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FOR IMMEDIATE RELEASE: March 28, 2007

New Schumer Analysis: Upstate New York At Tip Of Foreclosure Crisis - More Than 50,000 Families 

Could To Lose Their Homes As Subprime Mortgage Market Collapses 

Schumer: The Subprime Market is the Wild West of Mortgage Loans and We Need a Sheriff in Town

Schumer Releases New County-by-County Foreclosure Estimates for Every Region in the State: 

6,000 Foreclosures in the Capital Region over the Next Two Years, 6,000 Central New York, 9,000 

Rochester-Finger Lakes, 14,000 Hudson Valley, 2,500 North Country, 4,000 Southern Tier, 10,000 

Western New Y

As the subprime mortgage market goes from boom to bust, U.S. Senator Charles E. Schumer revealed 

today that foreclosures will soar in Upstate New York over the next two years, with more than 50,000 

families in upstate New York at risk of losing their homes by the end of 2008. Schumer today unveiled his 

plan to ensure that the subprime lending market, which has been able to operate with little oversight from 

federal regulators - is finally scrutinized on a federal level. Schumer outlined a plan today to regulate these 

rogue mortgage lenders, eliminate "liar" loans and establish a foreclosure prevention task force. 

"The subprime market is the wild west of mortgage loans and its time we bring a sheriff into town," 

Schumer said. "The first step is making sure that borrowers are protected from these usurious lenders. It's 

long past time that we ensure that working people are protected from loans that promise them the world 

and instead give them a mountain of debt and leave them homeless." 

The impending avalanche of mortgage foreclosures in upstate New York and across the nation can be 

directly tied to the exploding popularity of costly non-traditional mortgage products over the past decade. 

These non-traditional mortgage products, which include hybrid adjustable-rate mortgages with intricate 

interest rate terms and conditions, have been sold to middle and lower-income families in record numbers. 

While they offer attractive and easy lending terms, they also include excessively high interest rates that can 

sharply spike, leaving new homeowners struggling to meet rising mortgage payments. 

Over the next two years, nationwide 1.8 million risky subprime borrowers who were "teased" into their loans 

may be forced to foreclose because they will be hit with steep rate increases that they can not possibly 

afford. This follows in the wake of more than 1.2 million foreclosures in 2006. According to a report by the 

Center for American Progress - the number of homeowners who entered into some stage of foreclosure in 
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December 2006 was up 35% from December 2005. These numbers are only expected to soar in the 

coming years as the interest rates reset. 

The problem is only magnified in the subprime mortgage market, where borrowers with weaker credit 

histories and lower incomes have flocked to mortgages that have higher interest rates than prime 

mortgages. Despite subprime loans being universally more expensive than prime loans, they still remain a 

main source of capital for millions of low-income Americans, especially minorities, who wish to fulfill the 

American Dream and purchase a house. 

Subprime loans leave borrowers in an extremely precarious financial state. In comparison to a prime loan, 

a subprime loan is more costly due its higher-than-normal interest rates and the borrower being saddled 

with a high number of points that must be initially paid to obtain the loan. (A point is one percent of the 

amount being borrowed.) The interest rate and points charged depend on various criteria, including credit 

history, income, assets, type of property, loan amount, loan duration and the amount of the down payment. 

To make matters worse, many of these bor¬rowers had to pay costly origination fees on their mortgages, 

which left them with little cash left to invest in their new homes or to service their mortgages when their 

adjustable interest rate rises. 

The most popular "affordable" subprime loans are adjustable rate mortgages (ARMs) that offer an initial 

fixed rate that is set low - often called a "teaser" rate. The rate resets after an initial fixed rate period 

(commonly two to three years), to a more onerous rate that leads to a significantly higher mortgage 

payment that low-income borrowers generally have great difficulty affording. These ARMs, commonly 

known as "2/28s" or "3/27s" represented more than 60 percent of all subprime mortgages originated in 

2006. The FDIC estimates that this year alone, one million of these loans will reset to higher rates. Next 

year, 800,000 more will reset to higher rates. 

Across upstate New York, 51,076 upstate New York families could loose their house and foreclose on their 

subprime mortgages. 

• In the Capital Region, 173,238 houses were mortgaged, and 6,194 families are now in danger of losing 

their homes. 

• In Central New York, 164,497 houses were mortgaged, and 5,929 families are now in danger of losing 

their homes. 

• In the Rochester-Finger Lakes region, 248,361 houses were mortgaged, and 8,859 families are now in 

danger of losing their homes. 

• In the Hudson Valley, 387,573 houses were mortgaged, and 13,825 families are now in danger of losing 

their homes. 

• In the North Country, 57,560 houses were mortgaged, and 2,680 families are now in danger of losing 

their homes. 

• In the Southern Tier, 98,186 houses were mortgaged, and 3,877 families are now in danger of losing 
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their homes. 

• In Western New York, 272,277 houses were mortgaged, and 9,712 families are now in danger of losing 

their homes. 

"The bottom line here is that the subprime bust is leading us right into a foreclosure boom, and thousands 

of people will be left in the lurch," Schumer said. "We are staring straight into the barrel of the biggest 

foreclosure crisis ever, and action must be taken now to avoid disaster." 

In an effort to protect homebuyers from usurious lenders and potential foreclosure - today Schumer 

unveiled his plans for legislation to stem the tide of subprime mortgages. Schumer's three-point plan will: 

• Establish a National Regulatory System for Mortgage Brokers: The subprime lending business has 

become an unregulated mess and a new authority is needed to regulate rogue mortgage lenders and 

brokers who operate below the radar of federal regulators. Schumer's plan will fill the gaping void in our 

federal regulatory structure and create a national system for ALL mortgage brokers and loan officers, 

including those at non-bank companies. 

• Eliminate "Liar" Loans: It has become too obvious too late that for many of these defaulting loans, the 

borrowers could never have paid them. They were mathematically designed to fail the homeowner and give 

the lying mortgage broker fat fees. It is not right that families that got "teased" into their house with the 

promise that they could afford the loans, will all-to-predictably be kicked out when their loans reset to 

onerous rates. To prevent this tragedy from happening again, Schumer's bill will establish a suitability 

standard for borrowers so that they will never issue a loan that the borrower cannot afford. It will also 

prohibit pre-payment penalties, stated-income or low documentation loans, and "pick a payment" options 

that are used to deceive borrowers into signing their dream of homeownership down the drain. 

• Create a NYS Foreclosure Prevention Task Force: Schumer plans to bring together private sector and 

non-profit groups in New York State to keep the nearly 100,000 residents who are standing on the edge of 

the foreclosure cliff from losing their homes. The focus would be on helping homeowners restructure their 

individual loans, offer forbearance periods, assist homeowners sell distressed properties for borrowers that 

choose to no long own, provide credit counseling and negotiate with credit reporting agencies to delete 

defaults or forecloses for borrowers that are considered to be in failing, predatory loans. The working group 

would include - elected officials, regulators, financial institutions, and groups (ACORN, Operation Hope, 

NeighborWorks, Neighborhood Economic Development Advocacy Project, and others). 

###
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FEDERAL RESERVE SYSTEM      
 
Home Equity Lending Market; Notice of Hearings 
 
[Docket No. OP-1288] 
 
AGENCY:   Board of Governors of the Federal Reserve System 
 
ACTION:   Public Hearing; Request for Comment 
 
 
 
SUMMARY:  Section 158 of the Home Ownership and Equity Protection Act of 1994 
(HOEPA)1 directs the Board to hold public hearings periodically on the home equity 
lending market and the adequacy of existing regulatory and legislative provisions 
(including HOEPA) in protecting the interests of consumers.  Consequently, as previously 
announced, the Board will hold a hearing on the home equity lending market and invites 
the public to attend and to comment on the issues that will be the focus of the hearing.  
Additional information about the hearing will be posted to the Board’s website at 
http://www.federalreserve.gov.   
 
