime credit from legitimate, responsible lenders, or make it more

S One point that should be understood is that the often-made claim that a harsher state law provides
“greater consumer protection” than HOEPA or another state’s law can be very misleading. Different,
“more restrictive,” or “tougher” do not necessarily mean “better” or more appropriate protection of
borrowers” interests. In fact, the opposite may be true. Sometimes more actual protection is provided.
Other times the law is so restrictive that legitimate practices or products are prohibited, and it is against
consumers’ interests for this to occur. Put another way, “greater protection™ labels may be more political
advocacy terms used all too ofien to disguise unbalanced legislation that can hurt, more than help, many
borrowers.

' As noted in the OCC Analysis, [t]here is a good deal of empirical evidence to sugges! that anti-
predatory statutes impede the flow of morigage credit, especially to low income and higher-risk borrowers,
and any reductions in predatory abuses resulting from these measures is probably achieved at the expense
04‘ many legitimate loans.” OCC Analysis, p. 20.

" In Georgia, for example, we saw the Legislature pass a very onerous bill that resulted in a literal
shutdown of nonprime mortgage lending in that state. After this occurred, Georgia legislators had to pass
major amendments to correct some of the worst excesses. We now are about to see other major market
disruptions due to well-intended but unworkable laws in New Jersey, Los Angeles and Oakland.
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expensive. With careful drafting and balanced provisions, however, they can prevent
abuses while preserving credit availability.

Finding Workable Solutions and Setting Balanced Lending Standards

Congress should act to bridge the gap that exists between what is in HOEPA and
what actually is needed to prevent real abuses. It also should refine certain of HOEPA’s
provisions to make the law more workable. From a technical perspective, we think that it
is relatively easy to draft language that effectively prohibits abusive practices while
allowing legitimate nonprime lending to continue. The more difficult question, however,
has been whether there is enough political will and discipline to adopt appropriate
changes. We believe that there is a growing bipartisan willingness to do so.

Areas of Substantial Agreement - There are a significant number of areas where
there appears to be little or no substantial disagreement between advocacy groups and
industry. Also, I believe that it is quite important to highlight what many apparently have
not realized: the Ney-Lucas bill as introduced addresses most of these and other
questionable practices. And, the bill generally does so effectively, although on some
points the bill's provisions may merit further “tweaking” or refinements. For purposes of
today’s testimony, I will only briefly highlight the less contentious issues in the chart
below and then direct the remainder of my testimony to major issues where Committee
members must weigh various options and then make policy choices.

Short-Term Balloon Payment Provisions

AREAS OF SUBSTANTIAL AGREEMENT COMMENT
Add New HOEPA Prohibitions on v = in H.R. 833
Call/ Debt Acceleration Provisions v
| Modification or Detenal Fees v
v

HOEPA & H.R. 833 prohibit less than 5
years; this might be extended to 7 years

Increasing Interest Rate Upon Default v
Bad Faith Avoidance of HOEPA's Restrictions v
Lending Without Special Warning Disclosures v

H.R. 833 adds stronger warnings to
current HOEPA disclosure

Recommending or Encouraging Default v
Negative Amortization v
Charging Fees for Payoff Balance Y
Home Improvement Lending Without Additional Safeguards v
Single Premium Credit Life Insurance v

H.R. 833 prohibits single premium
“insurance policies” but additional
language might be added to clarify that
the prohibition also applies to similar or
functionally equivalent products like
“debt cancellation agreements” that
technically might not be “insurance
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policies” under state law

Lending Without Regard to Repayment Ability

v
H.R. 833 significantly enhances
HOEPA’s current restriction by removing
the “pattern or practice” requirement; the
bill applies a 53% debt-to-income test
(which is a compromise between 55%
urged by industry and 50% urged by

Profiting from Foreclosures

advocacy groups)
v

H.R. 833 would add a significant
innovation to HOEPA by prohibiting
lenders from profiting from foreclosures;
any equity remaining after foreclosure

Lending Without Reporting to Credit Bureaus

costs would be given to the borrower
v

Refinancing Below-Market Low Interest Rate Loans

v

Issues Requiring Further Consideration - [ now will highlight some of the key
problems that Congress needs to address, and will suggest some possible solutions and
identify certain questions that may merit further consideration. CFAL believes that in

most cases, the policy choices are reasonably clear, and thus it should be possible to
develop reasonable and workable bipartisan solutions on most issues without great
disagreement.

