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INTRODUCTION

Chairman Angelides, Vice Chairman Thomas, and Commissioners, I appreciate the
opportunity to appear today before the Financial Crisis Inquiry Commission (“Commission”).
The Commission was created to examine the causes of both the financial crisis and the collapse
of each major financial institution that failed or was likely to fail if not for the receipt of
exceptional government assistance. In this context, the Commission’s letter of invitation asked
me to address several specific areas: the roles played in the crisis by federal preemption of state
mortgage lending laws and by the Community Reinvestment Act; the impact of the activities of
national banks related to subprime lending, both directly and indirectly; changes in laws and
regulations governing commercial banks’ authority to conduct asset-securitization activities; and
aspects of supervision of Citibank and Citigroup, by the Office of the Comptroller of the
Currency (OCC) and the Federal Reserve Board, respectively. My statement addresses each
topic, and is followed by separate appendices discussing each area in more detail, including
additional relevant material. It concludes with my thoughts regarding several key lessons
learned for the future.

CAUSES OF THE CRISIS

To address the specific topics the Commission has identified, it is essential to place them
in the context of key events that ignited the crisis. In particular, the Commission’s questions
focus on the problems caused by deep and widespread losses on residential mortgages, especially
subprime mortgages. That focus is appropriate given the record foreclosures, large financial
institution losses and failures, and market seizures that trace back to problem mortgages.

While the lack of adequate consumer protection contributed to the record levels of
mortgage losses, | believe there was a more fundamental problem: poor underwriting practices

that made credit too easy. Among the worst of these practices were the failure to verify borrower



representations about income and financial assets; the failure to require meaningful borrower
equity in homes in the form of real down payments; the offering of “payment option” loans
where borrowers actually increased the amount of their principal owed with each monthly
payment; and the explicit or implicit reliance on future house price appreciation as the primary
source of loan repayment, either through refinancing or sale.

In short, at the beginning of the 21* century, the U.S. system for mortgage finance failed
fundamentally. The consequences were disastrous not just for borrowers and financial
institutions in the United States, but also for investors all over the world due to the transmission
mechanism of securitization.

I believe there are a number of reasons why this happened. One is that, for many years,
home ownership has been a policy priority. As a result, when times are good, we as a nation
have an unfortunate tendency to tolerate looser loan underwriting practices — sometimes even
turning a blind eye to them — if they make it easier for more people to buy their own homes.
Against that backdrop, an unhappy confluence of factors and market trends led to even greater
problems.

Around the world, low interest rates and excess liquidity spurred investors to chase
yields, and U.S. mortgage-backed securities offered higher yields on historically safe
investments. Hungry investors tolerated increased risk in order to obtain those higher yields,
especially from securities backed by subprime mortgages, where yields were highest. The
resulting strong investor demand for mortgages translated into weak underwriting standards to
increase supply.

Structured mortgage-backed securities, especially complex collateralized debt
obligations, were poorly understood. They gave credit rating agencies and investors a false sense

of security that, no matter how poor the underwriting of the underlying mortgages, the risk could



be adequately mitigated through geographic and product diversification, sufficient credit
tranching, and other financial engineering.

Cheap credit and easy underwriting helped qualify more consumers for mortgages, which
increased demand for houses, which increased house prices. That in turn made it easier for
lenders and investors to rely more on house price appreciation and less on consumer
creditworthiness as the ultimate source of repayment for the underlying loans — so long as house
prices kept rising.

In addition, many mortgage brokers and originators sold mortgages directly to
securitizers. They therefore had no economic risk when considering the loan applications of
even very risky borrowers. Without any “skin in the game,” brokers and originators had every
incentive to apply the weakest underwriting standards that would produce the most mortgages
that could be sold. And unlike banks, most mortgage brokers in the United States were virtually
unregulated, so there was no regulatory or supervisory check on imprudent underwriting
practices.

The rapid increase in market share by these unregulated brokers and originators put
pressure on regulated banks to lower their underwriting standards, which they did, though not to
the same extent as was true for unregulated mortgage lenders. Indeed, the OCC took a number
of steps to keep the national banks we supervise from engaging in the same risky underwriting
practices as their nonbank competitors. That made a difference, but not enough for the whole
mortgage system.

The combination of all the factors I have just described produced, on a nationwide scale,
the worst underwritten mortgages in our history. When house prices finally stopped rising,
borrowers could not refinance their way out of financial difficulty. And not long after, we began

to see the record levels of delinquency, default, foreclosures, and declining house prices that



have plagued the United States for the last two years — both directly and through the spillover
effects to financial institutions, financial markets, and the real economy.

REGULATORY FRAMEWORK FOR MORTGAGE ORIGINATORS

With that context, let me also briefly describe the regulatory framework governing the
different types of institutions that originate residential mortgages, which is important for
addressing the Commission’s questions relating to both subprime lending and the role played by
federal preemption.

Chart 1 shows a regulated bank holding company, a regulated thrift holding company,
and the entities within those holding companies that originate mortgages. It also shows
mortgage originators that are not affiliated with a bank or thrift. In addition, the chart indicates
the federal regulatory agency and/or the state that has supervisory responsibility for each
mortgage originator. The OCC supervises national banks and their operating subsidiaries (the
green boxes); these are the only entities over which the OCC exercises supervisory authority.
Only the national banks and their operating subsidiaries, and the federal thrifts and their
operating subsidiaries (the yellow boxes) are subject to exclusive federal supervision and federal
preemption. The red boxes indicate entities that are subject to state supervision, either solely by
the state, or jointly by the state and federal agencies; these entities are not subject to federal
preemption. That is, state-chartered banks and thrifts and non-bank affiliates of bank and thrift
holding companies are subject to both federal and state supervision, while mortgage lenders that

are not affiliated with banks or thrifts are subject only to state supervision.



CHART 1: Regulators of Mortgage Originators
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* As noted, some mortgage originators are regulated by both state and federal regulators.
** Some (mostly smaller) banks and thrifts are not part of holding companies and are not represented separately here.

FEDERAL PREEMPTION OF STATE LAW AND THE CAUSES OF THE CRISIS

As discussed above, the root cause of the mortgage crisis was exceptionally weak
underwriting standards. But these weak standards were not caused by federal preemption of
state mortgage lending laws.

Basic elements of national bank preemption are described in Appendix A. These
principles apply to national banks and their subsidiaries. Preemption is not applicable to state
regulated mortgage originators, whether they are state-chartered banks or thrifts, holding
company affiliates of banks or thrifts, or lenders or brokers that are unaffiliated with depository
institutions (the red boxes in Chart 1). As a result, preemption has done nothing to impede the

ability of states to establish and enforce sound mortgage underwriting standards for these



mortgage originators, which, as described below, were collectively the source of the
overwhelming majority of subprime loans that are now performing so badly.

Indeed, if it were true that federal preemption caused the subprime mortgage crisis by
preventing states from applying more rigorous lending standards to national banks, one would
expect that most subprime lending would have migrated from state regulated lenders to national
banks. One would also expect that all bank holding companies engaging in these activities that
owned national banks would carry out the business through their national bank subsidiaries
subject to federal preemption, rather than their nonbank subsidiaries that were subject to state
law. But, as described below, neither of these conjectures is accurate: the overwhelming
majority of subprime lending was done outside of national banks in entities that were subject to
state law, and several large bank holding companies conducted all or most of their subprime
mortgage lending in nonbank subsidiaries rather than their national bank subsidiaries.

The essence of federal preemption as applied to national banks is that their banking
activities are governed by uniform federal standards, and a federal supervisor, the OCC,
regulates national banks to ensure their compliance with these federal standards. Conversely, by
express Congressional design, national banks’ banking activities are not subject to multiple sets
of state banking standards and multiple state regulators. The fundamental concept is that a
uniform set of banking standards should apply to national banks wherever they operate in the
country.

National banks are subject, however, to various state laws that govern their day-to-day
operations and do not restrict their federally authorized banking powers, such as laws governing
fraud, contracts, torts, etc. Notably, state anti-discrimination laws and state laws governing the

foreclosure process are not preempted.



The lending activities of national banks and their subsidiaries are subject to extensive
federal standards and supervision by the OCC. This has been true, for example, in the area of
predatory lending, or the set of unscrupulous, unfair, and deceptive lending practices by which
lenders exploit borrowers. In the mortgage area, these include such practices as loan flipping,
equity stripping, and lending based solely on the liquidation value of the houses underlying the
mortgages. Such predatory lending is usually a subset of subprime lending, but it is different
from the type of subprime lending that was lawful but involved exceptionally weak underwriting
standards.

The OCC has been clear that predatory lending — unfair, deceptive, and abusive lending
practices — has no place in the national banking system. We have taken enforcement actions to
address such unacceptable credit practices; alone among the federal banking agencies issued
detailed guidance to national banks on avoidance of abusive mortgage lending practices; and
alone among the federal banking agencies issued enforceable guidelines on abusive, predatory,
unfair or deceptive residential mortgage lending practices. Predatory lending practices of the
type targeted by many state mortgage lending laws simply did not take root in the national
banking system.

More broadly, OCC-supervised national banks have not been especially receptive to even
the lawful type of subprime mortgage lending where underwriting standards declined so
significantly in the last ten years. This may have been the result of more rigorous credit
supervision and reserving practices required in national banks (and indeed, all banks), as
evidenced by the fact that a number of large bank holding companies owning national banks
often used nonbanks for their subprime lending. For example, HSBC, Citigroup, Wells Fargo,
and Countrywide (when it owned a national bank) conducted most of their subprime mortgage
lending in holding company affiliates of national banks that were not subject to OCC

supervision, but were subject to Federal Reserve and state supervision. It may also have been the



result of the lead the OCC took on an interagency basis to promulgate standards for sound
underwriting and consumer protection for nontraditional mortgage products, particularly
negatively amortizing “payment option” mortgages, which were rarely provided by national
banks.

Whatever the reasons, the result was that national banks and their operating subsidiaries
accounted for a disproportionately small share of the subprime mortgage market during the
period when the worst subprime mortgages were provided to consumers. The same was true for
the market for so-called Alt-A mortgages, the credit quality of which was better than subprime
mortgages but worse than prime mortgages. In both cases, overwhelmingly, these non-prime
mortgage loans were originated by nonbank lenders that were unaffected by preemption.

More specifically, as described in detail in Appendix B, national banks and their
operating subsidiaries accounted for only a small portion of non-prime loans originated in the
key years 2005-2007, the peak years for non-prime lending: national banks originated 10.6
percent of subprime loans, and 12.1 percent of non-prime loans overall. Moreover, this figure
overstates the portion of non-prime loans originated by national banks where preemption of state
law could even have been an issue. The non-prime figure includes originations of both home
purchase mortgages and refinance mortgages. Yet many state mortgage lending laws only
covered home refinance mortgages and not home purchase mortgages; therefore, preemption
could not have been a factor for a significant share of mortgage originations — the home purchase
mortgages — in those states.

As discussed in detail in Appendix B, the vast majority of non-prime loans originated
during this period were made by entities clearly subject to the jurisdiction of state authorities —
lenders for which preemption was not an issue. During the crucial period 2005-2007, for
example, analysis of non-prime loan data and HMDA data indicates that 72 percent of non-prime

loans were made by lenders subject to state authority (the red boxes in Chart 1).



Moreover, the non-prime loans originated by national banks and their subsidiaries
generally have performed better than non-prime lending as a whole: 22 percent of the loans
originated by national banks and their subsidiaries subsequently entered the foreclosure process
at some time after origination, compared to the market average of 25.7 percent of loans. Apart
from credit unions, which were not significant originators, that percentage was the lowest of any
other federal regulator and was below the percentage of non-prime loans originated by entities
subject to state jurisdiction. The lower foreclosure rates generally indicate that the non-prime
loans originated by national banks were of relatively higher credit quality. Analysis of
delinquency rates on non-prime mortgage loans also supports that conclusion.

The relatively smaller share of non-prime mortgage originations made by national banks
and their subsidiaries, and the relatively better performance of these loans, are hard facts that
belie the argument that national banks’ federal preemption caused the mortgage crisis. Objective
analysis of the data reveals that the overwhelming majority of subprime and Alt-A loans, and the
worst of these loans, were made outside the national banking system.

This is not to suggest that national banks had no involvement in the subprime lending
crisis. Some national banks did originate poor quality non-prime mortgage loans and have
suffered substantial losses as those loans defaulted. Some national banks, like other investors,
acquired securitized interests in poorly underwritten subprime mortgages, unduly relying on the
investment grade ratings accorded those investments. And some national banks, as discussed
below, ended up holding mortgage-related risks that they had not anticipated. Nevertheless, the
relatively smaller role that national banks played in originating and purchasing these mortgages
is direct evidence that federal preemption was not a principal cause of the subprime mortgage

crisis.



OTHER ACTIVITIES OF NATIONAL BANKS RELATED TO SUBPRIME LENDING

The Commission’s letter of invitation also asked me to address the nature and scope of
the activities of national banks and their operating subsidiaries to indirectly support subprime
mortgage lending. This could include activities such as providing warehouse lines of credit to
subprime originators and purchasing subprime loans and interests in residential mortgage-backed
securities or other structured products. Using the best information available, as discussed in
Appendix B, Parts II-IV, it is clear that national banks played a relatively limited role in
indirectly supporting independent subprime lenders.

Many of the state supervised subprime mortgage originators that sold mortgages directly
to securitizers relied on warehouse lines of credit to finance their lending operations. Warehouse
lines of credit are used to finance loans held for sale from origination to delivery into the
secondary market. Relative to the overall size of the warehousing market, the warehouse lines of
credit provided by national banks to subprime lenders were small. For example, as described in
Appendix B, Part II1, as of the fourth quarter 2006, large national banks provided approximately
$33 billion of warehouse lines to 60 subprime lenders, compared with a total warehousing
market in excess of over $200 billion in 2006. By the third quarter of 2007, the volume of such
facilities at large national banks decreased to $14.6 billion, compared to a total warehousing
market of over $200 billion in 2007.

Once originated, many of these subprime loans were bundled into residential mortgage-
backed securities (“RMBS”), and these RMBS were sold to a broad range of investors, including
national banks. As detailed in Appendix B, Part IV, national banks held more than $700 billion
in RMBS during 2005 - 2007, but much of this consisted of securities issued by the government-
sponsored enterprises (“GSEs”). National bank holdings of private-label RMBS peaked at $193
billion in 2007, representing less than 9 percent of the private-label market. But even that

percentage is overstated as it relates to nonprime RMBS, because about one fourth of
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outstanding private-label RMBS were backed by prime mortgages rather than subprime or Alt-A
mortgages.

Another form of national bank involvement with subprime loans is through mortgage
servicing. National banks service a sizeable volume of subprime mortgages. The OCC and the
Office of Thrift Supervision collect data on first-lien residential mortgages serviced by most of
the industry’s largest mortgage servicers, the loans of which make up approximately 65 percent
of all mortgages outstanding in the United States. At year-end 2009, the largest national bank
servicers combined to service approximately $378 billion in subprime first mortgage loans, yet
this represented only approximately 8 percent of the total servicing portfolio. Moreover,
servicing of loans does not drive the origination of loans, and the servicing function is distinct
from the activities and funding associated with making the loan. Once a loan is originated, it
must be serviced, regardless of whether the loan was prime or subprime.

DATA DOES NOT SUPPORT ASSERTIONS THAT CRA WAS A CAUSE OF THE CRISIS

Questions also have been raised about whether the Community Reinvestment Act
(“CRA”) was a cause of the subprime mortgage crisis. As described in more detail in Appendix
C, available data does not support that claim. The federal banking agencies have considered this
question and, based on available studies, all have concluded that the mortgage crisis cannot be
traced to the CRA responsibilities of insured depository institutions. Moreover, based on
independent studies of comprehensive home lending data sets, the volume of subprime
originations in CRA assessment areas was simply too small relative to the overall mortgage
market to be a cause of the crisis.

Of course, not all single-family CRA mortgages performed well, because these loans
have experienced the same stresses as most other types of consumer credit. But CRA-related

loans appear to perform comparably to or better than other types of subprime loans. For
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example, a study by the Federal Reserve Bank of San Francisco concluded that loans made by a
CRA-covered lender within its assessment area were markedly less likely to enter foreclosure
than loans made in the same area by lenders not subject to CRA. A second Federal Reserve
study concluded that single-family CRA-related mortgages originated and held in portfolio under
the affordable lending programs operated across the country by partners of NeighborWorks (the
Congressionally chartered organization dedicated to neighborhood reinvestment and
rehabilitation) have, by any measure of delinquency or foreclosure, performed better than
subprime and FHA-insured loans, and they have had a lower foreclosure rate than prime loans.

CHANGES IN REGULATION AND LAWS RELATING TO ASSET-SECURITIZATION ACTIVITIES

The Commission’s letter of invitation also asked about the impact of changes in
regulations and laws over the last 25 years that have allowed commercial banking organizations
to engage in the issuance and sale of asset-backed and structured investments.

Actually, national banks (and bank holding company affiliates) have long been permitted
to sell evidences of debt, including mortgages, to third parties, and no significant change in law
or regulation was necessary for them to use asset securitizations as a means of selling interests in
pools of mortgage loans (although there were important legal interpretations that clarified this
authority). National banks engaged in the first securitization of residential mortgage loans in the
1970s pursuant to statutory language unaltered since the enactment of the National Bank Act in
1864. The same statutes permit national banks to securitize their assets today.

Appendix D provides a detailed summary of the evolution of securitization activities of
national banks and companies affiliated with banks. This evolution has been gradual and has
taken place against the backdrop of the maturing secondary market for mortgage assets. Over
the years, as securitization practices have evolved, Congress and the courts have recognized the

authority of national banks to engage directly in these activities. For example, the courts have
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upheld, as part of the business of banking, national banks’ authority to issue and sell interests in
a pool of mortgages as a mechanism for selling loans. Congress, in provisions enacted in the
Gramm-Leach-Bliley Act (“GLBA”), expressly recognized and preserved this authority for
national banks to engage directly in asset-backed securitization activities. GLBA also repealed
key provisions of the Glass-Steagall Act to allow banks to affiliate with full service investment
banks that engage extensively in, among other securities activities, asset securitizations.

The result of this evolution in law, regulation, and legal interpretation is that banking
organizations, especially larger ones, have become full participants in securitization activities
and securitization markets. In practice, most securitizations and structured credit activities have
been conducted outside of banking subsidiaries in holding company affiliates registered as
broker-dealers and regulated by the SEC and the Federal Reserve. National banks have
continued to participate in these activities, however, in various ways, including through credit
and liquidity support facilities, as well as through derivatives activities that are often conducted
in the bank.

It is plainly true that problems in securitization markets played a key role in the crisis,
including, as described above, the negative effect that the “originate to distribute” model had on
loan underwriting practices; the severe liquidity problems caused by the seizure in
securitizations; and the spread of severe and unanticipated losses to investors around the world.
It is also true that banking organizations, as full participants in securitization markets,
participated in these securitization problems. And it is certainly true, as described below, that
securitization activities caused very substantial losses for some banking organizations, including
for some national banks.

Nevertheless, I do not think that the increasing participation by banking organizations in

securitization markets over time was a singular cause of the securitization problems described
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above. These problems were not unique to bank participants, and indeed appear to have been
more severe for the investment banking organizations that were unaffiliated with banks, e.g.,
Merrill Lynch, Lehman Brothers, and Bear Stearns. The same was true of the incidence of large
securitization losses.

