BILLING CODE: 4810-AM-P

BUREAU OF CONSUMER FINANCIAL PROTECTION

12 CFR Part 1026

[CFPB-2011-0008; CFPB-2012-0022]

RIN 3170-AA17

Ability-to-Repay and Qualified Mortgage Standards under the Truth in Lending Act
(Regulation 2)

AGENCY:: Bureau of Consumer Financial Protection.

ACTION: Final rule; official interpretations.

SUMMARY:: The Bureau of Consumer Financial Protection (Bureau) is amending Regulation
Z, which implements the Truth in Lending Act (TILA). Regulation Z currently prohibits a
creditor from making a higher-priced mortgage loan without regard to the consumer’s ability to
repay the loan. The final rule implements sections 1411 and 1412 of the Dodd-Frank Wall Street
Reform and Consumer Protection Act (Dodd-Frank Act), which generally require 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 final rule also implements section 1414 of the
Dodd-Frank Act, which limits prepayment penalties. Finally, the final rule requires creditors to
retain evidence of compliance with the rule for three years after a covered loan is consummated.
DATES: The rule is effective January 10, 2014.

FOR FURTHER INFORMATION CONTACT: Joseph Devlin, Gregory Evans, David

Friend, Jennifer 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 the Final Rule

The Consumer Financial Protection Bureau (Bureau) is issuing a final rule to implement
laws requiring mortgage lenders to consider consumers’ ability to repay home loans before
extending them credit. The rule will take effect on January 10, 2014.

The Bureau is also releasing a proposal to seek comment on whether to adjust the final
rule for certain community-based lenders, housing stabilization programs, certain refinancing
programs of the Federal National Mortgage Association (Fannie Mae) or the Federal Home Loan
Mortgage Corporation (Freddie Mac) (collectively, the GSEs) and Federal agencies, and small
portfolio creditors. The Bureau expects to finalize the concurrent proposal this spring so that
affected creditors can prepare for the January 2014 effective date.

Background

During the years preceding the mortgage crisis, too many mortgages were made to
consumers without regard to the consumer’s ability to repay the loans. Loose underwriting
practices by some creditors—including failure to verify the consumer’s income or debts and
qualifying consumers for mortgages based on “teaser” interest rates that would cause monthly
payments to jump to unaffordable levels after the first few years—contributed to a mortgage
crisis that led to the nation’s most serious recession since the Great Depression.

In response to this crisis, in 2008 the Federal Reserve Board (Board) adopted a rule under
the Truth in Lending Act which prohibits creditors from making “higher-price mortgage loans”

without assessing consumers’ ability to repay the loans. Under the Board’s rule, a creditor is



presumed to have complied with the ability-to-repay requirements if the creditor follows certain
specified underwriting practices. This rule has been in effect since October 2009.

In the 2010 Dodd-Frank Wall Street Reform and Consumer Protection Act, Congress
required that for residential mortgages, creditors must make 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. Congress also established a presumption of
compliance for a certain category of mortgages, called “qualified mortgages.” These provisions
are similar, but not identical to, the Board’s 2008 rule and cover the entire mortgage market
rather than simply higher-priced mortgages. The Board proposed a rule to implement the new
statutory requirements before authority passed to the Bureau to finalize the rule.

Summary of Final Rule

The final rule contains the following key elements:

Ability-to-Repay Determinations. The final rule describes certain minimum requirements
for creditors making ability-to-repay determinations, but does not dictate that they follow
particular underwriting models. At a minimum, creditors generally must consider eight
underwriting factors: (1) current or reasonably expected income or assets; (2) current
employment status; (3) the monthly payment on the covered transaction; (4) the monthly
payment on any simultaneous loan; (5) the monthly payment for mortgage-related obligations;
(6) current debt obligations, alimony, and child support; (7) the monthly debt-to-income ratio or
residual income; and (8) credit history. Creditors must generally use reasonably reliable third-
party records to verify the information they use to evaluate the factors.

The rule provides guidance as to the application of these factors under the statute. For

example, monthly payments must generally be calculated by assuming that the loan is repaid in



substantially equal monthly payments during its term. For adjustable-rate mortgages, the
monthly payment must be calculated using the fully indexed rate or an introductory rate,
whichever is higher. Special payment calculation rules apply for loans with balloon payments,
interest-only payments, or negative amortization.

The final rule also provides special rules to encourage creditors to refinance “non-
standard mortgages”—which include various types of mortgages which can lead to payment
shock that can result in default—into “standard mortgages” with fixed rates for at least five years
that reduce consumers’ monthly payments.

Presumption for Qualified Mortgages. The Dodd-Frank Act provides that “qualified
mortgages” are entitled to a presumption that the creditor making the loan satisfied the ability-to-
repay requirements. However, the Act did not specify whether the presumption of compliance is
conclusive (i.e., creates a safe harbor) or is rebuttable. The final rule provides a safe harbor for
loans that satisfy the definition of a qualified mortgage and are not “higher-priced,” as generally
defined by the Board’s 2008 rule. The final rule provides a rebuttable presumption for higher-
priced mortgage loans, as described further below.

The line the Bureau is drawing is one that has long been recognized as a rule of thumb to
separate prime loans from subprime loans. Indeed, under the existing regulations that were
adopted by the Board in 2008, only higher-priced mortgage loans are subject to an ability-to-
repay requirement and a rebuttable presumption of compliance if creditors follow certain
requirements. The new rule strengthens the requirements needed to qualify for a rebuttable
presumption for subprime loans and defines with more particularity the grounds for rebutting the
presumption. Specifically, the final rule provides that consumers may show a violation with

regard to a subprime qualified mortgage by showing that, at the time the loan was originated, the



consumer’s income and debt obligations left insufficient residual income or assets to meet living
expenses. The analysis would consider the consumer’s monthly payments on the loan, loan-
related obligations, and any simultaneous loans of which the creditor was aware, as well as any
recurring, material living expenses of which the creditor was aware. Guidance accompanying
the rule notes that the longer the period of time that the consumer has demonstrated actual ability
to repay the loan by making timely payments, without modification or accommodation, after
consummation or, for an adjustable-rate mortgage, after recast, the less likely the consumer will
be able to rebut the presumption based on insufficient residual income.

With respect to prime loans—which are not currently covered by the Board’s ability-to-
repay rule—the final rule applies the new ability-to-repay requirements but creates a strong
presumption for those prime loans that constitute qualified mortgages. Thus, if a prime loan
satisfies the qualified mortgage criteria described below, it will be conclusively presumed that
the creditor made a good faith and reasonable determination of the consumer’s ability to repay.

