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I. INTRODUCTION

The evidence will show that this case involves a highly complex mechanism — captive
mortgage “reinsurance” — created and operated for the simplest of purposes: to enrich Respondents
by means of kickbacks and fee splits, in exchange for lucrative referrals. The Real Estate Settlement
Procedures Act (RESPA) bans such practices because of the inevitable harm they cause consumers.

Atrium performed no service worthy of the name, and there was no genuine business
justification for the mortgage insurance companies’ (MIs) ceding of premiums to Atrium. The MIs
“purchased” this “reinsurance” in order to qualify for a continuing flow of business referrals from
PHH, a major lender. In short, the evidence will show that the MIs ceded to Atrium because they
wanted business from PHH; and PHH referred business virtually exclusively to Mls that ceded to
Atrium. Under Section 8 of RESPA, the payments were impermissible kickbacks and unearned fees.

IT. STATEMENT OF FACTS

Enforcement Counsel will rely on ordinary course business documents, the majority of them
drawn from Respondents’ own documents, as well as witness testimony, to establish the following
facts. In addition, Enforcement Counsel note the facts deemed established by the Hearing Officer’s
Order of March 13, 2014, No. 67 (March 13 Order), at 17-18, and incorporate all of those facts by
reference here.

A. Respondents’ Role in Mortgage Insurance and “Reinsurance”

Respondent PHH Corporation is among the top-ten mortgage originators in the United
States.! At all times relevant to this matter, PHH controlled the referral of private mortgage

insurance business on the residential mortgages it originated directly through the retail channel” —

'PHH Corporation, SEC Form 10-K (20006), May 24, 2007, at 6; SEC Form 10-K (2013), Feb. 20,
2014, at 3.
% Retail loans are those originated directly by PHH affiliates.
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the great majority of its loans— and indirectly through the correspondent channel.” Referrals from
lenders were the MIs’ lifeblood, especially those from very large lenders like PHH. MGIC Board of
Directors Minutes, Jan. 24, 1996 (Enforcement Counsel Exhibit (ECX) 0037), at 3. In short,
PHH had considerable leverage over the Mls, which it was assiduously determined to, and did, use
to its advantage. S. Rosenthal, “Captive Strategy” (ECX 0737), at 1.

Respondent PHH Corporation’s subsidiaries, Respondents Atrium Insurance Corporation
and Atrium Reinsurance Corporation (together, Atrium), purported to offer “reinsurance” to Mls
continually between 1995 and 2013. Atrium received a rapidly accelerating percentage of the MIs’
net insurance premiums, reaching 40% in 1998 and continuing at that level until at least 2008.
Amendment #1 to United Guaranty (UGI)-Atrium Reinsurance Agreement (ECX 0584), at 1; email
thread, Walker (UGI) to Rosenthal (PHH), Feb. 14, 2008 (ECX 0735).

B. The HUD Letter

In 1996, the Department of Housing and Urban Development (HUD), then responsible for
enforcement of RESPA, began to review then-emerging captive reinsurance arrangements. HUD
sought information regarding one of the first arrangements, between Countrywide Finance
Corporation and Amerin Guaranty Corporation. Pursuant to that inquiry, Countrywide sought
clarification concerning RESPA compliance in connection with captive mortgage reinsurance
arrangements. HUD responded with a letter to Countrywide setting forth “the facts concerning
captive reinsurance programs as we understand them, relevant law, and how the Department will
scrutinize these arrangements to determine whether any specific captive reinsurance program is
permissible under RESPA” 1997 HUD Letter to Countrywide (HUD Letter), at 1 (ECX 0466, at

37). The letter to Countrywide warned that “[i]f the lender or its captive reinsurance affiliate is

’ Correspondent loans are originated by third parties and immediately purchased by PHH affiliates.



2014-CFPB-0002 Document74  Filed 10/31/2014  Page 6 of 30

merely given a thing of value by the primary insurer in return for this referral, in monies or the
opportunity to participate in a money-making program, then section 8 would be violated; the
payment would be regarded as payment for the referral of business or the split of fees for settlement
services.” HUD Letter, at 3 (ECX 0466, at 39). The letter further set forth a variety of factors that
would call the arrangements into question, and basic expectations for how HUD might evaluate
whether a given relationship was legitimate or a mere guise for the payment of kickbacks and
unearned fees.

C. The MIs Ceded Premiums in Exchange for PHH’s Referrals of Business
Respondents’ pricing for “reinsurance” took the form of captive structures such as
“4/10/40.” UGI-Atrium Reinsurance Agreement and Amendments (ECX 0584). Under this type

of excess-of-loss structure, Atrium received or was “ceded” 40% of the borrower’s insurance
premium, in exchange for purporting to assume liability on all claims between 4% and 14% of the
total risk (the “risk band”) on each “book year” of reinsured loans from the MI. Id.

The MIs treated captive reinsurance as a product that they offered to PHH. Genworth RFI
Presentation to PHH Mortgage, Oct. 20, 2006 (ECX 0529); MGIC Response to RFI, Oct. 2006
(ECX 0531); see PHH Supplemental NORA Submission to CFPB (PHH Suppl. NORA), Sept. 23,
2013 (ECX 0654), at 14, n. 9 (“...in 2006 PHH solicited proposals for new reinsurance agreements
... these arrangements were structured by the pmi providers and not PHH.”). In effect, the Mls
engaged in reverse-bidding to send Atrium purported reinsurance business by offering structures
with the most attractive terms possible — to Atrium, for the benefit of PHH. Email thread, PHH
and UGI, Dec. 2006-Jan. 2007 (ECX 0751). PHH, for its part, directed this process and played the
MIs off one another, urging them to sharpen their pencil in light of competing offers, and to offer
the most profitable and risk-free captive structures possible to Respondents. Id.; see Investigational

Hearing Ttr. of Samuel Rosenthal (Rosenthal Tr.) (ECX 0731), at 61, 64-65, 118-19. 1n 2006, PHH
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proposed to substantially increase the overall volume of retail business it could send to Mls, and
issued a Request for Proposal (2006 RFP). PHH Request for Information to MGIC, Oct. 9, 2006
(ECX 0024), at 2. The purpose of initiating the 2006 RFP was to extract even more profitable
captive reinsurance arrangements from the Mls to benefit PHH. Rosenthal Tr. (ECX 0731) at 61,
64-65.