DATES:  The date of the hearing is June 14, 2007. 

Comments.  Comments from persons unable to attend the hearing or otherwise wishing to 
submit written views on the issues raised in this notice must be received by August 15, 
2007. 
 
ADDRESSES:  The location of the hearing is: 

The Federal Reserve Board, 20th and C Streets, N.W., Washington, D.C., 20551, in 
the Martin Building, Terrace Level, Dining Room E. 

 
You may submit comments, identified by Docket No. OP-1288, by any of the 

following methods:   
 

• Agency Web Site:  http://www.federalreserve.gov.  Follow the instructions for 
submitting comments at 
http://www.federalreserve.gov/generalinfo/foia/ProposedRegs.cfm.   

 
• Federal eRulemaking Portal:  http://www.regulations.gov.  Follow the instructions 

for submitting comments.   
 
 

                                                 
1 Pub. L. 103-325, 108 Stat. 2160. 
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• E-mail:  regs.comments@federalreserve.gov.  Include the docket number in the 
subject line of the message.   

 
• Fax:  (202) 452-3819 or (202) 452-3102.   
 
• Mail:  Address to Jennifer J. Johnson, Secretary, Board of Governors of the Federal 

Reserve System, 20th Street and Constitution Avenue, N.W., Washington, D.C.  
20551.   

 
All public comments will be made available on the Board’s web site at 

http://www.federalreserve.gov/generalinfo/foia/ProposedRegs.cfm as submitted, unless 
modified for technical reasons.  Accordingly, comments will not be edited to remove any 
identifying or contact information.  Public comments may also be viewed electronically or 
in paper in Room MP-500 of the Board’s Martin Building (20th and C Streets, N.W.) 
between 9:00 a.m. and 5:00 p.m. on weekdays.   

 
FOR FURTHER INFORMATION CONTACT:  Kathleen C. Ryan, Counsel, or Paul 
Mondor, Attorney, Division of Consumer and Community Affairs, Board of Governors of 
the Federal Reserve System, Washington, D.C.  20551, at (202) 452-2412 or (202) 452-
3667.  For users of Telecommunications Device for the Deaf (TDD) only, contact (202) 
263-4869.  
 
SUPPLEMENTARY INFORMATION:   

I.         Background 
 

1.  HOEPA   

In 1994, the Congress enacted the Home Ownership and Equity Protection Act 
(HOEPA) as an amendment to the Truth in Lending Act (TILA), in response to testimony 
about predatory home equity lending practices in underserved markets, where some lenders 
were making high-rate, high-fee home equity loans to cash-poor homeowners.  HOEPA 
identifies a class of high-cost mortgage loans based on the loans’ rates and fees.  Loans 
above HOEPA’s price triggers require additional disclosures and are subject to substantive 
restrictions on loan terms.  HOEPA is implemented by the Board’s Regulation Z (12 CFR 
226.32 and 34). 

 
Section 158 of HOEPA also directs the Board to hold public hearings periodically 

on the home equity lending market and the adequacy of existing regulatory and legislative 
provisions for protecting the interests of consumers, particularly low-income consumers.  
Hearings were held in 1997, 2000, and 2006.  Following the 2000 hearings and the receipt 
of public comment, the Board amended the provisions of Regulation Z that implement 
HOEPA.  These revisions included extending HOEPA’s coverage to more loans, enhancing 
disclosures for HOEPA loans, and expanding its substantive restrictions.  The revisions 
took effect in October 2002. 
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In addition to the Board’s general grant of rulewriting authority under HOEPA, 
Section 129(l)(2) of HOEPA also confers regulatory authority on the Board to prohibit acts 
or practices: 

 
• In connection with mortgage loans—if the Board finds the practice to be unfair, 

deceptive, or designed to evade HOEPA; and  
 
• In connection with refinancings of mortgage loans—if the Board finds that the 

practice is associated with abusive lending practices or otherwise not in the 
interest of the borrower.  

 
2.  The Board’s 2006 hearings 

The Board’s most recent hearings under HOEPA covered three broad topics:  (1) 
the impact of the 2002 HOEPA rule changes and state and local predatory lending laws on 
predatory lending practices; (2) nontraditional mortgage products and reverse mortgages; 
and (3) informed consumer choice in the subprime market.  Hearing panelists included 
mortgage lenders and brokers, credit ratings agencies, realtors, consumer advocates, 
community development groups, housing counselors, academicians, researchers, and state 
and federal government officials.   

 
Consumer advocates and some state officials stated that HOEPA (and state 

predatory lending laws) are generally effective in preventing loans with abusive terms from 
being made for loans subject to the HOEPA price triggers.  Some advocated that Congress 
should lower HOEPA’s coverage triggers so that more loans are subject to HOEPA.  
Consumer advocates and state officials urged regulators and Congress to take action to curb 
abusive practices for loans that do not meet HOEPA’s price triggers.   

 
Consumer advocates urged the Board to prohibit or restrict certain loan features or 

terms, such as prepayment penalties, and underwriting practices such as “stated income” or 
“low documentation” (“low doc”) loans where the borrower’s income is not documented or 
verified.  They also expressed concern about aggressive marketing practices that include 
steering borrowers to higher-cost loans by emphasizing initial low monthly payments based 
on an introductory rate without adequately explaining that the consumer will have 
considerably higher monthly payments after the introductory rate expires.  Finally, some 
consumer advocates stated that brokers and lenders should be held to a fiduciary standard 
such as a duty of good faith and fair dealing or a requirement that they make only loans that 
are suitable for a particular borrower. 
  
 Industry panelists and commenters, on the other hand, expressed concern that  
HOEPA may reduce the availability of credit for some subprime borrowers.  They stated  
that state predatory lending laws may also reduce credit availability.  Most industry 
commenters opposed prohibitions on stated income loans, prepayment penalties, and other 
loan terms, asserting that these features could benefit some borrowers.  They urged the 
Board and other regulators to focus instead on enforcing existing laws to remove “bad 
actors” from the market.  Some lenders indicated, however, that carefully constructed 
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reasonable restrictions on certain loan features or practices might be appropriate if the 
conditions were clear and would not unduly reduce credit availability.  Fiduciary 
responsibilities would, in industry’s view, create conflicts for lenders, who are responsible 
to their shareholders.  Industry commenters also stated that subjective suitability standards 
would create uncertainties for brokers and lenders and subject them to litigation risk.   
 
II.        Information About the Board’s 2007 Hearing 

 
The June 14th hearing is open to the public to attend.  Seating will be limited, 

however.  All visitors must register at least 24 hours in advance for security purposes and 
may access the Board’s online registration service at 
https://www.federalreserve.gov/secure/forms/hoeparegistration.cfm.  Further information 
about the hearing, as it becomes available, will be posted on the Board’s web site at 
http://www.federalreserve.gov.  The hearing will begin at 8:30 a.m. and conclude at 4:00 
p.m. (EST). 

