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SUMMARY:: The Bureau of Consumer Financial Protection (Bureau) is proposing to amend
Regulation Z, which implements the Truth in Lending Act (TILA). This proposal is related to a
final rule published elsewhere in today’s Federal Register. That final rule implements sections
1411, 1412, and 1414 of the Dodd-Frank Wall Street Reform and Consumer Protection Act
(Dodd-Frank Act), which creates new TILA section 129C. Among other things, the Dodd-Frank
Act requires creditors to make a reasonable, good faith determination of a consumer’s ability to
repay any consumer credit transaction secured by a dwelling (excluding an open-end credit plan,
timeshare plan, reverse mortgage, or temporary loan) and establishes certain protections from
liability under this requirement for “qualified mortgages.” The Bureau is proposing certain
amendments to the final rule implementing these requirements, including exemptions for certain
nonprofit creditors and certain homeownership stabilization programs and an additional

definition of a qualified mortgage for certain loans made and held in portfolio by small creditors.



The Bureau is also seeking feedback on whether additional clarification is needed regarding the
inclusion of loan originator compensation in the points and fees calculation.
DATES: Comments must be received on or before February 25, 2013, except that comments on
the Paperwork Reduction Act analysis in part V111 of this Federal Register notice must be
received on or before [INSERT DATE THAT IS 30 DAYS FROM PUBLICATION IN FR].
ADDRESSES: You may submit comments, identified by Docket No. CFPB-2013-0002 or RIN
3170-AA34, by any of the following methods:
e Electronic: http://www.regulations.gov. Follow the instructions for submitting
comments.
e Mail/Hand Delivery/Courier: Monica Jackson, Office of the Executive Secretary,
Consumer Financial Protection Bureau, 1700 G Street, NW, Washington, DC 20552.
Instructions: All submissions should include the agency name and docket number or
Regulatory Information Number (RIN) for this rulemaking. Because paper mail in the
Washington, DC area and at the Bureau is subject to delay, commenters are encouraged to
submit comments electronically. In general, all comments received will be posted without
change to http://www.regulations.gov. In addition, comments will be available for public
inspection and copying at 1700 G Street, NW, Washington, DC 20552, on official business days
between the hours of 10 a.m. and 5 p.m. Eastern Time. You can make an appointment to inspect
the documents by telephoning (202) 435-7275.

All comments, including attachments and other supporting materials, will become part of
the public record and subject to public disclosure. Sensitive personal information, such as
account numbers or social security numbers, should not be included. Comments will not be

edited to remove any identifying or contact information.



FOR FURTHER INFORMATION CONTACT: Jennifer B. Kozma, Eamonn K. Moran, or
Priscilla Walton-Fein, Counsels; Thomas J. Kearney or Mark Morelli, Senior Counsels; or
Stephen Shin, Managing Counsel, Office of Regulations, at (202) 435-7700.
SUPPLEMENTARY INFORMATION:
I. Summary of Proposed Rule

As discussed in detail under part 11 below, sections 1411, 1412, and 1414 of the Dodd-
Frank Act created new TILA section 129C, which establishes, among other things, new ability-
to-repay requirements. The Bureau is adopting final rules implementing these ability-to-repay
requirements in a notice published elsewhere in today’s Federal Register (the Bureau’s 2013
ATR Final Rule). The Bureau believes that several exemptions and modifications to the ability-
to-repay requirements may be appropriate. The Bureau is also proposing two alternative
comments intended to clarify the calculation of points and fees in a transaction involving loan
originator compensation. Accordingly, the Bureau solicits feedback regarding these exemptions
and modifications.
A. Proposed Exemption for Credit Extended Pursuant to a Community-Focused Lending
Program

The Bureau is proposing to exempt an extension of credit made pursuant to a program
administered by a housing finance agency (HFA) from the ability-to-repay requirements. The
Bureau believes that this exemption may be necessary to preserve access to credit for low- to
moderate-income (LMI) consumers. The Bureau is concerned that the ability-to-repay
requirements may undermine the underwriting requirements of these programs. For example, the
ability-to-repay provisions may require consideration of underwriting factors that are not

required under HFA programs, such as the consumer’s credit history. The Bureau is also



concerned that the ability-to-repay requirements may affect the ability of HFAs to offer
extensions of credit customized to meet the needs of LMI consumers while promoting long-term
housing stability. Furthermore, the Bureau is concerned that the costs of implementing and
complying with the ability-to-repay requirements would result in a severe curtailment of the
credit offered under these programs. The proposed exemption related to HFAs is discussed in
more detail below in the section-by-section analysis of 8 1026.43(a)(3)(iv).