LOAN ORIGINATION-RELATED ISSUES

» Restricting Prepayment Penalties — Prepayment penalties are fees that are

charged when a borrower pays off a loan earlier than had been agreed when the
loan was made. Prepayment penalties are part of a lender’s fundamental pricing
consideration. Loan pricing is based on having loans on the books long enough to
recover various origination costs that are amortized through the planned and
agreed upon number of monthly payments. When the loan has a prepayment
penalty, either the rate or the points the borrower pays will be lower; if no penalty
applies, they will be higher. Thus, by utilizing a prepayment clause a lender can
make a loan more affordable for many cash-strapped consumers.

CFAL believes that there is nothing inappropriate about a prepayment
penalty that is properly disclosed and fairly structured, and that borrowers can
receive major benefits from such provisions primarily through lower interest
rates. However, we also recognize that sometimes prepayment penalty features
are not adequately disclosed and explained to customers. In some cases the time
duration of the penalty and the penalty amount may be excessive.

Thus, we support adding further reasonable limitations on prepayment

penalties. In crafting such limitations, it is important for Committee members to
ensure not only that the penalty is not excessive, but also that it is in fact enough

11
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to allow the lender to give the borrower who accepts it a significant benefit (c.g., a
lower interest rate).

H.R. 833 makes a good start at addressing the prepayment penalty issue by
limiting penalties so that they can not apply longer than 4 years instead of 5 years
as HOEPA allows. CFAL believes that the Committee should further refine these
limitations as follows:

1. Informed Choice - If a loan is offered with a prepayment penalty, the
borrower always should be given the choice of a loan without the penalty,
and the penalty should be clearly disclosed and explained to the borrower;
Maximum 3-Year Time Limit - The time duration of the penalty should
be limited to a maximum of 3 years (or 2 years where an adjustable rate
product is involved); and
3. Amount Limit - The amount of the penalty should be limited to what is

allowed by California’s law, which is 6 months interest on 80% of the

outstanding loan balance.

[

\%

Prohibiting “Loan Flipping” — When a loan is refinanced frequently with the
borrower receiving no real benefit and paying loan closing fees and costs that
have the effect of stripping away the borrower’s equity, loan “flipping” is said to
occur.  There is no question that flipping has been a significant problem.
Consumer advocates and lenders agree that loan “flipping” is abusive and should
be prohibited. There is disagreement, however, on how this should be done.

Under implementing regulations issued by the Federal Reserve Board,
HOEPA essentially prohibits covered loans from being refinanced by the same
lender within 12 months “unless the refinancing is in the borrower’s interest.”'®
The regulations indicate that this determination is to be made on a case by case
basis taking into account relevant circumstances.

Consumer groups usually favor using a differently worded test and applying it
to loans for a much longer period of time. In particular, advocates argue that the
statutory test should be that the loan should not be made unless there is a
“reasonable tangible net benefit” to the borrower. This Phraseology was first
used in the North Carolina “anti-predatory lending” statute.”

12 CFR.§226.34(a)3).

' As noted earlier, there has been much discussion, pro and con, regarding the NC statute. Suffice it to say
here that experience has shown that no reputable lenders are known to be making loans that are deemed
“high cost” under this law. This NC law has significant qualifications on this test (e.g., a requirement that
the flipping violation be “knowing " or “intentional” and a limitation on the ability of a plaintifi’s attorney
to collect attorney’s fees if a reasonable setlement of a dispute is rejected) that have made the law such
that most lenders can comtinue to do business. albeit not in the “high cost” area.