 
The Board will invite persons to participate in panel discussions on the topics 

discussed below.  In addition to the panel discussions, the Board intends to reserve about 
one hour after the conclusion of the panels, at 3:00 p.m., to permit interested parties other 
than those on the panels to make brief statements.  To allow as many persons as possible to 
offer their views during this period, oral statements will be limited to three minutes or less; 
written statements of any length may be submitted for the record.  Interested parties who 
wish to participate during this “open-mike” period may contact the Board in advance of the 
hearing date at the telephone numbers provided in this notice, to facilitate planning for this 
portion of the hearings.  

 
III.       2007 Hearing Discussion and Request for Comment 
 
 This hearing will examine how the Board might use its rulemaking authority under 
section 129(l)(2) of HOEPA to address concerns about abusive lending practices in the 
mortgage market, including the subprime mortgage market.  The purpose of the hearing is 
to enable the Board to gather information to evaluate whether it can address issues about 
predatory lending in a way that preserves incentives for responsible lenders to provide 
credit to borrowers, particularly subprime borrowers. 
 

The Board solicits comment on whether it should use its rulemaking authority to 
address concerns about the loan terms or practices listed below, and any others that 
commenters identify.  Commenters are requested to discuss whether these terms or 
practices are associated with unfairness or deception, evasion of HOEPA, abusive lending, 
or are not otherwise in the interest of borrowers.  In addition, commenters are requested to 
address whether the term or practice should be prohibited or restricted for all mortgage 
loans, only for loans offered to subprime borrowers, or other subsets of loans such as loans 
to first-time homebuyers, home purchase loans, or refinancings and home equity loans; 
only certain products, such as adjustable rate mortgages or nontraditional mortgages.2  

                                                 
2 Nontraditional mortgage products are mortgage loans that allow borrowers to defer repayment 
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Comment is also requested on the effectiveness of state laws that have prohibited or 
restricted the practices listed below (and others) and whether the Board should consider 
adopting similar regulations to curb abuses without restricting access to responsible 
mortgage lending. 

 
 A.  Prepayment penalties.  Consumer advocates state that prepayment penalties  
deter a consumer from refinancing the loan on more favorable terms and that consumers do 
not receive any benefit in return.  Consumer advocates are also concerned about 
prepayment penalties that extend beyond the expiration of an introductory or teaser rate on 
an ARM, which deter consumers from refinancing to avoid payment shock when the rate 
resets.  Consequently, some consumer advocates recommend that penalties be banned or 
restricted for such loans.  According to industry representatives, however, prepayment 
penalties ensure a minimum return on the transaction if loans are paid off early.  Industry 
representatives also state that consumers receive, in return, a benefit in the form of lower 
up-front costs or lower interest rates. 
 
 The Board requests comment on the following questions related to prepayment 
penalties:   
 
• Should prepayment penalties be restricted?  For example, should prepayment penalties 

that extend beyond the first adjustment period on an ARM be prohibited?   
• Would enhanced disclosure of prepayment penalties help address concerns about 

abuses? 
• How would a prohibition or restriction on prepayment penalties affect consumers and 

the type and terms of credit offered?   
•  
 B.  Escrow for taxes and insurance on subprime loans.  Loans to prime borrowers 
typically include an escrow for taxes and insurance, while loans to subprime borrowers 
typically do not include escrows.  Consumer advocates are concerned that subprime 
borrowers are not aware of, and may not be able to budget for, these expenses.  They are 
also concerned that lenders quote monthly payments to subprime borrowers that do not 
include taxes and insurance, and these borrowers do not realize that they will have to 
budget separately for these obligations.   
 
 The Board requests comment on the following questions related to escrows for 
taxes and insurance: 
 
• Should escrows for taxes and insurance be required for subprime mortgage loans?  If 

escrows were to be required, should consumers be permitted to “opt out” of escrows? 
 

                                                                                                                                                    
of principal and, sometimes, interest.  They include interest-only loans and ‘‘payment option’’ ARMs where a 
borrower has flexible payment options with the potential for negative amortization. 
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• Should lenders be required to disclose the absence of escrows to consumers and if so, at 
what point during a transaction?  Should lenders be required to disclose an estimate of 
the consumer’s tax and insurance obligations? 

 
• How would escrow requirements affect consumers and the type and terms of credit 

offered? 
 
 C.  “Stated income” or “low doc” loans.  In some cases a lender will make a 
mortgage loan without documenting or verifying a borrower’s income; lenders may charge 
higher rates for such loans.  Lenders state that these loans are appropriate for many 
borrowers, including those who are self-employed and cannot easily document their 
income or who choose not to.  Consumer advocates state that many borrowers who could 
document their income are not aware that they are getting a stated income loan with a 
higher rate.  They state that some brokers and lenders use “stated income” or “low doc” 
loans to perpetrate fraud (e.g., the consumer’s income is falsified or “marked up” by a 
broker or loan officer and is not verified by the lender).  Concerns have also been raised 
about the use of stated income loans with other “risk layering features” such as second-lien 
loans for all or part of the consumer’s downpayment. 
 
 The Board requests comment on the following questions related to stated income 
and low doc loans: 
 
• Should stated income or low doc loans be prohibited for certain loans, such as loans to 

subprime borrowers?   
 
• Should stated income or low doc loans be prohibited for higher-risk loans, for example, 

for loans with high loan-to-value ratios?  
  
• How would a restriction on stated income or low doc loans affect consumers and the 

type and terms of credit offered? 
 
• Should lenders be required to disclose to the consumer that a stated income loan is 

being offered and allow the consumer the option to document income?   
 
 D.  Unaffordable loans.  Consumer advocates state that some lenders extend loans 
without adequately considering the borrower’s ability to repay the loan.  For example, 
lenders may qualify borrowers based on an ARM’s introductory rate and not at the 
fully- indexed rate that will apply once the introductory rate expires.   Lenders state that it 
is appropriate to make such loans in certain circumstances, for example, where the 
borrower is likely to be able to refinance the loan at a lower rate before the reset date.  
Other circumstances include those in which borrowers expect to sell their home within a 
few years, or expect a significant decrease in their monthly obligations or a significant 
increase in income, such as a borrower who is completing professional training.   Because 
loans are frequently sold to purchasers who generally cannot be held liable for the loan 
originator’s actions, and because the risk of default is spread out among investors in loan 
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pools, some consumer advocates believe that there is insufficient accountability for making 
loans that consumers cannot repay. 
 
 Recently the Board and the other banking and thrift regulators issued guidance on 
underwriting nontraditional mortgage products.  The guidance provides that: 
 

An institution’s analysis of a borrower’s repayment capacity should include an 
evaluation of their ability to repay the debt by final maturity at the fully indexed 
rate, assuming a fully amortizing repayment schedule.  In addition, for products that 
permit negative amortization, the repayment analysis should be based upon the 
initial loan amount plus any balance increase that may accrue from the negative 
amortization provision. 
 

71 FR  58609, 58614 (Oct. 4, 2006) (footnotes omitted). 
 
Some have urged that lenders should be required to underwrite all mortgage loans based on 
a fully-indexed rate and a fully amortizing payment.  Some have also advocated a 
rebuttable presumption that a borrower cannot afford to repay a loan if the borrower’s debt-
to-income ratio exceeds 50 percent and that such loans should be prohibited by regulation. 
 
 The Board requests comment on the following questions: 
 
• Should lenders be required to underwrite all loans based on the fully-indexed rate and 

fully amortizing payments? 
 
• Should there be a rebuttable presumption that a loan is unaffordable if the borrower’s 

debt-to-income ratio exceeds 50 percent (at loan origination)? 
 
• Are there specific consumer disclosures that would help address concerns about 

unaffordable loans? 
 