Atrium had no competitors. Rosenthal Tr. (ECX 0731) at 43-44. Atrium did not offer
reinsurance on books of loans originated by lenders other than PHH. New York Insurance Dep’t.,
Report of Examination of Atrium Insurance Corp., Apr. 18, 2008 (ECX 0199), at 5. Atrium itself
had no employees. 30(b)(6) Deposition Tr. of Mark Danahy, Munoz ». PHH Corp. (ECX 0153), at
24. And it did no independent actuarial analysis to assess the risk and to set the price of its
reinsurance. Rosenthal Tr. (ECX 0731) at 40. Rather, Atrium engaged the actuarial firm Milliman
Inc. to prepare a series of written opinions, each asserting that a particular captive “arrangement”
transferred significant risk on a given book year commensurate with the premium ceded, for the
express purpose of satisfying their reading of RESPA Section 8. Milliman Opinions (e.g., ECX 0193,
0194, 0195). The evidence will show that both PHH and the MIs sought to offer and implement
captive arrangements that were as profitable and risk-free for PHH as possible, Rosenthal Tr. (ECX
0731) at 64-65, while obtaining Milliman’s opinions as a cover.

PHH steered referrals only to those MIs who had arranged to cede premiums to Atrium
until late 2008, when the mortgage crisis was already full-blown. March 13 Order, at 17 (Rule 213
Facts, § 2); PHH data submission to CFPB, Mar. 2, 2012 (ECX 0159); PHH Supplemental NORA
Submission to CFPB, Sept. 2013 (ECX 0654), at Exh. M. During this time, PHH made it virtually
impossible for any MI lacking a captive arrangement with Atrium to receive any significant volume
of referrals from PHH. Id.; Rosenthal Tr. (ECX 0731) at 30. And none did. PHH data submission

to CEFPB, Mar. 2, 2012 (ECX 0159). PHH’s automated “dialer” ensured retail business went only to
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MIs with a captive arrangement — that is, those who had agreed to cede a substantial amount of their
premiums to Atrium. Email thread, May-June 2008, RMIC-PHH (ECX 0403). Simultaneously, until
August 8, 2008, PHH’s “preferred provider” list was limited only to MIs with captive arrangements.
PHH Supplemental NORA Submission to CFPB, Sept. 2013 (ECX 0654), at Exh. O. This list
ensured that correspondent lenders would be penalized with a % point increase on a mortgage loan
if they picked a non-preferred MI, i.e., non-captive MI provider. PHH email thread, June 5-6, 2008
(ECX 0262). By late 2008, the mortgage crisis compelled PHH to utilize additional MIs — which
PHH did, on the condition that plans were in place to create future captive reinsurance
arrangements with them as well. These deals, however, did not come to fruition because the
government-sponsored entities (GSEs) effectively prohibited “deep cede arrangements” by capping
captive reinsurance arrangements at a maximum cede level of 25% in 2008 and never lifted that ban.
Nonetheless, PHH continued to steer referrals, in large part due to the benefits it perceived it could
gain from its existing captive reinsurance arrangements, until at least May 19, 2009. Email, Bradfield
(PHH) to Rosenthal (PHH), May 19, 2009 (ECX 0367).

D. Abundant Evidence of the Parties’ Behavior Under the “Reinsurance”
Agreements Shows They Were Not Arms’-Length

In all key respects, the evidence shows that the MIs, PHH, and Atrium did not behave as if
the captive arrangements were bona fide business deals.

The evidence shows that, in sending payments to Atrium, the MIs did not seek any of the
benefits of real reinsurance such as catastrophic risk protection. Expert Report of Mark Crawshaw
(MC Exp. Rpt.), at 4, 42, 56-57. Instead, the MIs sought to cede premiums in exchange for referrals
that would gain or hold market share. UGI Proposal to PHH in Response to RFI, Oct. 18, 2006
(ECX 0521) at cover letter; see MGIC Board of Directors minutes, Jan. 23, 2003 (ECX 0036), at 4.

The two MIs with by far the largest captive arrangements with PHH repeatedly agreed to

novations to their “reinsurance” agreements with Atrium, to their own detriment and Respondents’

5
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benefit, without receiving any compensation in return. In 2006, Genworth agreed to carve out
certain subprime loans from inclusion from the captive, and received no consideration under the
agreement. PHH internal email, Aug. 10, 2007 (ECX 0204); PHH-Genworth email thread, May-
July, 2006 (ECX 0502); Third Amendment to Genworth-Atrium Reinsurance Agreement (ECX
0503). That same year, UGI agreed to a similar amendment, likewise without compensation.
Amendment #6 to UGI-Atrium Reinsurance Agreement (ECX 0584).

In late 2006 and early 2007, at the same time PHH was discussing with UGI the proposed
captive structures UGI had submitted in response to the 2006 RFP, Email thread, PHH-UGI, Dec.
2006-Jan. 2007 (ECX 0751), the same UGI and PHH executives discussed and agreed to an
amendment to their captive deal that, when executed, allowed Atrium to withdraw from UGTI’s trust
a dividend of over $52 million. Email thread, PHH-UGI, Jan. 4-8, 2007 (ECX 0303); PHH email
thread, Feb.-May, 2008 (ECX 0244); Amendment #7 to UGI-Atrium Reinsurance Agreement
(ECX 0584). UGI thus lost forever the benefit of having funds contributed by Atrium in the trust,
and received no compensation under the amendment. Rosenthal Tr. (ECX 0731) at 42-43, 120-21,
127. Following the “dividend,” none of Respondents’ capital contributions remained in the trust.
MC Exp. Rpt., at 38.

In 2012, Respondents and Genworth negotiated the cut-off termination of their captive deal.
Eventually, the deal was terminated, with a $24.1 million commutation payment to Atrium. March
13 Order, at 18 (Rule 213 Facts, § 10). At the same time those terms were being discussed,
Genworth was also discussing the terms under which it might continue receiving business from
PHH. PHH “Overview of Genworth and PHH Partnership — Briefing Document,” Apr. 2012
(ECX 0496), at 2.