12



205

GORICFAL S o o

a4

CFAL’s members and other lenders certainly want to stop loan flipping, but
feel strongly that there are better ways of crafting an effective restriction than
using an undefined “tangible net benefit” test,

CFAL believes that Congress should recognize that however the flipping test
is worded, clear statutory guidance should be given so that lenders can know with
reasonable certainty what they are required to do. Providing such guidance is fair
to all parties, facilitates compliance and enforcement, and helps avoid
unnecessary and costly lawsuits. We suggest that the Committee’s basic approach
for crafting such a test should involve:

(1) choosing the most suitable wording----“identifiable benefit,” which is used
in California’s law and is proving to be workable is significantly clearer than
“tangible net benefit,” which seems to require some type of unspecified
mathematical netting calculation;

(2) regardless of the term used, including NC’s key qualifications (i.c., that the
flipping be “knowing or intentional” and that the awarding of attorney’s fees be
limited to encourage settlements and discourage lawsuits);

(3) providing a number of specific “safe harbor” examples to give lenders
meaningful guidance on what is intended to be an acceptable “benefit”; and

(4) setting a reasonable limit on the length of time the “flipping” restriction
applies (e.g., 2 years).

» Financing Points and Fees — Many consumer advocates assert that lenders are
engaging in a “predatory” practice when they allow customers to borrow the
money needed to pay mortgage closing costs and finance these costs as a part of
the total loan amount. These advocates contend this has the effect of stripping
away the borrower’s equity. They argue that nonprime lenders should instead be
required to incorporate all closing costs into the loan interest rate.”!

CFAL’s members and other lenders have a fundamental disagreement with
these advocates’ position, which we consider extreme and against consumers’
best interests.”” Nonprime borrowers rarely have extra cash available to pay

% Some parties favor using the somewhat different approach of simply imposing a very tough but relatively
short term (e.g., 1 year) prohibition on refinancing a “high cost” loan with another “high cost” loan (as is
done in HR. 833). CFAL would find such a restriction workable and believes it would be effective during
its term. However, we recognize that many parties are insisting on a longer term “borrower benefit” test of
some type.

2! In fact, in a joint letter to House Financial Services Committee Chairman Oxley, many of the most active
national advocacy groups termed such financing as “the most egregious predatory lending practice.” Thus,
it appears they are contending that all nonprime lenders are engaging in predatory practices since all such
lenders, as far as we know, allow borrowers to finance such costs. The same might be said of most prime
lenders who also allow borrowers to finance costs.

221t should be remembered that when effective prohibitions are added to prevent Joan flipping, “equity
stripping” becomes much less of a problem. Borrowers will not be repeatedly refinancing their loans ina
short time period so they will not be repeatedly using equity to pay loan closing costs.
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closing costs.” They are not required to finance their closing costs, but borrowers
choose to do so in most cases because they determine that it is in their interest.
(Many prime borrowers also choose to finance their closing costs.) Lenders have
found that borrowers prefer paying these costs over the term of the mortgage.
They want and need lower monthly payments. Having a higher rate with closing
costs included as some have suggested would mean higher monthly payments,
making mortgage credit much less affordable.

We support requiring a disclosure that financing points and fees is optional as
is done in H.R. 833. However, CFAL believes that most legislators will agree that
borrowers, both prime and nonprime, should continue to have the right to finance
their loan closing costs. At most, some reasonable limitation on the amount of
such costs that could be financed (e.g. at least 5%, depending on what is included
in the costs definition) might be considered.

» Mandatory Arbitration — Many lenders include a clause in the loan terms that
any disputes between the borrower and lender must be settled by a mandatory
arbitration procedure instead of by court litigation. Consumer groups generally
claim that mandatory arbitration clauses are inherently oppressive and deny
borrowers their Jegal rights. They argue that arbitration is unfair and likely to
favor the lender over the borrower. Lenders counter by noting that Congress has
clearly indicated that arbifration is an acceptable alternative dispute resolution
process. They say that arbitration is fair to both parties, and point out that it
usually is much quicker and less expensive for borrowers. In addition, lenders
point out that mandatory arbitration is allowed and often required in many other
types of consumner financial transactions (e.g., real estate sales; securities; credit
cards). Lenders also acknowledge that they favor using arbitration to resolve
disputes because this approach helps facilitate settlements and prevents costly
class action lawsuits.