The Bureau is also proposing to exempt an extension of credit made by certain types of
nonprofit creditors from the ability-to-repay requirements. Creditors designated by the U.S.
Department of the Treasury as Community Development Financial Institutions and creditors
designated by the U.S. Department of Housing and Urban Development as either a Community
Housing Development Organization or a Downpayment Assistance Provider of Secondary
Financing are included in this proposed exemption. The proposal also exempts creditors
designated as nonprofit organizations under section 501(c)(3) of the Internal Revenue Code,
provided that the extension of credit is to a consumer with income that does not exceed the
qualifying limit for moderate income families as established pursuant to section 8 of the United
States Housing Act of 1937, that during the calendar year preceding receipt of the consumer’s
application the creditor extended credit no more than 100 times, and only to consumers with
income that did not exceed the above qualifying limit, and that the creditor determines, in
accordance with written procedures, that the consumer has a reasonable ability to repay the
extension of credit. The Bureau is concerned that nonprofit creditors may not have the resources
to implement and comply with the ability-to-repay requirements, and may be forced to cease or
severely limit extending credit to LMI consumers, which would result in the denial of

responsible, affordable mortgage credit. However, to prevent circumvention of TILA, the



Bureau believes that this exemption should be limited to the nonprofit creditors identified above.
The proposed exemption related to these nonprofit creditors is discussed in more detail below in
the section-by-section analysis of § 1026.43(a)(3)(v).
B. Proposed Exemption for Credit Extended Pursuant to a Homeownership Stabilization and
Foreclosure Prevention Program, Federal Agency Refinancing Program, or GSE Refinancing
Program

The Bureau is proposing to exempt an extension of credit made pursuant to an
Emergency Economic Stabilization Act (EESA) program, such as extensions of credit made
pursuant to a State Hardest Hit Fund (HHF) program, from the ability-to-repay requirements.
The Bureau believes that this exemption may be necessary to preserve access to credit. The
Bureau is concerned that requiring credit extended pursuant to these programs to comply with
the ability-to-repay provisions may unnecessarily interfere with these programs’ unique
underwriting requirements, which would make it more difficult for many consumers to qualify
for assistance and increase the cost of credit for those who do, thereby impacting the availability
of credit for these at-risk consumers. Further, the Bureau is concerned that creditors may elect
not to participate in these programs, rather than investing resources complying with the
requirements of both homeownership stabilization programs and the ability-to-repay
requirements, which would frustrate efforts to ameliorate the effects of the financial crisis and
disrupt the financial market for consumers at risk of foreclosure or default, thereby harming
those in need of the assistance provided under these programs. The proposed exemption related
to these emergency programs is discussed in more detail below in the section-by-section analysis
of § 1026.43(a)(3)(vi).

The Bureau is proposing to exempt from the ability-to-repay requirements a refinancing



that is eligible to be insured, guaranteed, or made pursuant to a program administered by the
Federal Housing Administration, U.S. Department of Veterans Affairs, or the U.S. Department
of Agriculture. The proposed exemption is available only until the Federal agency administering
the program under which the extension of credit is eligible to be insured, guaranteed, or made
prescribes rules pursuant to section 129C(a)(5) or 129C(b)(3)(B)(ii) of TILA. The Bureau
believes that this exemption is necessary to preserve access to credit. The Federal agencies
described above have not yet prescribed rules related to the ability-to-repay requirements for
refinances, pursuant to TILA section 129C(a)(5), or the definition of qualified mortgage,
pursuant to TILA section 129C(b)(3)(B)(ii). The Bureau is concerned that the ability-to-repay
provisions would unnecessarily interfere with requirements of these Federal agency refinance
programs, which would make it more difficult for many consumers to qualify for these programs
and increase the cost of credit for those who do, thereby constraining the availability of
responsible, affordable credit for consumers. The proposed exemption related to these Federal
agencies is discussed in more detail below in the section-by-section analysis of

§ 1026.43(a)(3)(vii).