Documentary evidence likewise shows that Radian entered into its captive arrangement with

Atrium not to obtain reinsurance through an arms’-length transaction, but to provide a steady
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stream of profits to PHH in the hopes of breaking into PHH’s account. _

Consistent with its pitch, the captive arrangement that Radian entered into with Atrium was
tremendously advantageous for PHH. For almost four years, Radian allowed PHH to receive 40%
of its premiums in exchange for an exceedingly small $16,120 capital contribution. MC Exp. Rpt. at
55, 57. And Radian thereafter sought to make the deal even more beneficial to Respondents. For
example, in its response to the 2006 RFP, Radian indicated that it “would consider amending PHH’s
agreement” to allow the “possibility of declaring dividends earlier subject to issuance of [a] risk
transfer opinion.” Radian, RFI Response for PHH Mortgage, 2006 (ECX 536), at 43.

E. The Captive Deals Were Designed to, and Did, Sharply Limit Risk and
Maximize Profits for Respondents

As set forth in the Expert Report of Mark Crawshaw, all of the captive deals entered into by
Atrium contained multiple features that ensured that Respondents avoided any significant risk. Many
of these features were written into the agreements themselves; others are observed from the actual,
real-world behavior of the parties. Among other things, these features included the segregation of
risk by MI through separate trust accounts, the limitation of Atrium’s liability to the funds in each
trust account, a structure that made it extremely unlikely that Atrium would have to pay any claims

in the first few years of the arrangement, Atrium’s ability not to make required capital contributions

7
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by forcing a termination of the arrangement at the optimal time for Atrium, and Atrium’s ability to
obtain one-sided amendments to its contracts with the MIs that further reduced or eliminated any
risk. MC Exp. Rpt. at 3. While the several agreements between Atrium and the MIs varied in form
and language — for example, with respect to the formulation of the limitations on Atrium’s liability,
the combined effect of multiple features of these agreements was that Atrium by design received
tremendous benefits from these agreements with no real risk to its capital. Id. at 3, 12-30.

Dr. Crawshaw conducted a detailed analysis of each of Atrium’s four captive arrangements
and concludes that, as a result of these risk-avoiding features, none of them reflected a genuine
reinsurance service to the Mls. For example, Dr. Crawshaw explains that in the first several years of
the UGI arrangement (from 1995 through mid-2000), the maximum amount that UGI could gain
from that arrangement was limited to Atrium’s $460,000 initial capital contribution to the UGI trust
account, whereas the amount that UGI stood to lose was orders of magnitude greater — tens of
millions of dollars of premiums it had already ceded, or would be required to cede, to Atrium for the
first several book years covered under the arrangement. Id. at 34-36 & n. 84. In addition, the
likelihood of UGI gaining Atrium’s small capital contribution was less than the likelthood of UGI
losing the substantial premiums ceded to Atrium. I at 35. As a result, the arrangement from the
start was a lopsided bet stacked heavily in Atrium’s favor. Dr. Crawshaw concludes that from an
insurance perspective, there was no reasonable business justification for UGI to enter into such an
arrangement. Id. at 30.

By mid-2000, when Atrium had to decide whether to contribute additional capital,
substantial premiums had already accumulated in the UGI trust account, providing a buffer against
the risk of loss of any additional capital. I4. at 36. But if Atrium nonetheless believed that the risk of
loss to its capital was significant, it could have avoided the need to contribute additional capital by

terminating the arrangement, severely reducing any risk to Atrium. Id. at 37-38. Although



2014-CFPB-0002 Document 74  Filed 10/31/2014 Page 12 of 30

Respondents elected to continue with the UGI arrangement, they did so at a time when the housing
boom was in full swing and with the knowledge that continuing to accept 40% of UGI’s premiums
was likely to be highly profitable to Atrium. Id. at 38. But not long after it had completed making
additional capital contributions to the UGI trust account, Atrium began to take substantial dividends
from the trust account, which reduced its net capital contribution to zero by early 2007. Id. at 33.
Thus, by the time it paid its first claims to UGI as a result of the mortgage crisis, UGI’s recovery was
limited to a portion of the premiums it had already ceded to Atrium. Id. at 39.

Dr. Crawshaw’s analysis of Atrium’s conduct in its arrangements with Radian and CMG
(which commenced in 2004 and 2000, respectively) presents a revealing contrast. As the mortgage
crisis escalated, Atrium was faced with the prospect of significant claims, but unlike its experience
with UGI (and Genworth), Atrium’s arrangements with Radian and CMG had not been in existence
for a sufficiently long period of time for the trust accounts to accumulate significant premiums to
buffer against the risk of loss of Atrium’s capital. Id. at 51-59. Atrium was therefore confronted
with a choice — contribute additional capital that might actually be exposed to some non-trivial risk,
or terminate the arrangement. Atrium chose the latter. Id. Atrium terminated the Radian
arrangement to avoid “put(ting] additional capital at risk with this trust,” email, Danahy to Bogansky,
Feb. 15, 2009 (ECX 0254), at 2, and it declined to fund the CMG trust account to the level required
by its contract with CMG, forcing a termination of that arrangement and shifting to CMG liabilities
that substantially exceeded the commutation payment obtained by CMG (which was itself
comprised mostly of CMG’s own ceded premiums). MC Exp. Rpt. at 54; email, Bahr (CMG) to
Rosenthal (PHH), Aug. 13, 2009 (ECX 0372).

In addition, because the standard net cede was fixed at 40% for about a decade (MC Exp.
Rpt. at 31, 44; Genworth-Atrium Reinsurance Agreement and Amendments (ECX 0503); UGI-

Atrium Reinsurance Agreement and Amendments (ECX 0584), these risk-limiting features also had
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the effect, along with other features, of maximizing Respondents’ profits. Email thread, PHH-PMI,
Oct. 26-27, 2006 (ECX 0739). Dr. Crawshaw concludes that the “arrangements were designed to
yield large profits to Atrium.” MC Exp. Rpt. at 4, 59-61, 72-70.
F. Respondents Were Enriched Through their Captive Arrangements by
Accepting Ceded Premiums, Dividend Payments and Commutation
Payments

Atrium accepted ceded premiums from its MI partners continuously from 1995, when it
entered into its first captive agreement (with UGI) through May 2013, when it terminated the last of
its captive arrangements (with UGI). Over the life of its captive arrangements, Atrium accepted
approximately $304,729,028 in total net ceded premiums from UGI, $121,882,937 in total net ceded
premiums from Genworth, $3,534,924 in total premiums from Radian and $2,726,736 in total
premiums from CMG.* PHH NORA Submission to CFPB, Sept. 6, 2013 (ECX 0653) at Exh. C;
Atrium-Genworth Statement, Mar. 31, 2012 (ECX 0257); Atrium “MI Remittance Summary” (ECX
0828).