CFAL does not believe that requiring arbitration is inherently unfair, but we
do support imposing certain further statutory restrictions on arbitration clauses to
ensure greater fairness to borrowers. In this regard, we think that the so-called
“New York rule” (based on that state’s law) is a reasonable solution. This rule,
which is essentially contained in H.R. 833, would only allow arbitration clauses
which require that: (1) the arbitration be conducted in accordance with the

** There are basically four options facing the consurmer: (1) if their credit is adequate, and assuming no
prohibition on “indirect” financing is applicable as it is in NJ, they can borrow the cash needed for closing
elsewhere-—-typically at higher cost, unsecured rates (e.g., @ cash advance at a 19.99% APR via an AARP-
sponsored credit card)---and usually have much higher total monthly payments; (2) if they can afford it---
and most can not---they can pay a higher rate with higher monthly payments as some consumer groups are
advocating; (3) they can not get the loan and not be able to use their home equity to meet their financial
needs, and possibly be forced into bankruptey and/or foreciosure; or (4) they can sell their house and get
their needed cash from their home equity.
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standards set forth by a recognized national arbitration association; (2) it must be
held in the federal judicial district where the loan property is located; and (3) the
lender must pay all reasonable costs of the first 2 days of the arbitration.

Rulemaking for Additional Prohibitions — Although this should not be a
contentious issue, we want to recommend that the Committee ensure that there is
an effective administrative procedure in place so that new prohibitions or further
refinements can be added as may be needed based on subsequent experience and
circumstances. It is highly likely that unscrupulous actors will find creative new
ways to take unfair advantage of borrowers. Therefore, we believe that regulators
should be able to move promptly to stop such practices without having to wait for
new legislative authority. The Committee should consider whether the existing
Federal Reserve Board rulemaking authority is adequate, or whether a different
approach is needed.

LIABILITY & PENALTIES-RELATED ISSUES

Meaningful Right to Cure — One of HOEPA’s biggest flaws is its failure to
provide a meaningful right to cure unintentional mistakes. CFAL believes that it
is absolutely essential that such a right be provided for in any amendments. We
recommend that lenders be given at least 90 days to correct an error after they
learn of it either through their own actions or from the borrower or other persons
such as a regulatory audit. Correction should entail whatever is required to make
the borrower whole, including full restitution and payment for any loss or actual
damages caused by the error. This right to cure should not apply, however, if the
violation is considered willful or intentional.

Penalties — Consumer groups have repeatedly sought to have state and local
legislators adopt very onerous penalties for violations of “anti-predatory lending”
laws. Also, consumer advocates have sought to allow “predatory lending” claims
to be raised as defenses in every foreclosure action.

We believe that many of the penalties advocated by consumer groups are
excessive and unfair. In fact, having extremely severe penalties is one of the
reasons that many lenders have been reluctant or even unwilling to continue
making loans in Georgia earlier and as we are starting to see now in New Jersey
and elsewhere. When onerous or unclear requirements are coupled with excessive
penalties, the legal risks rise to unacceptable levels. Not only doces this tend to
limit credit availability, but it also causes higher prices for borrowers to offset the
undue legal risks. We also are understandably concerned that legitimate
foreclosure proceedings will be stymied by an open-ended provision allowing
“predatory lending” claims to be raised in every foreclosure proceeding.
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CFAL’s members will support strong penalties, but we do ask that all
penalties be graduated or proportional to the harm done, as well as to whether the
violation was willful or intentional. Very tough monetary penalties should apply
to willful violators who are the truly “bad actors”. We would welcome the
opportunity to work on a bipartisan basis with legislators to develop balanced,
proportional penalty provisions.

Assignee Liability — Consumer advocates have contended that traditional “holder
in due course” type protection should be ended and that all assignees of nonprime
loans should be strictly liable for any violations that occurred before the assignee
obtained the loan even if the assignee had no knowledge of, or even could not
reasonably have known of, the violation.  These advocates contend that the
secondary market is providing the funding for predatory loans, and that strict
assignee liability is needed to cut off such funding. They maintain that such
liability will force secondary market purchasers™ to better police those from
whom they buy loans.