Moreover, I do not believe that restricting or curtailing bank participation in
securitization activities or bank affiliation with securities companies is the right policy or
regulatory response to securitization problems. Indeed, had GLBA not repealed key provisions
of the Glass-Steagall Act to allow such affiliations, it would have been impossible to handle the
market confidence problems associated with Bear Stearns and Merrill Lynch, where mergers
with banks restored confidence and stability, and Morgan Stanley and Goldman Sachs, where
conversions to regulated bank holding companies did the same.

Instead, I believe that other measures have been and continue to be necessary to address
abuses in securitization markets, while preserving their benefits. These include accounting and
regulatory capital changes, which have already been implemented, to address the problem of off-
balance sheet assets and vehicles presenting the same risks as on-balance sheet assets. They also
include changes to credit rating agency rating methodology and required disclosures to investors.
And they include changes to the incentives to weaken loan underwriting, which I have argued
should be addressed in the case of mortgages by the government establishing across-the-board
minimum mortgage underwriting standards.

SUPERVISION OF CITIBANK AND CITIGROUP BY THE OCC AND THE FEDERAL RESERVE

Finally, the Commission asked about aspects of the supervision of Citibank and Citigroup by
the OCC and the Federal Reserve. As an initial matter, it is important to be clear, as the chart below
depicts, that the OCC’s jurisdiction extends only to the national banks within Citigroup, and the

subsidiaries of those national banks (the green boxes). The remainder of the company — including
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the holding company affiliates in the chart that are referenced in the discussion below — is subject to

the jurisdiction of the Federal Reserve, various other federal functional regulators, and state

regulators.

Citigroup Inc.
(FRB)

Citibank, N.A. Citigroup Citigroup North CitiFiancial Citibank (West),
(0CC) Financial America, Inc. (FRB/States) FSB
Products, Inc (FRB) (OTS)
(FRB) Merged into Citibank,
N.A., Oct. 2006
Operating Citigroup Global Citigroup
Subsidiaries Markets, Inc Global Markets
(0CC) (SEC) Limited
(UKFSA)

As described in detail in Appendix E, some of Citigroup’s exposures to subprime
mortgages and securities backed by subprime mortgages arose from the bank’s direct activities.
However, a significant part of that exposure resulted from activities of holding company
affiliates that, due to extraordinary market events, caused losses in the bank.

For example, through its broker-dealer affiliate, Citigroup warehoused and packaged
subprime mortgage loans purchased from third parties (not the national bank) into collateralized
debt obligations (“CDOs”) that were funded through off-balance sheet special purpose vehicles
(“SPVs”). The national bank provided a liquidity backstop for a segment of this business by
means of a “liquidity put.” If a liquidity event caused investors in short-term commercial paper
issued by the CDO/SPV to refuse to renew their investments at maturity, and no replacement
investors could be found, the liquidity put required the bank to step in with replacement funding.

Management viewed the likelihood of such an event as extremely remote. However, long before
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credit deterioration in the CDOs was officially evidenced through credit rating agency
downgrades, the subprime mortgage market meltdown triggered just such a liquidity event as
commercial paper investors chose not to roll commercial paper funding. As a result of the
liquidity put, and as explained in Appendix E, the bank ultimately assumed a significant amount
of “super-senior” credit exposure to CDOs backed ultimately by subprime mortgages. Even
though such exposures had received the very highest credit agency ratings, they were
subsequently downgraded and produced very large mark-to-market losses.

Citibank also assumed synthetic subprime CDO exposure through its London office.
This synthetic exposure was created using credit derivatives on either asset-backed securities or
related indices that were based on RMBS. When a structured synthetic CDO was packaged, the
highest risk tranches were sold, and the bank retained the super senior position. As with the
super-senior exposure to cash CDOs from the liquidity puts, the super senior exposures from the
synthetic CDOs ultimately produced substantial losses.

Additional subprime mortgage losses resulted from a major corporate restructuring
completed in October 2006. In this action, Citigroup reduced the number of insured depository
institutions from twelve to five as it consolidated approximately $200 billion of assets into
Citibank. Approximately 10 percent of this total consisted of subprime mortgages originated
primarily by Citigroup’s consumer finance company, CitiFinancial. Many of these mortgages
were originated in 2005 and 2006, when underwriting standards were weakest, and Citibank has
taken large losses and made substantial loan loss provisions as a result. Subprime mortgages

subsequently issued by Citibank in 2007 have also produced losses.
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Despite these losses, and other significant losses arising from other lending activities,
Citibank and the other national banks owned by Citigroup have repeatedly performed as well or

better than the remainder of the corporate family, as indicated in the chart below.

Net Income $B 2006 2007 2008 2009
National Banks $13.1 $5.1 -$6.3 -$3.0
Non-Banks $8.5 -$1.5 -$21.4 $1.4

The national banks reported a net income of $5.1 billion in 2007, and a loss of $6.3 billion in
2008, compared to losses of $1.5 billion in 2007 and $21.4 billion in 2008 for Citigroup,
excluding its national bank subsidiaries. As a result of its performance, as well as its better
funding base, Citibank has consistently maintained a stronger position than Citigroup as a whole.

LESSONS FOR THE FUTURE

There are many lessons to be learned from the crisis to prevent a recurrence of similar
events in the future. Financial reform legislation and changes to regulation and supervisory
practices, both here and in countries around the world, are intended to do just that, with many
sweeping changes proposed in such areas as capital and liquidity requirements, consumer
protection, derivatives regulation, resolution regimes for systemically important companies,
systemic risk regulation, loan loss provisioning practices, and many others. I have previously
testified on these issues in the context of U.S. financial reform, and strongly support moving
forward with legislative and regulatory changes.

In the context of the particular questions raised by the Commission for this hearing on
mortgage lending, securitization, and the problems at Citigroup, let me close with several
thoughts on lessons learned and proposed changes to address them.

First, we need to do more to ensure strong minimum underwriting standards for

residential mortgages that are applied across the board to all mortgage originators. I support the
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current proposals to empower a federal agency to write strong consumer protection rules that
apply uniformly to all providers of financial products and services. But these proposals do not
address minimum mortgage underwriting standards, which is a core safety and soundness
function for prudential regulators (although it certainly has a bearing on consumer protection as
well). I believe the bank regulators, the regulator of government sponsored enterprises, and the
Federal Housing Administration should coordinate the adoption of minimum, common sense
rules in such areas as required income and financial asset verification, real cash down payments
and limits on home equity extraction, and the qualification of borrowers for “teaser rate” loans.
In so doing, it is critical that the new rules apply effectively to all mortgage originators and
purchasers of mortgages, not just those subject to federal regulation.

Second, steps need to be taken to address differential regulation both among banking
regulators and, critically, between regulated sectors and the “shadow financial system” of
unregulated sectors. In the area of mortgages, for example, it should not be the case that
regulation should differ substantially depending on whether activities are conducted in a bank,
where they are most regulated today; in a holding company affiliate, where they are less
regulated; or in a mortgage lender or broker unaffiliated with a bank, where they are virtually
unregulated. Current proposals to consolidate bank and thrift regulation would help, as would
the proposal in the current Senate legislation to ensure unified regulation and supervision of
banking activities in a bank holding company, regardless of whether the activities are conducted
in the bank or a holding company affiliate of the bank. But we have still not solved the problem
of effectively extending comparable standards and supervision to such shadow banking entities
as nonbank mortgage lenders and brokers. These unregulated originators simply cannot be
allowed to “end run” federal standards to put pressure on regulated lenders to follow suit, which

was the very dynamic that caused so much damage during the crisis.
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Third, important steps have been taken and need to be taken in the area of securitization.
Accounting and regulatory capital standards have already been changed to address the problem
off-balance sheet securitization vehicles that never should have been treated as off-balance sheet.
Consensus proposals are moving forward, worldwide, to increase required capital for securitized
assets, especially re-securitized assets such as CDOs, and to prevent banking organizations from
over-relying on credit rating agency ratings in managing the risk of these exposures. The
Securities and Exchange Commission will soon propose enhanced disclosure rules for asset-
backed securities that will allow investors to do more due diligence on the credit quality of
underlying assets, instead of relying exclusively on credit ratings. Other proposals are also
moving forward on mandatory risk retention for securitizers, often referred to as “skin in the
game” requirements, to improve the incentives for purchasers of loans to insist that the loans are
well underwritten. While I support the goal of these skin-in-the-game proposals, which is to
improve underwriting quality, there are legitimate concerns with unintended accounting
consequences that could make it considerably more difficult to securitize assets subject to such
rules. If these concerns cannot be addressed, then I have argued that, at least in the area of
mortgages, a better approach to improving underwriting quality would be for the government to
directly establish minimum underwriting standards, as discussed above.

Fourth, banking and financial organizations need to substantially improve their ability to
aggregate and manage similar risk exposures that take different forms in different parts of their
businesses. The crisis showed that risk concentrations can accumulate across product, business
lines, and legal entities within a firm, and that complex products containing the same types of
risks under different labels can obfuscate aggregate exposures. It also revealed weaknesses in
banking companies’ risk identification systems, which failed to capture and aggregate these

risks, and in their risk measurement models, which relied on historical correlations that did not
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adequately address the risks presented by new forms of structured securities. Banking
companies, and their regulators, also failed to appreciate the ramifications of different lending
standards and risk tolerances in different segments of large companies, and how banks could end
up bearing risks that they would not otherwise directly accept. For example, the losses on
subprime CDOs proved in several cases to be a surprise to management that had consciously
reduced exposure to direct subprime lending risk. In light of this issue, the OCC, working with
other federal regulators, has directed bank management to take a number of steps to significantly
upgrade reporting systems and risk management to address this risk aggregation issue.
k k k
I appreciate this opportunity to appear before the Commission, and would be pleased to

answer questions.
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APPENDIX A: FEDERAL PREEMPTION OF STATE AND LOCAL FAIR LENDING
AND MORTGAGE LENDING LAWS

I. Background of National Bank Preemption

Since its establishment in 1863 and 1864, the national banking system, operating under
uniform federal standards across state lines, has fostered an open financial marketplace, the
growth of national products and services in national and multi-state markets, sound operating
practices and efficient product delivery to bank customers. At the core of the national banking
system is the principle that national banks, in carrying on the business of banking under a
Federal authorization, should be subject to uniform national standards and uniform federal
supervision.' The legal principle that produces such a result is the “preemption” of state law.

In the years following the National Bank Act’s enactment, the Supreme Court recognized
the clear intent on the part of Congress to limit the authority of states over national banks
precisely so that the nationwide system of banking that was created in the National Bank Act
could develop and flourish. This point was highlighted by the Supreme Court in 1903 in Easton
v. ITowa.* The Court stressed that the application of multiple states’ standards would undermine
the uniform, national character of the powers of national banks, which operate in—

a system extending throughout the country, and independent, so far as powers conferred
are concerned, of state legislation which, if permitted to be applicable, might impose
limitations and restrictions as various and as numerous as the states.... If [ the states ] had
such power it would have to be exercised and limited by their own discretion, and
confusion would necessarily result from control possessed and exercised by two
independent authorities.

The Supreme Court strongly reaffirmed this point in 2007 in Watters v. Wachovia,’
stating:

Diverse and duplicative superintendence [by the states] of national banks’ engagement in
the business of banking, we observed over a century ago, is precisely what the [ National
Bank Act] was designed to prevent.”

The Supreme Court and lower Federal courts have repeatedly made clear that state laws
that conflict, impede, or interfere with national banks’ powers and activities are preempted. For

"In discussing the impact of the National Currency Act and National Bank Act, Senator Sumner stated that,
“[c]learly, the [national] bank must not be subjected to any local government, State or municipal; it must be kept
absolutely and exclusively under that Government from which it derives its functions.” Cong. Globe, 38th Cong., 1st
Sess., at 1893 (April 27, 1864).

188 U.S. 220 (1903).

3 Id. at 229, 230-31. A similar point was made by the Court in Talbott v. Bd. of County Commissioners of
Silver Bow County, in which the court stressed that the entire body of the Statute respecting national banks,
emphasize that which the character of the system implies - an intent to create a national banking system co-extensive
with the territorial limits of the United States, and with uniform operation within those limits. 139 U.S. 438, 443
(1891).

4550 U.S. 1 (2007).

SId. at 14.



Appendix A Page 2

example, in Davis v. Elmira Savings Bank,® the Supreme Court stated: “National banks are
instrumentalities of the Federal Government, ... It follows that an attempt, by a state, to define
their duties or control the conduct of their affairs, is absolutely void.” In Franklin National Bank
v. New York,” the Supreme Court held that a state could not prohibit a national bank from using
the word “savings” in its advertising, since the state law conflicts with the power of national
banks to accept savings deposits. More recently, in Barnett Bank v. Nelson,® the Supreme Court
affirmed the preemptive effect of Federal banking law under the Supremacy Clause and held that
a state statute prohibiting banks from engaging in most insurance agency activities was
preempted by Federal law that permitted national banks to engage in insurance agency activities.
In reaching its conclusion, the Court explained that the history of the National Bank Act “is one
of interpreting grants of both enumerated and incidental ‘powers’ to national banks as grants of
authority not normally limited by, but rather ordinarily pre-empting, contrary state law.”

However, the Supreme Court also has recognized that many types of state commercial
and infrastructure laws do apply to national banks. The Supreme Court, only five years after the
enactment of the National Bank Act, recognized that national banks may be subject to some state
laws in the normal course of business if there is no conflict with Federal law.” In holding that
national banks’ contracts, their acquisition and transfer of property, their right to collect their
debts, and their liability to be sued for debts, are based on state law, the Court noted that national
banks “are subject to the laws of the State, and are governed in their daily course of business far
more by the laws of the State than of the nation.”'® The OCC does not dispute this basic
proposition.

The courts have continued to recognize that national banks are subject to state laws,
unless those laws infringe upon the national banking laws or impose an undue burden on the
performance of the banks’ federally authorized activities. In McClellan v. Chipman,'" the
Supreme Court held that the application to national banks of a state statute forbidding certain real
estate transfers by insolvent transferees was not preempted as the statute would not impede or
hamper national banks’ functions. In Wichita Royalty Co. v. City Nat. Bank of Wichita Falls,"
the Court upheld the application of state tort law to a claim by a bank depositor against bank
directors. And in Anderson Nat. Bank v. Luckett,” the Supreme Court held that a state statute
administering abandoned deposit accounts did not unlawfully encroach on the rights and
privileges of national banks and, as a result, was not preempted.

As these cases demonstrate, there are numerous state laws to which national banks
remain subject because the laws do not significantly impede or interfere with powers granted
national banks under federal law. Yet, in reaching this conclusion, these cases serve to confirm
the fundamental principle of federal preemption as applied to national banks: that is, that the

6161 U.S. 275, 283 (1896).

7347 U.S. 373 (1954).

$517 U.S. 25, 32 (1996).

® National Bank v. Commonwealth, 76 U.S. (9 Wall.) 353 (1869).
1 1d. at 362 (1869).

1164 U.S. 347 (1896).

12306 U.S. 103 (1939).

3321 U.S. 233 (1944).
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banking business of national banks is governed by federal standards. These uniform national
standards and the federal supervision under which national banks operate are the defining
attributes of the national bank component of our dual banking system.

I1. State Fair Lending Laws

The OCC does not take the position that state laws prohibiting discrimination in lending
(e.g., laws that prohibit lenders from discriminating on the basis of race, religion, ethnicity,
gender, sexual orientation, disability, or the like) are preempted. This position was explained in
a letter dated March 9, 2004, from then-Comptroller John D. Hawke, Jr., to the Honorable
Barney Frank.'* Reflecting this, the OCC did not challenge the applicability to national banks of
the New York state fair lending law underlying the Supreme Court’s decision in Cuomo v.
Clearing House Ass’n, L.L.C."

In Cuomo, the OCC acknowledged that the state fair lending law was not preempted but
challenged the state attorney general’s authority to enforce it against national banks on the
grounds that the National Bank Act'® prohibits the exercise of visitorial authority except by the
OCC or under other circumstances authorized by federal law.'” The Supreme Court held that a
State attorney general could enforce non-preempted State law by bringing an action in court to
enforce the non-preempted state law, but that the type of administrative investigation initiated by
the state attorney general in this case was precluded by the National Bank Act.

There may be some misunderstanding of the OCC’s position with regard to state fair
lending laws, because some state laws imposing restrictions on mortgage lending terms have
“fair lending” in their titles, but do not actually address unlawful discrimination in lending. For
example, the Georgia Fair Lending Act (“GFLA™)'® does not address lending discrimination but
rather prohibits certain mortgage loan products and terms and imposes special restrictions when
other loan terms or conditions are set. For this reason, the OCC concluded that various
provisions of the GFLA were preempted. "

III.  State Mortgage Lending Laws

The OCC’s preemption rule issued in 2004 identifies and lists categories of state laws
that ordinarily are, and are not, preempted.*’ The lists were drawn from existing case law and

* OCC Interpretive Letter No. 998 (March 9, 2004).
13129 S. Ct. 2710 (June 29, 2009).
112 U.S.C. § 484.

" The Cuomo case concerned the OCC’s visitorial powers rule rather than the OCC’s preemption rule. As
we explained in our brief, the visitorial powers “regulation does not declare the preemptive scope of the [ National
Bank Act], but identifies the circumstances under which state officials may act to enforce non-preempted state-law
provisions.” Brief for the Federal Respondent at 9 (filed March 25, 2009) (emphasis added).

'8 Ga. Code. Ann. §§ 7-6A-1 et seq.

1% 68 Fed. Reg. 46264 (Aug. 5. 2003).

%69 Fed. Reg. 1904 (Jan. 13, 2004)(amending the OCC’s real estate lending rules at 12 C.F.R. Part 34). In
addition to real estate lending, the preemption rule also addressed deposit-taking, non-real estate lending, and,
generally, activities authorized to national banks by Federal law. Id.
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interpretations and are based on the preemption standards summarized in Barnett and developed
by the Supreme Court.

The rule affects state law restrictions on mortgage lending terms and conditions in several
respects. Examples of preempted laws include laws that restrict or prescribe the terms of credit,
amortization schedules, permissible security property, permissible rates of interest, escrow
accounts, disclosure and advertising, and laws that require a state license as a condition of
national banks’ ability to make loans.”!

On the other hand, the regulation also gives examples of the types of state laws that are
not preempted and would be applicable to national banks to the extent that they only incidentally
affect the real estate lending, other lending, deposit-taking, or other operations of national banks.
These include laws on contracts, rights to collect debts, acquisition and transfer of property,
taxation, zoning, crimes, and torts. In addition, any other law that the OCC determines to only
incidentally affect national banks' lending, deposit-taking, or other operations would not be
preempted under the preemption rule.

The OCC also included in the preemption rule two new provisions to ensure that the
federal standards under which national banks operate directly address abusive or predatory
lending practices. First, the preemption rule prohibits national banks from making a real estate
loan (or other consumer loan) based predominantly on the foreclosure or liquidation value of a
borrower’s collateral, rather than on the borrower’s ability to repay the loan according to its
terms. This underwriting standard applies uniformly to all consumer lending activities of
national banks, regardless of the location from which the bank conducts those activities or where
their customers live. It is comprehensive, it is nationwide, and it targets lending practices, such
as relying on future house price appreciation as the primary source of repayment that contributed
significantly to the mortgage meltdown that sparked the financial crisis.

Second, the preemption rule provides that national banks shall not engage in unfair and
deceptive practices within the meaning of Section 5 of the Federal Trade Commission Act in
connection with any type of lending. Section 5 prohibits “unfair or deceptive acts or practices”
in interstate commerce. This addition to our rule is particularly appropriate in light of the fact
that the OCC pioneered the use of Section 5 as a basis for enforcement actions against banks that
have engaged in such conduct.”