General Requirements for Qualified Mortgages. The Dodd-Frank Act sets certain
product-feature prerequisites and affordability underwriting requirements for qualified mortgages
and vests discretion in the Bureau to decide whether additional underwriting or other
requirements should apply. The final rule implements the statutory criteria, which generally
prohibit loans with negative amortization, interest-only payments, balloon payments, or terms
exceeding 30 years from being qualified mortgages. So-called “no-doc” loans where the creditor
does not verify income or assets also cannot be qualified mortgages. Finally, a loan generally
cannot be a qualified mortgage if the points and fees paid by the consumer exceed three percent

of the total loan amount, although certain “bona fide discount points” are excluded for prime



loans. The rule provides guidance on the calculation of points and fees and thresholds for
smaller loans.

The final rule also establishes general underwriting criteria for qualified mortgages.
Most importantly, the general rule requires that monthly payments be calculated based on the
highest payment that will apply in the first five years of the loan and that the consumer have a
total (or “back-end”) debt-to-income ratio that is less than or equal to 43 percent. The appendix
to the rule details the calculation of debt-to-income for these purposes, drawing upon Federal
Housing Administration guidelines for such calculations. The Bureau believes that these criteria
will protect consumers by ensuring that creditors use a set of underwriting requirements that
generally safeguard affordability. At the same time, these criteria provide bright lines for
creditors who want to make qualified mortgages.

The Bureau also believes that there are many instances in which individual consumers
can afford a debt-to-income ratio above 43 percent based on their particular circumstances, but
that such loans are better evaluated on an individual basis under the ability-to-repay criteria
rather than with a blanket presumption. In light of the fragile state of the mortgage market as a
result of the recent mortgage crisis, however, the Bureau is concerned that creditors may initially
be reluctant to make loans that are not qualified mortgages, even though they are responsibly
underwritten. The final rule therefore provides for a second, temporary category of qualified
mortgages that have more flexible underwriting requirements so long as they satisfy the general
product feature prerequisites for a qualified mortgage and also satisfy the underwriting
requirements of, and are therefore eligible to be purchased, guaranteed or insured by either (1)
the GSEs while they operate under Federal conservatorship or receivership; or (2) the U.S.
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Department of Agriculture or Rural Housing Service. This temporary provision will phase out
over time as the various Federal agencies issue their own qualified mortgage rules and if GSE
conservatorship ends, and in any event after seven years.

Rural Balloon-Payment Qualified Mortgages. The final rule also implements a special
provision in the Dodd-Frank Act that would treat certain balloon-payment mortgages as qualified
mortgages if they are originated and held in portfolio by small creditors operating predominantly
in rural or underserved areas. This provision is designed to assure credit availability in rural
areas, where some creditors may only offer balloon-payment mortgages. Loans are only eligible
if they have a term of at least five years, a fixed-interest rate, and meet certain basic underwriting
standards; debt-to-income ratios must be considered but are not subject to the 43 percent general
requirement.

Creditors are only eligible to make rural balloon-payment qualified mortgages if they
originate at least 50 percent of their first-lien mortgages in counties that are rural or underserved,
have less than $2 billion in assets, and (along with their affiliates) originate no more than 500
first-lien mortgages per year. The Bureau will designate a list of “rural” and “underserved”
counties each year, and has defined coverage more broadly than originally had been proposed.
Creditors must generally hold the loans on their portfolios for three years in order to maintain
their “qualified mortgage” status.

Other Final Rule Provisions. The final rule also implements Dodd-Frank Act provisions
that generally prohibit prepayment penalties except for certain fixed-rate, qualified mortgages
where the penalties satisfy certain restrictions and the creditor has offered the consumer an
alternative loan without such penalties. To match with certain statutory changes, the final rule

also lengthens to three years the time creditors must retain records that evidence compliance with



the ability-to-repay and prepayment penalty provisions and prohibits evasion of the rule by
structuring a closed-end extension of credit that does not meet the definition of open-end credit
as an open-end plan.

Summary of Concurrent Proposal

The concurrent proposal seeks comment on whether the general ability-to-repay and
qualified mortgage rule should be modified to address potential adverse consequences on certain
narrowly-defined categories of lending programs. Because those measures were not proposed by
the Board originally, the Bureau believes additional public input would be helpful. Specifically,
the proposal seeks comment on whether it would be appropriate to exempt designated non-profit
lenders, homeownership stabilization programs, and certain Federal agency and GSE refinancing
programs from the ability-to-repay requirements because they are subject to their own
specialized underwriting criteria.

The proposal also seeks comment on whether to create a new category of qualified
mortgages, similar to the one for rural balloon-payment mortgages, for loans without balloon-
payment features that are originated and held on portfolio by small creditors. The new category
would not be limited to lenders that operate predominantly in rural or underserved areas, but
would use the same general size thresholds and other criteria as the rural balloon-payment rules.
The proposal also seeks comment on whether to increase the threshold separating safe harbor and
rebuttable presumption qualified mortgages for both rural balloon-payment qualified mortgages
and the new small portfolio qualified mortgages, in light of the fact that small creditors often
have higher costs of funds than larger creditors. Specifically, the Bureau is proposing a
threshold of 3.5 percentage points above APOR for first-lien loans.

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 loosening of underwriting
standards. See 73 FR 44524 (July 30, 2008). The following discussion provides background
information, including a brief summary of the legislative and regulatory responses to the
foregoing concerns, which culminated in the enactment of the Dodd-Frank Act on July 21, 2010,
the Board’s May 11, 2011, proposed rule to implement certain amendments to TILA made by the
Dodd-Frank Act, and now the Bureau’s issuance of this final rule to implement sections 1411,
1412, and 1414 of that act.

A. The Mortgage Market
Overview of the Market and the Mortgage Crisis

The mortgage market is the single largest market for consumer financial products and
services in the United States, with approximately $9.9 trillion in mortgage loans outstanding.*
During the last decade, the market went through an unprecedented cycle of expansion and
contraction that was fueled in part by the securitization of mortgages and creation of increasingly
sophisticated derivative products. So many other parts of the American financial system were
drawn into mortgage-related activities that, when the housing market collapsed in 2008, it

sparked the most severe recession in the United States since the Great Depression.”

! Fed. Reserve Sys., Flow of Funds Accounts of the United States, at 67 thl.L.10 (2012), available at
http://www.federalreserve.gov/releases/z1/Current/z1.pdf (as of the end of the third quarter of 2012).