The Bureau is proposing to exempt an extension of credit that is a refinancing that is
eligible to be purchased or guaranteed by the Federal National Mortgage Association (Fannie
Mae) or the Federal Home Loan Mortgage Corporation (Freddie Mac) (collectively, the GSESs)
from the ability-to-repay requirements. This proposed exemption only applies if:

e The refinancing is made pursuant to an eligible targeted refinancing program, as

defined under regulations promulgated by the Federal Housing Finance Agency;

e Such entities are operating under the conservatorship or receivership of the Federal

Housing Finance Agency on the date the refinancing is consummated,;



e The existing obligation satisfied and replaced by the refinancing is owned by Fannie
Mae or Freddie Mac;
e The existing obligation satisfied and replaced by the refinancing was not
consummated on or after January 10, 2014; and
e The refinancing is not consummated on or after January 10, 2021.
The Bureau is concerned that the ability-to-repay requirements may add unnecessary additional
costs and may cause needless delays for distressed consumers whose current mortgage
obligations are owned by Fannie Mae or Freddie Mac and who seek refinancings pursuant to
these eligible targeted refinancing programs. The proposed exemption related to these GSE
refinancing programs is discussed in more detail below in the section-by-section analysis of
§ 1026.43(a)(3)(viii).
C. Loans Held in Portfolio by Small Creditors
The 2013 ATR Final Rule defines three categories of qualified mortgages. Qualified
mortgages are provided either a conclusive or rebuttable presumption of compliance with the
requirement that creditors make a reasonable, good faith determination of a consumer’s ability to
repay before originating a mortgage loan. The Bureau is proposing to define a new, fourth
category of qualified mortgages.
The proposed new category would include certain loans originated by small creditors®
that:

e Have total assets of $2 billion or less at the end of the previous calendar year; and

! The $2 billion threshold reflects the purposes of the proposed category and the structure of the mortgage lending
industry. The Bureau’s choice of $2 billion in assets as a threshold for purposes of TILA section 129C does not
imply that a threshold of that type or of that magnitude would be an appropriate way to distinguish small firms for
other purposes or in other industries.



e Together with all affiliates, originated 500 or fewer first-lien covered transactions

during the previous calendar year.

The proposed new category would include only loans held in portfolio by these creditors.
Therefore, if a creditor agreed prior to consummation to sell a loan, that loan would not be a
qualified mortgage under the proposed definition. Such loans often are described as being
subject to a “forward commitment.” The rule would provide an exception that would allow
forward commitments to sell to a creditor that also meets the limits on asset size and number of
first-lien covered transactions. To prevent evasion, a loan in the proposed new category would
lose its status as a qualified mortgage if it is held in portfolio for less than three years after
consummation, with certain exceptions.

The loan also would have to conform to all of the requirements under the general
definition of a qualified mortgage except the 43 percent limit on monthly debt-to-income ratio.
In other words, the loan could not have:

e Negative-amortization, interest-only, or balloon-payment features;

e Aterm longer than 30 years; and

e Points and fees greater than 3 percent of the total loan amount (or, for smaller loans,

the amount specified in the regulation).
When underwriting the loan the creditor would have to:
e Consider and verify the consumer’s income and assets; and
e Base the underwriting on a monthly payment calculated using the maximum interest
rate that may apply during the first five years of the loan and that is fully amortizing.
The creditor also would have to consider the consumer’s debt-to-income ratio or residual income

and verify the underlying information. In contrast, the general definition of a qualified mortgage



requires creditors to calculate debt-to-income ratio according to the instructions in appendix Q to
the rule and prohibits debt-to-income ratios above 43 percent. In other words, under the
proposed additional definition, a creditor would not have to use the instructions in appendix Q to
calculate debt-to-income ratio, and a loan with a consumer debt-to-income ratio higher than

43 percent could be a qualified mortgage if all other criteria are met.