' In Watters v. Wachovia Bank, N.A., 550 U.S. 1 (2007), the Supreme Court noted that the state licensing
and registration requirements at issue in that case expressly exempted national banks from their application. As the
Supreme Court explained, that exemption for national banks was “not simply a matter of the [state] legislature’s
grace. . .. For, as the parties recognize, the [National Bank Act] would have preemptive force, i.c., it would spare a
national bank from state controls of the kind here involved.”

2 The OCC’s pioneering commitment to using the FTC Act to address consumer abuses is demonstrated by
a number of actions against national banks that have resulted in the payment of hundreds of millions of dollars in
restitution to consumers. For example, in 2000, the OCC required Providian National Bank to set aside not less than
$300 million for restitution to affected consumers; in 2005, the OCC required The Laredo National Bank and its
subsidiary, Homeowners Loan Corporation, to set aside at least $14 million for restitution to affected customers; and
in 2008, the OCC required Wachovia Bank, N.A., to set aside $125 million for restitution to affected consumers.
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enforce/enf_search.htm. Indeed, as
recently observed by the Superior Court
of Arizona, Maricopa County, in an
action brought by Arizona against a
national bank, among others, the
restitution and remedial action ordered
by the OCC in that matter against the
bank was “comprehensive and
significantly broader in scope than that
available through [the] state court
proceedings.” State of Arizona v.
Hispanic Air Conditioning and Heating,
Inc., CV 2000-003625, Ruling at 27,
Conclusions of Law, paragraph 50 (Aug.
25, 2003). Thus, the OCC has ample
legal authority and resources to ensure
that consumers are adequately
protected.

List of Subjects in 12 CFR Part 7

Credit, Insurance, Investments,
National banks, Reporting and
recordkeeping requirements, Securities,
Surety bonds.

Authority and Issuance

= For the reasons set forth in the
preamble, the OCC amends part 7 of
chapter I of title 12 of the Code of Federal
Regulations as follows:

PART 7—BANK ACTIVITIES AND
OPERATIONS

= 1. The authority citation for part 7
continues to read as follows:

Authority: 12 U.S.C. 1 et seq., 71, 71a, 92,
92a, 93, 93a, 481, 484, 1818.

Subpart D—Preemption

= 2.In §7.4000:

= a. Add a new paragraph (a)(3); and
= b. Revise paragraph (b) to read as
follows:

§7.4000 Visitorial powers.

(a) R

(3) Unless otherwise provided by
Federal law, the OCC has exclusive
visitorial authority with respect to the
content and conduct of activities
authorized for national banks under
Federal law.

(b) Exceptions to the general rule.
Under 12 U.S.C. 484, the OCC’s
exclusive visitorial powers are subject to
the following exceptions:

(1) Exceptions authorized by Federal
law. National banks are subject to such
visitorial powers as are provided by
Federal law. Examples of laws vesting
visitorial power in other governmental
entities include laws authorizing state
or other Federal officials to:

(i) Inspect the list of shareholders,
provided that the official is authorized
to assess taxes under state authority (12
U.S.C. 62; this section also authorizes
inspection of the shareholder list by

shareholders and creditors of a national
bank);

(ii) Review, at reasonable times and
upon reasonable notice to a bank, the
bank’s records solely to ensure
compliance with applicable state
unclaimed property or escheat laws
upon reasonable cause to believe that
the bank has failed to comply with those
laws (12 U.S.C. 484(b));

(iii) Verify payroll records for
unemployment compensation purposes
(26 U.S.C. 3305(c));

(iv) Ascertain the correctness of
Federal tax returns (26 U.S.C. 7602);

(v) Enforce the Fair Labor Standards
Act (29 U.S.C. 211); and

(vi) Functionally regulate certain
activities, as provided under the
Gramm-Leach-Bliley Act, Pub. L. 106—
102, 113 Stat. 1338 (Nov. 12, 1999).

(2) Exception for courts of justice.
National banks are subject to such
visitorial powers as are vested in the
courts of justice. This exception pertains
to the powers inherent in the judiciary
and does not grant state or other
governmental authorities any right to
inspect, superintend, direct, regulate or
compel compliance by a national bank
with respect to any law, regarding the
content or conduct of activities
authorized for national banks under
Federal law.

(3) Exception for Congress. National
banks are subject to such visitorial
powers as shall be, or have been,
exercised or directed by Congress or by
either House thereof or by any
committee of Congress or of either

House duly authorized.
* * * * *

John D. Hawke, Jr.,

Comptroller of the Currency.

[FR Doc. 04-585 Filed 1-12—-04; 8:45 am]
BILLING CODE 4810-33-P

DEPARTMENT OF THE TREASURY

Office of the Comptroller of the
Currency

12 CFR Parts 7 and 34

[Docket No. 04—-04]

RIN 1557-AC73

Bank Activities and Operations; Real
Estate Lending and Appraisals

AGENCY: Office of the Comptroller of the
Currency, Treasury.
ACTION: Final rule.

SUMMARY: The Office of the Comptroller
of the Currency (OCC) is publishing a
final rule amending parts 7 and 34 of
our regulations to add provisions

clarifying the applicability of state law
to national banks’ operations. The
provisions concerning preemption
identify types of state laws that are
preempted, as well as the types of state
laws that generally are not preempted,
with respect to national banks’ lending,
deposit-taking, and other operations. In
tandem with these preemption
provisions, we are also adopting
supplemental anti-predatory lending
standards governing national banks’
lending activities.

EFFECTIVE DATE: February 12, 2004.

FOR FURTHER INFORMATION CONTACT: For
questions concerning the final rule,
contact Michele Meyer, Counsel, or
Mark Tenhundfeld, Assistant Director,
Legislative and Regulatory Activities
Division, (202) 874—5090.
SUPPLEMENTARY INFORMATION:

1. Introduction

The OCC is adopting this final rule to
specify the types of state laws that do
not apply to national banks’ lending and
deposit taking activities and the types of
state laws that generally do apply to
national banks. Other state laws not
specifically listed in this final rule also
would be preempted under principles of
preemption developed by the U.S.
Supreme Court, if they obstruct, impair,
or condition a national bank’s exercise
of its lending, deposit-taking, or other
powers granted to it under Federal law.

This final rule also contains a new
provision prohibiting the making of any
type of consumer loan based
predominantly on the bank’s realization
of the foreclosure value of the
borrower’s collateral, without regard to
the borrower’s ability to repay the loan
according to its terms. (A consumer loan
for this purpose is a loan made for
personal, family, or household
purposes). This anti-predatory lending
standard applies uniformly to all
consumer lending activities conducted
by national banks, wherever located. A
second anti-predatory lending standard
in the final rule further specifically
prohibits national banks from engaging
in practices that are unfair and
deceptive under the Federal Trade
Commission Act (FTC Act) 1 and
regulations issued thereunder, in
connection with all types of lending.

The provisions concerning
preemption of state laws are contained
in 12 CFR part 34, which governs
national banks’ real estate lending, and
in three new sections to part 7 added by
this final rule: § 7.4007 regarding
deposit-taking activities; § 7.4008
regarding non-real estate lending

115 U.S.C. 45(a)(1).
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activities; and § 7.4009 regarding the
other Federally-authorized activities of
national banks. The first anti-predatory
lending standard appears both in part
34, where it applies with respect to real
estate consumer lending, and in part 7,
with respect to other consumer lending.
The provision prohibiting a national
bank from engaging in unfair or
deceptive practices within the meaning
of section 5 of the FTC Act and
regulations promulgated thereunder 2
similarly appears in both parts 34 and
7.

IL. Description of Proposal

On August 5, 2003, the OCC
published a notice of proposed
rulemaking (NPRM or proposal) in the
Federal Register (68 FR 46119) to
amend parts 7 and 34 of our regulations
to add provisions clarifying the
applicability of state law to national
banks. These provisions identified the
types of state laws that are preempted,
as well as the types of state laws that
generally are not preempted, in the
context of national bank lending,
deposit-taking, and other Federally-
authorized activities.

A. Proposed Revisions to Part 34—Real
Estate Lending

Part 34 of our regulations implements
12 U.S.C. 371, which authorizes
national banks to engage in real estate
lending subject to “such restrictions and
requirements as the Comptroller of the
Currency may prescribe by regulation or
order.” Prior to the adoption of this final
rule, subpart A of part 34 explicitly
preempted state laws concerning five
enumerated areas with respect to
national banks and their operating
subsidiaries.? Those are state laws
concerning the loan to value ratio; the
schedule for the repayment of principal
and interest; the term to maturity of the
loan; the aggregate amount of funds that
may be loaned upon the security of real
estate; and the covenants and
restrictions that must be contained in a
lease to qualify the leasehold as
acceptable security for a real estate loan.
Section 34.4(b) stated that the OCC
would apply recognized principles of
Federal preemption in considering
whether state laws apply to other
aspects of real estate lending by national
banks.

Pursuant to our authority under 12
U.S.C. 93a and 371, we proposed to
amend § 34.4(a) and (b) to provide a
more extensive enumeration of the types
of state law restrictions and
requirements that do, and do not, apply

212 CFR part 227.
3 Prior 12 CFR 34.1(b) and 34.4(a).

to the real estate lending activities of
national banks. To the five types of state
laws already listed in the regulations,
proposed § 34.4(a) added a fuller, but
non-exhaustive, list of the types of state
laws that are preempted, many of which
have already been found to be
preempted by the Federal courts or OCC
opinions. As also explained in the
preamble to the NPRM, consistent with
the applicable Federal judicial
precedent, other types of state laws that
wholly or partially obstruct the ability
of national banks to fully exercise their
real estate lending powers might be
identified and, if so, preemption of
those laws would be addressed by the
OCC on a case-by-case basis.

We also noted in the preamble that
the nature and scope of the statutory
authority to set “requirements and
restrictions”” on national banks’ real
estate lending may enable the OCC to
“occupy the field” of the regulation of
those activities. We invited comment on
whether our regulations, like those of
the Office of Thrift Supervision (OTS),*
should state explicitly that Federal law
occupies the field of real estate lending.
We noted that such an occupation of the
field necessarily would be applied in a
manner consistent with other Federal
laws, such as the Truth-in-Lending Act
(TILA) 5 and the Equal Credit
Opportunity Act (ECOA).6

Under proposed § 34.4(b), certain
types of state laws are not preempted
and would apply to national banks to
the extent that they do not significantly
affect the real estate lending operations
of national banks or are otherwise
consistent with national banks’ Federal
authority to engage in real estate
lending.” These types of laws generally
pertain to contracts, collection of debts,
acquisition and transfer of property,
taxation, zoning, crimes, torts, and
homestead rights. In addition, any other
law that the OCC determines to interfere
to only an insignificant extent with
national banks’ lending authority or is
otherwise consistent with national
banks’ authority to engage in real estate
lending would not be preempted.

The proposal retained the general rule
stated in § 34.3 that national banks may
“make, arrange, purchase, or sell loans
or extensions of credit, or interests

412 CFR 560.2.

515 U.S.C. 1601 et seq.

615 U.S.C. 1691 et seq.

7Federal law may explicitly resolve the question
of whether state laws apply to the activities of
national banks. There are instances where Federal
law specifically incorporates state law standards,
such as the fiduciary powers statute at 12 U.S.C.
92a(a). The language used in this final rule
“[e]xcept where made applicable by Federal law”
refers to this type of situation.

therein, that are secured by liens on, or
interests in, real estate, subject to terms,
conditions, and limitations prescribed
by the Comptroller of the Currency by
regulation or order.” That provision was
unchanged, other than by designating it
as paragraph (a).

The proposal added a new paragraph
(b), prescribing an explicit, safety and
soundness-based anti-predatory lending
standard to the general statement of
authority concerning lending. Proposed
§ 34.3(b) prohibited a national bank
from making a loan subject to 12 CFR
part 34 based predominantly on the
foreclosure value of the borrower’s
collateral, rather than on the borrower’s
repayment ability, including current
and expected income, current
obligations, employment status, and
other relevant financial resources.

This standard augments the other
standards that already apply to national
bank real estate lending under Federal
laws. These other standards include
those contained in the OCC’s Advisory
Letters on predatory lending; 8 section 5
of the FTC Act,® which makes unlawful
“unfair or deceptive acts or practices”
in interstate commerce; and many other
Federal laws that impose standards on
lending practices.1® The NPRM invited
commenters to suggest other anti-
predatory lending standards that would
be appropriate to apply to national bank
real estate lending activities.

As a matter of Federal law, national
bank operating subsidiaries conduct
their activities subject to the same terms
and conditions as apply to the parent
banks, except where Federal law
provides otherwise. See 12 CFR
5.34(e)(3) and 7.4006. See also 12 CFR
34.1(b) (real estate lending activities
specifically). Thus, by virtue of
regulations in existence prior to the
proposal, the proposed changes to part
34, including the new anti-predatory
lending standard, applied to both
national banks and their operating
subsidiaries.

8 See OCC Advisory Letter 2003-2, “Guidelines
for National Banks to Guard Against Predatory and
Abusive Lending Practices” (Feb. 21, 2003) and
OCC Advisory Letter 2003-3, “Avoiding Predatory
and Abusive Lending Practices in Brokered and
Purchased Loans” (Feb. 21, 2003). These documents
are available on the OCC’s Web site at http://
www.occ.treas.gov/advlst03.htm.

915 U.S.C. 45(a)(1).

10 There is an existing network of Federal laws
applicable to national banks that protect consumers
in a variety of ways. In addition to TILA and ECOA,
national banks are also subject to the standards
contained in the Real Estate Settlement Procedures
Act, 12 U.S.C. 2601 et seq., the Fair Housing Act,
42 U.S.C. 3601 et seq., the Home Mortgage
Disclosure Act, 12 U.S.C. 2801 et seq., the Fair
Credit Reporting Act, 15 U.S.C. 1681 et seq., the
Truth in Savings Act, 12 U.S.C. 4301 et seq., the
Consumer Leasing Act, 15 U.S.C. 1667, and the Fair
Debt Collection Practices Act, 15 U.S.C. 1692 et seq.



1906

Federal Register/Vol. 69, No. 8/Tuesday, January 13, 2004 /Rules and Regulations

B. Proposed Amendments to Part 7—
Deposit-Taking, Other Lending, and
Bank Operations

The proposal also added three new
sections to part 7: § 7.4007 regarding
deposit-taking activities, § 7.4008
regarding non-real estate lending
activities, and § 7.4009 regarding other
national bank operations. The structure
of the proposed amendments was the
same for §§7.4007 and 7.4008 and was
similar for § 7.4009. For §§ 7.4007 and
7.4008, the proposal first set out a
statement of the authority to engage in
the activity. Second, the proposal stated
that state laws that obstruct, in whole or
in part, a national bank’s exercise of the
Federally-authorized power in question
are not applicable, and listed several
types of state laws that are preempted.
As with the list of preempted state laws
set forth in the proposed amendments to
part 34, this list reflects judicial
precedents and OCC interpretations
concerning the types of state laws that
can obstruct the exercise of national
banks’ deposit-taking and non-real
estate lending powers. Finally, the
proposal listed several types of state
laws that, as a general matter, are not
preempted.

As with the proposed amendments to
part 34, the proposed amendment to
part 7 governing non-real estate lending
included a safety and soundness-based
anti-predatory lending standard. As
proposed, § 7.4008(b) stated that a
national bank shall not make a loan
described in § 7.4008 based
predominantly on the foreclosure value
of the borrower’s collateral, rather than
on the borrower’s repayment ability,
including current and expected income,
current obligations, employment status,
and other relevant financial resources.
The preamble to the NPRM pointed out
that non-real estate lending also is
subject to section 5 of the FTC Act.

For proposed § 7.4009, as with
proposed §§ 7.4007 and 7.4008, the
NPRM first stated that a national bank
could exercise all powers authorized to
it under Federal law. To address
questions about the extent to which
state law may permissibly govern
powers or activities that have not been
addressed by Federal court precedents
or OCC opinions or orders, proposed
new §7.4009(b) provided that state laws
do not apply to national banks if they
obstruct, in whole or in part, a national
bank’s exercise of powers granted to it
under Federal law. Next, proposed
§ 7.4009(c) noted that the provisions of
this section apply to any national bank
power or aspect of a national bank’s
operation that is not otherwise covered
by another OCC regulation that

specifically addresses the applicability
of state law. Finally, the proposal listed
several types of state laws that, as a
general matter, are not preempted.

As with the proposed changes to part
34, and for the same reasons, the
proposal’s changes to part 7 would be
applicable to both national banks and
their operating subsidiaries by virtue of
an existing OCC regulation.

III. Overview of Comments

The OCC received approximately
2,600 comments, most of which came
from the following groups:

Realtors. The vast majority—
approximately 85%—of the opposing
comments came from realtors and others
representing the real estate industry,
who expressed identical concerns about
the possibility that national banks’
financial subsidiaries would be
permitted to engage in real estate
brokerage activities 1* and that, if that
power were authorized, the proposal
would permit them to do so without
complying with state real estate
brokerage licensing laws. This final rule
will not have that result because it does
not apply to the activities of national
bank financial subsidiaries. Thus,
should the Department of the Treasury
(Treasury) and the Board of Governors
of the Federal Reserve System (Board)
proposal to permit financial subsidiaries
and financial holding companies to
engage in real estate brokerage activities
go forward, this final rule would not
affect the application of state real estate
licensing requirements to national bank
financial subsidiaries.

Many realtor comments also raised
arguments concerning the impact of this
rulemaking on consumers and market
competition and some argued that
preemption of state licensing
requirements related to real estate
lending is inappropriate on the basis of
field or conflict preemption. These
issues also were raised by other
commenters and are addressed in
sections IV and VI of this preamble.

Community and consumer advocates.
In addition to the comments from
realtors, the OCC received opposing
comments from community and
consumer advocates. These commenters
argued that the OCC should not adopt
further regulations preempting state law
and, in particular, should not adopt in

11 Pursuant to procedures established by the
Gramm-Leach-Bliley Act, Pub. L. 106-102, 113 Stat.
1338 (Nov. 12, 1999), for determining that an
activity is “financial in nature,” and thus
permissible for financial holding companies and
financial subsidiaries, the Board and Treasury
jointly published a proposal to determine that real
estate brokerage is “financial in nature.” See 66 FR
307 (Jan. 3, 2001). No final action has been taken
on the proposal.

the final rule an “occupation of the
field” preemption standard for national
banks’ real estate lending activities. The
community and consumer advocates
also asserted that the proposed
“obstruct, in whole or in part”
preemption standard is inconsistent
with, and a lowering of, the preemption
standards articulated by the U.S.
Supreme Court. Whatever the standard,
the community and consumer advocates
expressed concern that preemption
would allow national banks to escape
some state tort, contract, debt collection,
zoning, property transfer, and criminal
laws, and would expose consumers to
wide-spread predatory and abusive
practices by national banks. These
commenters asserted that the OCC’s
proposed anti-predatory lending
standard is insufficient and urged the
OCC to further strengthen consumer
protections in parts 7 and 34, including
prohibiting specific practices
characterized as unfair or deceptive.
These issues are addressed in sections
IV and VI of this preamble.