• How would such provisions affect consumers and the type and terms of credit offered? 
 

   
 By order of the Board of Governors of the Federal Reserve System, May 24, 2007. 
 
 
 
Jennifer J. Johnson  (signed) 
Jennifer J. Johnson 
Secretary of the Board 
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Fed looks to rein in 'liar 
loans' 
At a hearing in Washington, policy makers look for 
recommendations for curbing abusive lending 
practices. 

By Les Christie, CNNMoney.com staff writer 
June 14 2007: 10:14 AM EDT 

NEW YORK (CNNMoney.com) -- The Federal Reserve opened a 
hearing in Washington today to solicit suggestions on how to curb 
abusive mortgage lending practices. 

Representatives from a wide range of interest groups were 
scheduled to appear at the hearing, which was chaired by Randall S. 
Kroszner, a member of the Fed's Board of Governors. 

In opening remarks Kroszner said, "The hearing will focus specifically on how the Board might use its rulemaking authority under 
HOEPA (Home Ownership and Equity Protection Act) to address concerns about abusive mortgage lending practices." 

HOEPA, which Congress enacted in 1994, gives the Federal Reserve wide authority in regulating against abusive lending, but 
Kroszner pointed out that the states can pass their own prohibitions against predatory lending. 

Bad loans are contributing to a crisis in home ownership with delinquencies and foreclosures rising steeply this year. 

Kroszner also recognized that the mortgage lending transaction is already overburdened with often arcane, legalistic or 
incomprehensible paperwork that cover disclosures of various kinds. 

Therefore, a main goal of the hearing was to gather information in order to craft rules that would curb abusive lending efficiently 
and effectively. 

They would be aimed at four of the most troublesome practices he cited: 

¸ Prepayment penalties: When borrowers seek to pay off expensive loans early they may be hit with a fee of as much as 
six months of mortgage payments.  

¸ Failure to require escrows for taxes and insurance: These expenses add to the monthly costs of home ownership but 
mortgage servicers do not always require borrowers to bank the payments in escrow accounts with them. As a result, the 
payments may be put off, resulting in tax delinquencies or insurance coverage lapses.  

¸ Stated income and low-documentation lending: "So-called "liar loans" that encourage borrowers to exaggerate income to 
qualify for larger mortgages than they can handle.  

¸ Failure to give adequate consideration to a borrower's ability to repay a loan: Many loan originators have no monetary 
interest in loans after they the deal is done. That encourages them to approve borrowers they know, or should know, 
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cannot afford to make the payments. 

These practices are not, in themselves, abusive. Borrowers may, for example, rightly choose a loan with hefty prepayment 
penalties if that lowers the interest rates on their loans. The problems arise when loan originators apply these provisions 
indiscriminately or with predatory intent. 

"Today, with your help," said Kroszner, "we intend to explore in detail when these types of practices can be beneficial and when 
they might be problematic."  

Study: Housing grows less affordable 

Find mortgage rates in your area. 
 
 
 
 
Find this article at:  
http://money.cnn.com/2007/06/14/real_estate/Fed_seeks_input_on_subprime/index.htm?postversion=2007061410 
 

 Check the box to include the list of links referenced in the article.  gfedc
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Office of the Secretary 

UNITED STATES OF AMERICA 

FEDERAL TRADE COMMISSION 
WASHINGTON, D.C. 20580 

September 14, 2006 

Jennifer L. Johnson, Secretary 
Board of Governors of the Federal Reserve System 
20th and C Streets, N.W. 
Washington, D.C. 20551 

Re: Docket No. OP-1253 

Dear Ms. Johnson: 

The Federal Trade Commission (“Commission”) appreciates the opportunity to comment 
on the Federal Reserve Board’s (“Board”) notice regarding the “Home Equity Lending Market.” footnote

 1 

The Commission has wide-ranging responsibilities regarding consumer financial issues 
for most nonbank segments of the economy, including mortgage lenders, brokers, and 
advertisers. The FTC enforces a number of federal laws governing home equity lending, 
including the Truth in Lending Act (“TILA”) and the Home Ownership and Equity Protection 
Act (“HOEPA”), which amended TILA to address certain practices for high-cost home equity 
loans. footnote

 2 The Commission also enforces Section 5 of the Federal Trade Commission Act (“FTC 
Act”), which more generally prohibits unfair and deceptive acts and practices in the 
marketplace. footnote

 3 In addition, the Commission conducts research on home mortgage lending and 

related topics, develops consumer and business education materials, footnote
 4 responds to inquiries about 

these matters from consumers, industry, and the media, and works with other federal and state 

footnote
 1 - 71 Fed. Reg. 26,513 (May 5, 2006). 

footnote
 2 The TILA is at 15 U.S.C. § 1601 et seq. 

footnote
 3 The FTC Act is at 15 U.S.C. § 41 et seq. 

footnote
 4 These materials on mortgage issues are available at the Commission’s For 

Consumers Credit web page, at http://www.ftc.gov/bcp/conline/edcams/credit/coninfo.htm, under 
the category Mortgages & Your Home. The web page includes consumer education materials 
such as “Home Equity Loans: Borrowers Beware,” “High-Rate, High-Fee Loans 
(HOEPA/Section 32 Mortgages),” and “Reverse Mortgages: Get the Facts Before Cashing In On 
Your Home’s Equity,” http://www.ftc.gov/bcp/conline/pubs/homes/eqscams.pdf, 
http://www.ftc.gov/bcp/conline/pubs/homes/32mortgs.pdf, and 
http://www.ftc.gov/bcp/conline/pubs/homes/rms.pdf. 

http://www.ftc.gov/bcp/conline/edcams/credit/coninfo.htm,
http://www.ftc.gov/bcp/conline/pubs/homes/eqscams.pdf,
http://www.ftc.gov/bcp/conline/pubs/homes/32mortgs.pdf,
http://www.ftc.gov/bcp/conline/pubs/homes/rms.pdf


law enforcement entities to protect consumers from unfair or deceptive mortgage lending and 
servicing practices. 

The following comments are based on the Commission’s consumer protection experience 
in the home equity market. First, we describe the unfair and deceptive practices uncovered in the 
Commission’s law enforcement activities. Second, we discuss the key issues raised regarding 
alternative mortgage products in the Commission’s recent public workshop on this subject, 
including both the advantages and risks these market innovations provide consumers. Finally, 
we discuss the importance of informed consumer choice at each stage of the mortgage lending 
process and the Commission’s research into important, unanswered questions about how best to 
provide material information so that consumers can use it when making decisions. 