The Bureau also is proposing to allow small creditors to charge a higher annual
percentage rate for first-lien qualified mortgages in the proposed new category and still benefit
from a conclusive presumption of compliance or “safe harbor.” Qualified mortgages can have
different levels of protection from liability depending on their annual percentage rate. Under the
existing rules, first-lien qualified mortgages with an annual percentage rate less than or equal to
the average prime offer rate plus 1.5 percentage points and subordinate-lien qualified mortgages
with an annual percentage rate less than or equal to the average prime offer rate plus
3.5 percentage points are within the safe harbor. A qualified mortgage with an annual
percentage rate above those thresholds is presumed to comply with the ability-to-repay rules, but
a consumer could rebut that presumption under certain circumstances. A qualified mortgage in
the proposed new category would be conclusively presumed to comply if the annual percentage
rate is equal to or less than the average prime offer rate plus 3.5 percentage points for both
first-lien and subordinate-lien loans.

The Bureau is proposing these changes because it believes they may be necessary to
preserve access to responsible, affordable mortgage credit for some consumers. Small creditors
are a significant source of loans that, for various reasons, do not qualify for government
guarantee and insurance programs and cannot be sold for securitization. Larger creditors often

are unwilling to make these loans because they involve consumers or properties with unique



features that make them difficult to assess using larger creditors’ underwriting standards or
because larger creditors are unwilling to hold the loans in portfolio. Small creditors often are
willing and able to consider these consumers and properties individually and to hold the loans on
their balance sheets. Small creditors also may be the predominant source of credit in many rural
areas where large creditors do not operate.

Small creditors may be particularly well suited to make mortgage loans that are
responsible and affordable because their small size, relationship-based lending model, and ties to
their communities enable them to make more accurate assessments of consumers’ ability to
repay than larger creditors. Small creditors also have strong incentives to carefully consider
whether a consumer will be able to repay a portfolio loan at least in part because the small
creditor retains the risk of default.

Small creditors often charge higher interest rates and fees for legitimate business reasons.
For example, small creditors often pay more for the funds they lend and may charge more to
compensate for the interest rate and other risks associated with holding a loan in portfolio.

Many small creditors have expressed concerns about the litigation risk associated with
the requirement to make a reasonable and good faith determination of consumers’ ability to pay
based on verified and documented information. Indeed, small creditors assert that they will not
continue to make mortgage loans unless they are protected from liability for violations of the
ability-to-repay rules by a conclusive presumption of compliance or “safe harbor.” The Bureau
therefore believes that creating a new category of qualified mortgages that would include small
creditor portfolio loans and raising the annual percentage rate threshold for the safe harbor to

accommodate small creditors’ higher costs may be necessary to preserve some consumers’
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access to mortgage credit and also would ensure that the mortgage credit is provided in a
responsible, affordable way.

The Bureau is soliciting comment on both the proposed approach to small creditor
portfolio loans generally and on the specific criteria proposed. The proposed amendments
related to small creditor portfolio loans are discussed in more detail below in the
section-by-section analysis of § 1026.43(b)(4) and (e)(5).

D. Higher-Priced Covered Transaction Threshold for Balloon-Payment Qualified Mortgages

The Bureau also is proposing to allow small creditors operating predominantly in rural or
underserved areas to offer first-lien balloon loans with a higher annual percentage rate and still
benefit from a conclusive presumption of compliance with the ability-to-repay rules or “safe
harbor.” The Bureau believes this change may be necessary to preserve access to responsible,
affordable mortgage credit in rural and underserved areas.

Consumers in rural and underserved areas may be able to obtain a mortgage loan only
from small creditors because larger creditors often do not lend in those areas. Small creditors
operating predominantly in rural and underserved areas assert that they cannot offer mortgage
loans unless they are allowed to make balloon loans that are protected from liability for
violations of the ability-to-repay rules by a safe harbor.

The Bureau’s current rule provides that certain balloon loans made by small creditors
operating predominantly in rural or underserved areas are qualified mortgages. However,
qualified mortgages can have different levels of protection from liability depending on their
annual percentage rate. Under the existing rules, first-lien qualified mortgages with an annual
percentage rate less than or equal to the average prime offer rate plus 1.5 percentage points and

subordinate-lien qualified mortgages with an annual percentage rate less than or equal to the
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average prime offer rate plus 3.5 percentage points are within the safe harbor. Qualified
mortgages with annual percentage rates above these thresholds are presumed to comply with the
ability-to-repay rules, but a consumer can rebut that presumption under certain circumstances.