State officials and members of
Congress. State banking regulators, the
Conference of State Bank Supervisors
(CSBS), the National Conference of State
Legislators, individual state legislators,
the National Association of Attorneys
General (NAAG), and individual state
attorneys general questioned the legal
basis of the proposal and argued that the
OCC lacks authority to adopt it. These
commenters, like the community and
consumer advocates, also challenged the
OCC'’s authority to adopt in the final
rule either a “field occupation”
preemption standard or the proposed
“obstruct, in whole or in part” standard.
These commenters raised concerns
about the effect of the proposal, if
adopted, on the dual banking system,
and its impact on what they assert is the
states’ authority to apply and enforce
consumer protection laws against
national banks, and particularly against
operating subsidiaries. Several members
of Congress submitted comments, or
forwarded letters from constituents and
state officials, that echoed these
concerns. The arguments concerning the
dual banking system are addressed in
the discussion of Executive Order 13132
later in this preamble.12 The remaining
issues raised by the state commenters
are addressed in sections IV and VI of
this preamble.13

12 See also OCC publication entitled National
Banks and the Dual Banking System (Sept. 2003).

13 See also Letter from John D. Hawke, Jr.,
Comptroller of the Currency, to Senator Paul S.
Sarbanes (Dec. 9, 2003), available on the OCC’s Web
site at http://www.occ.treas.gov/foia/
SarbanesPreemptionletter.pdf; and identical letters
sent to nine other Senators; and Letters from John
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National banks and banking industry
trade groups. National banks, other
financial institutions, and industry
groups supported the proposal. Many of
these commenters argued that Congress
has occupied the fields of deposit-taking
and lending in the context of national
banks and urged the OCC to adopt a
final rule reflecting an extensive
occupation of the field approach. These
commenters concluded that various
provisions of the National Bank Act
establish broad statutory authority for
the activities and regulation of national
banks, and that these provisions suggest
strongly that Congress did in fact intend
to occupy the fields in question. In
addition to these express grants of
authority, the commenters noted that
national banks may, under 12 U.S.C.
24(Seventh), “exercise * * * all such
incidental powers as shall be necessary
to carry on the business of banking,”
and that this provision has been broadly
construed by the Supreme Court.4
These commenters concluded that this
broad grant of Federal powers, coupled
with equally broad grants of rulemaking
authority to the OCC,5 effectively
occupy the field of national bank
regulation.

Many of the supporting commenters
also urged the adoption of the proposal
for the reasons set forth in its preamble.
These commenters agreed with the
OCC’s assertion in the preamble that
banks with customers in more than one
state ““face uncertain compliance risks
and substantial additional compliance
burdens and expense that, for practical
purposes, materially impact their ability
to offer particular products and
services.” 16 The commenters stated
that, in effect, a national bank must
often craft different products or services
(with associated procedures and
policies, and their attendant additional
costs) for each state in which it does
business, or elect not to provide all of
its products or services (to the detriment
of consumers) in one or more states.
These commenters believe that the
proposal, if adopted, would offer much-
needed clarification of when state law
does or does not apply to the activities
of a national bank and its operating
subsidiaries. Such clarity, these
commenters argued, is critical to
helping national banks maintain and
expand provision of financial services.
Without such clarity, these commenters

D. Hawke, Jr., Comptroller of the Currency, to
Representatives Sue Kelly, Peter King, Carolyn B.
Maloney, and Carolyn McCarthy (Dec. 23, 2003).

14 See, e.g., Nationsbank of North Carolina, N.A.
v. Variable Annuity Life Ins. Co., 513 U.S. 251, 258
n.2 (1995) (VALIC).

15 See, e.g., 12 U.S.C. 93a.

1668 FR 46119, 46120.

assert, the burdens and costs, and
uncertain liabilities arising under a
myriad of state and local laws, are a
significant diversion of the resources
that national banks otherwise can use to
provide services to customers
nationwide, and a significant deterrent
to their willingness and ability to offer
certain products and services in certain
markets. These issues are addressed in
sections IV and VI of this preamble.

IV. Reason and Authority for the
Regulations

A. The Regulations Are Issued in
Furtherance of the OCC’s Responsibility
To Ensure That the National Banking
System Is Able To Operate As
Authorized by Congress

As the courts have recognized,
Federal law authorizes the OCC to issue
rules that preempt state law in
furtherance of our responsibility to
ensure that national banks are able to
operate to the full extent authorized
under Federal law, notwithstanding
inconsistent state restrictions, and in
furtherance of their safe and sound
operations.

Federal law is the exclusive source of
all of national banks’ powers and
authorities. Key to these powers is the
clause set forth at 12 U.S.C. 24(Seventh)
that permits national banks to exercise
“all such incidental powers as shall be
necessary to carry on the business of
banking.” This flexible grant of
authority furthers Congress’s long-range
goals in establishing the national
banking system, including financing
commerce, establishing private
depositories, and generally supporting
economic growth and development
nationwide. 17 The achievement of these
goals required national banks that are
safe and sound and whose powers are
dynamic and capable of evolving so that
they can perform their intended roles.
The broad grant of authority provided
by 12 U.S.C. 24(Seventh), as well as the
more targeted grants of authority
provided by other statutes,18 enable
national banks to evolve their
operations in order to meet the changing
needs of our economy and individual
consumers.19

17 For a more detailed discussion of Congress’s
purposes in establishing a national banking system
that would operate to achieve these goals distinctly
and separately from the existing system of state
banks, see the preamble to the proposal, 68 FR
46119, 46120, and National Banks and the Dual
Banking System, supra note 12.

18 See, e.g., 12 U.S.C. 92a (authorizing national
banks to engage in fiduciary activities) and 371
(authorizing national banks to engage in real estate
lending activities).

19 The Supreme Court expressly affirmed the
dynamic, evolutionary character of national bank
powers in VALIC, in which it held that the

The OCC is charged with the
fundamental responsibility of ensuring
that national banks operate on a safe
and sound basis, and that they are able
to do so, if they choose, to the full
extent of their powers under Federal
law. This responsibility includes
enabling the national banking system to
operate as authorized by Congress,
consistent with the essential character
of a national banking system and
without undue confinement of their
powers. Federal law gives the OCC
broad rulemaking authority in order to
fulfill these responsibilities. Under 12
U.S.C. 93a, the OCC is authorized ‘“‘to
prescribe rules and regulations to carry
out the responsibilities of the office” 20
and, under 12 U.S.C. 371, to “prescribe
by regulation or order” the “restrictions
and requirements” on national banks”
real estate lending power without state-
imposed conditions.2?

In recent years, the financial services
marketplace has undergone profound
changes. Markets for credit (both
consumer and commercial), deposits,
and many other financial products and
services are now national, if not
international, in scope. These changes
are the result of a combination of
factors, including technological
innovations, the erosion of legal
barriers, and an increasingly mobile
society.

Technology has expanded the
potential availability of credit and made
possible virtually instantaneous credit
decisions. Mortgage financing that once
took weeks, for example, now can take
only hours. Consumer credit can be
obtained at the point of sale at retailers
and even when buying a major item
such as a car. Consumers can shop for
investment products and deposits on-
line. With respect to deposits, they can
compare rates and duration of a variety
of deposit products offered by financial
institutions located far from where the
consumer resides.

Changes in applicable law also have
contributed to the expansion of markets
for national banks and their operating
subsidiaries. These changes have
affected both the type of products that
may be offered and the geographic
region in which banks—large and
small—may conduct business. As a
result of these changes, banks may
branch across state lines and offer a
broader array of products than ever
before. An even wider range of

“business of banking” is not limited to the powers
enumerated in 12 U.S.C. 24(Seventh) and that the
OCC has the discretion to authorize activities
beyond those specifically enumerated in the statute.
See 513 U.S. at 258 n.2.

2012 U.S.C. 93a.

2112 U.S.C. 371(a).
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customers can be reached through the
use of technology, including the
Internet. Community national banks, as
well as the largest national banks, use
new technologies to expand their reach
and service to customers.

Our modern society is also highly
mobile. Forty million Americans move
annually, according to a recent
Congressional report issued in
connection with enactment of the Fair
and Accurate Credit Transactions Act of
2003.22 And when they move, they often
have the desire, if not the expectation,
that the financial relationships and
status they have established will be
portable and will remain consistent.

These developments highlight the
significance of being able to conduct a
banking business pursuant to consistent,
national standards, regardless of the
location of a customer when he or she
first becomes a bank customer or the
location to which the customer may
move after becoming a bank customer.
They also accentuate the costs and
interference that diverse and potentially
conflicting state and local laws have on
the ability of national banks to operate
under the powers of their Federal
charter. For national banks, moreover,
the ability to operate under uniform
standards of operation and supervision
is fundamental to the character of their
national charter.23 When national banks
are unable to operate under national
standards, it also implicates the role and
responsibilities of the OCC.

These concerns have been
exacerbated recently, by increasing
efforts by states and localities to apply
state and local laws to bank activities.
As we have learned from our experience
supervising national banks, from the
inquiries received by the OCC’s Law
Department, by the extent of litigation
in recent years over these state efforts,
and by the comments we received on
the proposal, national banks’ ability to
conduct operations to the full extent
authorized by Federal law has been
curtailed as a result.

Commenters noted that the variety of
state and local laws that have been
enacted in recent years—including laws
regulating fees, disclosures, conditions
on lending, and licensing—have created
higher costs and increased operational

22 See S. Rep. No. 108—166, at 10 (2003) (quoting
the hearing testimony of Secretary of the Treasury
Snow).

23 As we explained last year in the preamble to
our amendments to part 7 concerning national
banks’ electronic activities, ‘“freedom from State
control over a national bank’s powers protects
national banks from conflicting local laws unrelated
to the purpose of providing the uniform,
nationwide banking system that Congress
intended.” 67 FR 34992, 34997 (May 17, 2002).

challenges.2# Other commenters noted
the proliferation of state and local anti-
predatory lending laws and the impact
that those laws are having on lending in
the affected jurisdictions. As a result,
national banks must either absorb the
costs, pass the costs on to consumers, or
eliminate various products from
jurisdictions where the costs are
prohibitive. Commenters noted that this
result is reached even in situations
where a bank concludes that a law is
preempted, simply so that the bank may
avoid litigation costs or anticipated
reputational injury.

As previously noted, the elimination
of legal and other barriers to interstate
banking and interstate financial service
operations has led a number of banking
organizations to operate, in multi-state
metropolitan statistical areas, and on a
multi-state or nationwide basis,
exacerbating the impact of the overlay of
state and local standards and
requirements on top of the Federal
standards and OCC supervisory
requirements already applicable to
national bank operations. When these
multi-jurisdictional banking
organizations are subject to regulation
by each individual state or municipality
in which they conduct operations, the
problems noted earlier are compounded.

Even the efforts of a single state to
regulate the operations of a national
bank operating only within that state
can have a detrimental effect on that
bank’s operations and consumers. As we
explained in our recent preemption
determination and order responding to
National City Bank’s inquiry concerning
the Georgia Fair Lending Act (GFLA),25
the GFLA caused secondary market
participants to cease purchasing certain
Georgia mortgages and many mortgage
lenders to stop making mortgage loans
in Georgia. National banks have also
been forced to withdraw from some
products and markets in other states as
a result of the impact of state and local
restrictions on their activities.

When national banks are unable to
operate under uniform, consistent, and
predictable standards, their business
suffers, which negatively affects their

24]]lustrative of comments along these lines were
those of banks who noted that various state laws
would result in the following costs: (a)
Approximately $44 million in start-up costs
incurred by 6 banks as a result of a recently-enacted
California law mandating a minimum payment
warning; (b) 250 programming days required to
change one of several computer systems that
needed to be changed to comply with anti-
predatory lending laws enacted in three states and
the District of Columbia; and (c) $7.1 million in
costs a bank would incur as a result of complying
with mandated annual statements to credit card
customers.

25 See 68 FR 46264 (Aug. 5, 2003).

safety and soundness. The application
of multiple, often unpredictable,
different state or local restrictions and
requirements prevents them from
operating in the manner authorized
under Federal law, is costly and
burdensome, interferes with their ability
to plan their business and manage their
risks, and subjects them to uncertain
liabilities and potential exposure. In
some cases, this deters them from
making certain products available in
certain jurisdictions.26

The OCC therefore is issuing this final
rule in furtherance of its responsibility
to enable national banks to operate to
the full extent of their powers under
Federal law, without interference from
inconsistent state laws, consistent with
the national character of the national
banking system, and in furtherance of
their safe and sound operations. The
final rule does not entail any new
powers for national banks or any
expansion of their existing powers.
Rather, we intend only to ensure the
soundness and efficiency of national
banks’ operations by making clear the
standards under which they do
business.

B. Pursuant to 12 U.S.C. 93a and 371,
the OCC May Adopt Regulations That
Preempt State Law

The OCC has ample authority to
provide, by regulation, that types of
state laws are not applicable to national
banks. As mentioned earlier, 12 U.S.C.
93a grants the OCC comprehensive
rulemaking authority to further its
responsibilities, stating that—

Except to the extent that authority to
issue such rules and regulations has
been expressly and exclusively granted
to another regulatory agency, the
Comptroller of the Currency is
authorized to prescribe rules and
regulations to carry out the
responsibilities of the office * * *.27

This language is significantly broader
than that customarily used to convey
rulemaking authority to an agency,
which is typically focused on a
particular statute. This was recognized,
some 20 years ago, by the United States
Court of Appeals for the D.C. Circuit in

26 As was recently observed by Federal Reserve
Board Chairman Alan Greenspan (in the context of
amendments to the Fair Credit Reporting Act),
“[1]imits on the flow of information among financial
market participants, or increased costs resulting
from restrictions that differ based on geography,
may lead to an increase in the price or a reduction
in the availability of credit, as well as a reduction
in the optimal sharing of risk and reward.” Letter
of February 28, 2003, from Alan Greenspan,
Chairman, Board of Governors of the Federal
Reserve System, to The Honorable Ruben Hinojosa
(emphasis added).

2712 U.S.C. 93a.
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its decision confirming that 12 U.S.C.
93a authorizes the OCC to issue
regulations preempting state law. In
Conference of State Bank Supervisors v.
Conover,?8 the Conference of State Bank
Supervisors (CSBS) sought to overturn a
district court decision upholding OCC
regulations that provided flexibility
regarding the terms on which national
banks may make or purchase adjustable
rate mortgages (ARMs) and that
preempted inconsistent state laws. The
regulations provided generally that
national banks may make or purchase
ARMs without regard to state law
limitations. The district court granted
the OCC’s motion for summary
judgment on the ground that the
regulations were within the scope of the
OCC’s rulemaking powers granted by
Congress.

On appeal, the CSBS asserted that 12
U.S.C. 93a grants the OCC authority to
issue only “housekeeping” procedural
regulations. In support of this argument,
the CSBS cited a remark from the
legislative history of 12 U.S.C. 93a by
Senator Proxmire that 12 U.S.C. 93a
“carries with it no new authority to
confer on national banks powers which
they do not have under existing law.”
CSBS also cited a statement in the
conference report that 12 U.S.C. 93a
“carries no authority [enabling the
Comptroller] to permit otherwise
impermissible activities of national
banks with specific reference to the
provisions of the McFadden Act and the
Glass-Steagall Act.” 29

The Court of Appeals rejected the
CSBS’s contentions concerning the
proper interpretation of 12 U.S.C. 93a.
The Court of Appeals explained first
that the challenged regulations (like this
final rule) did not confer any new
powers on national banks. Moreover,

[t]hat the Comptroller also saw fit to preempt
those state laws that conflict with his
responsibility to ensure the safety and
soundness of the national banking system,
see 12 U.S.C. §481, does not constitute an
expansion of the powers of national banks.30

Nor did the Court of Appeals find
support for the CSBS’s position in the
conference report:

As the “specific reference” to the
McFadden and Glass-Steagall Acts indicates,
the “impermissible activities” which the
Comptroller is not empowered to permit are
activities that are impermissible under
federal, not state, law.31

The court summarized its rationale for
holding that 12 U.S.C. 93a authorized

28710 F.2d 878 (D.C. Cir. 1983).

29 Id. at 885 (emphasis in original).
30]d. (emphasis in original).

31[d.

the OCC to issue the challenged
regulations by saying:

It bears repeating that the entire legislative
scheme is one that contemplates the
operation of state law only in the absence of
federal law and where such state law does
not conflict with the policies of the National
Banking Act. So long as he does not
authorize activities that run afoul of federal
laws governing the activities of the national
banks, therefore, the Comptroller has the
power to preempt inconsistent state laws.32

The authority under 12 U.S.C. 93a
described by the court in CSBS v.
Conover thus amply supports the
adoption of regulations providing that
specified types of state laws purporting
to govern as applied to national banks’
lending and deposit-taking activities are
preempted.

Under 12 U.S.C. 371, the OCC has the
additional and specific authority to
provide that the specified types of laws
relating to national banks’ real estate
lending activities are preempted. As we
have described and as recognized in
CSBS v. Conover,?3 12 U.S.C. 371 grants
the OCC unique rulemaking authority
with regard to national banks’ real estate
lending activities. That section states:

[a]lny national banking association
may make, arrange, purchase or sell
loans or extensions of credit secured by
liens on interests in real estate, subject
to section 1828(0) of this title and such
restrictions and requirements as the
Comptroller of the Currency may
prescribe by regulation or order.34

The language and history of 12 U.S.C.
371 confirm the real estate lending
powers of national banks and that only
the OCC “‘subject to other applicable
Federal law “and not the states may
impose restrictions or requirements on
national banks’ exercise of those
powers. The Federal powers conferred
by 12 U.S.C. 371 are subject only ““to
section 1828(o) of this title and such
restrictions and requirements as the
Comptroller of the Currency may
prescribe by regulation or order.” 35

32]d. at 878 (emphasis added).

33In CSBS v. Conover, the court also held that the
authority conferred by 12 U.S.C. 371, as the statute
read at the time relevant to the court’s decision,
conferred authority upon the OCC to issue the
preemptive regulations challenged in that case. The
version of section 371 considered by the court
authorized national banks to make real estate loans
“subject to such terms, conditions, and limitations”
as prescribed by the Comptroller by order, rule or
regulations. The court said that the “restrictions
and requirements’’ language contained in the
statute today was ‘“‘not substantially different”” from
the language that it was considering in that case. Id.
at 884.

3412 U.S.C. 371(a).

35 Id. As noted supra at note 7, Federal legislation
occasionally provides that national banks shall
conduct certain activities subject to state law

Thus, the exercise of the powers granted
by 12 U.S.C. 371 is not conditioned on
compliance with any state requirement,
and state laws that attempt to confine or
restrain national banks’ real estate
lending activities are inconsistent with
national banks’ real estate lending
powers under 12 U.S.C. 371.

This conclusion is consistent with the
fact that national bank real estate
lending authority has been extensively
regulated at the Federal level since the
power first was codified. Beginning
with the enactment of the Federal
Reserve Act of 1913,36 national banks’
real estate lending authority has been
governed by the express terms of 12
U.S.C. 371. As originally enacted in
1913, section 371 contained a limited
grant of authority to national banks to
lend on the security of “improved and
unencumbered farm land, situated
within its Federal reserve district.” 37 In
addition to the geographic limits
inherent in this authorization, the
Federal Reserve Act also imposed limits
on the term and amount of each loan as
well as an aggregate lending limit. Over
the years, 12 U.S.C. 371 was repeatedly
amended to broaden the types of real
estate loans national banks were
permitted to make, to expand
geographic limits, and to modify loan
term limits and per-loan and aggregate
lending limits.