2 See Thomas F. Siems, Branding the Great Recession, Fin. Insights (Fed. Reserve Bank of Dall.) May 13, 2012, at
3, available at http://www.dallasfed.org/assets/documents/banking/firm/fi/fi1201.pdf (stating that the [great
recession] “was the longest and deepest economic contraction, as measured by the drop in real GDP, since the Great
Depression.”).
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The expansion in this market is commonly attributed to both particular economic
conditions (including an era of low interest rates and rising housing prices) and to changes within
the industry. Interest rates dropped significantly—by more than 20 percent—from 2000 through
2003.° Housing prices increased dramatically—about 152 percent—between 1997 and 2006.*
Driven by the decrease in interest rates and the increase in housing prices, the volume of
refinancings increased rapidly, from about 2.5 million loans in 2000 to more than 15 million in
2003.°

In the mid-2000s, the market experienced a steady deterioration of credit standards in
mortgage lending, with evidence that loans were made solely against collateral, or even against
expected increases in the value of collateral, and without consideration of ability to repay. This
deterioration of credit standards was particularly evidenced by the growth of *‘subprime’” and
““Alt-A’" products, which consumers were often unable to repay.® Subprime products were sold
primarily to consumers with poor or no credit history, although there is evidence that some
consumers who would have qualified for ““prime’’ loans were steered into subprime loans as

well.” The Alt-A category of loans permitted consumers to take out mortgage loans while

¥ See U.S. Dep’t of Hous. & Urban Dev., An Analysis of Mortgage Refinancing, 2001-2003, at 2 (2004) (“An
Analysis of Mortgage Refinancing, 2001-2003"), available at
www.huduser.org/Publications/pdf/MortgageRefinance03.pdf; Souphala Chomsisengphet & Anthony Pennington-
Cross, The Evolution of the Subprime Mortgage Market, 88 Fed. Res. Bank of St. Louis Rev. 31, 48 (2006),
available at http://research.stlouisfed.org/publications/review/article/5019.

*U.S. Fin. Crisis Inquiry Comm’n, The Financial Crisis Inquiry Report: Final Report of the National Commission
on the Causes of the Financial and Economic Crisis in the United States 156 (Official Gov’t ed. 2011) (“‘FCIC
Report’’), available at http://www.gpo.gov/fdsys/pka/GPO-FCIC/pdf/GPO-FCIC.pdf.

> An Analysis of Mortgage Refinancing, 2001-2003, at 1.

® FCIC Report at 88. These products included most notably 2/28 and 3/27 hybrid adjustable rate mortgages (ARMS)
and option ARM products. Id. at 106. A hybrid ARM is an adjustable rate mortgage loan that has a low fixed
introductory rate for a certain period of time. An option ARM is an adjustable rate mortgage loan that has a
scheduled loan payment that may result in negative amortization for a certain period of time, but that expressly
permits specified larger payments in the contract or servicing documents, such as an interest-only payment or a fully
amortizing payment. For these loans, the scheduled negatively amortizing payment was typically described in
marketing and servicing materials as the “optional payment.” These products were often marketed to subprime
customers.

" For example, the Federal Reserve Board on July 18, 2011, issued a consent cease and desist order and assessed an
$85 million civil money penalty against Wells Fargo & Company of San Francisco, a registered bank holding
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providing little or no documentation of income or other evidence of repayment ability. Because
these loans involved additional risk, they were typically more expensive to consumers than
“prime” mortgages, although many of them had very low introductory interest rates. In 2003,
subprime and Alt-A origination volume was about $400 billion; in 2006, it had reached $830
billion.®

So long as housing prices were continuing to increase, it was relatively easy for
consumers to refinance their existing loans into more affordable products to avoid interest rate
resets and other adjustments. When housing prices began to decline in 2005, however,
refinancing became more difficult and delinquency rates on subprime and Alt-A products
increased dramatically.’® More and more consumers, especially those with subprime and Alt-A
loans, were unable or unwilling to make their mortgage payments. An early sign of the mortgage
crisis was an upswing in early payment defaults—generally defined as borrowers being 60 or
more days delinquent within the first year. Prior to 2006, 1.1 percent of mortgages would end up
60 or more days delinquent within the first two years.’® Taking a more expansive definition of
early payment default to include 60 days delinquent within the first two years, this figure was
double the historic average during 2006, 2007 and 2008.** In 2006, 2007, and 2008, 2.3 percent,
2.1 percent, and 2.3 percent of mortgages ended up 60 or more days delinquent within the first

two years, respectively. By the summer of 2006, 1.5 percent of loans less than a year old were in

company, and Wells Fargo Financial, Inc., of Des Moines. The order addresses allegations that Wells Fargo
Financial employees steered potential prime-eligible consumers into more costly subprime loans and separately
falsified income information in mortgage applications. In addition to the civil money penalty, the order requires that
Wells Fargo compensate affected consumers. See Press Release, Fed. Reserve Bd. (July 20, 2011), available at
http://www.federalreserve.gov/newsevents/press/enforcement/20110720a.htm.

® Inside Mortg. Fin., Mortgage Originations by Product, in 1 The 2011 Mortgage Market Statistical Annual 20
(2011).

° FCIC Report at 215-217.

19 CoreLogic’s TrueStandings Servicing (reflects first-lien mortgage loans) (data service accessible only through
paid subscription).

Hd.
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default, and this figure peaked at 2.5 percent in late 2007, well above the 1.0 percent peak in the
2000 recession.™® First payment defaults—mortgages taken out by consumers who never made a
single payment—exceeded 1.5 percent of loans in early 2007.* In addition, as the economy
worsened, the rates of serious delinquency (90 or more days past due or in foreclosure) for the
subprime and Alt-A products began a steep increase from approximately 10 percent in 2006, to
20 percent in 2007, to more than 40 percent in 2010.%

The impact of this level of delinquencies was severe on creditors who held loans on their
books and on private investors who purchased loans directly or through securitized vehicles.
Prior to and during the bubble, the evolution of the securitization of mortgages attracted
increasing involvement from financial institutions that were not directly involved in the
extension of credit to consumers and from investors worldwide. Securitization of mortgages
allows originating creditors to sell off their loans (and reinvest the funds earned in making new
ones) to investors who want an income stream over time. Securitization had been pioneered by
what are now called government-sponsored enterprises (GSESs), including the Federal National
Mortgage Association (Fannie Mae) and the Federal Home Loan Mortgage Corporation (Freddie
Mac). But by the early 2000s, large numbers of private financial institutions were deeply
involved in creating increasingly complex mortgage-related investment vehicles through
securities and derivative products. The private securitization-backed subprime and Alt-A
mortgage market ground to a halt in 2007 in the face of the rising delinquencies on subprime and

Alt-A products.™

121d. at 215. (CoreLogic Chief Economist Mark Fleming told the FCIC that the early payment default rate “certainly
correlates with the increase in the Alt-A and subprime shares and the turn of the housing market and the sensitivity
of those loan products.”).

2 d.