Atrium took dividends and obtained commutations payments from the trust accounts for
Genworth and UGI. Atrium took $13,900,000 in total dividends from the Genworth trust account.
(PHH NORA Submission to CFPB, Sept. 6, 2013 (ECX 0653) at Exh. C. Upon the termination of
its agreement with Genworth in April 2012, Atrium received an additional $24.1 million payment

from the Genworth trust account. March 13 Order, at 18. Atrium also withdrew $34,425,182 from

*The total premium figures for UGI and Genworth identified above differ from the figures for UGI
and Genworth reflected in paragraph 14 of the Hearing Officer’s Rule 213 ruling in the March 13
Order because the former are “net” amounts (they account for ceding commissions paid by Atrium
to the MI), whereas the latter are “gross” amounts (they do not account for ceding commissions).
See March 13 Order at 18. The total premium figures for Radian and CMG identified above are
based on a spreadsheet produced by PHH. Atrium “MI Remittance Summary” (ECX 0828). The
agreements between Atrium and Radian and CMG, respectively, did not require payment of a ceding
commission. Atrium-Radian Reinsurance Agreement, Jul. 26, 2004 (ECX 0200); CMG-Atrium
Reinsurance Agreement, Dec. 1, 2006 (ECX 0202).

10
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the Genworth trust account for the stated purpose of paying taxes and expenses. Atrium-Genworth
statement, Mar. 31, 2012 (ECX 0258). Atrium took $104,973,654 in total dividends from the UGI
trust account. Atrium-UGI statement, Sept. 30, 2012 (ECX 0198). Upon the termination of its
agreement with UGI in May 2013, Atrium received an additional $69,169,499 payment from the
UGTI trust account. March 13 Order at 18. Atrium also withdrew $50,272,000 from the UGI trust
account for the stated purpose of paying taxes and expenses. Atrium-UGI statement, Sept. 30, 2012
(ECX 0198).

III. ARGUMENT

A. The Evidence Will Show Prima Facie Violations of Sections 8(a) and 8(b) of
RESPA

Section 8(a) of RESPA prohibits any person from giving or receiving “any fee, kickback, or
thing of value pursuant to any agreement or understanding, oral or otherwise, that business incident
to or a part of a real estate settlement service involving a federally related mortgage loan shall be
referred to any person.” “Regulation X clarifies that such an agreement or understanding may be
inferred from a course of conduct:

Agreement or understanding. An agreement or understanding for the referral of business

incident to or part of a settlement service need not be written or verbalized but may be

established by a practice, pattern or course of conduct. When a thing of value is received
repeatedly and is connected in any way with the volume or value of the business referred, the
receipt of the thing of value is evidence that it is made pursuant to an agreement or
understanding for the referral of business.

24 CF.R. §1024.14(e).

Here, the evidence will document a years-long course of dealing between Respondents and

the MlIs, in which Respondents established that the existence of an agreement by an MI to cede

premiums for purported reinsurance was a necessary precondition of referral of the mortgage

*12 US.C. § 2607(a).

11
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insurance business on which the MIs indispensably depended. Moreover, Respondents received

ceded payments repeatedly, virtually continuously, for nearly two decades. The value of these

payments to Respondents was intimately connected to the volume of business they referred to the

MIs, as the magnitude of the payments was based directly on the amount of business that was

referred and subsequently “reinsured.” The pattern or practice is demonstrated by evidence of all

the circumstances, including that:

from Atrium’s inception in the mid-1990s until shortly after the onset of the mortgage
crisis, PHH sent its controllable retail referrals only to MIs that had agreed to cede it
premiums;

during that period, PHH tried to deter correspondent referrals to any MI with whom it
lacked a captive by charging a 75 basis point increase on correspondent loans assigned to
an MI that was not one of its “preferred” MI providers, namely, the MIs who had agreed
to cede; and

during the life of its captive reinsurance arrangements, Atrium: 1) received approximately
$493 million in gross ceded premiums, 2) withdrew at least $212,143,153 in dividends
from its captive trusts, 3) received approximately $93 million in commutation payments
from those trusts, and 4) withdrew at least $84,697,182 for purported tax and expense

payments.

All of these practices are shown by many contemporaneous documents from PHH, the MIs,

and others, and will be underscored by testimony at hearing. The referrals, ceding, and other

elements will be thoroughly documented.

Section 8(b) of RESPA prohibits any person from giving or accepting “any portion, split, or

percentage of any charge made or received for the rendering of a real estate settlement service in

12
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connection with a transaction involving a federally related mortgage loan other than for services
actually performed.”

Both documents and hearing testimony will show that Respondents accepted a portion of
borrowers’ mortgage insurance premiums. The evidence will further show that Respondents did so
without performing any actual service in exchange, including that:

e the MIs entered into the reinsurance agreements for the purpose of building or
maintaining market share, and without seeking — or reasonably expecting —the normal
benefits of reinsurance;

e the MIs “competed” to cede premiums and offer favorable terms to Atrium for the
“reinsurance” they were purportedly buying, rather than, as one would expect, the
opposite;

e the MIs permitted their captive arrangements with Atrium to be amended to their
detriment and Respondents’ benefit, without compensation; and

e Respondents offered and performed no services for mortgage loan borrowers in

exchange for their split of borrower premiums.

B. Respondents Cannot Establish that They Qualify for the Section 8(c)(2)
Affirmative Defense

Respondents cannot meet their burden of establishing that the captive arrangements at issue
qualify for the affirmative defense provision of Section 8(c)(2) of RESPA. Section 8(c)(2) provides
that “[n]othing in this section shall be construed as prohibiting ... the payment to any person of a
bona fide salary or compensation or other payment for goods or facilities actually furnished or for
services actually performed ....” 12 U.S.C. § 2607(c)(2) (emphasis added). Once a violation is

established under Section 8(a) or 8(b), Respondents can only qualify for protection under Section

12 US.C. § 2607(b).

13
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8(c)(2) if they prove that: (1) the MIs received “services actually performed” by Atrium; and (2) the
premiums the Mls ceded to Atrium were bona fide payments entirely and solely “for” such services
actually performed, such that those payments were not — even in part — “for” the purpose of
obtaining referrals of MI business. See March 13, 2014 Order, at 8 (finding that “RESPA Section
8(c)(2) establishes a safe harbor for salary, compensation, or other payment for services actually
performed, but only if such payment is bona fide.”).