Nonprime lenders and secondary market purchasers are strongly opposed to
extending such strict Hability to all nonprime loans.”> We question whether it is
appropriate to impose any liability on assignees, other than perhaps larger lenders
who buy loans from smaller correspondent lenders. Today, only larger lenders
with substantial resources are able to securitize loans. They clearly have the
resources to ensure the borrower receives a full recovery of any damages.
Moreover, they are in the best position to police the practices of their brokers,
loan officers and correspondents.

The North Carolina law, which consumer advocates tout, does not include
such strict assignee hability provisions. In contrast, imposing broad assignee
fiability in Georgia resulted in secondary market purchasers refusing to buy loans
and loan rating agencies like Standard & Poor’s and Moody’s being unable to rate
loans. This resulted in Georgia’s nonprime lending market being shut down, and
Georgia’s legislature taking emergency action to address this unintended

* They typically do not mention that such purchasers include pension funds and other bond buyers who
will be very reluctant, and most often unwilling to continue making capital available for mortgage loans if
such liability is imposed.

** As 1 obscrved earlier, HOEPA currently applies such liability to “high cost” loans and that this is a major
reason that most lenders do not make such loans. (HOEPA’s assignee liability is so broad that it essentially
makes the assignee liable for any violation of any law committed by the originator, even if the violation is
not a violation of HOEPA.) Currently, virtually no private secondary market purchasers, including Fannie
Mae and Freddie Mac, will buy such “high cost” loans. The relatively few such loans that exist appear to
be ones made by retail lenders who keep them in their own portfolios. The cost of such loans, when
available, also is generally significantly higher for the borrower not because of their credit risk, but because
of the higher legal risk and reduced competition caused by the law. This is one of the perverse effects of
the current statute,

16
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consequence of its earlier legislative actions. New Jersey, Los Angeles and
Oakland are now poised to have similar experiences for the same reasons.

Legislators must be extremely cautious in making changes that upset
secondary market dynamics because unfettered access to the capital markets is
largely responsible for having dramatically increased nonprime credit availability
and for lowering costs for millions of Americans. Lenders and secondary market
purchasers believe that it is very unfair to impose liability when there is no
reasonable way that the loan or securities holder could have known of the
violation. In any case, we feel that liability generally should apply only if the
assignee by reasonable due diligence knew or should have known of a violation of
the law based on what is evident on the face of the loan documents.

CFAL’s members include many of the largest securitizers in the nonprime
mortgage business. We again want to work closely with Committee members, as
well as Wall Street investment bankers, the rating agencies, the GSEs and other
key players in the securitization process to develop workable provisions on this
liability issue so that mortgage capital.

SCOPE OF HOEPA'S COVERAGE

> Expanding to Cover Other Types of Nonprime Loans — At the present time
HOEPA only applies to certain “closed-end” loans involving a refinancing of an
existing mortgage. It does not cover either “open-end” loans, such as home
equity lines of credit, or loans for the purchase of a home. A number of state
measures have applied restrictions to such open-end and/or purchase money
loans.’® CFAL believes that it would be appropriate to expand the federal law so
that its protections cover both of these types of loans. We feel that this is both
proper policy and consistent with our support for uniform national lending
standards for nonprime lending, which I will discuss further momentarily.

> Expanding Coverage by Changing HOEPA’s APR and “Points and Fees”
Triggers — As noted earlier, HOEPA currently only applies to a relatively small
part of the nonprime market-—-i.e., certain of the highest cost loans where the APR
or points and fees exceed specified threshold levels. Advocacy groups have
consistently sought to extend coverage at both the federal and state levels by
significantly lowering the trigger levels. We are unwilling to support such
reductions unless HOEPA’s current flaws are corrected and any new restrictions
are truly balanced and workable. Our opposition is based on the very real concern
that doing so would expose lenders and secondary market participants to
unacceptable risk levels on far more loans. This would destroy large portions of
the nonprime market, greatly limiting borrowers’ credit access and increasing

% Please refer back to footnotes 13 and 14.
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their costs. However, if HOEPA is restructured in a reasonable and fair manner,
we are quite open to discussing expanding it to cover more nonprime Joans.