In 1982, Congress removed these
“rigid statutory limitations” 38 in favor
of a broad provision that is very similar
to the current law and that authorized
national banks to “make, arrange,
purchase or sell loans or extensions of
credit secured by liens on interests in
real estate, subject to such terms,
conditions, and limitations as may be
prescribed by the Comptroller of the
Currency by order, rule, or
regulation.”” 39 The purpose of the 1982
amendment was ‘“‘to provide national
banks with the ability to engage in more
creative and flexible financing, and to
become stronger participants in the
home financing market.” 40 In 1991,
Congress removed the term “rule” from
this phrase and enacted an additional
requirement, codified at 12 U.S.C.

standards. For example, national banks conduct
insurance sales, solicitation, and cross-marketing
activities subject to certain types of state restrictions
expressly set out in the Gramm-Leach-Bliley Act.
See 15 U.S.C. 6701(d)(2)(B). There is no similar
Federal legislation subjecting national banks’ real
estate lending activities to state law standards.

36 Federal Reserve Act, Dec. 23, 1913, ch. 6, 38
Stat. 251, as amended.

37d. section 24, 38 Stat. 273.

38S. Rep. No. 97-536, at 27 (1982).

39 Garn-St Germain Depository Institutions Act of
1982, Pub. L. 97-320, section 403, 96 Stat. 1469,
1510-11 (1982).

40 S, Rep. No. 97-536, at 27 (1982).
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1828(0), that national banks (and other
insured depository institutions) conduct
real estate lending pursuant to uniform
standards adopted at the Federal level
by regulation of the OCC and the other
Federal banking agencies.*?

Thus, the history of national banks’
real estate lending activities under 12
U.S.C. 371 is one of extensive
Congressional involvement gradually
giving way to a streamlined approach in
which Congress has delegated broad
rulemaking authority to the
Comptroller. The two versions of 12
U.S.C. 371—namely, the lengthy and
prescriptive approach prior to 1982 and
the more recent statement of broad
authority qualified only by reference to
Federal law —may be seen as evolving
articulations of the same idea.

C. The Preemption Standard Applied in
This Final Rule Is Entirely Consistent
With the Standards Articulated by the
Supreme Court

State laws are preempted by Federal
law, and thus rendered invalid with
respect to national banks, by operation
of the Supremacy Clause of the U.S.
Constitution.42 The Supreme Court has
identified three ways in which this may
occur. First, Congress can adopt express
language setting forth the existence and
scope of preemption.*3 Second,
Congress can adopt a framework for
regulation that “occupies the field”” and
leaves no room for states to adopt
supplemental laws.4¢ Third, preemption
may be found when state law actually
conflicts with Federal law. Conflict will
be found when either: (i) compliance
with both laws is a “physical
impossibility;” 45 or (ii) when the state
law stands ‘““as an obstacle to the
accomplishment and execution of the
full purposes and objectives of
Congress.” 46

In Barnett Bank of Marion County v.
Nelson,*” the Supreme Court articulated
preemption standards used by the

41 See section 304 of the Federal Deposit
Insurance Corporation Improvement Act, codified
at 12 U.S.C. 1828(0). These standards governing
national banks’ real estate lending are set forth in
Subpart D of 12 CFR part 34.

42 “This Constitution, and the Laws of the United
States which shall be made in Pursuance thereof
* * * ghall be the supreme Law of the Land; and
the Judges in every State shall be bound thereby,
any Thing in the Constitution or Laws of any State
to the Contrary notwithstanding.” U.S. Const. art.
VI, cl. 2.

43 See Jones v. Rath Packing Co., 430 U.S. 519,
525 (1977).

44 See Rice v. Santa Fe Elevator Corp., 331 U.S.
218, 230 (1947).

45 Florida Lime & Avocado Growers, Inc. v. Paul,
373 U.S. 132, 143 (1963).

46 Hines v. Davidowitz, 312 U.S. 52, 67 (1941);
Barnett Bank of Marion County, N.A. v. Nelson, 517
U.S. 25, 31 (1996) (quoting Hines).

47517 U.S. 25 (1996).

Supreme Court in the national bank
context to determine, under the
Supremacy Clause of the U.S.
Constitution, whether Federal law
conflicts with state law such that the
state law is preempted. As observed by
the Supreme Court in Barnett, a state
law will be preempted if it conflicts
with the exercise of a national bank’s
Federally authorized powers.

The Supreme Court noted in Barnett
the many formulations of the conflicts
standard. The Court stated:

In defining the pre-emptive scope of
statutes and regulations granting a
power to national banks, these cases
take the view that normally Congress
would not want States to forbid, or
impair significantly, the exercise of a
power that Congress explicitly granted.
To say this is not to deprive States of the
power to regulate national banks, where
(unlike here) doing so does not prevent
or significantly interfere with the
national bank’s exercise of its powers.
See, e.g., Anderson Nat. Bank v. Luckett,
321 U.S. 233, 247-252 (1944) (state
statute administering abandoned
deposit accounts did not “unlawful[ly]
encroaclh] on the rights and privileges
of national banks”’); McClellan v.
Chipman, 164 U.S. 347, 358 (1896)
(application to national banks of state
statute forbidding certain real estate
transfers by insolvent transferees would
not “destro[y] or hampe[r]” national
banks” functions); National Bank v.
Commonwealth, 76 U.S. (9 Wall.) 353,
362 (1869) (national banks subject to
state law that does not “interfere with,
or impair [national banks’] efficiency in
performing the functions by which they
are designed to serve [the Federal]
Government’’).48

The variety of formulations quoted by
the Court—"unlawfully encroach,”
“hamper,” “interfere with or impair
national banks’ efficiency”’—defeats any
suggestion that any one phrase
constitutes the exclusive standard for
preemption. As the Supreme Court
explained in Hines v. Davidowitz: 49

There is not—and from the very
nature of the problem there cannot be—
any rigid formula or rule which can be
used as a universal pattern to determine
the meaning and purpose of every act of
Congress. This Court, in considering the
validity of state laws in the light of

48 Id. at 33—34. Certain commenters cite Nat’]
Bank v. Commonwealth for the proposition that
national banks are subject to state law. These
commenters, however, omit the important caveat,
quoted by the Barnett Court, that state law applies
only where it does not “interfere with, or impair
[national banks’] efficiency in performing the
functions by which they are designed to serve [the
Federal] Government.”

49312 U.S. 52 (1941).

treaties or federal laws touching the
same subject, has made use of the
following expressions: conflicting;
contrary to; occupying the field;
repugnance; difference;
irreconcilability; inconsistency;
violation; curtailment; and interference.
But none of these expressions provides
an infallible constitutional test or an
exclusive constitutional yardstick. In the
final analysis, there can be no one
crystal clear distinctly marked formula.
Our primary function is to determine
whether, under the circumstances of
this particular case, [the state law at
issue] stands as an obstacle to the
accomplishment and execution of the
full purposes and objectives of
Congress.5°

Thus, in Hines, the Court recognized
that the Supremacy Clause principles of
preemption can be articulated in a wide
variety of formulations that do not yield
substantively different legal results. The
variation among formulations that carry
different linguistic connotations does
not produce different legal outcomes.

We have adopted in this final rule a
statement of preemption principles that
is consistent with the various
formulations noted earlier. The phrasing
used in the final rule—obstruct,5?
impair,52 or condition 53”—differs
somewhat from what we proposed. This
standard conveys the same substantive
point as the proposed standard,
however; that is, that state laws do not
apply to national banks if they
impermissibly contain a bank’s exercise
of a federally authorized power. The
words of the final rule, which are drawn
directly from applicable Supreme Court
precedents, better convey the range of
effects on national bank powers that the
Court has found to be impermissible.
The OCC intends this phrase as the
distillation of the various preemption
constructs articulated by the Supreme
Court, as recognized in Hines and
Barnett, and not as a replacement
construct that is in any way inconsistent
with those standards.

In describing the proposal, we invited
comment on whether it would be
appropriate to assert occupation of the
entire field of real estate lending. Some
commenters strongly urged that we do
so, and that we go beyond real estate
lending to cover other lending and
deposit-taking activities as well. Upon
further consideration of this issue and

50 Id. at 67 (emphasis added) (citations omitted).

51 See Hines, 312 U.S. at 76.

52 See Nat’] Bank v. Commonwealth, 76 U.S. at
362; Davis v. Elmira Savings Bank, 161 U.S. 275,
283 (1896); McClellan, 164 U.S. at 357.

53 See Barnett, 517 U.S. at 34; Franklin Nat’l Bank
of Franklin Square v. New York, 347 U.S. 373, 375—
79 (1954).
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careful review of comments submitted
pertaining to this point, we have
concluded, as the Supreme Court
recognized in Hines and reaffirmed in
Barnett, that the effect of labeling of this
nature is largely immaterial in the
present circumstances. Thus, we decline
to adopt the suggestion of these
commenters that we declare that these
regulations “occupy the field” of
national banks’ real estate lending, other
lending, and deposit-taking activities.
We rely on our authority under both 12
U.S.C. 93a and 371, and to the extent
that an issue arises concerning the
application of a state law not
specifically addressed in the final
regulation, we retain the ability to
address those questions through
interpretation of the regulation, issuance
of orders pursuant to our authority
under 12 U.S.C. 371, or, if warranted by
the significance of the issue, by
rulemaking to amend the regulation.

V. Description of the Final Rule

A. Amendments to Part 34

1. Section 34.3(a). The final rule
retains the statement of national banks’
real estate lending authority, now
designated as § 34.3(a), that national
banks may ‘‘make, arrange, purchase, or
sell loans or extensions of credit, or
interests therein, that are secured by
liens on, or interests in, real estate (real
estate loans), subject to 12 U.S.C.
1828(0) and such restrictions and
requirements as the Comptroller of the
Currency may prescribe by regulation or
order.”

2. Section 34.3(b). New § 34.3(b) adds
an explicit safety and soundness-
derived anti-predatory lending standard
to the general statement of authority
concerning lending. Many bank
commenters voiced concern that the
proposed anti-predatory lending
standard, by prohibiting a national bank
from making a loan based
predominantly on the foreclosure value
of a borrower’s collateral without regard
to the borrower’s repayment ability,
would also prohibit a national bank
from engaging in legitimate, non-
predatory lending activities. These
commenters noted that reverse
mortgage, small business, and high net
worth loans are often made based on the
value of the collateral.

We have revised the anti-predatory
lending standard in the final rule to
clarify that it applies to consumer loans
only, (i.e., loans for personal, family, or
household purposes), and to clarify that
it is intended to prevent borrowers from
being unwittingly placed in a situation
where repayment is unlikely without
the lender seizing the collateral. Where

the bargain agreed to by a borrower and
a lender involves an understanding by
the borrower that it is likely or expected
that the collateral will be used to repay
the debt, such as with a reverse
mortgage, it clearly is not objectionable
that the collateral will then be used in
such a manner. Moreover, the final
rule’s anti-predatory lending standard is
not intended to apply to business
lending or to situations where a
borrower’s net worth would support the
loan under customary underwriting
standards.

Thus, we have revised the anti-
predatory lending standard so that it
focuses on consumer loans and permits
a national bank to use a variety of
reasonable methods to determine a
borrower’s ability to repay, including,
for example, the borrower’s current and
expected income, current and expected
cash flows, net worth, other relevant
financial resources, current financial
obligations, employment status, credit
history, or other relevant factors.

Several commenters urged the OCC to
expressly affirm that a national bank’s
lending practices must be conducted in
conformance with section 5 of the FTC
Act, which makes unlawful “unfair or
deceptive acts or practices” in interstate
commerce,?* and regulations
promulgated thereunder. As discussed
in more detail in section VI of this
preamble, the OCC has taken actions
against national banks under the FTC
Act where the OCC believed they were
engaged in unfair or deceptive practices.
As demonstrated by these actions, the
OCC recognizes the importance of
national banks and their operating
subsidiaries acting in conformance with
the standards contained in section 5 of
the FTC Act. We therefore agree that an
express reference to those standards in
our regulation would be appropriate and
have added it to the final rules.5>

3. State laws that are preempted
(§ 34.4(a)). Pursuant to 12 U.S.C. 93a
and 371, the final rule amends § 34.4(a)
to add to the existing regulatory list of
types of state law restrictions and
requirements that are not applicable to
national banks. This list, promulgated
under our authority ““to prescribe rules
and regulations to carry out the
responsibilities of the office” and to

5415 U.S.C. 45(a)(1).

55]t is important to note here that we lack the
authority to do what some commenters essentially
urged, namely, to specify by regulation that
particular practices, such as loan “flipping” or
“equity stripping,” are unfair or deceptive. While
we have the ability to take enforcement actions
against national banks if they engage in unfair or
deceptive practices under section 5 of the FTC Act,
the OCC does not have rulemaking authority to
define specific practices as unfair or deceptive
under section 5. See 15 U.S.C. 57a(f).

prescribe the types of restrictions and
requirements to which national banks’
real estate lending activities shall be
subject, reflects our experience with
types of state laws that can materially
affect and confine—and thus are
inconsistent with—the exercise of
national banks’ real estate lending
powers.56

The final rule revises slightly the
introductory clause used in proposed
§ 34.4(a) in order to conform this section
more closely to the amended sections of
part 7 discussed later in this preamble.
Thus, the final rule provides: ‘“Except
where made applicable by Federal law,
state laws that obstruct, impair, or
condition a national bank’s ability to
fully exercise its Federally authorized
real estate lending powers do not apply
to national banks.”” The final rule then
expands the current list of the types of
state law restrictions and requirements
that are not applicable to national
banks.

Many of the supporting commenters
requested that the final rule clarify the
extent to which particular state or local
laws that were not included in the
proposal are preempted. For example,
these commenters suggested that the
final rule address particular state laws
imposing various limitations on
mortgage underwriting and servicing.

We decline to address most of these
suggestions with the level of specificity
requested by the commenters.
Identifying state laws in a more generic
way avoids the impression that the
regulations only cover state laws that
appear on the list. The list of the types
of preempted state laws is not intended
to be exhaustive, and we retain the
ability to address other types of state
laws by order on a case-by-case basis, as
appropriate, to make determinations
whether they are preempted under the
applicable standards.5”

4. State laws that are not preempted
(§ 34.4(b)). Section 34.4(b) also provides
that certain types of state laws are not
preempted and would apply to national
banks to the extent that they are
consistent with national banks’ Federal
authority to engage in real estate lending
because their effect on the real estate

56 As we noted in our discussion of this list in
the preamble to the proposal, the “OCC and Federal
courts have thus far concluded that a wide variety
of state laws are preempted, either because the state
laws fit within the express preemption provisions
of an OCC regulation or because the laws conflict
with a Federal power vested in national banks.” See
68 FR 46119, 46122—46123. The list is also
substantially identical to the types of laws specified
in a comparable regulation of the OTS. See 12 CFR
560.2(b).

57 See, e.g., OCC Determination and Order
concerning the Georgia Fair Lending Act, supra
footnote 25.
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lending operations of national banks is
only incidental. These types of laws
generally pertain to contracts, rights to
collect debts, acquisition and transfer of
property, taxation, zoning, crimes,
torts,58 and homestead rights. In
addition, any other law the effect of
which is incidental to national banks’
lending authority or otherwise
consistent with national banks’
authority to engage in real estate lending
would not be preempted.5° In general,
these would be laws that do not attempt
to regulate the manner or content of
national banks’ real estate lending, but
that instead form the legal infrastructure
that makes it practicable to exercise a
permissible Federal power.

One category of state law included in
the proposed list of state laws generally
not preempted was ““debt collection.”
Consistent with Supreme Court
precedents addressing this type of state
law,50 we have revised the language of
the final rule to refer to national banks’
“right to collect debts.”

B. Amendments to Part 7—Deposit-
Taking, Other Consumer Lending, and
National Bank Operations

The final rule adds three new sections
to part 7: § 7.4007 regarding deposit-
taking activities, § 7.4008 regarding non-
real estate lending activities, and
§ 7.4009 regarding national bank
operations. The structure of the
amendments is the same for §§7.4007
and 7.4008 and is similar for § 7.4009.

For § 7.4007, the final rule first sets
out a statement of the authority to
engage in the activity. Second, the final

58 See Bank of America v. City & County of San
Francisco, 309 F.3d 551, 559 (9th Cir. 2002).

59 The label a state attaches to its laws will not
affect the analysis of whether that law is preempted.
For instance, laws related to the transfer of real
property may contain provisions that give
borrowers the right to “cure’” a default upon
acceleration of a loan if the lender has not
foreclosed on the property securing the loan.
Viewed one way, this could be seen as part of the
state laws governing foreclosure, which historically
have been within a state’s purview. However, as we
concluded in the OCC Determination and Order
concerning the GFLA, to the extent that this type
of law limits the ability of a national bank to adjust
the terms of a particular class of loans once there
has been a default, it would be a state law limitation
“concerning * * * (2) The schedule for the
repayment of principal and interest; [or] (3) The
term to maturity of the loan * * * 12 CFR 34.4(a).
In such a situation, we would be governed by the
effect of the state statute.

60 See, e.g., Nat’l Bank v. Commonwealth, 76 U.S.
at 362 (national banks “‘are subject to the laws of
the State, and are governed in their daily course of
business far more by the laws of the State than of
the nation. All their contracts are governed and
construed by State laws. Their acquisition and
transfer of property, their right to collect their debts,
and their liability to be sued for debts, are all based
on State law.”) (emphasis added); see also
McClellan, 164 U.S. at 356-57 (quoting Nat’] Bank
v. Commonwealth).

rule notes that state laws that obstruct,
impair, or condition a national bank’s
ability to fully exercise the power in
question are not applicable, and lists
several types of state laws that are
preempted. Types of state laws that are
generally preempted under § 7.4007
include state requirements concerning
abandoned and dormant accounts,
checking accounts, disclosure
requirements, funds availability, savings
account orders of withdrawal, state
licensing or registration requirements,
and special purpose savings services.
Finally, the final rule lists types of state
laws that, as a general matter, are not
preempted. Examples of these laws
include state laws concerning contract,
rights to collect debt, tort, zoning, and
property transfers. These lists are not
intended to be exhaustive, and the OCC
retains the ability to address other types
of state laws on a case-by-case basis to
make preemption determinations under
the applicable standards.

For § 7.4008, the final rule also sets
out a statement of the authority to
engage in the activity (non-real estate
lending), notes that state laws that
obstruct, impair, or condition a national
bank’s ability to fully exercise this
power are not applicable, and lists
several types of state laws that are, or
are not, preempted. Section 7.4008 also
includes a safety and soundness-based
anti-predatory lending standard. Final
§7.4008(b) states that “‘[a] national bank
shall not make a consumer loan subject
to this § 7.4008 based predominantly on
the bank’s realization of the foreclosure
or liquidation value of the borrower’s
collateral, without regard to the
borrower’s ability to repay the loan
according to its terms. A bank may use
any reasonable method to determine a
borrower’s ability to repay, including,
for example, the borrower’s current and
expected income, current and expected
cash flows, net worth, other relevant
financial resources, current financial
obligations, employment status, credit
history, or other relevant factors.”
Separately, § 7.4008(c) also includes a
statement that a national bank shall not
engage in unfair or deceptive practices
within the meaning of section 5 of the
FTC Act and regulations promulgated
thereunder in connection with making
non-real estate related loans. The
standards set forth in § 7.4008(b) and
(c), plus an array of Federal consumer
protection standards,5? ensure that
national banks are subject to consistent
and uniform Federal standards,
administered and enforced by the OCC,
that provide strong and extensive
customer protections and appropriate

61 See supra note 10.

safety and soundness-based criteria for
their lending activities.