Small creditors often charge higher interest rates and fees for legitimate business reasons,
such as to cover their higher costs and to compensate for interest rate and other risks associated
with holding a loan in portfolio. Therefore, the Bureau is concerned that many balloon-payment
qualified mortgages will have annual percentage rates that are too high to qualify for the safe
harbor. Because small creditors operating in rural and underserved areas insist that they are
unwilling to make mortgage loans outside of the safe harbor because of litigation risk, this could
limit access to credit for some consumers.

The Bureau is soliciting comment on adjusting the annual percentage rate threshold for
balloon-payment qualified mortgages generally and on the specific threshold proposed. The
proposed amendment is discussed in more detail below in the section-by-section analysis of
§ 1026.43(b)(4).

I1. Background

For over 20 years, consumer advocates, legislators, and regulators have raised concerns
about creditors originating mortgage loans without regard to the consumer’s ability to repay the
loan. Beginning in about 2006, these concerns were heightened as mortgage delinquencies and
foreclosure rates increased dramatically, caused in part by the gradual deterioration in
underwriting standards. See 73 FR 44524 (Jul. 30, 2008). The following is presented as
background information, including a brief summary of the legislative and regulatory responses to
this issue, which culminated in the enactment of the Dodd-Frank Act on July 21, 2010, the Board

of Governors of the Federal Reserve System’s (the Board) issuance of a proposed rule on May
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11, 2011 to implement certain amendments to TILA made by the Dodd-Frank Act, the Bureau’s
issuance of the final rule to implement sections 1411, 1412, and 1414 of the Dodd-Frank Act,
and this proposal to provide certain exemptions from and amendments to the ability-to-repay
requirements. For additional detailed background regarding the issues addressed in this
proposal, see the discussion in part 11 of the Bureau’s final rule, published elsewhere in today’s
Federal Register.
A. TILA and Regulation Z

In 1968, Congress enacted TILA, 15 U.S.C. 1601 et seq., based on findings that
economic stability would be enhanced and competition among consumer credit providers would
be strengthened by the informed use of credit resulting from consumers’ awareness of the cost of
credit. One of the purposes of TILA is to promote the informed use of consumer credit by
requiring disclosures about its costs and terms. See 15 U.S.C. 1601(a). TILA requires additional
disclosures for loans secured by consumers’ homes and permits consumers to rescind certain
transactions secured by their principal dwellings. See 15 U.S.C. 1635, 1637a. Section 105(a) of
TILA directs the Bureau (formerly the Board)? to prescribe regulations to carry out TILA’s
purposes, and specifically authorizes the Bureau, among other things, to issue regulations that
contain such additional requirements, classifications, differentiations, or other provisions, or that
provide for such adjustments and exceptions for all or any class of transactions, that in the
Bureau’s judgment are necessary or proper to effectuate the purposes of TILA, facilitate
compliance with TILA, or prevent circumvention or evasion therewith. See 15 U.S.C. 1604(a).

TILA is implemented by the Bureau’s Regulation Z, 12 CFR part 1026. Commentary provided

2 General rulemaking authority for TILA transferred to the Bureau in July 2011, other than for certain motor vehicle
dealers in accordance with Dodd-Frank Act section 1029, 12 U.S.C. 5519. Pursuant to that transferred rulemaking
authority, the Bureau issued its own Regulation Z, 12 CFR part 1026, which substantially parallels the Board’s
Regulation Z, 12 CFR part 226. See 76 FR 79767 (Dec. 22, 2011).
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in the Official Interpretations supplement to Regulation Z interprets the requirements of the
regulation and provides guidance to creditors in applying the rules to specific transactions. See
12 CFR part 1026, Supp. 1.
B. Ability-to-Repay Requirements Prior to the Dodd-Frank Act

In response to evidence of abusive practices in the home-equity lending market, Congress
amended TILA by enacting the Home Ownership and Equity Protection Act (HOEPA) in 1994.
Public Law 103-325, 108 Stat. 2160. HOEPA created special substantive protections for “high-

cost mortgage loans,”*

including prohibiting a creditor from engaging in a pattern or practice of
extending a high-cost mortgage to a consumer based on the consumer’s collateral without regard
to the consumer’s repayment ability, including the consumer’s current and expected income,
current obligations, and employment. TILA section 129(h); 15 U.S.C. 1639(h). In addition to
the disclosures and limitations specified in the statute, TILA section 129, as added by HOEPA,
expanded the Board’s rulemaking authority by authorizing the Board to prohibit acts or practices
the Board found to be unfair and deceptive in connection with mortgage loans.*