UNIFORMITY & ENFORCEMENT-RELATED ISSUES

Natiopal Uniformity and Enforcement — The irrational patchwork of state and
local “anti-predatory lending” laws that is developing is not workable. None of
these laws is the same, and requirements vary greatly. Provisions are often
arbitrary, unclear and totally impractical for lenders to implement. Well intended,
but poorly crafted state and local requirements are having unintended negative
consequences for borrowers. Most states also still have no effective borrower
safeguards in place.

Today, nonprime lending is clearly a nationwide, interstate business that is
highly dependent on the national capital markets in order to make affordable
mortgages available to the millions of Americans who can not qualify for
conventional financing. We need consistent, nationwide requirements to be able
to do so effectively and efficiently. Borrowers need protections not only from
abusive lending practices, but also from differing, poorly crafted state and local
laws that limit their access to affordable credit and force them to pay more.

CFAL therefore strongly supports prompt Congressional action to provide
clear, effective and workable uniform national fair lending standards® for
nonprime mortgage loans. These standards should provide equal protections for
all Americans and apply to all mortgage originators, regardless of how they may
be structured or chartered.

We also believe that state officials should have an active role along with
federal authorities in enforcing these national standards.

OTHER RELATED ISSUES

In closing, I want to mention that we also want to work with Committee
members and other interested parties on various other related issues that are likely
to come up in this debate---such as expanding consumer financial education and
counseling opportunities; mortgage broker licensing requirements; loan servicing;
and preventing “property flipping”. In particular, CFAL is especially interested in
pursuing proposals, such as Rep. Scott and others have offered, relating to
borrower education which can empower people to make more informed financial
choices and to aveid abusive practices. The long term answer to many of these
problems is education, not restrictive legislation. Among other things, we think

" Both Fannie Mae and Freddie Mac also have now expressed their support for uniform national standards,
as have many other lenders and trade groups.
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that the Committee might want to consider having nonprime lenders pay a
reasonable fee into a central fund when they originate a mortgage. This fee could
be used as a funding mechanism for state and community based education
programs and quite possibly for state enforcement efforts.

* * *

CFAL is confident that Congress can fairly resolve these issues and pass
effective national standards for fair lending that protect nonprime borrowers
without unduly limiting their access to affordable mortgage credit. We look
forward to working constructively with Committee members and all other
interested parties to help enact such legislation.”®

% Please feel free to contact me, or CFAL’s Executive Director, Wright H. Andrews (202-742-
4245, wandrews@butera-andrews.com), if you have questions or would like further information
about CFAL s positions.
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Good morning Chairman Bachus, Chairman Ney, and members of the committee. My
name is A.W. Pickel, 111, President of the National Association of Mortgage Brokers
(NAMB) and President of Leader Mortgage Company in Lenexa, Kansas. Thank you for
inviting NAMB to testify today on the very vital issues pertaining to the prevention of
abusive lending practices, preserving access to consumer credit and protecting
homeowners in America.

I want to commend both of you for your leadership on this issue, as NAMB believes that
vetting the issues relative to abusive lending practices is the key to prevention and the
disgorgement of abusive lending tactics. I also want to thank you for including NAMB in
the series of predatory lending roundtable discussions you have held over the past few
months. We appreciate your continued efforts to provide a forum in which interested
parties can discuss these issues in an effort to protect consumers.
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NAMB is the nation’s largest organization exclusively representing the interests of the
mortgage brokerage industry and has more than 16,000 members and 46 state affiliates.
We represent mortgage brokers in all 50 states and in the District of Columbia. NAMB
believes that abusive lending practices committed by anyone or any entity hurt consumers
and adversely affect the reputation and public perception of all mortgage industry
participants. We support efforts to expose abusive lending practices and combat abusive
tactics provided that these efforts do not inadvertently cut off credit access to consumers
or inhibit the ability of the mortgage finance industry to continue to work with consumers
through the homebuying process.

With the homeownership rates rising in America to 68.4% in the third quarter,' it is
imperative that consumers trust in the integrity of those in the mortgage industry so that
the homeownership rate will continue to rise and consumers will continue to experience
the joys of homeownership. While many factors have contributed to this record increase
in homeownership, one of the principal factors has been the rise of wholesale lending
through mortgage brokers. Today, mortgage brokers originate two out of every three
mortgage loans. In 2002, there were 44,000 mortgage brokerage companies that
employed an estimated 360,000 people. Since mortgage brokers represent 65% of the
home loans originated in 2002, it is not surprising that mortgage brokers originate more
mortgages than any other single loan source group in this nation.