M 1d. at 217.

 1d. at 124.

12



Six years later, the United States continues to grapple with the fallout. The fall in
housing prices is estimated to have resulted in about $7 trillion in household wealth losses.* In
addition, distressed homeownership and foreclosure rates remain at unprecedented levels.*’
Response and Government Programs

In light of these conditions, the Federal government began providing support to the
mortgage markets in 2008 and continues to do so at extraordinary levels today. The Housing and
Economic Recovery Act of 2008, which became effective on October 1, 2008, provided both
new safeguards and increased regulation for Fannie Mae and Freddie Mac, as well as provisions
to assist troubled borrowers and to the hardest hit communities. Fannie Mae and Freddie Mac,
which supported the mainstream mortgage market, experienced heavy losses and were placed in
conservatorship by the Federal government in 2008 to support the collapsing mortgage market.*®
Because private investors have withdrawn from the mortgage securitization market and there are
no other effective secondary market mechanisms in place, the GSEs’ continued operations help
ensure that the secondary mortgage market continues to function and to assist consumers in

obtaining new mortgages or refinancing existing mortgages. The Troubled Asset Relief Program

18 The U.S. Housing Market: Current Conditions and Policy Considerations, at 3 (Fed. Reserve Bd., White Paper,
2012), available at http://www.federalreserve.gov/publications/other-reports/files/housing-white-paper-
20120104.pdf.

7 Lender Processing Servs., PowerPoint Presentation, LPS Mortgage Monitor: May 2012 Mortgage Performance
Observations, Data as of April 2012 Month End, 3, 11 (May 2012), available at
http://www.lpsvcs.com/LPSCorporatelnformation/CommunicationCenter/DataReports/Pages/Mortgage-
Monitor.aspx.

'8 The Housing and Economic Recovery Act of 2008 (HERA), which created the Federal Housing Finance Agency
(FHFA), granted the Director of FHFA discretionary authority to appoint FHFA conservator or receiver of the
Enterprises “for the purpose of reorganizing, rehabilitating, or winding up the affairs of a regulated entity.” Housing
and Economic Recovery Act of 2008, section 1367 (a)(2), amending the Federal Housing Enterprises Financial
Safety and Soundness Act of 1992, 12 USC 4617(a)(2). On September 6, 2008, FHFA exercised that authority,
placing the Federal National Mortgage Association (Fannie Mae) and the Federal Home Loan Mortgage Corporation
(Freddie Mac) into conservatorships. The two GSEs have since received more than $180 billion in support from the
Treasury Department. Through the second quarter of 2012, Fannie Mae has drawn $116.1 billion and Freddie Mac
has drawn $71.3 billion, for an aggregate draw of $187.5 billion from the Treasury Department. Fed. Hous. Fin.
Agency, Conservator’s Report on the Enterprises’ Financial Performance, at 17 (Second Quarter 2012), available at
http://www.fhfa.gov/webfiles/24549/ConservatorsReport2Q2012.pdf.
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(TARP), created to implement programs to stabilize the financial system during the financial
crisis, was authorized through the Emergency Economic Stabilization Act of 2008 (EESA), as
amended by the American Recovery and Reinvestment Act of 2009, and includes programs to
help struggling homeowners avoid foreclosure.'® Since 2008, several other Federal government
efforts have endeavored to keep the country’s housing finance system functioning, including the
Treasury Department’s and the Federal Reserve System’s mortgage-backed securities (MBS)
purchase programs to help keep interest rates low and the Federal Housing Administration’s
(FHA’s) increased market presence. As a result, mortgage credit has remained available, albeit
with more restrictive underwriting terms that limit or preclude some consumers’ access to credit.
These same government agencies together with the GSEs and other market participants have also
undertaken a series of efforts to help families avoid foreclosure through loan-modification
programs, loan-refinance programs and foreclosure alternatives.?
Size and Volume of the Current Mortgage Origination Market

Even with the economic downturn and tightening of credit standards, approximately

$1.28 trillion in mortgage loans were originated in 2011.%* In exchange for an extension of

19 The Making Home Affordable Program (MHA\) is the umbrella program for Treasury’s homeowner assistance and
foreclosure mitigation efforts. The main MHA components are the Home Affordable Modification Program
(HAMP), a Treasury program that uses TARP funds to provide incentives for mortgage servicers to modify eligible
first-lien mortgages, and two initiatives at the GSEs that use hon-TARP funds. Incentive payments for modifications
to loans owned or guaranteed by the GSEs are paid by the GSEs, not TARP. Treasury over time expanded MHA to
include sub-programs designed to overcome obstacles to sustainable HAMP modifications. Treasury also allocated
TARP funds to support two additional housing support efforts: an FHA refinancing program and TARP funding for
19 state housing finance agencies, called the Housing Finance Agency Hardest Hit Fund. In the first half of 2012,
Treasury extended the application period for HAMP by a year to December 31, 2013, and opened HAMP to non-
owner-occupied rental properties and to consumers with a wider range of debt-to-income ratios under “HAMP Tier
2.

% The Home Affordable Refinance Program (HARP) is designed to help eligible homeowners refinance their
mortgage. HARP is designed for those homeowners who are current on their mortgage payments but have been
unable to get traditional refinancing because the value of their homes has declined. For a mortgage to be considered
for a HARP refinance, it must be owned or guaranteed by the GSEs. HARP ends on December 31, 2013.

! Moody’s Analytics, Credit Forecast 2012 (2012) (“Credit Forecast 2012”), available at
http://www.economy.com/default.asp (reflects first-lien mortgage loans) (data service accessibly only through paid
subscription).
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mortgage credit, consumers promise to make regular mortgage payments and provide their home
or real property as collateral. The overwhelming majority of homebuyers continue to use
mortgage loans to finance at least some of the purchase price of their property. In 2011, 93
percent of all home purchases were financed with a mortgage credit transaction.?

Consumers may obtain mortgage credit to purchase a home, to refinance an existing
mortgage, to access home equity, or to finance home improvement. Purchase loans and
refinancings together produced 6.3 million new first-lien mortgage loan originations in 2011.%
The proportion of loans that are for purchases as opposed to refinances varies with the interest
rate environment and other market factors. In 2011, 65 percent of the market was refinance
transactions and 35 percent was purchase loans, by volume.?* Historically the distribution has
been more even. In 2000, refinances accounted for 44 percent of the market while purchase loans
comprised 56 percent; in 2005, the two products were split evenly.*

With a home equity transaction, a homeowner uses his or her equity as collateral to
secure consumer credit. The credit proceeds can be used, for example, to pay for home
improvements. Home equity credit transactions and home equity lines of credit resulted in an
additional 1.3 million mortgage loan originations in 2011.%

The market for higher-priced mortgage loans remains significant. Data reported under
the Home Mortgage Disclosure Act (HMDA) show that in 2011 approximately 332,000
transactions, including subordinate liens, were reportable as higher-priced mortgage loans. Of

these transactions, refinancings accounted for approximately 44 percent of the higher-priced

22 Inside Mortg. Fin., New Homes Sold by Financing, in 1 The 2012 Mortgage Market Statistical Annual 12 (2012).
2 Credit Forecast 2012.