In its 1997 letter to Countrywide, discussed above, HUD explained that for the Section
8(c)(2) exemption to apply, payments to the captive reinsurer must be: (1) “for reinsurance services
‘actually furnished”’; and (2) “bona fide compensation that does not exceed the value of such
services.” HUD Letter at 3; (ECX 0466 at 39). If the MIs receive referrals from the lenders who
own the captive reinsurers, any payment, or portion thereof, by the MIs to the captives that exceeds
the value of reinsurance services is an “impermissible referral fee.” Id. at 3, 4.” Thus, citing Section
8(c)(2), HUD “concluded that, so long as payments for reinsurance under captive reinsurance
arrangements are solely ‘payments for goods or facilities actually furnished or for services actually
performed,’ these arrangements are permissible under RESPA.” I, at 1 (emphasis added). HUD
explained that “[i]f the lender or its [captive] reinsurance affiliate is merely given a thing of value by
the primary insurer in return for this referral, in monies or the opportunity to participate in a money-
making program, then section 8 would be violated; the payment would be regarded as payment for
the referral of business or a split of fees for settlement services.” Id. at 3; see also zd. at 4 (explaining

that captive arrangements will be subject to “particular scrutiny” when the “lender restricts its

"The HUD Letter notes that the compensation exceeds the value of reinsurance services when,
among other things, “the lender or the firm controlling the captive reinsurer is shielded from
potential losses by inadequate reserves” or the captive reinsurer has “a corporate structure that
segregates risk.” HUD Letter at 7 (ECX 0466 at 43).

14



2014-CFPB-0002 Document 74  Filed 10/31/2014 Page 18 of 30

mortgage insurance business in whole or to a large extent to a primary mortgage insurer that has a
reinsurance agreement with the lender’s captive reinsurer.”).

Respondents cannot meet their burden of establishing that the narrow Section 8(c)(2)
defense applies. First, the evidence presented at the hearing will refute any claim that the Mls
received “services actually performed” by Atrium. In his expert report, Dr. Crawshaw explains that
Atrium’s captive arrangements had a variety of features that enabled Atrium to avoid any significant
risk of sustaining a significant loss of its capital — a generally accepted industry guideline for
determining whether a contract or arrangement results in a real transfer of risk. MC Exp. Rpt. at 12-
30. For each of Atrium’s four captive arrangements, he describes how those features, and other risk-
avoiding practices employed by Respondents throughout the course of those arrangements, resulted
in a failure to transfer risk from Atrium to the Mls. Id. at 30-59. He concludes that there was no
reasonable insurance-based business justification for the Mls to enter into captive arrangements with
Atrium. 1d. at 4, 35-306, 55-56. Moreover, Dr. Crawshaw’s analysis also highlights and supports the
factual observation that even after the most severe mortgage crisis in decades, Atrium did not incur
any overall loss of capital as a result of the mortgage “reinsurance” service it claims to have
provided; instead, it made massive profits. Id. at 39, 40, 49-52, Attachment 2. Dr. Crawshaw’s well-
supported and highly detailed analysis of Atrium’s captive arrangements, as they were conceived and
as the parties conducted them in practice, makes clear that these were sham arrangements that did
not reflect real reinsurance services to the Mls.

Second, even if Atrium’s captive arrangements could somehow be construed as providing a
“reinsurance’” service to the Mls, however minimal, the evidence will show that the MIs participated
in those arrangements not because they actually wanted reinsurance from Atrium, but because doing
so was a requirement of obtaining referrals of MI business from PHH. See Section 11.C, supra. Thus,

no matter how strenuously Respondents attempts to characterize Atrium’s captive arrangements as
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providing a genuine reinsurance service to the Mls, or providing other supposed benefits like
“capital smoothing,” its reliance on Section 8(c)(2) is a dead end because the MIs’ payments to
Atrium were not “for” any such services, but rather “for” business referrals. See HUD Letter at 1
(ECX 0466 at 37) (Section 8(c)(2) requires that the payments be “solely” for the actual services
performed).

Indeed, even if Respondents could demonstrate that there was some incidental value to the
MIs from any “reinsurance” service provided by Atrium (in addition to the value of the referrals), as
Dr. Crawshaw explains in his report, the “compensation paid to Atrium in the form of premiums
ceded by the MIs was extremely high relative to any risk assumed by Atrium.” MC Exp. Rpt. at 4,
59-61, 72-76. Because the amount of premiums the MIs were required to cede to Atrium was vastly
in excess of any risk that Atrium assumed, Respondents cannot establish that no portion of those
payments were referral fees prohibited by RESPA. See HUD letter at 3 (ECX 0466 at 39) (payments
that “exceed the value of the reinsurance” are an “impermissible referral fee”).

C. The Proposed Remedies Are Appropriate and Available

RESPA’s Section 8 anti-kickback provision provides that “[t|he Bureau . . . may bring an
action to enjoin violations. . ..” 12 U.S.C. § 2607(d)(4) (as amended).’ In addition, Section 1055 of
the Consumer Financial Protection Act (CFPA) explicitly provides for disgorgement and restitution,
as well as non-money injunctive relief and other remedies, for violations of “Federal consumer
financial law,” defined to include the enumerated consumer laws such as RESPA. See CFPA, 12

U.S.C. § 5565(2)(2)(D)), § 5481(12)(M) (defining RESPA as an “enumerated consumer law”).