In 1995, the Board implemented the HOEPA amendments at 8§ 226.31, 226.32, and
226.33 of Regulation Z. See 60 FR 15463 (Mar. 24, 1995). In particular, § 226.32(e)(1)
implemented TILA section 129(h) to prohibit a creditor from extending a high-cost mortgage

based on the consumer’s collateral if, considering the consumer’s current and expected income,

current obligations, and employment status, the consumer would be unable to make the

® HOEPA defines a class of “high-cost mortgages,” which are generally consumer credit transactions secured by the
consumers’ principal dwellings (originally excluding home-purchase loans and open-end lines of credit, although the
Dodd-Frank Act amended HOEPA to cover such transactions) with annual percentage rates or total points and fees
exceeding prescribed thresholds. Mortgages covered by the HOEPA amendments have been referred to as “HOEPA
loans,” *section 32 loans,” “high-cost mortgages,” or “high-cost mortgage loans.” The Dodd-Frank Act now refers
to these loans as “high-cost mortgages.” See Dodd-Frank Act section 1431; TILA section 103(aa). For simplicity
and consistency, this proposed rule uses the term “high-cost mortgages” to refer to mortgage loans covered by the
HOEPA provisions.

* Originally 15 U.S.C. 1639(1)(2)(A), subsequently recodified by the Dodd-Frank Act as 15 U.S.C. 1639(p)(2)(A).
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scheduled payments. In 2001, the Board amended these regulations to expand HOEPA’s
protections to more loans by revising the annual percentage rate (APR) threshold and the points
and fees definition. See 66 FR 65604 (Dec. 20, 2001). In addition, the ability-to-repay
provisions in the regulation were revised to provide for a presumption of a violation of the rule if
the creditor engages in a pattern or practice of making high-cost mortgages without verifying and
documenting the consumer’s repayment ability.

After the Board finalized the 2001 HOEPA rules, new consumer protection issues arose
in the mortgage market. During a series of national hearings held by the Board in 2006 and
2007, consumer advocates and government officials expressed a number of concerns and urged
the Board to use HOEPA to prohibit or restrict certain underwriting practices, such as “stated
income” or “low documentation” loans, and certain product features, such as prepayment
penalties. See 73 FR 44527 (Jul. 30, 2008). In response to these hearings, in July of 2008, the
Board adopted final rules adding new protections under HOEPA. See 73 FR 44522 (Jul. 30,
2008) (the Board’s 2008 HOEPA Final Rule). The Board’s 2008 HOEPA Final Rule defined a
new class of “higher-priced mortgage loans” (HPMLs)® with APRs that are lower than those
prescribed for HOEPA loans but that nevertheless exceed the average prime offer rate by
prescribed amounts. This new category of loans was designed to include subprime credit.

Among other things, the Board’s 2008 HOEPA Final Rule revised the ability-to-repay

® Under the Board’s 2008 HOEPA Final Rule, a higher-priced mortgage loan is a consumer credit transaction
secured by the consumer’s principal dwelling with an APR that exceeds the average prime offer rate (APOR) for a
comparable transaction, as of the date the interest rate is set, by 1.5 or more percentage points for loans secured by a
first lien on the dwelling, or by 3.5 or more percentage points for loans secured by a subordinate lien on the
dwelling. The definition of a “higher-priced mortgage loan” includes practically all *high-cost mortgages” because
the latter transactions are determined by higher loan pricing threshold tests. See 12 CFR 226.35(a)(1), since codified
in parallel by the Bureau at 12 CFR 1026.35(a)(1).
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requirements for high-cost mortgages and extended these requirements to higher-priced
mortgage loans.®