1. UNFAIR AND DECEPTIVE PRACTICES IN THE MORTGAGE LENDING 
MARKET: THE COMMISSION’S LAW ENFORCEMENT ACTIVITIES 

The Commission’s law enforcement actions have targeted deception and other illegal 
practices in the mortgage market, focusing in particular on the subprime market. In recent years, 
the agency has brought 21 actions against companies and principals in the mortgage lending 
industry, involving companies large and small in various regions of the country. footnote

 5 Several of 
these cases have resulted in large monetary judgments, with a total recovery of more than $320 
million in redress for consumers. These enforcement actions have targeted deceptive or unfair 
practices in all stages of mortgage lending – from advertising and marketing through loan 
servicing – by mortgage brokers, lenders, and loan servicers. 

footnote
 5 FTC v. Mortgages Para Hispanos.Com Corp., No. 4:06-CV-00019 (E.D. Tex. 

filed Jan. 18, 2006); FTC v. Ranney, No. 04-F-1065 (D. Colo. 2005) (judgment against ind. def.), 
(D. Colo. 2004) (judgment against corp. defs.); FTC v. Capital City Mortgage Corp., No. 1:98-
CV-00237 (D.D.C. 2005) (stipulated order with relief defs.), (D.D.C. 2004) (consent decree with 
ind. def.); FTC v. Chase Fin. Funding, No. SACV 04-549 (C.D. Cal. filed May 12, 2004); 
United States v. Fairbanks Capital Corp., No. 03-12219 (D. Mass. 2003); FTC v. Diamond, No. 
02-C-5078 (N.D. Ill. 2003); United States v. Mercantile Mortgage Co., No. 02-C-5079 (N.D. Ill. 
2002); FTC v. Associates First Capital Corp., No. 1:01-CV-00606 (N.D. Ga. 2002); FTC v. First 
Alliance Mortgage Co., No. SA CV 00-964 (C.D. Cal. 2002); United States v. Action Loan Co., 
No. 3:00CV-511-H (W.D. Ky. 2000); FTC v. NuWest, Inc., C00-1197 (W.D. Wash. 2000); 
United States v. Delta Funding Corp., No. CV-00-1872 (E.D.N.Y. 2000); FTC v. Barry Cooper 
Prop., No. 99-07782 (C.D. Cal. 1999); FTC v. Capitol Mortgage Corp., No. 2:99CV580 (D. 
Utah 1999); FTC v. CLS Fin. Serv., Inc., No. 99-CV-1215 (W.D. Wash. 1999); FTC v. Granite 
Mortgage, LLC, No. 99-CV-289 (E.D. Ky. 1999); FTC v. Interstate Res. Corp., No. 1:99-CV-
5988 (S.D.N.Y. 1999); FTC v. LAP Fin. Serv., Inc., No. 3:99-CV-496 (W.D. Ky. 1999); FTC v. 
Wasatch Credit Corp., No. 99-CV-579 (D. Utah 1999); In re First Plus Fin. Group, Inc., FTC 
Docket No. C-3984 (2000); In re Fleet Fin., Inc., 128 F.T.C. 479 (1999). 



servicers – it did not originate any loans, but collected and processed payments on behalf of the 
holders of the mortgage notes. The Commission alleged that Fairbanks received consumers’ 
payments on time, but failed to post them until after the payment deadline had expired, and then 
imposed late fees and other charges as a result. It also challenged Fairbanks’ alleged practice of 
charging for homeowners’ insurance even though the borrowers already had insurance in place. 
The Commission further alleged that Fairbanks charged to those borrowers whom it deemed 
were in default numerous fees that were not authorized by the mortgage contract or by state law, 
or that were based on services never performed. And, the complaint charged Fairbanks with 
violating federal laws in using dishonest or abusive tactics to collect debts, and in reporting to 
credit bureaus consumer payment information that it knew was inaccurate. As a result of the 
settlement, Fairbanks paid $40 million in consumer redress. footnote

 17 Fairbanks also agreed to halt the 
alleged illegal practices and implement significant changes to its business practices to prevent 
future violations. 

Unfair and deceptive loan servicing practices also came to light in the Commission’s 
lengthy litigation against Capital City Mortgage Corp. (“Capital City”), which both originated 
and serviced subprime mortgage loans. footnote

 18 The Commission alleged Capital City targeted 
consumers with fixed or low incomes with offers for loans based on the equity in their homes, 
rather than on the borrowers’ creditworthiness. According to the Commission’s complaint, 
Capital City included phony charges in monthly statements, added phony charges to loan 
balances, forced consumers to make monthly payments for the entire loan amount while 
withholding some loan proceeds, foreclosed on borrowers who were in compliance with the 
terms of their loans, and failed to release liens on borrowers’ homes after the loans were paid off. 
A settlement, reached in February 2005, permanently enjoined the defendants from future 
deception, required them to pay consumer redress and other monetary relief, and required them to 
post a $350,000 performance bond to remain in the lending business. footnote

 19 

2. ALTERNATIVE MORTGAGE PRODUCTS: THE COMMISSION’S PUBLIC 
WORKSHOP ON ALTERNATIVE MORTGAGES 

The home mortgage marketplace has evolved rapidly in recent years in response to rising 
home prices and growing consumer demand for mortgage products other than the traditional, 30-
year, fixed-rate, amortizing loans or adjustable rate mortgages (“ARMs”), where the borrower 
pays principal and interest each month for the life of the loan. The new demand has engendered 
a wave of new mortgage products, some of which offer consumers considerable financial 
benefits, but some that also pose substantial financial risk. 

footnote
 17 The Commission charged Fairbanks’ former CEO with similar law violations, and 

he agreed to a settlement with the FTC and HUD requiring $400,000 in consumer redress. 

footnote
 18 FTC v. Capital City Mortgage Corp. 

footnote 1 9 Id. 



In May 2006, to explore the financial benefits and risks of new mortgage products, the 
Commission sponsored a day-long public workshop, Protecting Consumers in the New Mortgage 
Marketplace (the “Workshop”). footnote

 20 The Commission frequently sponsors public workshops such 
as this, in addition to its investigatory and law enforcement efforts, to learn more about new or 
changing areas in the marketplace and to obtain input on policy issues presented by those 
changes. The Commission generally then places the workshop transcripts on the public record. 
The transcript of this Workshop is available at the Office of the Secretary to the Commission or 
at http://www.ftc.gov/bcp/workshops/mortgage/transcript.pdf. footnote

 21 

The Workshop focused primarily on the two types of alternative mortgage products that 
have experienced the greatest growth in popularity and market share in the past two years: 
interest-only (“I/O”) loans and payment option adjustable rate mortgages (“payment option 
ARMs” or “option ARMs”). footnote

 22 Workshop participants also briefly discussed other non-traditional 
loan products, including fixed-rate I/O loans, 40-year fixed-rate mortgages, and 50-year hybrid 
ARMs. footnote

 23 Additionally, the Workshop addressed the pending Interagency Guidance on 

Nontraditional Mortgage Products. footnote
 24 Workshop panelists included industry representatives, 

consumer advocates, federal and state regulators, and academic and market authorities. 

A. Alternative Mortgage Products: I/O and Option ARM Loans 

1. Interest-Only Loans 

According to the Workshop record, the most prevalent alternative mortgage product today 
is the I/O loan, footnote

 25 which commanded a more-than-25% share of the mortgage market in 2005, up 
sharply from less than 2% of the market in 2000. footnote

 26 I/O loans provide for an initial loan period 

footnote
 20 See 71 Fed. Reg. 15,417 (Mar. 28, 2006) and 

http://www.ftc.gov/bcp/workshops/mortgage/index.html. 

footnote
 21 This Comment cites the Workshop transcript as “Tr.” followed by the applicable 

transcript page numbers. This Comment also cites handouts that panelists distributed at the 
Workshop by the panelist’s name, followed by the page or other appropriate reference. They are 
available by panelist name at http://www.ftc.gov/bcp/workshops/mortgage/index.html. 

footnote
 22 See, e.g., Cutts Handout, slide 8. 

footnote
 23 See, e.g., Tr. 23-24. 

footnote
 24 See generally Tr. 118-141. The proposed Interagency Guidance is found at 70 

Fed. Reg. 77,249 (Dec. 29, 2005). See also 71 Fed. Reg. 9,339 (Feb. 23, 2006). 

footnote
 25 See generally Tr. 16-19, 36-40, 69-74, on I/O loans. 