® The Dodd-Frank Act amended this language to include “the Bureau;” beyond that change, no
other changes were made to this language during the period relevant to the conduct at issue in this
case.
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Although the CFPA only recently codified the availability of remedies such as disgorgement
and restitution for RESPA violations in any enforcement proceeding by the Bureau, these are not
new forms of relief for RESPA violations because these remedies were previously available to the
government (that is, HUD) under equitable principles.” Since the power to enjoin is an equitable
one, a suit for an injunction by HUD would have invoked the full equitable powers of the court. See
Jackson v. Property 1.D. Corp., et al., CV-07-3372-GHK (CWx) (C.D. Cal. Mar. 24, 2008) (opinion
attached hereto as Exhibit A). In Property I.D., the court held that the power to enjoin RESPA
violations “calls forth the full equitable jurisdiction of this Court,” “including a range of equitable
relief, among which are disgorgement and accounting.” Property I.D. at 3. Relying on the foundation
of Porter v. Warner Holding Co., 328 U.S. 395 (19406), the court concluded that “[u]nless a statute in so
many words, or by a necessary and inescapable inference, restricts the court’s jurisdiction in equity,
the full scope of that jurisdiction is to be recognized and applied.” Property I.D. at 3 (quoting Porter,
328 U.S. at 398). In cases of public interest, “those equitable powers assume an even broader and
more flexible character.” Id. The court found that because nothing in RESPA “supports a negative
inference about the availability of other equitable remedies in a suit brought by HUD,” it would “not
infer that Congress intended to exclude such remedies from § 2607 by failing to enumerate them.”
Property 1.D. at 4. Instead, it determined that “Congress intended to invoke the full range of
equitable remedies in § 2607,” including disgorgement. Property 1.D. at 4-5.

Where “federal courts had authority . . . to award [remedies] based upon equitable

principles,” a statute expressly providing for the same may be applied to conduct that occurred

? See March 13 Order, at 12 (“To the extent Enforcement seeks the same relief as was formerly
available to HUD, Dodd Frank's expansion of the available adjudicatory forum to include the
present forum affects only jurisdiction. It does not impair rights Respondents possessed when they
acted, increase their liability for past conduct, or impose new duties with respect to transactions
already completed.”).
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before the enactment of the statute. Landgraf v. UST Film Products, 511 U.S. 244, 277 (1994)
(reviewing its decision in Bradley v. School Bd. of Richmond, 416 U.S. 696, 94 (1974) to authorize
attorney’s fees under a new statute, even for services rendered before the enactment of the law); see
also S.E.C. v. First Pacific Bancorp, 142 F.3d 1186, 1193 n.8 (9th Cir. 1998), cert. denied sub nom., Sands v.
S.E.C, 525 U.S. 1121 (1999) (holding that the proposed remedy could be invoked without any
impermissible retroactive effect, because the new law “merely codified the equitable authority to
impose [an] officer and director bar which the courts already possessed and exercised.”).

An injunction as well as ancillary equitable relief, such as in the form of disgorgement and
restitution, are necessary in this case to protect the public interest and enforce Section 8 of RESPA
against captive reinsurance schemes. There may well be no other available remedy to stop this
conduct and deter others from repeating it in the future.

Civil money penalties are also available and appropriate in this matter. See 12 U.S.C. 5565(c).

18



2014-CFPB-0002 Document 74  Filed 10/31/2014  Page 22 of 30

IV. CONCLUSION

For all the reasons cited above, Enforcement Counsel respectfully request that this tribunal

make appropriate findings of fact and order the requested relief.

DATED:  March 19, 2014

Respectfully submitted,

Lucy Morris
Deputy Enforcement Director for Litigation

/s/Donald R. Gordon
Donald R. Gordon
Kimberly J. Ravener
Navid Vazire
Thomas Kim
Enforcement Attorneys
Consumer Financial Protection Bureau
1700 G Street, NW
Washington, DC 20552
Telephone: (202) 435-7357
Facsimile: (202) 435-7722
e-mail: donald.gordon@cfpb.gov

Enforcement Counsel
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UNITED STATES DISTRICT COURT
CENTRAL DISTRICT OF CALIFORNIA

CIVIL MINUTES - GENERAL

Case No. CV 07-3372-GHK (CWXx) Date March 24, 2008
Title Jackson v. Property 1.D. Corp., et al.
Presiding: The Honorable GEORGE H. KING, U. S. DISTRICT JUDGE
Beatrice Herrera N/A N/A
Deputy Clerk Court Reporter / Recorder Tape No.
Attorneys Present for Plaintiffs: Attorneys Present for Defendants:
None None

Proceedings:  (In Chambers) Order Re: Defendants’ Motions to Dismiss

This matter is before the Court on Defendants’ numerous motions to dismiss (the “Motions”),
filed by: 1) Realogy Corporation and NRT/Coldwell Banker Residential Brokerage Corporation
(collectively, “Realogy”); 2) Property 1.D. Corp., Property 1.D. of East Bay LLC, Property I.D.
Associates LLC and Property 1.D. Golden State LLC (collectively, “Property 1D”); 3) Mason-McDuffie
Real Estate (“Mason McDuffie”); and 4) Pickford Realty Ltd. and Pickford Golden State Member LLC
(collectively, “Pickford™). Plaintiff Alphonso Jackson (“Plaintiff”), Secretary of the United States
Department of Housing and Urban Development (“HUD?”), has filed a Complaint alleging violations of
Section 8 of the Real Estate Settlement Procedures Act (“RESPA”), 12 U.S.C. § 2607(a) and (b). We
have considered the papers filed in support of and in opposition to the Motions, and deem them
appropriate for resolution without oral argument. L.R. 7-15. As the parties are familiar with the facts,
we will not restate them except as necessary.

l. Introduction

The Complaint seeks relief in the form of a permanent injunction, an accounting, disgorgement,
and costs. The Motions argue that HUD has failed to state a claim for an injunction, and is not entitled
to an accounting and disgorgement under Section 8 of RESPA. In deciding a Rule 12(b)(6) motion to
dismiss, we must accept the allegations of fact in the complaint as true and construe them in the light
most favorable to Plaintiff. See, e.g., Warren v. Fox Family Worldwide, Inc., 328 F.3d 1136, 1139 (9th
Cir. 2003).

1. Injunctive Relief

Under RESPA, HUD “may bring an action to enjoin violations of [Section 8].” 12 U.S.C.
8 2607(d)(4). However, Defendants argue that injunctive relief is impossible here, as all the conduct
alleged to violate Section 8 has ceased. Section 8 prohibits the payment of kickbacks and unearned fees
in connection with the referral of real estate settlement services. The Complaint alleges that Defendants
have violated § 2607 through the creation and operation of several joint ventures between Property 1D
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on one side and each of Realogy, Mason-McDuffie, and Pickford (the “Broker Defendants™) on the
other. These joint ventures allegedly allowed Property ID to make illicit payments to the Broker
Defendants in exchange for business referrals. However, the Complaint alleges that in August 2005,
“after Defendants were served with HUD’s investigatory subpoenas . . . Property I.D. suspend[ed] the
referral fee payments to the [Broker Defendants.]” (Compl. § 35.) The Complaint further alleges that
the joint venture between Property ID and Realogy “was formally terminated in August 2006.” (Id.)
Thus, Defendants argue, there is nothing for this Court to enjoin under the allegations of the Complaint.