2 Inside Mortg. Fin., Mortgage Originations by Product, in The 2012 Mortgage Market Statistical Annual 17
(2012).

% |d. These percentages are based on the dollar amount of the loans.

% Credit Forecast (2012) (reflects open-end and closed-end home equity loans).

15



mortgage loan market, and 90 percent of the overall higher-priced mortgage loan market
involved first-lien transactions. The median first-lien higher-priced mortgage loan was for
$81,000, while the interquartile range (quarter of the transactions are below, quarter of the
transactions are above) was $47,000 to $142,000.

GSE-eligible loans, together with the other federally insured or guaranteed loans, cover
the majority of the current mortgage market. Since entering conservatorship in September 2008,
the GSEs have bought or guaranteed roughly three of every four mortgages originated in the
country. Mortgages guaranteed by FHA make up most of the rest.?” Outside of the
securitization available through the Government National Mortgage Association (Ginnie Mae)
for loans primarily backed by FHA, there are very few alternatives in place today to assume the
secondary market functions served by the GSEs.?
Continued Fragility of the Mortgage Market

The current mortgage market is especially fragile as a result of the recent mortgage crisis.
Tight credit remains an important factor in the contraction in mortgage lending seen over the past
few years. Mortgage loan terms and credit standards have tightened most for consumers with
lower credit scores and with less money available for a down payment. According to
CoreLogic’s TrueStandings Servicing, a proprietary data service that covers about two-thirds of
the mortgage market, average underwriting standards have tightened considerably since 2007.

Through the first nine months of 2012, for consumers that have received closed-end first-lien

2" Fed. Hous. Fin. Agency, A Strategic Plan for Enterprise Conservatorships: The Next Chapter in a Story that
Needs an Ending, at 14 (2012) (“FHFA Report™), available at
http://www.fhfa.gov/webfiles/23344/StrategicPlanConservatorshipsFINAL .pdf.

% FHFA Report at 8-9. Secondary market issuance remains heavily reliant upon the explicitly government
guaranteed securities of FNMA, FHLMC, and GNMA. Through the first three quarters of 2012, approximately $1.2
trillion of the $1.33 trillion in mortgage originations have been securitized, less than $10 billion of the $1.2 trillion
were non-agency mortgage backed securities. Inside Mortgage Finance (Nov. 2, 2012), at 4.
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mortgages, the weighted average FICO?® score was 750, the loan-to-value (LTV) ratio was 78
percent, and the debt-to-income (DT]) ratio was 34.5 percent.*® In comparison, in the peak of
the housing bubble in 2007, the weighted average FICO score was 706, the LTV was 80 percent,
and the DTI was 39.8 percent.*!

In this tight credit environment, the data suggest that creditors are not willing to take
significant risks. In terms of the distribution of origination characteristics, for 90 percent of all
the Fannie Mae and Freddie Mac mortgage loans originated in 2011, consumers had a FICO
score over 700 and a DTI less than 44 percent.®* According to the Federal Reserve’s Senior
Loan Officer Opinion Survey on Bank Lending Practices, in April 2012 nearly 60 percent of
creditors reported that they would be much less likely, relative to 2006, to originate a conforming
home-purchase mortgage™ to a consumer with a 10 percent down payment and a credit score of
620—a traditional marker for those consumers with weaker credit histories.** The Federal
Reserve Board calculates that the share of mortgage borrowers with credit scores below 620 has
fallen from about 17 percent of consumers at the end of 2006 to about 5 percent more recently.*

Creditors also appear to have pulled back on offering these consumers loans insured by the FHA,

2 FICO is a type of credit score that makes up a substantial portion of the credit report that lenders use to assess an
applicant's credit risk and whether to extend a loan

% CoreLogic, TrueStandings Servicing Database, available at http://www.truestandings.com (data reflects first-lien
mortgage loans) (data service accessible only through paid subscription). According to CorelLogic’s TrueStandings
Servicing, FICO reports that in 2011, approximately 38 percent of consumers receiving first-lien mortgage credit
?1ad a FICO score of 750 or greater.

1

% A conforming mortgage is one that is eligible for purchase or credit guarantee by Fannie Mae or Freddie Mac.

% Fed. Reserve Bd., Senior Loan Officer Opinion Survey on Bank Lending Practices, available at
http://www.federalreserve.gov/boarddocs/SnLoanSurvey/default.htm.

% Federal Reserve Board staff calculations based on the Federal Reserve Bank of New York Consumer Credit
Panel. The 10th percentile of credit scores on mortgage originations rose from 585 in 2006 to 635 at the end of 2011.
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which provides mortgage insurance on loans made by FHA-approved creditors throughout the
United States and its territories and is especially structured to help promote affordability.

The Bureau is acutely aware of the high levels of anxiety in the mortgage market today.
These concerns include the continued slow pace of recovery, the confluence of multiple major
regulatory and capital initiatives, and the compliance burdens of the various Dodd-Frank Act
rulemakings (including uncertainty on what constitutes a qualified residential mortgage (QRM),
which, as discussed below, relates to the Dodd-Frank Act’s credit risk retention requirements and
mortgage securitizations). These concerns are causing discussion about whether creditors will
consider exiting the business. The Bureau acknowledges that it will likely take some time for the
mortgage market to stabilize and that creditors will need to adjust their operations to account for
several major regulatory and capital regimes.
B. TILA and Regulation Z

In 1968, Congress enacted the Truth in Lending Act (TILA), 15 U.S.C. 1601 et seq.,
based on findings that the informed use of credit resulting from consumers’ awareness of the cost
of credit would enhance economic stability and competition among consumer credit providers.
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. TILA requires additional disclosures
for loans secured by consumers’ homes and permits consumers to rescind certain transactions
secured by their principal dwellings when the required disclosures are not provided. 15 U.S.C.
1635, 1637a. Section 105(a) of TILA directs the Bureau (formerly directed the Board of
Governors of the Federal Reserve System) to prescribe regulations to carry out TILA’s purposes

and specifically authorizes the Bureau, among other things, to issue regulations that contain such

% FHA insures mortgages on single family and multifamily homes including manufactured homes and hospitals. It
is the largest insurer of mortgages in the world, insuring over 34 million properties since its inception in 1934.
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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
thereof, or prevent circumvention or evasion therewith. See 15 U.S.C. 1604(a).