footnote
 26 Tr. 16. In regions that have experienced especially elevated home price growth, 

the popularity of I/O loans has climbed even higher, constituting as much as 60% of new 
foot 26 continues on the bottom of the next page 

http://www.ftc.gov/bcp/workshops/mortgage/transcript.pdf.21
http://www.ftc.gov/bcp/workshops/mortgage/transcript.pdf.21
http://www.ftc.gov/bcp/workshops/mortgage/index.html
http://www.ftc.gov/bcp/workshops/mortgage/index.html


during which borrowers pay only the interest that is accruing on the loan balance. When the 
initial period expires, the borrower’s payments expand to pay both principal and interest. 
Because the payments during the introductory period are not amortizing, they are smaller than the 
payments in a traditional amortizing loan. Particularly popular are hybrid-rate I/O loans, which 
carry a fixed interest rate for an introductory period, generally one to ten years, and then become 
variable-rate loans for the remainder of the loan’s term. footnote

 27 

2. Payment Option ARMs 

Payment option ARM loans footnote
 28 also have experienced a rapid growth in popularity in recent 

years. Option ARMs are different than traditional ARMs in that they generally offer borrowers 
four choices about how much they will pay each month during the loan’s introductory period. 
Borrowers may pay: (1) a minimum payment amount that is smaller than the amount of interest 
accruing on the principal; (2) the amount of interest accruing on the loan principal; (3) the 
amount of principal and interest due to fully amortize the loan on a 15-year payment schedule; or 
(4) the amount of principal and interest due to fully amortize the loan on a 30-year payment 
schedule. 

Option ARMs vary in the length of the introductory periods they offer. Some, especially 
in the subprime market, have introductory periods of only one year, six months, or even one 
month. footnote

 29 When the loan’s introductory term expires, the loan is recast, footnote
 30 amortizing to repay 

principal and the variable interest rate over the remaining term of the loan. 

B. Alternative Mortgage Products: Benefits and Risks 

The new mortgage products offer significant benefits for many consumers but also may 
pose substantial risks. As discussed below, some of the benefits and risks of the new products 
are unique to those products. In addition, there are some risks that are common to traditional and 
alternative mortgage products, but may be greater for holders of alternative mortgage loans. 

footnote 26 continues 

mortgage originations. See, e.g., Cutts Handout, slide 9; McBride Handout, slide 3; Tr. 33. 

footnote
 27 Unless otherwise specified, all subsequent references to I/O loan products within 

this Comment refer to hybrid-rate I/O loans. 

footnote
 28 See generally Tr. 19-22, 29-31, 36-40, 69-74, 78-85, on payment option ARM 

loans. 

footnote
 29 See, e.g., Tr. 30-31, 152, 218, 241. 

footnote
 30 Sometimes loan recasting occurs early, as discussed on pages 8-9, infra. Option 

ARMs may be recast periodically, e.g., every five years, for the remainder of the loan’s term. 



1. Unique Benefits and Risks of Alternative Mortgage Products 

Workshop participants agreed that I/O and option ARM mortgages are similar in the 
benefits they offer and the risks they carry. The magnitude of these benefits and risks vary based 
on borrower characteristics and market conditions, but may be more extreme on both scales for 
consumers with alternative loans as compared to traditional mortgage products. footnote

 31 

According to Workshop participants, by offering consumers the option of making lower 
required payments in the early years of a loan, the alternative loans make it easier, initially, to 
purchase a home, or to purchase a more expensive home than a consumer might otherwise buy at 
that time. The alternative loans also may be very useful for certain groups of consumers. These 
include consumers who work on commission or for other reasons have variable incomes: they 
can pay more when they earn more, and pay less when they earn less. Other beneficiaries may be 
affluent or financially sophisticated consumers, such as investors who can earn a higher rate of 
return on the money they would otherwise use to make larger, fixed-rate mortgage payments. footnote

 32 

Additionally, borrowers who are confident they will sell or refinance their homes for an equal or 
increased value before the introductory period of the loan expires may benefit from alternative 
loan options. Also, upwardly mobile borrowers who can reasonably expect to have higher 
incomes by the end of the initial loan repayment period likely benefit from alternative mortgage 
products. footnote

 33 

According to Workshop participants, other consumers, however, may not be good 
candidates for alternative loans. footnote

 34 According to Workshop panelists, consumers who hold 
alternative I/O or option ARM loans can see their minimum payment requirements as much as 
double when the introductory period ends. footnote

 35 Three factors contribute to this sudden upswing. 
First, borrowers who pay interest only during the introductory period must begin repaying both 
principal and interest when the introductory period ends, and must amortize the principal within 
a shorter time span than in a traditional 30-year loan, resulting in higher payments. Second, if the 
loan was offered with a special low “teaser” rate that has now expired, a higher, “fully-indexed” 

footnote
 31 For benefits of nontraditional mortgages, see generally Tr. 16-17, 19-21, 64-66, 

70, 81; McCoy Handout, slide 2. 

footnote
 32 See, e.g., Tr. 65-66, 81 (borrowers using the extra pocket cash from alternative 

rate mortgages to invest in employer-matched 401K programs, or make other investments with 
estimated higher yield than housing appreciation). 

footnote
 33 See, e.g., Tr. 16-17, 19-20, 70; McCoy Handout, slide 2. 

footnote
 34 See generally, e.g., Tr. 17-22, 70-74, and accompanying McCoy Handout, on risks 

of nontraditional loans. 

footnote
 35 See Tr. 18-22, 70-71. 



interest rate based on the current market takes effect. footnote
 36 Third, even if there is no teaser rate, if 

interest rates have risen during the introductory period, the interest portion of the monthly 
payment will now increase. The result for consumers who see their monthly minimum payment 
requirements skyrocket at the end of the introductory period is often termed “payment shock.” 
Thus, Workshop panelists concluded, consumers who may have trouble paying the minimum 
monthly payments during the introductory period and have few economic resources or no reason 
to expect a rise in income when the introductory period ends may risk financial hardship, 
refinancing costs, and/or loan default once payment shock sets in. 

Finally, according to Workshop participants, there are some circumstances in which 
“payment shock” in an option ARM loan may occur prior to the expiration of the loan’s 
introductory period. Generally, when a consumer has made only the minimum payment, the loan 
“negatively amortizes,” so that the amount the person owes is increased by the difference 
between the interest accruing and the minimum amount paid. This can result in heftier monthly 
payments down the road. footnote

 37 However, if the consumer frequently pays the minimum payment 
option, the unpaid loan balance may grow so large that it triggers a “negative amortization cap” – 
often from 110% to 125% of the initial loan principal amount. footnote

 38 When the cap is reached before 
the end of the introductory period, the loan is recast and amortized to repay principal and interest 
within the remaining period of the loan, thereby substantially increasing the consumer’s monthly 
payments. footnote

 39 Several panelists commented that for some consumers this may pose a grave risk, footnote
 40 

because they may even owe more than the home is worth. In such situations, refinance and resale 
options may be unattractive or unavailable, and the consumer at some point could default and 
eventually lose the home. footnote

 41 

2. Common Mortgage Risks that are Heightened for Alternative Loans 

With any mortgage, whether a traditional or alternative product, consumers can find 
themselves in financial straits for any number of reasons. Unexpected health-care costs or loss of 
a job are the top two reasons why consumers may suddenly find themselves unable to meet their 

footnote
 36 The fully-indexed rate of an ARM is the then-current value of its index (e.g., 

LIBOR, Treasury, COFI), plus any additional percentage points (known as the margin) that the 
lender adds to the index. See generally, e.g., Tr. 78. 

footnote
 37 See, e.g., Tr. 19-22. 

footnote 3 8 See, e.g., Tr. 31, 80, 114. 

footnote
 39 See, e.g., Tr. 80-81. 

footnote
 40 See, e.g., Tr. 21, 72-73, 89-90, 127-130, 218-219. 

footnote
 41 See, e.g., Tr. 72-73. 



monthly mortgage obligations. footnote
 42 Certain loan practices, borrower features, and market shifts, 

however, can have a greater adverse financial impact for some holders of alternative mortgage 
loans than traditional mortgage loans. 