THE ROLE OF MORTGAGE BROKERS

A mortgage broker is an independent real estate financing professional who specializes in
the origination of residential and/or commercial mortgages. A mortgage broker is also an
independent contractor who markets and originates loans offered by multiple wholesale
lenders. We can offer consumers superior expertise and assistance in getting through
what can be a very tedious and complicated loan process.

Mortgage brokers serve a very significant role to the consumer throughout the mortgage
process. They spend a significant amount of time with mortgage applicants, working
through credit problems with them, assisting those having no credit histories, and helping
them finance the purchase of their home. Before a consumer applies for a mortgage loan,
mortgage brokers often work with these consumers to help them review and correctly
dispute their credit when necessary.

A mortgage broker does not simply press a few keys to provide the consumer with a
mortgage foan. Nor are mortgage loans akin to products that can be picked from a shelf
and paid for at checkout. Mortgage brokers perform a vital and unique role in assisting
consumers in obtaining a mortgage loan.

! U.S. Census Bureau, third quarter, 2003.
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THE ROLE OF MORTGAGE BROKERS IN COMBATING ABUSIVE LENDING

NAMB is committed to preventing abusive lending practices from destroying the dream
of homeownership for American families. We recognize that there are families that have
suffered because of abusive lending practices, and we deplore these practices. Abusive
lending practices strip borrowers of home equity and threaten families with foreclosure,
destabilizing the very communities that are beginning to enjoy the fruits of our nation’s
economic success. The vast majority of mortgage lenders and mortgage brokers are
honest and provide services to their customers with integrity. If consumers did not feel
mortgage brokers were delivering on what was promised, they would not reward them n
the market. As every industry has some bad actors, NAMB wants to weed out these
unscrupulous actors so that they cannot prey on vulnerable homeowners. NAMB
believes abusive lenders should not be tolerated in our industry or in any other industry.

NAMB believes that industry self-regulation can play an integral role in efforts to combat
abusive lending practices. As we recognize, buying or financing a home is one of the-
largest, most complicated and vitally important decisions facing consumers in this
country. We believe that an informed and educated consumer is better off during the
home buying process, however, we also believe it is essential that residential mortgage
loan originators who work directly with these homebuyers are educated, honest, and
nothing short of professional.

Before residential loan originators deal with a potential or current homeowner, they must
have formal training, and should be tested on their knowledge of matters including
financial analysis, ethics, federal and state disclosures, real estate law, and mathematical
computations germane to real estate and mortgage lending.

As such, in 2002, NAMB introduced its Model State Statute Initiative (MSSI) on
licensing, pre-licensure education and continuing education requirements to protect
consumers and cnsure originator competency. Through MSSI, NAMB sceks to have
individual state statutcs cnacted that require pre-licensure cducation and mandatc
continuing education requirements for all residential loan originators. This model statute
would serve as a model for state regulators and legislators whose states do not have such
statutes or whose states need to improve their statues to protect and better serve the
community. NAMB believes that such an initiative will serve to help reduce the
incidence of abusive lending practices and improve the overall competency of the
industry.

NAMB is also leading an industry effort to create a nationwide registry of mortgage
originators and companies. NAMB supports a federal registry of all loan originators. We
believe a nationwide registry will give mortgage industry professionals an avenue to
report unscrupulous actions by other mortgage professionals, and help to police itself and
eliminate bad actors from its ranks.

In addition, NAMB believes it is imperative for consumers and for the integrity of the
profession that its members adhere to a set of best practices. Last year, NAMB
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participated in the Predatory Lending Roundtable sponsored by federal regulators,
whereby we discussed the merits of developing a national code of best practices to
address predatory lending. As a requirement of NAMB membership, all members and
their employees subscribe to the "Best Lending Practices Guidelines.” > We encourage
homebuyers to look for adherence to these guidelines as important selection criteria when
choosing a mortgage broker.