General rulemaking authority for TILA transferred to the Bureau in July 2011, other than
for certain motor vehicle dealers in accordance with the Dodd-Frank Act section 1029, 12 U.S.C.
5519. Pursuant to the Dodd-Frank Act and TILA, as amended, the Bureau published for public
comment an interim final rule establishing a new Regulation Z, 12 CFR part 1026, implementing
TILA (except with respect to persons excluded from the Bureau’s rulemaking authority by
section 1029 of the Dodd-Frank Act). 76 FR 79768 (Dec. 22, 2011). This rule did not impose
any new substantive obligations but did make technical and conforming changes to reflect the
transfer of authority and certain other changes made by the Dodd-Frank Act. The Bureau’s
Regulation Z took effect on December 30, 2011. The Official Staff Interpretations interpret the
requirements of the regulation and provides guidance to creditors in applying the rules to specific
transactions. See 12 CFR part 1026, Supp. .
C. The Home Ownership and Equity Protection Act (HOEPA) and HOEPA Rules

In response to evidence of abusive practices in the home-equity lending market, in 1994
Congress amended TILA by enacting the Home Ownership and Equity Protection Act (HOEPA)
as part of the Riegle Community Development and Regulatory Improvement Act of 1994,
Public Law 103-325, 108 Stat. 2160. HOEPA was enacted as an amendment to TILA to address
abusive practices in refinancing and home-equity mortgage loans with high interest rates or high

fees.*” Loans that meet HOEPA’s high-cost triggers are subject to special disclosure

¥ HOEPA amended TILA by adding new sections 103(aa) and 129, 15 U.S.C. 1602(aa) and 1639.
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requirements and restrictions on loan terms, and consumers with high-cost mortgages have
enhanced remedies for violations of the law.*®

The statute applied generally to closed-end mortgage credit, but excluded purchase
money mortgage loans and reverse mortgages. Coverage was triggered where a loan’s annual
percentage rate (APR) exceeded comparable Treasury securities by specified thresholds for
particular loan types, or where points and fees exceeded eight percent of the total loan amount or
a dollar threshold.*

For high-cost loans meeting either of those thresholds, HOEPA required creditors to
provide special pre-closing disclosures, restricted prepayment penalties and certain other loan
terms, and regulated various creditor practices, such as extending credit without regard to a
consumer’s ability to repay the loan. HOEPA also provided a mechanism for consumers to
rescind covered loans that included certain prohibited terms and to obtain higher damages than
are allowed for other types of TILA violations. Finally, HOEPA amended TILA section 131, 15
U.S.C. 1641, to provide that purchasers of high-cost loans generally are subject to all claims and
defenses against the original creditor with respect to the mortgage, including a creditor’s failure
to make an ability-to-repay determination before making the loan. HOEPA created special
substantive protections for high-cost mortgages, such as 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

8 HOEPA defines a class of “high-cost mortgages,” which are generally closed-end home-equity loans (excluding
home-purchase loans) with annual percentage rates (APRS) or total points and fees exceeding prescribed thresholds.
Mortgages covered by the HOEPA amendments have been referred to as “HOEPA loans,” “Section 32 loans,” or
“high-cost mortgages.” 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 final rule uses the term “high-cost
mortgages” to refer to mortgages covered by the HOEPA amendments.

¥ The Dodd-Frank Act adjusted the baseline for the APR comparison, lowered the points and fees threshold, and
added a prepayment trigger.
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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, HOEPA expanded
the Board’s rulemaking authority, among other things, 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)’s ability-to-repay requirements to prohibit a creditor from
engaging in a pattern or practice of extending a high-cost mortgage based on the consumer’s
collateral without regard to the consumer’s repayment ability, including the consumer’s current
income, current obligations, and employment status.

In 2001, the Board published additional significant changes to expand both HOEPA'’s
protections to more loans by revising the annual percentage rate (APR) threshold for first-lien
mortgage loans, expanded the definition of points and fees to include the cost of optional credit
insurance and debt cancellation premiums, and enhanced the restrictions associated with high-
cost loans. 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.

D. 2006 and 2007 Interagency Supervisory Guidance

“0 As discussed above, with the enactment of the Dodd-Frank Act, general rulemaking authority for TILA, including
HOEPA, transferred from the Board to the Bureau on July 21, 2011.

! Subsequently renumbered as sections 1026.31, 1026.32, and 1026.33 of Regulation Z. As discussed above,
pursuant to the Dodd-Frank Act and TILA, as amended, the Bureau published for public comment an interim final
rule establishing a new Regulation Z, 12 CFR part 1026, implementing TILA (except with respect to persons
excluded from the Bureau’s rulemaking authority by section 1029 of the Dodd-Frank Act). 76 FR 79768 (Dec. 22,
2011). The Bureau’s Regulation Z took effect on December 30, 2011.

*2 Subsequently renumbered as section 1026.32(e)(1) of Regulation Z.
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In December 2005, the Federal banking agencies*® responded to concerns about the rapid
growth of nontraditional mortgages in the previous two years by proposing supervisory
guidance. Nontraditional mortgages are mortgages that allow the consumer to defer repayment
of principal and sometimes interest. The guidance advised institutions of the need to reduce
“risk layering” with respect to these products, such as by failing to document income or lending
nearly the full appraised value of the home. The final guidance issued in September 2006
specifically advised creditors that layering risks in nontraditional mortgage loans to consumers
receiving subprime credit may significantly increase risks to consumers as well as institutions.
See Interagency Guidance on Nontraditional Mortgage Product Risks, 71 FR 58609 (Oct. 4,
2006) (2006 Nontraditional Mortgage Guidance).