Although injunctive relief is designed to prevent future harm, and thus is generally unavailable
where the conduct to be enjoined has ceased, “[i]t is well settled that a defendant’s voluntary cessation
of a challenged practice does not deprive a federal court of its power to determine the legality of the
practice.” City of Mesquite v. Aladdin’s Castle, Inc., 455 U.S. 283, 289 (1982). A suit for injunction
may be moot “if the defendant can demonstrate that there is no reasonable expectation that the wrong
will be repeated.” United States v. W. T. Grant Co., 345 U.S. 629, 633 (1953) (quotation and citation
omitted). However, “the court’s power to grant injunctive relief survives discontinuance of the illegal
conduct.” 1d. Where the offensive conduct has ceased, a court must determine whether “there exists
some cognizable danger of recurrent violation, something more than the mere possibility which serves
to keep the case alive.” 1d. In weighing this “cognizable danger,” a court must consider “the bona fides
of the expressed intent to comply, the effectiveness of the discontinuance and, in some cases, the
character of the past violations.” Id. The Ninth Circuit has refined this test, requiring us to consider
whether there is “a reasonable likelihood of future violations,” by examining factors such as “(1) the
degree of scienter involved; (2) the isolated or recurrent nature of the infraction; (3) the defendant’s
recognition of the wrongful nature of his conduct; (4) the likelihood, because of defendant’s
professional occupation, that future violations might occur; (5) and the sincerity of his assurances
against future violations.” SEC v. Fehn, 97 F.3d 1276, 1295-96 (9th Cir. 1996).

Based on all the circumstances, we find that the Complaint makes sufficient allegations in
support of injunctive relief. Plaintiff alleges that Property ID “is holding additional referral fee
payments” for the Broker Defendants, and that, unless enjoined, the payments may resume. (Compl.
136.) Plaintiff further alleges that, “because Defendants remain settlement service providers in the
position to give or accept unearned payments, they have the ability to resume operation of the joint
ventures and the illegal fee-splitting scheme unless permanently enjoined.” (Compl. § 50.) Plaintiff
also alleges that Defendants formed and operated the alleged “sham” joint ventures over the past ten
years. (Compl. 1 26.) These allegations go directly to the factors we must consider in weighing the
appropriateness of an injunction, and, if proven, would show that violations were recurrent and that
Defendants are in the professional position to assure that they recur. Moreover, Defendants contest the
wrongfulness of their actions, and although we intimate no opinion on the merits of this issue, it further
weighs against dismissal, as there is no “recognition of the wrongful nature of [the] conduct.” Further,
on a motion to dismiss we cannot simply accept Defendants’ assurances that the allegedly wrongful
conduct will not continue. Therefore, as the allegations in the Complaint are sufficient to meet the
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Grant and Fehn factors, we decline to foreclose the possibility of an injunction at this time.
I11.  Disgorgement and Accounting

Even were we to reach a different conclusion on the availability of an injunction, we would not
dismiss, as the Complaint adequately states a claim for disgorgement and accounting. As stated above,
HUD “may bring an action to enjoin violations of [Section 8].” 12 U.S.C. § 2607(d)(4). We conclude
that this language properly invokes the equity jurisdiction of this Court, including a range of possible
equitable relief, among which are disgorgement and accounting.

Four sections in RESPA include remedial provisions: §8 2605(f), 2607(d), 2608(b), and 2609(d).
Two of these sections, 12 U.S.C. §8 2605 & 2608, provide solely for private remedies. On the other
hand, 12 U.S.C. § 2609 provides only for civil penalties to be assessed by HUD. The remedial
provisions in § 2607 are broader in scope, providing for criminal penalties and both private and public
civil actions, not only by HUD, but by the Attorney General or insurance commissioner of any state.
The criminal penalties, 12 U.S.C. § 2607(d)(1), include up to a $10,000 fine and one year of
imprisonment. The private civil suit provisions provide for trebled damages as well as costs and
attorneys’ fees. 12 U.S.C. 88 2607(d)(2) & (d)(5). The public suit provision, already quoted in part,
states in full that: “The Secretary [of HUD], the Attorney General of any State, or the insurance
commissioner of any State may bring an action to enjoin violations of this section.” 12 U.S.C.
§ 2607(d)(4).

The power to enjoin is equitable, and calls forth the full equitable jurisdiction of this Court.
“Unless otherwise provided by statute, all the inherent equitable powers of the District Court are
available for the proper and complete exercise of that jurisdiction.” Porter v. Warner Holding Co., 328
U.S. 395, 398 (1946). Further, “since the public interest is involved in a proceeding of this nature, those
equitable powers assume an even broader and more flexible character than when only a private
controversy is at stake.” 1d. The Court in Porter stated:

“Moreover, the comprehensiveness of this equitable jurisdiction is not to be denied or
limited in the absence of a clear and valid legislative command. Unless a statute in so many
words, or by a necessary and inescapable inference, restricts the court’s jurisdiction in equity, the
full scope of that jurisdiction is to be recognized and applied. The great principles of equity,
securing complete justice, should not be yielded to light inferences, or doubtful construction.”

Id. (quotations and citations omitted).

'We find Realogy’s differing circumstances to be immaterial at this stage. The termination of
Associates, LLC, Realogy’s joint venture with Property ID, in no way precludes Realogy from receiving
illicit fees from Property ID by other means, including the formation of a new joint venture. Moreover,
the suit between Realogy and Property ID to formally dissolve Associates, LLC is still pending. Under

these circumstances, an injunction would not be moot.
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Porter, which construed the Emergency Price Control Act of 1942 (“EPCA”), might not be controlling
here, as the language of the EPCA differs somewhat from the language in RESPA. For one, the Court in
Porter relied in part on language in the EPCA that authorizes “other order(s)” by a district court to grant
full relief. Id. at 399. However, the Court’s subsequent ruling in Mitchell v. Robert DeMario Jewelry,
Inc., 361 U.S. 288 (1960) confirms the broad scope of our equitable jurisdiction under RESPA.