Furthermore, members of NAMB must also adhere to the Code of Ethics of NAMB and
of their affiliated state associations, reflecting professionalism, honesty, and integrity
among brokers.” Finally, NAMB has implemented a Model Loan Origination Agreement
in an effort to help inform consumers about the role of the mortgage broker and how a
broker is compensated. *

DEFINING THE PROBLEM

Abusive lending practices occur in all areas of mortgage lending, although most attention
today has been given to those practices taking place in the subprime market. Although
we believe the incidence of abuse is very small relative to the whole industry, we believe
that any abuse committed against consumers is too much. Some of the barriers to fair
lending include addressing the complexity of the mortgage process and the insufficient
enforcement of existing laws.

The mortgage process can be a difficult experience for consumers. Mortgage brokers
spend a significant amount of time with consumers to help them understand the
complicated mortgage process. They talk with consumers and walk them through the
many facets of purchasing a home so that the consumer has a better understanding of
cach step of the process and is comfortable. NAMB has long supported the reform of
mortgage laws and has participated in broad industry initiatives to facilitate
comprehensive mortgage reform. We believe any proposal to reform the current
mortgage laws should cnhance consumer choice, clarify the process, and enable small
businesses to continue to engage with consumers in mortgage transactions.

NAMB believes existing laws should be better enforced by state and federal regulators as
a means to eliminate a great deal of abusive lending practices. Federal fair lending and
consumer protection laws, such as the Fair Housing Act, the Equal Credit Opportunity
Act, the Truth in Lending Act as amended by the Home Ownership and Equity Protection
Act (HOEPA), and the Real Estate Settlement Procedures Act all provide substantive
protection to borrowers. These laws provide disclosure requirements, define high cost
loans, and contain anti-discrimination provisions. Many of the abusive lending practices
that are taking place often involve outright fraud, in addition to misleading and deceptive
sales and marketing practices, which are already illegal. Although the mortgage lending
industry is heavily regulated through these laws, the perpetrators often ignore these laws
and go unpunished for their violations,

? Attachment |, NAMB, Best Lending Practices Guidelines.
* Attachment 2, NAMB, Code of Ethics.
¢ Attachment 3, NAMB, Mode! Loan Origination Agreement.
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There 1s a serious lack of enforcement of these laws. This current lack of enforcement
creates an environment whereby abusive lenders continue to cultivate, from which
consumers will suffer the consequences.

Many current state and federal proposals to address abusive lending practices would not
necessarily prevent abusive lending practices, but could in fact, be harmful to consumers
by restricting their choices of loan products and terms. Many of these laws only add to
restrictions on law-abiding legitimate originators, while doing nothing to stop the truly
unscrupulous lenders who will simply ignore the new law.

SUBPRIME LENDING

There has been widespread confusion as to the terms “subprime” and “predatory” as
many reports of unfair lending are alleged to have come from subprime loans.
Conventional borrowers, however, can also experience abusive lending practices.
Although numerous state and federal laws regulate mortgage lending, these laws and
regulations do not define predatory lending. Abusive lending often involves certain
products that are used improperly through unfair marketing tactics, collection practices,
and loan terms that, when combined, deceive and exploit borrowers.

Subprime lending on the other hand, is usually linked to the credit status of the borrower.
That is, subprime lending often serves the market of borrowers whose credit history
would not permit them to qualify for the conventional "prime" loan market.

Subprime loans are inherently riskier than loans made in the prime market. Generally, the
risk associated with subprime loans can be attributed to borrowers' tarnished credit
records or uncertain income prospects. Subprime loans naturally feature pricing and
other contract terms that either compensate for or are intended to lessen some of these
risks.

To a great degree, the rapid growth in subprime lending has been fueled by technological
changes. The most prominent of these changes has been the widespread use of credit
scoring models that permit lenders to determine efficiently and quickly the appropriate
pricing for a subprime loan. Prior to the advent of these tools, the loan application most
likely would have simply been denied. Despite the growth of subprime lending, it shouid
be remembered that such loans still represent only a small portion of the overall mortgage
market.

The great majority of subprime lending today results in benefits to consumers at
reasonable, appropriate risk-based prices. Consumers with blemished cre