Significantly, the Board’s 2008 HOEPA Final Rule prohibited individual high-cost
mortgage loans or higher-priced mortgage loans from being extended based on the collateral
without regard to repayment ability, rather than simply prohibiting a pattern or practice of
making extensions based on the collateral without regard to ability to repay.” The Board
exercised its authority under TILA section 129(1)(2)® to revise HOEPA’s restrictions on based on
a conclusion that the revisions were necessary to prevent unfair and deceptive acts or practices
in connection with mortgage loans. See 73 FR 44545 (July 30, 2008). In particular, the Board
concluded that a prohibition on making individual loans without regard for repayment ability
was necessary to ensure a remedy for consumers who are given unaffordable loans and to deter
irresponsible lending, which injures individual consumers. The Board determined that imposing
the burden to prove “pattern or practice” on an individual consumer would leave many
consumers with a lesser remedy, such as those provided under some State laws, or without any
remedy, for loans made without regard to repayment ability. The Board further determined that
removing this burden would not only improve remedies for individual consumers, it would also
increase deterrence of irresponsible lending.
C. The Dodd-Frank Act

In 2007, Congress held hearings focused on the extent to which lending practices

contributed to rising subprime foreclosure rates. Consumer advocates testified that certain

® Originally adopted as 12 CFR 226.34(a)(4), 226.35(b)(2), since recodified as 12 CFR 1026.34(a)(4),
1026.35(b)(1).

" Specifically, the rule prohibits a creditor from extending a higher-priced mortgage loan based on the collateral and
without regard to the consumer’s repayment ability, and prohibits a creditor from relying on income or assets to
assess repayment ability unless the creditor verifies such amounts using third party documents that provide
reasonably reliable evidence of the consumer’s income and assets. For further information, see the Bureau’s 2012
HOEPA Proposal, 77 FR 49090 (Aug. 15, 2012).

& Subsequently renumbered by the Dodd-Frank Act as TILA section 129(p)(2).
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lending terms or practices contributed to the foreclosures, including a failure to consider the
consumer’s ability to repay, low- or no-documentation loans, hybrid adjustable-rate mortgages,
and prepayment penalties. Industry representatives, on the other hand, testified that adopting
substantive restrictions on subprime loan terms would risk reducing access to credit for some
consumers. In response to these hearings, the House of Representatives passed the Mortgage
Reform and Anti-Predatory Lending Act, both in 2007 and again in 2009. H.R. 3915, 110"
Cong. (2007); H.R. 1728, 111th Cong. (2009). Both bills would have amended TILA to provide
consumer protections for mortgages, including ability-to-repay requirements, but neither bill was
passed by the Senate. Instead, both houses shifted their focus to enacting comprehensive
financial reform legislation, and the Senate passed its own version of ability-to-repay
requirements as part of that effort, called the Restoring American Financial Stability Act of 2010.
S. 3217, 111th Cong. (2010).

After several months of additional debate and negotiations, the Dodd-Frank Act was
signed into law on July 21, 2010. Public Law No. 111-203, 124 Stat. 1376 (2010). In the Dodd-
Frank Act, Congress established the Bureau and, under sections 1061 and 1100A, consolidated
the rulemaking authority for many consumer financial protection statutes, including the two
primary Federal consumer protection statutes governing mortgage credit, TILA and the Real
Estate Settlement Procedures Act (RESPA), in the Bureau.? Congress also provided the Bureau

with supervision authority for certain consumer financial protection statutes over certain entities,

® Sections 1011 and 1021 of the Dodd-Frank Act, in title X, the “Consumer Financial Protection Act,” Pub. L. 111-
203, sections 1001-1100H, codified at 12 U.S.C. 5491, 5511. The Consumer Financial Protection Act is
substantially codified at 12 U.S.C. 5481-5603. Section 1029 of the Dodd-Frank Act excludes from this transfer of
authority, subject to certain exceptions, any rulemaking authority over a motor vehicle dealer that is predominantly
engaged in the sale and servicing of motor vehicles, the leasing and servicing of motor vehicles, or both. 12 U.S.C.
5519.
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including insured depository institutions with total assets over $10 billion and their affiliates, and
all mortgage-related non-depository financial service providers.*