In § 7.40009, the final rule first states
that national banks may exercise all
powers authorized to them under
Federal law.62 Second, the final rule
states that except as otherwise made
applicable by Federal law, state laws
that obstruct, impair, or condition a
national bank’s ability to fully exercise
its authorized powers do not apply to
the national bank.®3 Finally, the final
rule lists several types of state laws that,
as a general matter, are not preempted.
For the reasons outlined earlier in the
discussion of the amendments to 12
CFR part 34, the reference to debt
collection laws has been revised to refer
to state laws concerning national banks’
“rights to collect debts.”

The OCC’s regulations adopted in this
final rule address the applicability of
state law with respect to a number of
specific types of activities. The question
may persist, however, about the extent
to which state law may permissibly
govern powers or activities that have not
been addressed by Federal court
precedents or OCC opinions or orders.
Accordingly, as noted earlier, new
§ 7.4009 provides that state laws do not
apply to national banks if they obstruct,
impair, or condition a national bank’s
ability to fully exercise the powers
authorized to it under Federal law,
including the content of those activities
and the manner in which and standards
whereby they are conducted.

As explained previously, in some
circumstances, of course, Federal law
directs the application of state standards
to a national bank. The wording of
§ 7.4009 reflects that a Federal statute
may require the application of state

62 As noted in the proposal, the OTS has issued
a regulation providing generally that state laws
purporting to address the operations of Federal
savings associations are preempted. See 12 CFR
545.2. The extent of Federal regulation and
supervision of Federal savings associations under
the Home Owners’ Loan Act is substantially the
same as for national banks under the national
banking laws, a fact that warrants similar
conclusions about the applicability of state laws to
the conduct of the Federally authorized activities of
both types of entities. Compare, e.g., 12 U.S.C.
1464(a) (OTS authorities with respect to the
organization, incorporation, examination,
operation, regulation, and chartering of Federal
savings associations) with 12 U.S.C. 21
(organization and formation of national banking
associations), 12 U.S.C. 481 (OCC authority to
examine national banks and their affiliates), 12
U.S.C. 484 (OCC’s exclusive visitorial authority),
and 12 U.S.C. 93a (OCC authority to issue
regulations).

63 As noted previously, the final rule makes
changes to the introductory clause concerning the
applicability of state law in 12 CFR 34.4(a),
7.4007(b), 7.4008(d), and 7.4009(b) to make the
language of these sections more consistent with
each other.
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law,54 or it may incorporate—or
“Federalize”—state standards.®5 In
those circumstances, the state standard
obviously applies. State law may also
apply if it only incidentally affects a
national bank’s Federally authorized
powers or if it is otherwise consistent
with national banks’ uniquely Federal
status. Like the other provisions of this
final rule, § 7.4009 recognizes the
potential applicability of state law in
these circumstances. This approach is
consistent with the Supreme Court’s
observation that national banks ““are
governed in their daily course of
business far more by the laws of the
state than of the nation.” 66 However, as
noted previously, these types of laws
typically do not regulate the manner or
content of the business of banking
authorized for national banks, but rather
establish the legal infrastructure that
makes practicable the conduct of that
business.

C. Application of Amendments to
Operating Subsidiaries

As a matter of Federal law, national
bank operating subsidiaries conduct
their activities under a Federal license,
subject to the same terms and
conditions as apply to the parent banks,
except where Federal law provides
otherwise. See 12 CFR 5.34 and 7.4006.
See also 12 CFR 34.1(b)(real estate
activities specifically).67 Thus, by virtue
of preexisting OCC regulations, the
changes to parts 7 and 34, including the
new anti-predatory lending standards
applicable to lending activities, apply to
both national banks and their operating
subsidiaries. The final rule makes no
change to these existing provisions.

VI. The OCC’s Commitment to Fair
Treatment of National Bank Customers
and High Standards of National Bank
Operations

The OCC shares the view of the
commenters that predatory and abusive
lending practices are inconsistent with
national objectives of encouraging home
ownership and community
revitalization, and can be devastating to
individuals, families, and communities.

64 See, e.g., 15 U.S.C. 6711 (insurance activities of
national banks are “functionally regulated” by the
states, subject to the provisions on the operation of
state law contained in section 104 of the Gramm-
Leach-Bliley Act).

65 See, e.g., 12 U.S.C. 92a (permissible fiduciary
activities for national banks determined by
reference to state law).

66 Nat’] Bank v. Commonwealth, 76 U.S. at 362
(holding that shares held by shareholders of a
national bank were lawfully subject to state
taxation).

67 For a detailed discussion of this issue, see the
OCC’s visitorial powers rulemaking also published
today in the Federal Register.

We will not tolerate such practices by
national banks and their operating
subsidiaries. Our Advisory Letters on
predatory lending,®8 our pioneering
enforcement positions resulting in
substantial restitution to affected
consumers, and the anti-predatory
lending standards adopted in this final
rule reflect our commitment that
national banks operate pursuant to high
standards of integrity in all respects.
The provisions of this final rule,
clarifying that certain state laws are not
applicable to national banks’ operations,
do not undermine the application of
these standards to all national banks, for
the protection of all national bank
customers—wherever they are located.

Advisory Letters 2003—2, which
addresses loan originations, and 2003—
3, which addresses loan purchases and
the use of third party loan brokers,
contain the most comprehensive
supervisory standards ever published by
any Federal financial regulatory agency
to address predatory and abusive
lending practices and detail steps for
national banks to take to ensure that
they do not engage in such practices. As
explained in the Advisory Letters, if the
OCC has evidence that a national bank
has engaged in abusive lending
practices, we will review those practices
not only to determine whether they
violate specific provisions of law such
as the Homeowners Equity Protection
Act of 1994 (HOEPA), the Fair Housing
Act, or the Equal Credit Opportunity
Act, but also to determine whether they
involve unfair or deceptive practices
that violate the FTC Act. Indeed, several
practices that we identify as abusive in
our Advisory Letters—such as equity
stripping, loan flipping, and the
refinancing of special subsidized
mortgage loans that originally contained
terms favorable to the borrower—
generally can be found to be unfair or
deceptive practices that violate the FTC
Act.

Moreover, our enforcement record,
including the OCC’s pioneering actions
using the FTC Act to address consumer
abuses that were not specifically
prohibited by regulation, demonstrates
our commitment to keeping abusive
practices out of the national banking
system. For example, In the Matter of
Providian Nat’l Bank, Tilton, New
Hampshire,59 pursuant to the FTC Act,
the OCC required payment by a national
bank to consumers in excess of $300
million and imposed numerous

68 See supra note 8.

69 Enforcement Action 2000-53 (June 28, 2000),
available at the OCC’s Web site in the “Popular
FOIA Requests” section at http://
www.occ.treas.gov/foia/foiadocs.htm.

conditions on the conduct of future
business. Since the Providian settlement
in 2000, the OCC has taken action under
the FTC Act to address unfair or
deceptive practices and consumer harm
involving five other national banks.”0

Most recently, on November 7, 2003,
the OCC entered into a consent order
with Clear Lake National Bank that
requires the bank to reimburse fees and
interest charged to consumers in a series
of abusive home equity loans. More than
$100,000 will be paid to 30 or more
borrowers. This is the first case brought
by a Federal regulator under the FTC
Act that cites the unfair nature of the
terms of the loan. The OCC also found
that the loans violated HOEPA, the
Truth in Lending Act, and Real Estate
Settlement Procedures Act.”?

The OCC also has moved aggressively
against national banks engaged in
payday lending programs that involved
consumer abuses. Specifically, we
concluded four enforcement actions
against national banks that had entered
into contracts with payday lenders for
loan originations, and in each case
ordered the bank to terminate the
relationship with the payday lender.72

70 See In the Matter of First Consumers National
Bank, Beaverton, Oregon, Enforcement Action
2003-100 (required restitution of annual fees and
overlimit fees for credit cards); In the Matter of
Household Bank (SB), N.A., Las Vegas, Nevada,
Enforcement Action 2003-17 (required restitution
regarding private label credit cards); In the Matter
of First National Bank in Brookings, Brookings,
South Dakota, Enforcement Action 2003—1
(required restitution regarding credit cards); In the
Matter of First National Bank of Marin, Las Vegas,
Nevada, Enforcement Action 2001-97 (restitution
regarding credit cards); and In the Matter of Direct
Merchants Credit Card Bank, N.A., Scottsdale,
Arizona, Enforcement Action 2001-24 (restitution
regarding credit cards). These orders can be found
on the OCC’s Web site within the “Popular FOIA
Requests’ section at http://www.occ.treas.gov/foia/
foiadocs.htm.

71 See In the Matter of Clear Lake National Bank,
San Antonio, Texas, Enforcement Action 2003-135
(Nov. 7, 2003), available at http://
www.occ.treas.gov/FTP/EAs/ea2003-135.pdf. We
believe these enforcement actions, which have
generated hundreds of millions of dollars for
consumers in restitution, also demonstrate that the
OCC has the resources to enforce applicable laws.
Indeed, as recently observed by the Superior Court
of Arizona, Maricopa County, in an action brought
by Arizona against a national bank, among others,
the restitution and remedial action ordered by the
OCC in that matter against the bank was
“comprehensive and significantly broader in scope
that that available through [the] state court
proceedings.”” State of Arizona v. Hispanic Air
Conditioning and Heating, Inc., CV 2000-003625,
Ruling at 27, Conclusions of Law, paragraph 50
(Aug. 25, 2003).

72 See In the Matter of Peoples National Bank,
Paris, Texas, Enforcement Action 2003-2; In the
Matter of First National Bank in Brookings,
Brookings, South Dakota, Enforcement Action
2003-1; In the Matter of Goleta National Bank,
Goleta, California, Enforcement Action 2002-93;
and In the Matter of Eagle National Bank, Upper
Darby, Pennsylvania, Enforcement Action 2001—

Continued
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Other than these isolated incidences
of abusive practices that have triggered
the OCC'’s aggressive supervisory
response, evidence that national banks
are engaged in predatory lending
practices is scant. Based on the absence
of such information—from third parties,
our consumer complaint database, and
our supervisory process—we have no
reason to believe that such practices are
occurring in the national banking
system to any significant degree.
Although several of the commenters
suggested this conclusion is implausible
given the significant share of the
lending market occupied by national
banks, this observation is consistent
with an extensive study of predatory
lending conducted by the Department of
Housing and Urban Development (HUD)
and the Treasury Department,”3 and
even with comments submitted in
connection with an OTS rulemaking
concerning preemption of state lending
standards by 46 State Attorneys General.

Less than one year ago, nearly two
dozen State Attorneys General signed a
brief in litigation that reached the same
conclusion. That case involved a revised
regulation issued by the Office of Thrift
Supervision to implement the
Alternative Mortgage Transaction Parity
Act (AMTPA). The revised regulation
seeks to distinguish between Federally
supervised thrift institutions and non-
bank mortgage lenders and makes non-
bank mortgage lenders subject to state
law restrictions on prepayment
penalties and late fees. In supporting the
OTS’s decision to retain preemption of
state laws for supervised depository

104. These orders can also be found on the OCC’s
Web site within the “Popular FOIA Requests”
section at http://www.occ.treas.gov/foia/
foiadocs.htm.

73 A Treasury-HUD joint report issued in 2000
found that predatory lending practices in the
subprime market are less likely to occur in lending
by—

banks, thrifts, and credit unions that are subject
to extensive oversight and regulation * * *. The
subprime mortgage and finance companies that
dominate mortgage lending in many low-income
and minority communities, while subject to the
same consumer protection laws, are not subject to
as much federal oversight as their prime market
counterparts—who are largely federally-supervised
banks, thrifts, and credit unions. The absence of
such accountability may create an environment
where predatory practices flourish because they are
unlikely to be detected.

Departments of Housing and Urban Development
and the Treasury, “Curbing Predatory Home
Mortgage Lending: A Joint Report” 17-18 (June
2000), available at http://www.treas.gov/press/
releases/report3076.htm.

In addition, the report found that a significant
source of abusive lending practices is non-regulated
mortgage brokers and similar intermediaries who,
because they “do not actually take on the credit risk
of making the loan, * * * may be less concerned
about the loan’s ultimate repayment, and more
concerned with the fee income they earn from the
transaction.” Id. at 40.

institutions and their subsidiaries but
not for unsupervised housing creditors,
the State Attorneys General stated:

Based on consumer complaints
received, as well as investigations and
enforcement actions undertaken by the
Attorneys General, predatory lending
abuses are largely confined to the
subprime mortgage lending market and
to non-depository institutions. Almost
all of the leading subprime lenders are
mortgage companies and finance
companies, not banks or direct bank
subsidiaries.”*

It is relevant for purposes of this final
rule that the preemption regulations
adopted by the OCC are substantially
identical to the preemption regulations
of the OTS that have been applicable to
Federal thrifts for a number of years. It
does not appear from public
commentary—nor have the state
officials indicated—that OTS
preemption regulations have
undermined the protection of customers
of Federal thrifts. In their brief in the
OTS litigation described above, the
State Attorneys General referenced “the
burdens of federal supervision,” in
concluding that there “clearly is a
substantial basis for OTS’s
distinction” 75 between its supervised
institutions and state housing creditors.

These considerations are equally
applicable in the context of national
banks, and were recognized, again, by
all 50 State Attorneys General, in their
comment letter to the OCC on this very
regulation, which stated:

It is true that most complaints and
state enforcement actions involving
mortgage lending practices have not
been directed at banks. However, most
major subprime mortgage lenders are
now subsidiaries of bank holding
companies, (although not direct bank
operating subsidiaries).”6

The OCC is firmly committed to
assuring that abusive practices—
whether in connection with mortgage
lending or other national bank
activities—continue to have no place in
the national banking system.

VII. Regulatory Analysis

CDRI Act Delayed Effective Date

This final rule takes effect 30 days
after the date of its publication in the
Federal Register, consistent with the
delayed effective date requirement of
the Administrative Procedure Act. See

74 Brief for Amicus Curiae State Attorneys
General, Nat’l Home Equity Mortgage Ass’nv. OTS,
Civil Action No. 02-2506 (GK) (D.D.C.) at 10-11
(emphasis added).

75Id. at 10.

76 National Association of Attorneys General
comment letter on the proposal at 10 (Oct. 6, 2003)
(emphasis added).

5. U.S.C. 553(d). Section 302 of the
Riegle Community Development and
Regulatory Improvement Act of 1994
(CDRI Act), 12 U.S.C. 4802(b), provides
that regulations that impose additional
reporting, disclosure, or other
requirements on insured depository
institutions may not take effect before
the first day of the quarter following
publication unless the agency finds that
there is good cause to make the rule
effective at an earlier date. The
regulations in this final rule require
national banks to adhere to explicit
safety and soundness-based anti-
predatory lending standards. These
standards prohibit national banks from
engaging in certain harmful lending
practices, thereby benefiting consumers.
The final rule imposes no additional
reporting, disclosure, or other
requirements on national banks.
Accordingly, in order for the benefits to
become available as soon as possible,
the OCC finds that there is good cause
to dispense with the requirements of the
CDRI Act.

Regulatory Flexibility Act

Pursuant to section 605(b) of the
Regulatory Flexibility Act, 5 U.S.C.
605(b) (RFA), the regulatory flexibility
analysis otherwise required under
section 604 of the RFA is not required
if the agency certifies that the rule will
not have a significant economic impact
on a substantial number of small entities
and publishes its certification and a
short, explanatory statement in the
Federal Register along with its rule.

Pursuant to section 605(b) of the RFA,
the OCC hereby certifies that this final
rule will not have a significant
economic impact on a substantial
number of small entities. Accordingly, a
regulatory flexibility analysis is not
needed. The amendments to the
regulations identify the types of state
laws that are preempted, as well as the
types of state laws that generally are not
preempted, in the context of national
bank lending, deposit-taking, and other
activities. These amendments simply
provide the OCC’s analysis and do not
impose any new requirements or
burdens. As such, they will not result in
any adverse economic impact.

Executive Order 12866

The OCC has determined that this
final rule is not a significant regulatory
action under Executive Order 12866.

Unfunded Mandates Reform Act of 1995

Section 202 of the Unfunded
Mandates Reform Act of 1995, Pub. L.
104—4 (2 U.S.C. 1532) (Unfunded
Mandates Act), requires that an agency
prepare a budgetary impact statement
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before promulgating any rule likely to
result in a Federal mandate that may
result in the expenditure by State, local,
and tribal governments, in the aggregate,
or by the private sector of $100 million
or more in any one year. If a budgetary
impact statement is required, section
205 of the Unfunded Mandates Act also
requires an agency to identify and
consider a reasonable number of
regulatory alternatives before
promulgating a rule. The OCC has
determined that this final rule will not
result in expenditures by State, local,
and tribal governments, or by the
private sector, of $100 million or more
in any one year. Accordingly, this
rulemaking is not subject to section 202
of the Unfunded Mandates Act.

Executive Order 13132

Executive Order 13132, entitled
“Federalism” (Order), requires Federal
agencies, including the OCG, to certify
their compliance with that Order when
they transmit to the Office of
Management and Budget any draft final
regulation that has Federalism
implications. Under the Order, a
regulation has Federalism implications
if it has “substantial direct effects on the
States, on the relationship between the
national government and the States, or
on the distribution of power and
responsibilities among the various
levels of government.” In the case of a
regulation that has Federalism
implications and that preempts state
law, the Order imposes certain
consultation requirements with state
and local officials; requires publication
in the preamble of a Federalism
summary impact statement; and
requires the OCC to make available to
the Director of the Office of
Management and Budget any written
communications submitted by state and
local officials. By the terms of the Order,
these requirements apply to the extent
that they are practicable and permitted
by law and, to that extent, must be
satisfied before the OCC promulgates a
final regulation.

In the proposal, we noted that the
regulation may have Federalism
implications. Therefore, in formulating
the proposal and the final rule, the OCC
has adhered to the fundamental
Federalism principles and the
Federalism policymaking criteria.
Moreover, the OCC has satisfied the
requirements set forth in the Order for
regulations that have Federalism
implications and preempt state law. The
steps taken to comply with these
requirements are set forth below.

Consultation. The Order requires that,
to the extent practicable and permitted
by law, no agency shall promulgate any

regulation that has Federalism
implications and that preempts state
law unless, prior to the formal
promulgation of the regulation, the
agency consults with state and local
officials early in the process of
developing the proposal. We have
consulted with state and local officials
on the issues addressed herein through
the rulemaking process. Following the
publication of the proposal,
representatives from the Conference of
State Bank Supervisors (CSBS) met with
the OCC to clarify their understanding
of the proposal and, subsequently, the
CSBS submitted a detailed comment
letter regarding the proposal. As
mentioned previously, additional
comments were also submitted on the
proposal by other state and local
officials and state banking regulators.
Pursuant to the Order, we will make
these comments available to the Director
of the OMB. Subsequent, public
statements by representatives of the
CSBS have restated their concerns, and
CSBS representatives have further
discussed these concerns with the OCC
on several additional occasions.

In addition to consultation, the Order
requires a Federalism summary impact
statement that addresses the following:

Nature of concerns expressed. The
Order requires a summary of the nature
of the concerns of the state and local
officials and the agency’s position
supporting the need to issue the
regulation. The nature of the state and
local official commenters’ concerns and
the OCC’s position supporting the need
to issue the regulation are set forth in
the preamble, but may be summarized
as follows. Broadly speaking, the states
disagree with our interpretation of the
applicable law, they are concerned
about the impact the rule will have on
the dual banking system, and they are
concerned about the ability of the OCC
to protect consumers adequately.