The Federal banking agencies addressed concerns about the subprime market in March
2007 with proposed supervisory guidance addressing the heightened risks to consumers and
institutions of adjustable-rate mortgages with two- or three-year “teaser” interest rates followed
by substantial increases in the rate and payment. The guidance, finalized in June of 2007, set out
the standards institutions should follow to ensure consumers in the subprime market obtain loans
they can afford to repay. Among other steps, the guidance advised creditors: (1) to use the fully
indexed rate and fully-amortizing payment when qualifying consumers for loans with adjustable
rates and potentially non-amortizing payments; (2) to limit stated income and reduced
documentation loans to cases where mitigating factors clearly minimize the need for full
documentation of income; and (3) to provide that prepayment penalty clauses expire a reasonable

period before reset, typically at least 60 days. See Statement on Subprime Mortgage Lending, 72

“% Along with the Board, the other Federal banking agencies included the Office of the Comptroller of the Currency
(OCC), the Federal Deposit Insurance Corporation (FDIC), Office of Thrift Supervision (OTS), and the National
Credit Union Administration (NCUA).
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FR 37569 (July 10, 2007) (2007 Subprime Mortgage Statement).** The Conference of State
Bank Supervisors (CSBS) and the American Association of Residential Mortgage Regulators
(AARMR) issued parallel statements for state supervisors to use with state-supervised entities,
and many states adopted the statements.
E. 2008 HOEPA Final Rule

After the Board finalized the 2001 HOEPA rules, new consumer protection issues arose
in the mortgage market. In 2006 and 2007, the Board held a series of national hearings on
consumer protection issues in the mortgage market. During those hearings, consumer advocates
and government officials expressed a number of concerns, and urged the Board 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 (July 30, 2008).
The Board was also urged to adopt additional regulations under HOEPA, because, unlike the
Interagency Supervisory Guidance, the regulations would apply to all creditors and would be
enforceable by consumers through civil actions. As discussed above, in 1995 the Board
implemented TILA section 129(h)’s ability-to-repay requirements for high-cost mortgage loans.
In 2008, the Board exercised its authority under HOEPA to extend certain consumer protections
concerning a consumer’s ability to repay and prepayment penalties to a new category of “higher-
priced mortgage loans” (HPMLs)* with APRs that are lower than those prescribed for high-cost

loans but that nevertheless exceed the average prime offer rate by prescribed amounts. This new

* The 2006 Nontraditional Mortgage Guidance and the 2007 Subprime Mortgage Statement will hereinafter be
referred to collectively as the “Interagency Supervisory Guidance.”

“* 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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category of loans was designed to include subprime credit. Specifically, the Board exercised its
authority to revise HOEPA'’s restrictions on high-cost loans based on a conclusion that the
revisions were necessary to prevent unfair and deceptive acts or practices in connection with
mortgage loans. 73 FR 44522 (July 30, 2008) (2008 HOEPA Final Rule). 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. 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 2008 HOEPA Final Rule
provides a presumption of compliance with the higher-priced mortgage ability-to-repay
requirements if the creditor follows certain procedures regarding underwriting the loan payment,
assessing the debt-to-income ratio or residual income, and limiting the features of the loan, in
addition to following certain procedures mandated for all creditors. See § 1026.34(a)(4)(iii) and
(iv). However, the 2008 HOEPA Final Rule makes clear that even if the creditor follows the
required and optional criteria, the creditor has merely obtained a presumption of compliance with
the repayment ability requirement. The consumer can still rebut or overcome that presumption
by showing that, despite following the required and optional procedures, the creditor nonetheless
disregarded the consumer’s ability the loan.
F. The Dodd-Frank Act

In 2007, Congress held numerous hearings focused on rising subprime foreclosure rates

and the extent to which lending practices contributed to them.*® Consumer advocates testified

*® E.g., Progress in Administration and Other Efforts to Coordinate and Enhance Mortgage Foreclosure
Prevention: Hearing before the H. Comm. on Fin. Servs., 110th Cong. (2007); Legislative Proposals on Reforming
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that certain 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, 111" 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.

In December 2009, the House passed the Wall Street Reform and Consumer Protection
Act of 2009, its version of comprehensive financial reform legislation, which included an ability-
to-repay and qualified mortgage provision. H.R. 4173, 111" Cong. (2009). In May 2010, the
Senate passed its own version of ability-to-repay requirements in its own version of
comprehensive financial reform legislation, called the Restoring American Financial Stability

Act of 2010. S. 3217, 111" Cong. (2010). After conference committee negotiations, the Dodd-

Mortgage Practices: Hearing before the H. Comm. on Fin. Servs., 110th Cong. (2007); Legislative and Regulatory
Options for Minimizing and Mitigating Mortgage Foreclosures: Hearing before the H. Comm. on Fin. Servs., 110th
Cong. (2007); Ending Mortgage Abuse: Safeguarding Homebuyers: Hearing before the S. Subcomm. on Hous.,
Transp., and Cmty. Dev. of the S. Comm. on Banking, Hous., and Urban Affairs, 110th Cong. (2007); Improving
Federal Consumer Protection in Financial Services: Hearing before the H. Comm. on Fin. Servs., 110th Cong.
(2007); The Role of the Secondary Market in Subprime Mortgage Lending: Hearing before the Subcomm. on Fin.
Insts. and Consumer Credit of the H. Comm. on Fin. Servs., 110th Cong. (2007); Possible Responses to Rising
Mortgage Foreclosures: Hearing before the H. Comm. on Fin. Servs., 110th Cong. (2007); Subprime Mortgage
Market Turmoil: Examining the Role of Securitization: Hearing before the Subcomm. on Secs., Ins., and Inv. of the
S. Comm. on Banking, Hous., and Urban Affairs, 110th Cong. (2007); Subprime and Predatory Lending: New
Regulatory Guidance, Current Market Conditions, and Effects on Regulated Financial Institutions: Hearing before
the Subcomm. on Fin. Insts. and Consumer Credit of the H. Comm. on Fin. Servs., 110th Cong. (2007); Mortgage
Market Turmoil: Causes and Consequences, Hearing before the S. Comm. on Banking, Hous., and Urban Affairs,
110th Cong. (2007); Preserving the American Dream: Predatory Lending Practices and Home Foreclosures,
Hearing before the S. Comm. on Banking, Hous., and Urban Affairs, 110th Cong. (2007).
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Frank Act was passed by both houses of Congress and 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, generally consolidated the rulemaking authority for Federal consumer financial laws,
including TILA and RESPA, in the Bureau.*” Congress also provided the Bureau, among other
things, with supervision authority for Federal consumer financial laws over certain entities,
including insured depository institutions and credit unions with total assets over $10 billion and
their affiliates, and mortgage-related non-depository financial services providers.* In addition,
Congress provided the Bureau with authority, subject to certain limitations, to enforce the
Federal consumer financial laws, including thel8 enumerated consumer laws. Title X of the
Dodd-Frank Act, and rules thereunder. The Bureau can bring civil actions in court and
administrative enforcement proceedings to obtain remedies such as civil penalties and cease-and-
desist orders.

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 contains a modified version of the Mortgage Reform and Anti-
Predatory Lending Act.*® The Dodd-Frank Act requires the Bureau to propose consolidation of

the major federal mortgage disclosures, imposes new requirements and limitations to address a

“7 Sections 1011 and 1021 of the Dodd-Frank Act, in title X, the “Consumer Financial Protection Act,” Public Law
111-203, secs. 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.

“8 Sections 1024 through 1026 of the Dodd-Frank Act, codified at 12 U.S.C. 5514 through 55186.