At the same time, Congress significantly amended the statutory requirements governing
mortgage practices with the intent to restrict the practices that contributed to the crisis. Title
X1V of the Dodd-Frank Act, titled the Mortgage Reform and Anti-Predatory Lending Act,
contains several new regulations designed to prevent the mortgage lending practices that harmed
consumers and contributed to the financial crisis."* Sections 1411, 1412, and 1414 of the Dodd-
Frank Act created new TILA section 129C, which establishes, among other things, new ability-
to-repay requirements and new limits on prepayment penalties. Section 1402 of the Dodd-Frank
Act states that Congress created new TILA section 129C upon a finding that “economic
stabilization would be enhanced by the protection, limitation, and regulation of the terms of
residential mortgage credit and the practices related to such credit, while ensuring that
responsible, affordable mortgage credit remains available to consumers.” TILA section
129B(a)(1), 15 U.S.C. 1639b(a)(1). Section 1402 of the Dodd-Frank Act further states that the
purpose of TILA section 129C is to “assure that consumers are offered and receive residential
mortgage loans on terms that reasonably reflect their ability to repay the loans.” TILA section
129B(a)(2), 15 U.S.C. 1639b(a)(2).

Specifically, TILA section 129C:

e Expands coverage of the ability-to-repay requirements to any consumer credit

transaction secured by a dwelling, except an open-end credit plan, credit secured by

an interest in a timeshare plan, reverse mortgage, or temporary loan.

10 Sections 1024 through 1026 of the Dodd-Frank Act, codified at 12 U.S.C. 5514 through 5516.

1 Although S. Rpt. No. 111-176 contains general legislative history concerning the Dodd-Frank Act and the Senate
ability-to-repay provisions, it does not address the House Mortgage Reform and Anti-Predatory Lending Act.
Separate legislative history for the predecessor House bills is available in H. Rpt. No. 110-441 for H.R. 3915
(2007), and H. Rpt. No. 111-194 for H.R. 1728 (2009).
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e Prohibits a creditor from making a mortgage loan unless the creditor makes a
reasonable and good faith determination, based on verified and documented
information, that the consumer has a reasonable ability to repay the loan according to
its terms, and all applicable taxes, insurance, and assessments.

e Provides a presumption of compliance with the ability-to-repay requirements if the
mortgage loan is a “qualified mortgage,” which does not contain certain risky features
and limits points and fees on the loan.

The statutory ability-to-repay standards reflect Congress’s belief that certain lending
practices (such as low- or no-documentation loans) and terms (such as hybrid adjustable-rate
mortgages and loans with negative amortization) led to consumers having mortgages they could
not afford, resulting in high default and foreclosure rates. Accordingly, new TILA section 129C
prohibits a creditor from making a residential mortgage loan unless the creditor makes a
reasonable and good faith determination, based on verified and documented information, that the
consumer has a reasonable ability to repay the loan according to its terms.

To provide more certainty to creditors while protecting consumers from unaffordable
loans, the Dodd-Frank Act provides a presumption of compliance with the ability-to-repay
requirements for certain “qualified mortgages.” Qualified mortgages are prohibited from
containing certain features that Congress considered to increase risks to consumers and must
comply with certain limits on points and fees. The Act states that a creditor or assignee may
presume that a loan has met the repayment ability requirement if the loan is a qualified mortgage,
but does not address whether the presumption is conclusive or, if it can be rebutted, on what

grounds it may be challenged.
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The Dodd-Frank Act creates special remedies for violations of TILA section 129C. As
amended by section 1416 of the Dodd-Frank Act, TILA section 130(a) provides that a consumer
who brings a timely action against a creditor for a violation of TILA section 129C(a) (the ability-
to-repay requirements) may be able to recover special statutory damages equal to the sum of all
finance charges and fees paid by the consumer, unless the creditor demonstrates that the failure
to comply is not material. 15 U.S.C. 1640(a). This recovery is in addition to actual damages;
statutory damages in an individual action or class action, up to a prescribed threshold; and court
costs and attorney fees that would be available for violations of other TILA provisions. In
addition, the statute of limitations for an action for a violation of TILA section 129C is three
years from the date of the occurrence of the violation (as compared to one year for most other
TILA violations). TILA section 130(e), 15 U.S.C. 1640(e). Moreover, as amended by section
1413 of the Dodd-Frank Act, TILA section 130(K) provides that when a creditor or an assignee
initiates a foreclosure action, a consumer may assert a violation of TILA section 129C(a) “as a
matter of defense by recoupment or setoff.” 15 U.S.C. 1640(k). There is no time limit on the
use of this defense, nor is there any requirement that the violation be apparent to the assignee on
the face of the documents obtained from the cre