Extent to which the concerns have
been addressed. The Order requires a
statement of the extent to which the
concerns of state and local officials have
been met.

a. There is fundamental disagreement
between state and local officials and the
OCC regarding preemption in the
national bank context. For the reasons
set forth in the materials that precede
this Federalism impact statement, we
believe that this final rule is necessary
to enable national banks to operate to
the full extent of their powers under
Federal law, and without interference
from inconsistent state laws; consistent
with the national character of the
national banks; and in furtherance of
their safe and sound operations. We also
believe that this final rule has ample

support in statute and judicial
precedent. The concerns of the state and
local officials could only be fully met if
the OCC were to take a position that is
contrary to Federal law and judicial
precedent. Nevertheless, to respond to
some of the issues raised, the language
in this final regulation has been refined,
and this preamble further explains the
standards used to determine when
preemption occurs and the criteria for
when state laws generally would not be
preempted.

b. Similarly, we fundamentally
disagree with the state and local
officials about whether this final rule
will undermine the dual banking
system. As discussed in the OCC’s
visitorial powers rulemaking also
published today in the Federal Register,
differences in national and state bank
powers and in the supervision and
regulation of national and state banks
are not inconsistent with the dual
banking system; rather, they are the
defining characteristics of it. The dual
banking system is universally
understood to refer to the chartering and
supervision of state-chartered banks by
state authorities and the chartering and
supervision of national banks by Federal
authority, the OCC. Thus, we believe
that the final rule preserves, rather than
undermines, the dual banking system.

c. Finally, we stand ready to work
with the states in the enforcement of
applicable laws. The OCC has extended
invitations to state Attorneys General
and state banking departments to enter
into discussions that would lead to a
memorandum of understanding about
the handling of consumer complaints
and the pursuit of remedies, and we
remain eager to do so. Moreover, as
discussed in the preamble, we believe
the OCC has the resources to enforce
applicable laws, as is evidenced by the
enforcement actions that have generated
hundreds of millions of dollars for
consumers in restitution, that have
required national banks to disassociate
themselves from payday lenders, and
that have ordered national banks to stop
abusive practices. Thus, the OCC has
ample legal authority and resources to
ensure that consumers are adequately
protected.

List of Subjects
12 CFR Part 7

Credit, Insurance, Investments,
National banks, Reporting and
recordkeeping requirements, Securities,
Surety bonds.

12 CFR Part 34

Mortgages, National banks, Real estate
appraisals, Real estate lending
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standards, Reporting and recordkeeping
requirements.

Authority and Issuance

= For the reasons set forth in the
preamble, parts 7 and 34 of chapter I of
title 12 of the Code of Federal
Regulations are amended as follows:

PART 7—BANK ACTIVITIES AND
OPERATIONS

= 1. The authority citation for part 7 is
revised to read as follows:

Authority: 12 U.S.C. 1 et seq., 71, 71a, 92,
92a, 93, 93a, 481, 484, and 1818.

Subpart D—Preemption

= 2. Anew §7.4007 is added to read as
follows:

§7.4007 Deposit-taking.

(a) Authority of national banks. A
national bank may receive deposits and
engage in any activity incidental to
receiving deposits, including issuing
evidence of accounts, subject to such
terms, conditions, and limitations
prescribed by the Comptroller of the
Currency and any other applicable
Federal law.

(b) Applicability of state law. (1)
Except where made applicable by
Federal law, state laws that obstruct,
impair, or condition a national bank’s
ability to fully exercise its Federally
authorized deposit-taking powers are
not applicable to national banks.

(2) A national bank may exercise its
deposit-taking powers without regard to
state law limitations concerning:

(i) Abandoned and dormant
accounts;?

(ii) Checking accounts;

(iii) Disclosure requirements;

(iv) Funds availability;

(v) Savings account orders of
withdrawal;

(vi) State licensing or registration
requirements (except for purposes of
service of process); and

(vii) Special purpose savings
services; 4

(c) State laws that are not preempted.
State laws on the following subjects are
not inconsistent with the deposit-taking
powers of national banks and apply to
national banks to the extent that they
only incidentally affect the exercise of
national banks’ deposit-taking powers:

3This does not apply to state laws of the type
upheld by the United States Supreme Court in
Anderson Nat’l Bank v. Luckett, 321 U.S. 233
(1944), which obligate a national bank to “pay
[deposits] to the persons entitled to demand
payment according to the law of the state where it
does business.” Id. at 248—249.

4 State laws purporting to regulate national bank
fees and charges are addressed in 12 CFR 7.4002.

(1) Contracts;

(2) Torts;

(3) Criminal law; 5

(4) Rights to collect debts;

(5) Acquisition and transfer of
property;

(6) Taxation;

(7) Zoning; and

(8) Any other law the effect of which
the OCC determines to be incidental to
the deposit-taking operations of national
banks or otherwise consistent with the
powers set out in paragraph (a) of this
section.
= 3. Anew §7.4008 is added to read as
follows:

§7.4008 Lending.

(a) Authority of national banks. A
national bank may make, sell, purchase,
participate in, or otherwise deal in loans
and interests in loans that are not
secured by liens on, or interests in, real
estate, subject to such terms, conditions,
and limitations prescribed by the
Comptroller of the Currency and any
other applicable Federal law.

(b) Standards for loans. A national
bank shall not make a consumer loan
subject to this § 7.4008 based
predominantly on the bank’s realization
of the foreclosure or liquidation value of
the borrower’s collateral, without regard
to the borrower’s ability to repay the
loan according to its terms. A bank may
use any reasonable method to determine
a borrower’s ability to repay, including,
for example, the borrower’s current and
expected income, current and expected
cash flows, net worth, other relevant
financial resources, current financial
obligations, employment status, credit
history, or other relevant factors.

(c) Unfair and deceptive practices. A
national bank shall not engage in unfair
or deceptive practices within the
meaning of section 5 of the Federal
Trade Commission Act, 15 U.S.C.
45(a)(1), and regulations promulgated
thereunder in connection with loans
made under this § 7.4008.

(d) Applicability of state law. (1)
Except where made applicable by
Federal law, state laws that obstruct,
impair, or condition a national bank’s

5 But see the distinction drawn by the Supreme
Court in Easton v. Iowa, 188 U.S. 220, 238 (1903)
between “crimes defined and punishable at
common law or by the general statutes of a state and
crimes and offences cognizable under the authority
of the United States.” The Court stated that
“[ulndoubtedly a state has the legitimate power to
define and punish crimes by general laws
applicable to all persons within its jurisdiction
* * * But it is without lawful power to make such
special laws applicable to banks organized and
operating under the laws of the United States.” Id.
at 239 (holding that Federal law governing the
operations of national banks preempted a state
criminal law prohibiting insolvent banks from
accepting deposits).

ability to fully exercise its Federally
authorized non-real estate lending
powers are not applicable to national
banks.

(2) A national bank may make non-
real estate loans without regard to state
law limitations concerning:

(i) Licensing, registration (except for
purposes of service of process), filings,
or reports by creditors;

(ii) The ability of a creditor to require
or obtain insurance for collateral or
other credit enhancements or risk
mitigants, in furtherance of safe and
sound banking practices;

(iii) Loan-to-value ratios;

(iv) The terms of credit, including the
schedule for repayment of principal and
interest, amortization of loans, balance,
payments due, minimum payments, or
term to maturity of the loan, including
the circumstances under which a loan
may be called due and payable upon the
passage of time or a specified event
external to the loan;

(v) Escrow accounts, impound
accounts, and similar accounts;

(vi) Security property, including
leaseholds;

(vii) Access to, and use of, credit
reports;

(viii) Disclosure and advertising,
including laws requiring specific
statements, information, or other
content to be included in credit
application forms, credit solicitations,
billing statements, credit contracts, or
other credit-related documents;

(ix) Disbursements and repayments;
and

(x) Rates of interest on loans.6

(e) State laws that are not preempted.
State laws on the following subjects are
not inconsistent with the non-real estate
lending powers of national banks and
apply to national banks to the extent
that they only incidentally affect the
exercise of national banks’ non-real
estate lending powers:

(1) Contracts;

(2) Torts;

(3) Criminal law;”

(4) Rights to collect debts;

(5) Acquisition and transfer of
property;

(6) Taxation;

(7) Zoning; and

6 The limitations on charges that comprise rates
of interest on loans by national banks are
determined under Federal law. See 12 U.S.C. 85; 12
CFR 7.4001. State laws purporting to regulate
national bank fees and charges that do not
constitute interest are addressed in 12 CFR 7.4002.

7 See supra note 5 regarding the distinction
drawn by the Supreme Court in Easton v. Iowa, 188
U.S. 220, 238 (1903) between “crimes defined and
punishable at common law or by the general
statutes of a state and crimes and offences
cognizable under the authority of the United
States.”
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(8) Any other law the effect of which
the OCC determines to be incidental to
the non-real estate lending operations of
national banks or otherwise consistent
with the powers set out in paragraph (a)
of this section.

= 4. Anew §7.4009 is added to read as
follows:

§7.4009 Applicability of state law to
national bank operations.

(a) Authority of national banks. A
national bank may exercise all powers
authorized to it under Federal law,
including conducting any activity that is
part of, or incidental to, the business of
banking, subject to such terms,
conditions, and limitations prescribed
by the Comptroller of the Currency and
any applicable Federal law.

(b) Applicability of state law. Except
where made applicable by Federal law,
state laws that obstruct, impair, or
condition a national bank’s ability to
fully exercise its powers to conduct
activities authorized under Federal law
do not apply to national banks.

(c) Applicability of state law to
particular national bank activities. (1)
The provisions of this section govern
with respect to any national bank power
or aspect of a national bank’s operations
that is not covered by another OCC
regulation specifically addressing the
applicability of state law.

(2) State laws on the following
subjects are not inconsistent with the
powers of national banks and apply to
national banks to the extent that they
only incidentally affect the exercise of
national bank powers:

(i) Contracts;

(ii) Torts;

(ii1) Criminal law 8

(iv) Rights to collect debts;

(v) Acquisition and transfer of
property;

(vi) Taxation;

(vii) Zoning; and

(viii) Any other law the effect of
which the OCC determines to be
incidental to the exercise of national
bank powers or otherwise consistent
with the powers set out in paragraph (a)
of this section.

PART 34—REAL ESTATE LENDING
AND APPRAISALS

Subpart A—General

= 5. The authority citation for part 34
continues to read as follows:

Authority: 12 U.S.C. 1 et seq., 29, 93a, 371,
1701j-3, 1828(0), and 3331 et seq.
» 6.1In § 34.3, the existing text is
designated as paragraph (a), and new

88 Id.

paragraphs (b) and (c) are added to read
as follows:

§34.3 General rule.

* * * * *

(b) A national bank shall not make a
consumer loan subject to this subpart
based predominantly on the bank’s
realization of the foreclosure or
liquidation value of the borrower’s
collateral, without regard to the
borrower’s ability to repay the loan
according to its terms. A bank may use
any reasonable method to determine a
borrower’s ability to repay, including,
for example, the borrower’s current and
expected income, current and expected
cash flows, net worth, other relevant
financial resources, current financial
obligations, employment status, credit
history, or other relevant factors.

(c) A national bank shall not engage
in unfair or deceptive practices within
the meaning of section 5 of the Federal
Trade Commission Act, 15 U.S.C.
45(a)(1), and regulations promulgated
thereunder in connection with loans
made under this part.

m 7. Section 34.4 is revised to read as
follows:

§34.4 Applicability of state law.

(a) Except where made applicable by
Federal law, state laws that obstruct,
impair, or condition a national bank’s
ability to fully exercise its Federally
authorized real estate lending powers do
not apply to national banks.
Specifically, a national bank may make
real estate loans under 12 U.S.C. 371
and § 34.3, without regard to state law
limitations concerning:

(1) Licensing, registration (except for
purposes of service of process), filings,
or reports by creditors;

(2) The ability of a creditor to require
or obtain private mortgage insurance,
insurance for other collateral, or other
credit enhancements or risk mitigants,
in furtherance of safe and sound
banking practices;

(3) Loan-to-value ratios;

(4) The terms of credit, including
schedule for repayment of principal and
interest, amortization of loans, balance,
payments due, minimum payments, or
term to maturity of the loan, including
the circumstances under which a loan
may be called due and payable upon the
passage of time or a specified event
external to the loan;

(5) The aggregate amount of funds that
may be loaned upon the security of real
estate;

(6) Escrow accounts, impound
accounts, and similar accounts;

(7) Security property, including
leaseholds;

(8) Access to, and use of, credit
reports;

(9) Disclosure and advertising,
including laws requiring specific
statements, information, or other
content to be included in credit
application forms, credit solicitations,
billing statements, credit contracts, or
other credit-related documents;

(10) Processing, origination, servicing,
sale or purchase of, or investment or
participation in, mortgages;

(11) Disbursements and repayments;

(12) Rates of interest on loans;!

(13) Due-on-sale clauses except to the
extent provided in 12 U.S.C. 1701j-3
and 12 CFR part 591; and

(14) Covenants and restrictions that
must be contained in a lease to qualify
the leasehold as acceptable security for
a real estate loan.

(b) State laws on the following
subjects are not inconsistent with the
real estate lending powers of national
banks and apply to national banks to the
extent that they only incidentally affect
the exercise of national banks’ real
estate lending powers:

(1) Contracts;

(2) Torts;

(3) Criminal law; 2

(4) Homestead laws specified in 12
U.S.C. 1462a(f);

(5) Rights to collect debts;

(6) Acquisition and transfer of real
property;

(7) Taxation;

(8) Zoning; and

(9) Any other law the effect of which
the OCC determines to be incidental to
the real estate lending operations of
national banks or otherwise consistent
with the powers and purposes set out in
§ 34.3(a).

Dated: January 6, 2004.

John D. Hawke, Jr.,

Comptroller of the Currency.

[FR Doc. 04-586 Filed 1-12—04; 8:45 am]
BILLING CODE 4810-33-P

1The limitations on charges that comprise rates
of interest on loans by national banks are
determined under Federal law. See 12 U.S.C. 85
and 1735f-7a; 12 CFR 7.4001. State laws purporting
to regulate national bank fees and charges that do
not constitute interest are addressed in 12 CFR
7.4002.

2 But see the distinction drawn by the Supreme
Court in Easton v. Iowa, 188 U.S. 220, 238 (1903)
between “crimes defined and punishable at
common law or by the general statutes of a state and
crimes and offences cognizable under the authority
of the United States.” The Court stated that
“[ulndoubtedly a state has the legitimate power to
define and punish crimes by general laws
applicable to all persons within its jurisdiction
* * * But it is without lawful power to make such
special laws applicable to banks organized and
operating under the laws of the United States.” Id.
at 239 (holding that Federal law governing the
operations of national banks preempted a state
criminal law prohibiting insolvent banks from
accepting deposits).
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The Need to Preserve
Uniform National Standards for National Banks

I welcome this opportunity for a return engagement before Women in Housing
and Finance at this very critical time. We are, of course, in the middle of an important
national debate about how best to address the gaps and weaknesses in financial regulation
that were exposed by the financial events of the last two years. In this context, the
Treasury Department’s plan to strengthen our regulatory framework is both thoughtful
and comprehensive, and I support many of its core elements.

Among these are certain parts of the plan that would enhance consumer
protection. One is the establishment of a strong federal rulewriter — which Treasury
proposes as a new Consumer Financial Protection Agency or “CFPA” — to issue uniform
national rules for consumer protection. These rules would apply equally not just to
federally regulated banks, but also — and this is critically important — to the literally
hundreds of thousands of nonbank financial providers, such as finance companies and
mortgage brokers, that have been unregulated or lightly regulated by the states. It is well

established that this “shadow banking system” of unregulated financial providers has



been the source of the worst consumer protection and underwriting abuses, especially in
the area of subprime mortgages.

For the same reason, I support providing the CFPA with supervisory and
enforcement authority over these nonbank financial providers, which is crucial to ensure
their compliance with CFPA rules to the same extent as banks. However, for reasons that
have received a great deal of attention in congressional hearings and media accounts, I
think the plan should not strip such authority from bank regulators, where I believe the
current system has worked well.

Today I would like to focus my remarks on a different part of the consumer
protection plan that has received less attention than I think it deserves, given its critical
importance. That is the sweeping proposal to eliminate uniform national consumer
protection standards by repealing key parts of the National Bank Act’s preemption of
state laws, which unfortunately I cannot support. This radical change is fundamentally at
odds with the concept of efficient national standards for national products and services
offered across state lines in national markets — a concept that has been central to the
economic prosperity of the United States since the adoption of our Constitution, and one
that has been critical to the flourishing of our national banking system since 1863. More
importantly — and especially with the strong federal consumer protection rules envisioned
by the new CFPA — truly uniform national standards that provide real benefits to
consumers would be undermined by the repeal of national bank preemption.

Importance of National Standards in US History
Let me explain my strong concerns, beginning, if you will indulge me, with a

brief history of the important role that national standards have played in our economic



history. After the Revolutionary War, the critical and well recognized weakness in the
Articles of Confederation was that it permitted individual states to erect commercial
barriers to trade with neighboring states and foreign powers." The ensuing problems
precipitated the adoption of our national Constitution in 1789, because the framers
understood that fragmentation via differing state laws was incompatible with economic
growth, efficiency, and innovation by the nation as a whole. Indeed, one of the most
critical changes the Constitution made was to grant Congress plenary authority over
commerce in Article I, Section 8. Aptly referred to as the “Interstate Commerce clause,”
this provision empowered Congress to establish uniform national standards to govern
economic activities that span state boundaries, clearing the way for the emergence of a
truly national economy.’

How these principles should apply to banking, and whether the national interest
was served by a federal role in the banking system, was one of the earliest policy debates
addressed by the new government. Creation of the First Bank of the United States in
1791 and the Second Bank of the United States in 1816 substantially benefited the
nation’s finances, but proved hugely controversial. Beyond attracting charges of
excessive concentration of power, these federal banks were seen as threats to state-
chartered institutions. Maryland’s attempt to prevent effective operation of the Second
Bank through state taxation resulted in a landmark Supreme Court decision — McCulloch
v. Maryland — that confirmed the national government’s power to establish a bank and

the supremacy of federal over state law.

For example, some states with ports exacted a price from producers in landlocked states to move goods
to market; states adopted bankruptcy laws that advantaged local creditors and debtors at the expense of
others; and states sought to tax and regulate the United States mails.

2 “To regulate Commerce with foreign Nations, and among the Several States, and with the Indian
Tribes[.]”



The controversy came to a head in 1836, when Andrew Jackson vetoed the
renewal of the Second Bank. His principal political opponent, Henry Clay, articulated a
very different vision, rooted in the ideas of Alexander Hamilton, of a truly American
system based on national standards and institutions. Clay proposed to extend the life of
the national bank, protect American industry, and establish a national network of roads
and rails. And it was one of Clay’s most enthusiastic followers, Abraham Lincoln, who
was to ensure that Clay’s national vision ultimately prevailed.

In 1861, the departure of secessionist legislators from Washington marked a
critical step on the path to Civil War. But it also ushered in a period of unprecedented
legislative productivity that advanced national economic goals. This included the
construction of a transcontinental railroad, expansion of the national telegraph network,
improvements in roads and canals, and of course, establishment of our national banking
system through the National Currency Act of 1863 and the National Bank Act of 1864,
which Lincoln helped shape into law.

In adopting these measures, Congress did not abolish state banking. But it did
include explicit protections in the new framework so that national banks would be
governed by federal standards administered by a new federal agency — the Office of the
Comptroller of the Currency. The OCC has successfully carried out those duties for
nearly 150 years, and over that same period, a series of Supreme Court decisions have
confirmed the fundamental principle of federal preemption as applied to national banks:
that is, that the banking activities of national banks are governed by national standards

established by Congress, subject to supervision and oversight by the OCC.