Risk Layering. “Risk layering” means relaxing more than one of the traditional 
underwriting standards, which potentially increases the risk of a loan default. footnote

 43 Panelists 
discussed how a lender could add additional risk onto a nontraditional loan product in a number 
of different ways. footnote

 44 For example, the lender could issue the nontraditional loan to a borrower 
with little or no initial down payment or equity, creating a high loan-to-value ratio. Depending 
on market conditions, some borrowers in these circumstances may have no cushions of equity in 
their homes when their required loan payments increase, potentially making it more difficult for 
them to refinance their mortgages or cover the costs of selling their homes. footnote

 45 Or, risks may 
increase when a lender does not require a nontraditional loan borrower to thoroughly document 
income or assets, a practice commonly referred to as making “low-doc” or “no-doc” loans. footnote

 46 

Panelists also suggested risk layering occurs when lenders offering alternative mortgages issue 
simultaneous second-lien mortgages known as “piggyback” loans. footnote

 47 Additionally, some panelists 
argued, a lender may increase risk by lending to subprime borrowers, characterized as such 
because of their low credit scores. footnote

 48 Such risk layering can exacerbate the risks of alternative 
mortgage loans, including the risk of default. Accordingly, many Workshop panelists cautioned 
against risk layering unless countervailing positive loan features mitigate the risks. footnote

 49 

footnote
 42 Tr. 55-56; Cutts Handout, slide 11. 

footnote
 43 See generally, e.g., Tr. 22-23, 128. 

footnote 4 4 See Tr. 128. 

footnote
 45 Panelists opined that equity in one’s home might serve as a cushion permitting 

home sale, refinance, or conversion of stored equity to cash. See Tr. 40, 48-50. In recent years, 
borrowers have tended to make lower down payments when purchasing homes. Workshop 
participants reported that last year, 42% of first-time home buyers did not make any down 
payment. Tr. 22, 40. 

footnote
 46 See, e.g., 130-131. 

footnote
 47 A piggyback loan is an additional mortgage that a borrower obtains at the same 

time as the primary mortgage to buy or refinance the same home, increasing the home’s overall 
loan-to-value ratio. Often the secondary loan is an I/O home equity loan or another kind of 
ARM. See, e.g., Tr. 23, 128-129. 

footnote
 48 See generally, e.g., Tr. 22-23, 70-74, 128, 131. 

footnote
 49 For example, low loan-to-value ratios may help mitigate layering risks. Tr. 130-

131. 



Market Shifts. Panelists also noted that holders of alternative mortgage loans may be 
especially subject to financial jeopardy caused by certain market shifts. footnote

 50 Risk-enhancing market 
shifts include rising interest rates, which affect holders of variable rate mortgages because their 
payment obligations rise with the interest rates. Similarly, a borrower with an alternative 
mortgage who planned to sell or refinance his or her home at the close of the introductory period 
to avoid the higher payments could be hit especially hard if regional home prices were flat or 
declining. footnote

 51 

Consumer Features. Panelists further noted that consumers who assume an alternative 
mortgage based on their current ability to afford its low introductory rates, without regard to their 
future ability to make the higher, post-introductory period payments, may be at considerable risk 
of future default. footnote

 52 This risk may be exacerbated for consumers who are on a fixed income. 

C. Alternative Mortgages’ Consumer Protection Issues 

Beyond discussing the products and their costs and benefits, the Workshop panelists 
focused primarily on two consumer protection questions: whether consumers receive 
information about the terms of nontraditional mortgage products that is sufficient and timely; 
and, whether lenders should consider as part of their underwriting process the appropriateness of 
an alternative mortgage product for the consumer applying for the loan. 

1. Loan Term Disclosure Issues 

Workshop panelists agreed that to make informed decisions about mortgage loans, 
consumers need clear information explaining their mortgage options. Panelists differed, 
however, about whether consumers are getting such information, and whether the disclosure 
timetable that the TILA establishes provides for early enough disclosure of critical loan terms. footnote

 53 

Some panelists suggested that brokers and lenders should explain loan product terms at 
the marketing or shopping phase of a consumer’s mortgage acquisition process, not just, as the 
TILA requires, at the application phase or before closing. footnote

 54 Moreover, some panelists argued that 

footnote
 50 See generally Tr. 17-18, 21-23, 34-39, 56-57, 70-74, 129, 204. 

footnote
 51 Of course, a decline in property values may harm all property owners, and not just 

those with alternative products, but the Workshop focused only on alternative mortgage products. 

footnote
 52 See, e.g., Tr. 17-22, 70-74. 

footnote
 53 See, e.g., Tr. 62-63, 75-76, 88-89, 91, 94-95, 95, 111-117, 123-125, 170, 171, 

180-181, 243-244, 248, 258-260, 279. 

footnote
 54 For proponents of earlier risk disclosures, see Tr. 88-91, 95, 95-96, 138, 184, 264-

265; see also Tr. 117; 266-267 (arguing self-interested lenders face a “dilemma” because early 
disclosure of product risks might “scare away some borrowers”). For TILA disclosure timing 

footnote 54 continues on the bottom of the next page 



4. CONCLUSION 

The Commission appreciates your consideration of its views. If any other information 
would be useful regarding these matters, please contact Peggy Twohig, Associate Director for 
Financial Practices, at (202) 326-3224. 

By direction of the Commission. 

Donald S. Clark 
Secretary 
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There are serious problems in our country's mortgage lending market. Foreclosure 
rates are rising, housing prices are stagnating and too many consumers are surprised to 
find out that their monthly payments are spiking. The difficulties have been 
concentrated in "subprime" loans, which generally go to borrowers with limited or 
damaged credit, although there is evidence that some borrowers are shifted into the 
subprime category because they are African-American or Hispanic. Real damage has 
been done to families and communities as many adjustable-rate mortgage loans 
"reset" to higher interest rates and monthly payments. 

The Democratic-led House Financial Services Committee has been intently focused 
on these issues and is working toward a balanced solution that stops abuses, preserves 
access to credit, and aids stable homeownership.  The Committee is examining this 
issue through hearings, is working with Federal and state banking regulators to 
improve guidelines and disclosures, and is in the process of drafting a legislative 
response to these problems that will be introduced later this session. 

The House Financial Services Committee has begun a series of hearings on the topic 
designed to determine: (1) the scope of the problem and its implications for 
homeowners and the economy; (2) the causes of the problem, (3) what regulators, 
industry and community organizations are doing about it; and (4) what additional 
steps regulators and Congress can take to improve the situation and ensure that we do 
not end up here again. We will also be addressing the discrimination aspects of these 
activities.  

Some responses do not require legislation and are already underway: working 
cooperatively with the Committee, Federal and state banking regulators have issued 
new guidelines to improve loan underwriting and consumer disclosures for risky loan 
products, and Members of the Committee have urged federal regulators to provide 
clear authority to financial institutions so that they can voluntarily avert foreclosures. 