“ Although S. Rept. 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. Rept. No. 110-441 for H.R. 3915
(2007), and H. Rept. No. 111-194 for H.R. 1728 (2009).
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wide range of consumer mortgage issues, and imposes credit risk retention requirements in
connection with mortgage securitization.

Through the Dodd-Frank Act, Congress expanded HOEPA to apply to more types of
mortgage transactions, including purchase money mortgage loans and home-equity lines of
credit. Congress also amended HOEPA'’s existing high-cost triggers, added a prepayment
penalty trigger, and expanded the protections associated with high-cost mortgages.*

In addition, 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:

%0 Under the Dodd-Frank Act, HOEPA protections would be triggered where: (1) a loan’s annual percentage rate
(APR) exceeds the average prime offer rate by 6.5 percentage points for most first-lien mortgages and 8.5
percentage points for subordinate lien mortgages; (2) a loan’s points and fees exceed 5 percent of the total
transaction amount, or a higher threshold for loans below $20,000; or (3) the creditor may charge a prepayment
penalty more than 36 months after loan consummation or account opening, or penalties that exceed more than 2
percent of the amount prepaid.
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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.

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.

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 does not exceed certain thresholds for points and fees on the loan and which
meets such other criteria as the Bureau may prescribe.

Prohibits prepayment penalties unless the mortgage is a fixed-rate qualified mortgage
that is not a higher-priced mortgage loan, and the amount and duration of the

prepayment penalty are limited.

The statutory ability-to-repay standards reflect Congress’s belief that certain lending

practices (such as low- or no-documentation loans or underwriting loans without regard to

principal repayment) led to consumers having mortgages they could not afford, resulting in high

default and foreclosure rates. Accordingly, new TILA section 129C generally 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

28



requirements for certain “qualified mortgages.” TILA section 129C(b)(1) states that a creditor or
assignee may presume that a loan has met the repayment ability requirement if the loan is a
qualified mortgage. 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 Dodd-Frank Act creates special remedies for violations of TILA section 129C. As
amended by section 1416 of the Dodd-Frank Act, TILA 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. TILA section 130(a). This recovery is in addition to: (1) actual
damages; (2) statutory damages in an individual action or class action, up to a prescribed
threshold; and (3) court costs and attorney fees that would be available for violations of other
TILA provisions. In addition, the statute of limitations 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, except for actions brought under section 129 or 129B, or actions brought
by a State attorney general to enforce a violation of section 129, 129B, 129C, 129D, 129E, 129F,
129G, or 129H, which may be brought not later than 3 years after the date on which the violation
occurs, and private education loans under 15 U.S.C. 1650(a), which may be brought not later
than one year from the due date of first regular payment of principal). TILA section 130(e).
Moreover, as amended by section 1413 of the Dodd-Frank Act, TILA provides that when a
creditor, or an assignee, other holder or their agent initiates a foreclosure action, a consumer may

assert a violation of TILA section 129C(a) “as a matter of defense by recoupment or setoff.”
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TILA section 130(k). There is no time limit on the use of this defense and the amount of
recoupment or setoff is limited, with respect to the special statutory damages, to no more than
three years of finance charges and fees. For high-cost loans an assignee generally continues to
be subject to all claims and defenses, not only in foreclosure, with respect to that mortgage that
the consumer could assert against the creditor of the mortgage, unless the assignee demonstrates,
by a preponderance of evidence, that a reasonable person exercising ordinary due diligence,
could not determine that the mortgage was a high-cost mortgage. TILA section 131(d).

In addition to the foregoing ability-to-repay provisions, the Dodd-Frank Act established
other new standards concerning a wide range of mortgage lending practices, including
compensation of mortgage originators,>* Federal mortgage disclosures,>” and mortgage
servicing.>® Those and other Dodd-Frank Act provisions are the subjects of other rulemakings
by the Bureau. For additional information on those other rulemakings, see the discussion below
in part 111.C.

G. Qualified Residential Mortgage Rulemaking

Section 15G of the Securities Exchange Act of 1934, added by section 941(b) of the
Dodd-Frank Act, generally requires the securitizer of asset-backed securities (ABS) to retain not
less than five percent of the credit risk of the assets collateralizing the ABS. 15 U.S.C. 780-11.
The Dodd-Frank Act’s credit risk retention requirements are aimed at addressing weaknesses and
failures in the securitization process and the securitization markets.>* By requiring that the

securitizer retain a portion of the credit risk of the assets being securitized, the Dodd-Frank Act

> Sections 1402 through 1405 of the Dodd-Frank Act, codified at 15 U.S.C. 1639b.

52 Section 1032(f) of the Dodd-Frank Act, codified at 12 U.S.C. 5532(f).

%3 Sections 1418, 1420, 1463, and 1464 of the Dodd-Frank Act, codified at 12 U.S.C. 2605; 15 U.S.C. 1638, 1638a,
1639f, and 1639g.

% As noted in the legislative history of section 15G of the Securities Exchange Act of 1934, “[w]hen securitizers
retain a material amount of risk, they have ‘skin in the game,” aligning their economic interest with those of
investors in asset-backed securities.”” See S. Rept. 176, 111th Cong., at 129 (2010).
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provides securitizers an incentive to monitor and ensure the quality of the assets underlying a
securitization transaction. Six Federal agencies (not including the Bureau) are tasked with
implementing this requirement. Those agencies are the Board, Office of the Comptroller of the
Currency (OCC), Federal Deposit Insurance Corporation (FDIC), Securities and Exchange
Commission (SEC), Federal Housing Finance Agency (FHFA), and Department of Housing and
Urban Development (HUD) (collectively, the QRM agencies).

Section 15G of the Securities Exchange Act of 1934 provides that the credit risk retention
requirements shall not apply to an issuance of ABS if all of the assets that collateralize the ABS
are “qualified residential mortgages” (QRMs). See 15 U.S.C. 780-11(c)(1)(C)(iii), (4)(A) and
(B). Section 15G requires the QRM agencies to jointly define what constitutes a QRM, taking
into consideration underwriting and product features that historical loan performance data
indicate result in a lower risk of default. See 15 U.S.C. 780-11(e)(4). Notably, section 15G also
provides that the definition of a QRM shall be “no broader than” the definition of a “qualified
mortgage,” as the term is defined under TILA section 129C(b)(2), as amended by the Dodd-
Frank Act, and regulations adopted thereunder. 15 U.S.C. 780-11(e)(4)(C).

On April 29, 2011, the QRM agencies issued joint proposed risk retention rules,
including a proposed QRM definition (2011 QRM Proposed Rule). See 76 FR 24090 (Apr. 29,
2011). The proposed rule has not been finalized. Among other requirem