Mitchell affirmed the general applicability of Porter beyond the context of the EPCA and the
“other order” language. See Mitchell, 361 U.S. at 290-92. Rather, when Congress invokes a Court’s
equity jurisdiction, “it must be taken to have acted cognizant of the historic power of equity to provide
complete relief in the light of statutory purposes.” Id. at 291-92. In Mitchell, the Court construed an
equitable provision of the Fair Labor Standards Act of 1938 (“FLSA”), 29 U.S.C. § 217. At the time of
the decision, that statute provided the district courts with jurisdiction, “for cause shown, to restrain
violations of section 15: Provided, That no court shall have jurisdiction, in any action brought by the
Secretary of Labor to restrain such violations, to order the payment to employees of unpaid minimum
wages or unpaid overtime compensation or an additional equal amount as liquidated damages in such
action.” Fair Labor Standards Act, ch. 676, 8 17, 52 Stat. 1069 (1938), as amended, 71 Stat. 514 (1957)
(current version at 29 U.S.C. § 217 (2008)). Mitchell construed this language as permitting a district
court to exercise the full panoply of its equitable powers, including reimbursement for lost wages
incident to wrongful discharge. See Mitchell, 361 U.S. at 290-96. The dissent focused on the *“other
order” language in the EPCA as distinguishing Porter, as Defendants argue we should do here. See
Mitchell, 361 U.S. at 298 n.1 (Whittaker, J., dissenting). However, although such language was absent
from the FLSA, the majority’s holding demonstrates that such language is not essential to the
availability of broad equitable relief.

We conclude that there is no material difference between the use of the verb “restrain” in the
section of the FLSA construed in Mitchell, and the use of “enjoin,” in 8 2607 of RESPA. Indeed,
Defendants do not argue any such difference. Mitchell showed, in keeping with Porter, that Congress
intends to vest a court with full equitable authority absent specific language or an “inescapable
inference,” of limits to that authority. Nothing in the language of § 2607, or RESPA generally, suggests
such limits.

Defendants argue that the comprehensive remedial provisions of RESPA weigh against a
conclusion that § 2607(d)(4) permits remedies beyond an injunction, and supports the inescapable
inference that remedies such as disgorgement and accounting are prohibited. Although we agree that
RESPA provides substantial remedies, none of the provisions in other sections of RESPA, nor in 8 2607
itself, supports a negative inference about the availability of other equitable remedies in a suit brought
by HUD. Rather, it appears clear from RESPA that violations of § 2607 are subject to the harshest
punishments and expansive relief, as only that section provides for public suit in equity and criminal
penalties. Moreover, other sections of RESPA do not provide for additional equitable remedies. Thus,
we do not infer that Congress intended to exclude such remedies from § 2607 by failing to enumerate
them. Rather, in limiting equitable remedies to § 2607, as well as to public suits—i.e., those invoking
“the public interest”— we must conclude, as directed by Porter and Mitchell, that Congress intended to
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invoke the full range of equitable remedies in § 2607.

The Supreme Court’s more recent holding in Meghrig v. KFC Western, Inc., 516 U.S. 479
(1996), is distinguishable, and does not undermine our conclusion here. In that case, the Court found
that past clean-up costs could not be awarded in a citizen suit brought under the Resource Conservation
and Recovery Act of 1976 (“RCRA”). Meghrig, 516 U.S. at 482-83. RCRA, however, is dissimilar to
RESPA and FLSA. The equitable enforcement provision at issue there, 42 U.S.C. § 6972, includes
restrictions such as an “imminent and substantial endangerment” requirement that is lacking in either
RESPA or FLSA. Also, unlike the situation here, RCRA has an analogous statute, the Comprehensive
Environmental Response, Compensation, and Liability Act of 1980 (“CERCLA”), which provides for
additional forms of relief which can be construed by comparison to be absent from RCRA. Also, RCRA
“is not principally designed to effectuate the cleanup of toxic waste sites or to compensate those who
have attended to the remediation of environmental hazards.” Meghrig, 516 U.S. at 483. An award of
past cleanup costs would have been contrary to the intent of that statute. By contrast, § 2607 of RESPA
is designed to prohibit kickbacks and other illicit fees that raise the costs of settlement services.
Interpreting § 2607(d)(4) to grant HUD the full panoply of equitable remedies is in accord with that
purpose. That we deal with a public suit here, as opposed to the citizen suit at issue in Meghrig, only
further confirms the distinction.

United States v. Philip Morris USA, Inc., 396 F.3d 1190 (D.C. Cir. 2005), also cited by
Defendants, does not demand a contrary result. In Philip Morris, the court construed the Racketeer
Influenced and Corrupt Organizations Act (“RICO”), and specifically the civil remedies provision of 18
U.S.C. § 1964, to determine the availability of disgorgement. As in Meghrig, but again unlike the
situation here, RICO enumerates several equitable remedies, such as dissolution and divestment, and
includes “prevent and restrain” (emphasis added) language that the D.C. Circuit interpreted as limiting
the statute to forward-looking remedies. See Philip Morris, 396 F.3d at 1198-99. As there are no
similar constraints in 12 U.S.C. § 2607, we follow the Supreme Court decisions in Porter and Mitchell,
and conclude that disgorgement and accounting are available to HUD under § 2607(d)(4) in a suit
brought to enjoin violations of § 2607(a) and (b).?

V. Conclusion

In light of the findings and conclusions above, the Motions are DENIED. Defendants are
ordered to answer the Complaint within fourteen (14) days hereof.

IT 1S SO ORDERED.

2We note also that several other courts of appeal have similarly distinguished Meghrig and Philip
Morris, given, among other things, the forward-looking limitations of RCRA and RICO. See United
States v. Lane Labs-USA, Inc., 427 F.3d 219 (3rd Cir. 2005) (holding that restitution is available under
the Food, Drug and Cosmetics Act (“FDCA”)); United States v. Rx Depot, Inc., 438 F.3d 1052 (10th

Cir. 2006) (holding that disgorgement is available under the FDCA).
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Initials of Preparer Bea
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