A number of states have passed strong anti-predatory lending legislation over the last 
few years, and this has helped reduce abuses that put homeowners at risk. However, a 
number of states do not have such laws, and some parts of the state laws have been 
preempted by Federal regulators. The Financial Services Committee now plans to act 
on this issue, including legislation later this session.  Click here for several key 
principles that Democratic Committee leadership will incorporate in the drafting of 
this legislation. 

Click here for the April 25, 2007 letter from Chairman Barney Frank and Ranking 
Republican Spencer Bachus asking the Government Accountability Office to 
investigate the high number of foreclosures and the subprime mortgage market. 

Click here for documents of the April 17, 2007 Financial Services Committee 
Hearing: "Possible Responses to Rising Mortgage Foreclosures." 

Click here for Chairman Barney Frank's March 29, 2007 Dear Colleague: "Financial 
Services Committee to Address Predatory Mortgage Lending Problems." 

Click here for documents of the March 27, 2007 Financial Services Subcommittee on 
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Financial Institutions and Consumer Credit Hearing: "Subprime and Predatory 
Mortgage Lending: New Regulatory Guidance, Current Market Conditions and 
Effects on Regulated Financial Institutions." 

Click here for Chairman Barney Frank's and Ranking Member Bachus' March 18, 
2007 Dear Colleague bringing attention to HUD hotline assisting distressed 
homeowners.  
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Conclusion:  It Pays to Prevent Foreclosures 
 
Foreclosures are costly – not only to homeowners, but also to a wide variety of stakeholders, 
including mortgage servicers, local governments and neighboring homeowners.  The high costs 
of foreclosures – up to $80,000 for all stakeholders combined – present a strong incentive to 
prevent them.  In their efforts to respond to the subprime foreclosure crisis, policymakers may 
want to consider enacting some combination of the following measures to prevent future 
foreclosures that may come as a result of a high concentration of unsuitable loans in areas of 
economic downturns, areas of steep housing market slumps and areas of lax regulatory 
enforcement. 
 
Increase Federal Support for Local Foreclosure Prevention Programs.  In the short term, 
local community-based non-profits may be best positioned to implement foreclosure prevention 
programs.  State and national organizations exist throughout the country to both enhance 
homeownership and prevent foreclosures.  Many of these programs have been successful in 
coordinating a wide range of services for borrowers in order to help restructure unsuitable loans, 
aid borrowers with foreclosures prevention counseling or initiate legal action against the most 
egregious predatory lenders. 49  Some of these programs also provide financial assistance, such as 
low-interest bridge loans to help borrowers recover from delinquency.  To assist existing 
community-based nonprofits with increasing caseloads, the federal government should work 
with nonprofits with proven track records and consider providing them with enhanced funding. 
Estimates suggest that foreclosure prevention costs approximately $3,300 per household -- 
substantially less than the nearly $80,000 in costs of foreclosure described above.50 
 
Strengthen and Reform FHA. The Federal Housing Administration (FHA) currently issues 
more than $100 billion in mortgage insurance annually for loans made by private lenders to low-
income, minority and first-time buyers. However, the FHA has not provided insurance for 
borrowers in the subprime market and its market share has steadily dropped in the last several 
years. William Apgar, at Harvard’s Kennedy School of Government, has proposed that the FHA 
should be funded and revamped to oversee a “rescue fund” to purchase the portfolios of failed 
mortgages and try to restore the credit on these loans.51  While this policy option would also 
include upfront costs, companies holding such portfolios may be likely to sell at reduce costs 
given the prospect of mass delinquency and foreclosure. 
 
To prevent the origination of risky subprime mortgages designed to fail their borrowers going 
forward, the following measures may be helpful: 
 
Strengthen Regulation of Mortgage Origination at Federal Level.  Although bank lenders are 
subject to bank regulatory standards, mortgage brokers and loan officers in non-bank companies 
are not subject to federal enforcement of lending laws.  Rather, states have the primary 
responsibility for regulating these mortgage brokers. While some states have taken measures to 

                                                 
49 NeighborWorks, Effective Community-Based Strategies for Preventing Foreclosures, September 2005; Almas 
Sayeed, “From Boom to Bust: Helping Families Prepare for the Rise in Subprime Mortgage Foreclosures,” Center 
for American Progress, March 13, 2007. 
50 Ana Moreno, Cost-Effectiveness of Mortgage Foreclosure Prevention, Family Housing Fund, November 1995. 
51 Bill Swindell, “FHA Overhaul Might Be Part of a Subprime Loan Solution,” National Journal, March 20, 2007. 
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improve the licensing, education and experience requirements for non-bank brokers and lenders, 
many states still lack sufficient oversight requirements. Thirty-nine states, including the District 
of Columbia, do not have testing requirements for loan originators and/or broker and lending 
executives, and 17 states, including the District of Columbia, do not have licensing requirements 
for individual brokers and lenders. (See Appendix D.) Improved federal oversight and 
enforcement could enhance industry practices, including loan underwriting, while further 
protecting borrowers. Federal standards could include licensing for individual brokers and 
lenders (not just companies) and minimum education and experience standards. Efforts are 
currently underway in Congress to investigate ways to strengthen the existing federal mortgage 
regulatory structure to improve compliance among non-bank mortgage brokers. 
 
Create a Federal Anti-Predatory Lending Law that Bans Unfair and Deceptive Practices. 
Currently, no anti-predatory lending law exists at the federal level, but such a law is being 
considered in Congress. In the process, policymakers should investigate whether they should 
prohibit certain types of harmful loan provisions and practices all together, like pre-payment 
penalties, stated income or low documentation loans.  In addition, lawmakers should consider 
requiring all subprime loan borrowers to escrow property taxes and hazard insurance. 

 
Establish Borrowers’ Ability to Pay Standard.  In the financial services sector, investors are 
required to meet a “suitability standard” prior to being allowed to invest in certain products, 
based on their ability to afford the risk.  Policymakers should consider how to apply similar tests 
to mortgage borrowers and lenders.  Many exploding ARMs were approved based on the 
borrower’s ability to pay the mortgage only in the first two or three years of the loan at the teaser 
rate, when the interest rate was lower, but not over the life of the loan once it resets with higher 
interest rates. A stricter standard to determine borrowers’ ability to afford the loan over the life 
of the loan could prevent borrowers from being trapped in mortgage products that will lead them 
down the path to ultimate foreclosure. 
 
Disclosures Relating to Alternative Mortgage Products Must Be Enhanced. The full impact 
of new complicated features such as teaser rates, interest-only payments and option-payments 
must be clearly and effectively communicated to potential borrowers. Existing disclosures 
designed for traditional mortgage products that tell borrowers that their payment “may increase 
or decrease” based on interest rate changes are not adequate for explanation of a teaser-rate 
mortgage in which payments increase dramatically after two or three years. Additionally, these 
disclosures must be written in  plain language and must be prominently displayed in a manner 
that is visually clear and effectively communicates the intended information to the potential 
borrower. Lenders must be given a new format and new requirements for alternative mortgage 
product disclosure. This new disclosure should include a table clearly displaying a full payment 
schedule over the life of the loan, all fees associated with the loan, an explanation of the 
“alternative” features of the loan (i.e. negative amortization), and a full explanation of the risks 
associated with taking advantage of those features, including the timeframe in which borrowers 
were likely to feel the negative effects of those risks.  
 


	Exhibit A - 3-28-07 Senator Schumer Press Release re Subprime Loan Debacle.PDF
	senate.gov
	Latest News