With this design, the state and national banking systems have grown up around
one another, creating the “dual banking system” we know today. Encompassing both
large institutions that market products and services nationally and very small institutions
that do business exclusively in their immediate communities, it is a diverse system with
complex linkages and interdependencies. In this context and over time, a crucial benefit
has been clear: the “national” part of the dual banking system, the part that has allowed
large and small national banks to operate under uniform national rules across state lines,
has strongly fostered the growth of national products and services in national and multi-
state markets.

Repeal of National Bank Preemption

Returning to the Treasury plan, it’s important to recognize that key parts of it
promote and endorse the concept of uniform national standards. Indeed, as previously
discussed, one of its critical intended benefits is that strong federal rules issued by the
new CFPA would apply equally to all financial providers, whether bank or nonbank.
Another of its goals is to raise the level of compliance with such rules by nonbanks,
which today are unregulated or very lightly regulated, to the same level as currently
applies to federally regulated banks. Both of these aspects of the plan are fully consistent
with the principle of uniform national standards, uniformly applied — as are other aspects

of the plan.?

3 See, e.g., Proposal, supra note 1, at 69 (discussing the proposed CFPA, observing that “[f]airness,
effective competition, and efficient markets require consistent regulatory treatment for similar products,”
and noting that consistent regulation facilitates consumers’ comparison shopping); and at 39 (discussing
the history of insurance regulation by the states, which “has led to a lack of uniformity and reduced
competition across state and international boundaries, resulting in inefficiency, reduced product innovation,
and higher costs to consumers.”).



Unfortunately, however, the very principle of uniform national standards is
expressly undermined by the plan’s specific grant of authority to individual states to
adopt different rules; by the repeal of uniform standards for national banks; and by the
empowerment of individual states, with their very differing points of view, to enforce
federal consumer protection rules — under all federal statutes — in ways that might vary
from state to state. In effect, the resulting patchwork of federal-plus-differing-state

standards would distort and displace the CFPA’s federal rulemaking. This is true even

though the CFPA’s federal rules would be the product of an open public comment
process and the behavioral research and evaluative functions that the plan highlights.

In particular, for the first time in the 146-year history of the national banking
system, federally chartered banks would be subject to multiple state operating standards,
because the plan would sweepingly repeal the ability of national banks to conduct retail
banking business under uniform national standards. This rejection and reversal of such
standards is an extreme change that is, in my view, both unwise and unjustified.

Given the CFPA’s enhanced authority and mandate to write stronger consumer
protection rules, and the thorough and expert processes described as integral to its
rulemaking, there should no longer be any issue as to whether sufficiently strong federal
consumer protection standards would be in place and apply to national banks. In this

context there is no need to authorize states to adopt different standards for such banks.

Likewise, there is no need to authorize states to enforce federal rules against national
banks — which would inevitably result in differing state interpretations of federal rules —
because federal regulators already have broad enforcement authority over such

institutions and the resources to exercise that authority fully.



More fundamentally, we live in an era where the market for financial products
and services is often national in scope. Advances in technology, including the Internet
and the increased functionality of phones, enable banks to do business with customers in
many states. Our population is increasingly mobile, and many people live in one state
and work in another — as is true for many of us in the Washington, D.C. area.

In this context, regressing to a regulatory regime that fails to recognize the way
retail financial services are now provided, and the need for a single set of rules for banks
with customers in multiple states, would discard many of the benefits consumers reap
from our modern financial product delivery system. Such a balkanized approach could
give rise to significant uncertainty about which sets of standards apply to institutions
conducting a multistate business. That in turn would generate major legal and
compliance costs, and major impediments to interstate product delivery.

Moreover, this issue is very real for all banks operating across state lines — not
just national banks. Recognizing the importance of preserving uniform interstate
standards for all banks operating in multiple states, Congress expressly provided in the
“Riegle-Neal II” Act enacted in 1997 that state banks operating through interstate
branches in multiple states should enjoy the same federal preemption and ability to
operate with uniform standards as national banks.*

Accordingly, repealing uniform national standards for national banks would
create fundamental, practical problems for all banks operating across state lines, large or
small. For example, there are a number of areas in which complying with different
standards set by individual states would require a bank to determine which state’s law

governs — the law of the state where a person provides a product or service; the law of the

* 12 U.S.C. § 1831a(j); see also id. at 1831d (interest rates; parity for state banks).
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home state of the bank; or the law of the state where the customer is located. It is far
from clear how a bank could do this based on objective analysis, and any conflicts could
result in penalties and litigation in multiple jurisdictions.

And think about some of the practical problems that could arise from different
grace periods for credit cards; different internet advertising rules; different solicitation
standards for telephone sales, with different duties for sales personnel; different employee
compensation limits; and different licensing requirements for new products.

Or consider a more detailed example involving terms for a checking account.
Today a bank can offer customers checking accounts with uniform terms and uniform
disclosures through branches in multiple states, over the Internet, and through various
forms of media. Under the plan, individual states could adopt particular required or
prohibited terms for different aspects of these checking accounts, as well as additional
disclosure and advertising requirements. For example, there could be state-by-state
differences in rules on the number and amount of withdrawals or deposits, permissible
minimum balance requirements, and ATM screen disclosures. States could assert that
those requirements apply according to the law of the state in which the branch offering
the account is located, the home state of the bank, the state where the customer resides, or
someplace else. States could have different standards for exerting jurisdiction over the
terms and disclosures, creating the potential for the laws of two or more states to apply to
the same transaction. How would a bank advertise in the newspaper or on the radio to
promote its checking accounts if it were located in a multistate region — such as the
Washington D.C. area — if different states imposed different requirements regarding

terms and disclosures? Even if the bank figured all this out for a particular customer, that



could all change if the customer moved, or if the bank merged with another bank located
in a different state. Would that mean the customer would have to open a new account to
incorporate the state’s required terms? And even if Congress added language to address
some of the questions we can think of today, there would only be more uncertainties
tomorrow — and no realistic possibility of writing a fix into national law each time a new
issue arose.

Such uncertainties have the real potential to confuse consumers, subject providers
to major new liabilities, and significantly increase the cost of doing business in ways that
will be passed on to consumers. It could also cause providers to pull back where
increased costs erase an already thin profit margin — for example, with “indirect” auto
lending across state lines — or where they see unacceptable levels of uncertainty and risk.

Moreover, a bank with multistate operations might well decide that the only
sensible way to conduct a national business would be to operate to the most stringent
standard prevailing in its most significant state market. It should not be the case that a
decision by one state legislature about how products should be designed, marketed, or
sold should effectively replace a national regulatory standard established by the federal
government based on thorough research and an open and nationwide public comment
process, as would be the case with the new CFPA.

Finally, subjecting national banks to state laws and state enforcement of federal
laws is a potentially crippling change to the national bank charter and a rejection of core
principles that form the bedrock of the dual banking system. For nearly 150 years,
national banks have been subject to a uniform set of federal rules enforced by the OCC,

and state banks have generally been subject to their own states’ rules. This dual banking



system has worked well, as it has allowed a state to serve as a “laboratory” for new
regulation — without compelling adoption of a particular regulation as a national standard.

That is, the dual banking system is built on individual states experimenting with
different kinds of laws, including new consumer protection laws, that apply to a state’s
own banks, but not to state banks in all states and not to national banks. Some of these
individual state laws have proven to be good ideas, while others have not. When
Congress has believed that a particular state’s experiment is worthwhile, it has enacted
that approach to apply throughout the country, not only to national banks, but to state
banks operating in other states that have not yet adopted such laws. As a result, national
banks operate under an evolving set of federal rules that are at any one time the same,
regardless of the state in which the banks are headquartered, or the number of different
states in which they operate. This reliable set of uniform federal rules is a defining
characteristic of the national bank charter. It has helped banks provide a broader range of
products at lower cost, with savings that can be passed along to the consumer.

Preemption Has Not Harmed Consumers

In short, there are many good reasons to oppose the plan’s rejection of uniform
national standards for national banks, especially given the strong rulewriting role
envisioned for the CFPA. But are there good reasons for supporting this aspect of the
proposal? I think not. The argument I’ve heard most often is that repealing national
bank preemption is necessary to stop national banks from engaging in activities that
caused the financial crisis, like predatory subprime lending, which critics say state

consumer protection laws would have prevented.
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That argument is just plain wrong. Its premise is that national banks were the
source of predatory and unsafe mortgage loans, while state-regulated institutions were
not. That’s exactly backwards. It is widely recognized that the worst subprime loans that
have caused the most foreclosures were originated by nonbank lenders and brokers
regulated exclusively by the states. Although the OCC has little rulewriting authority in
this area, we have closely supervised national bank subprime lending practices. As a
result, national banks originated a relatively smaller share of subprime loans and applied
better standards, resulting in significantly fewer foreclosures — as demonstrated in an
attachment to this speech prepared last year by OCC staff. Meanwhile, nothing in federal
law precluded states from effectively regulating their own nonbank mortgage lenders and
brokers. Indeed, that’s why the plan’s grant of strong rulewriting and enforcement
authority at the federal level over the shadow banking system of unregulated financial
providers, through the CFPA, is such a good idea — and why granting the states new
authority over national banks is not.

Another argument I hear focuses on enforcement, asserting that the new law
should empower state officials to enforce consumer protection rules against national
banks — including federal consumer protection rules issued by the new CFPA — because
there supposedly can never be “too many cops on the beat.” But this assertion is simply
not true in a world that has only a limited number of “cops.” State resources are finite,
and there are hundreds of thousands of nonbank financial providers, including subprime
lenders and brokers, that have been the disproportionate source of financial consumer
protection problems. These are the firms most in need of supervisory and enforcement

attention, by both the states and the new CFPA. That’s where state enforcement
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resources should be devoted, rather than diluting them on national banks that are already
extensively supervised by the OCC. And if state officials have information that national
banks appear to be violating applicable law or otherwise engaging in inappropriate
practices, we want to hear about it, we will follow up on it, and we will be open with
those officials about what we find and what we propose to do about it. All of us want
consumers to be treated fairly and honestly; by collaborating rather than duplicating, we

can better help achieve that result.

Conclusion

In sum, throughout our history, uniform national standards have proved to be a
powerful engine for prosperity and growth. Such standards for national banks have been
very much a part of this history, and have produced real benefits for consumers. As
Congress moves forward with legislation on financial consumer protection, its goals
should be to strengthen federal rules and apply them more uniformly to all providers of
the same financial products — goals shared by the Treasury Plan. It should not be to
undermine those goals by inviting every state to adopt its own rules for national banks — a

course of action likely to produce far greater costs than benefits.

* * * *

-12 -



O

Comptroller of the Currency
Administrator of National Banks

Washington, DC 2021

The Importance of
Preserving a System of
National Standards
For
National Banks

January 2010



The Importance of Preserving a System of
National Standards for National Banks

I. Introduction

Since the establishment of the national banking system in 1863 and 1864, banks and their
consumers have benefitted from the dynamic of the dual banking system. State banking systems
can serve as laboratories of regulatory innovation, exploring new products and regulatory
approaches to issues that, if successful, may be adopted at the federal level. The national banking
system, operating under uniform federal standards across state lines, strongly fosters an open
financial marketplace, the growth of national products and services in national and multi-state
markets, and reduced costs.

The legal principle that supports uniform federal standards for national banks is the

doctrine of federal “preemption,” which flows directly from the Supremacy Clause of the U.S.
Constitution. The Supreme Court has long held that, under the doctrine of federal preemption,
any state law that conflicts, impedes, or interferes with national banks’ federally-granted powers
may not be applied to national banks — the state law is “preempted” by federal power.
Preservation of the uniform federal standards has benefitted consumers of financial products by
making a wider range of banking products and services available to more consumers and, overall,
lowering the costs of credit and other banking products and services. In turn, the banking system
benefits from greater economies of scale and improved risk management.

Critics of federal preemption have argued that it undermines the dual banking system.
This argument, however, dismisses the clear benefits the system produces for consumers and
banks alike, and shortchanges the state banking systems and the vital role they play in the dual
banking system.

Other critics contend that federal preemption is contrary to consumers’ interests and assert

that preemption was one of the leading causes of the subprime mortgage lending crisis. The facts
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simply do not bear this out. National banks and their subsidiaries originated only 12 to 14 percent
of all subprime mortgages between 2005 and 2007. The vast majority of the subprime mortgages
originated during these years were made by state licensed and supervised entities. The limited
role that national banks and their subsidiaries played in the subprime mortgage lending crises
strongly suggests that federal preemption had little to do with the crisis. This conclusion is
bolstered by the track record of performance of subprime loans originated by national banks,

which is better than the performance of subprime lending done by nonbanks in recent years.

IL. The National Banking System and Federal Preemption

Congress enacted the National Currency Act of 1863 and the National Bank Act of 1864
to establish a national banking system to operate distinctly and separately from the existing
system of private state banks. In adopting these measures, Congress did not abolish state
banking, but was concerned about state legislation hostile to banks that the states did not create
and control. To shield the national banks from such legislation, Congress included explicit
protections in the new framework to ensure that national banks would be governed by Federal
standards administered exclusively by a new federal agency — the Office of the Comptroller of the
Currency. With the establishment of the national banks, Congress created the “dual banking
system,” in which both the states and the federal government have the power to charter banks and
the power to supervise and regulate independently the banks they have chartered. The dual

banking system remains in place today.

A. Doctrine of Federal Preemption Flows Directly from the Supremacy Clause of
the United States Constitution

At the core of the national banking system is the principle that national banks, in carrying

on the business of banking under a federal authorization, should be subject to uniform national
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standards and uniform federal supervision.! The legal principle that produces such a result is the
“preemption” of state law. The doctrine of preemption flows directly from the Supremacy Clause
of the U.S. Constitution,? and provides that the Constitution and laws of the United States are the
“Supreme Law” of the land, notwithstanding anything in the Constitution of laws of the States to
the contrary. The Supremacy Clause was the basis for the landmark 1819 Supreme Court
decision, McCulloch v. Maryland,’ which established the bedrock principle that state law cannot

stand as an obstacle to the accomplishment of federal legislative goals.

B. For Over 140 Years, the Supreme Court Has Held That State Laws Which
Conflict, Impede, or Interfere with National Banks’ Powers and Activities Are
Preempted

In the years following the National Bank Act’s enactment, the Supreme Court recognized
the clear intent on the part of Congress to limit the authority of states over national banks
precisely so that the nationwide system of banking that was created in the National Bank Act
could develop and flourish. This point was highlighted by the Supreme Court in 1903 in Easton
v. Towa.* The Court stressed that the application of multiple states’ standards would undermine
the uniform, national character of the powers of national banks, which operate in —

a system extending throughout the country, and independent, so far as powers conferred

are concerned, of state legislation which, if permitted to be applicable, might impose

limitations and restrictions as various and as numerous as the states.... If [the states] had
such power it would have to be exercised and limited by their own discretion, and

confusion would necessarily result from control possessed and exercised by two
independent authorities.

"In discussing the impact of the National Currency Act and National Bank Act, Senator Sumner stated that,
“[c]learly, the [national] bank must not be subjected to any local government, State or municipal; it must be kept
absolutely and exclusively under that Government from which it derives its functions.” Cong. Globe, 38th Cong., 1st
Sess., at 1893 (April 27, 1864).

?U.S. Constitution Article VI, cl. 2.

* McCulloch v. Maryland, 17 U.S. (4 Wheat) 316 (1819).

* 188 U.S. 220 (1903).

> Id. at 229, 230-31. A similar point was made by the Court in Talbott v. Bd. of County Commissioners of
Silver Bow County, in which the court stressed that the entire body of the Statute respecting national banks,
emphasize that which the character of the system implies - an intent to create a national banking system co-extensive
with the territorial limits of the United States, and with uniform operation within those limits. 139 U.S. 438, 443
(1891).



The Supreme Court strongly reaffirmed this point in 2007 in Watters v. Wachovia,” stating:
Diverse and duplicative superintendence [by the states | of national banks’ engagement in
the business of banking, we observed over a century ago, is precisely what the [ National
Bank Act ] was designed to prevent.’

The Supreme Court and lower federal courts have repeatedly made clear that state laws that

conflict, impede, or interfere with national banks’ powers and activities are preempted. For

example, in Davis v. Elmira Savings Bank,’ the Supreme Court stated: “National banks are
instrumentalities of the Federal Government, ... It follows that an attempt, by a state, to define
their duties or control the conduct of their affairs, is absolutely void.” In Franklin National Bank

v. New York,’ the Supreme Court held that a state could not prohibit a national bank from using

the word “savings” in its advertising, since the state law conflicts with the power of national

banks to accept savings deposits. More recently, in Barnett Bank v. Nelson,'® the Supreme Court
affirmed the preemptive effective of federal banking law under the Supremacy Clause and held
that a state statute prohibiting banks from engaging in most insurance agency activities was
preempted by Federal law that permitted national banks to engage in insurance agency activities.

In reaching its conclusion, the Court explained that the history of the National Bank Act “is one

of interpreting grants of both enumerated and incidental ‘powers’ to national banks as grants of

authority not normally limited by, but rather ordinarily pre-empting, contrary state law.”

C. However, the Supreme Court Also Has Recognized That Many Types of State
Commercial and Infrastructure Laws Do Apply to National Banks

The common thread running through these cases recited above is the preemption of a state

law that impedes or interferes with national banks’ powers. On the other hand, states are

6550 U.S. 1 (2007).

"Id. at 14.

¥161 U.S. 275, 283 (1896).
347 U.S. 373 (1954).
19517 U.S. 25, 32 (1996).



-6-

permitted to regulate the activities of national banks where doing so does not impair, encroach
upon, significantly interfere with, or prevent the exercise of these powers."' Thus, many types of
state commercial and business “infrastructure” laws are not preempted, and national banks remain
subject to significant state statutory schemes, including contracts, torts, criminal justice, zoning,
right to collect debt, and many other generally applicable commercial and business standards.

The OCC has recognized that such laws are not preempted.'?

The Supreme Court, only five years after the enactment of the National Bank Act,
recognized that national banks may be subject to some state laws in the normal course of business
if there is no conflict with Federal law."> In holding that national banks’ contracts, their
acquisition and transfer of property, their right to collect their debts, and their liability to be sued
for debts, are based on State law, the Court noted that national banks “are subject to the laws of
the State, and are governed in their daily course of business far more by the laws of the State than
of the nation.”" The OCC does not dispute this basic proposition.

The courts have continued to recognize that national banks are subject to state laws, unless
those laws infringe upon the national banking laws or impose an undue burden on the

15 the

performance of the banks’ federally-authorized activities. In McClellan v. Chipman,
Supreme Court held that the application to national banks of a state statute forbidding certain real
estate transfers by insolvent transferees was not preempted as the statute would not impede or

hamper national banks’ functions. In Wichita Royalty Co. v. City Nat. Bank of Wichita Falls,"®

the Court upheld the application of state tort law to a claim by a bank depositor against bank

" Barnett Bank, 517 U.S. at 33 (1996).

1212 C.E.R. § 7.4009(c) (2009). The OCC adopted this rule in 2004, noting that these laws do not attempt to
regulate national banks’ activities, but rather form the legal infrastructure that makes it practicable to exercise a
permissible Federal power. 69 Fed.Reg. 1904, 1912 (Jan. 13, 2004).

13 National Bank v. Commonwealth, 76 U.S. (9 Wall.) 353 (1869).
" Id. at 362 (1869).

5164 U.S. 347 (1896).

1306 U.S. 103 (1939).



-7 -
directors. And in Anderson Nat. Bank v. Luckett,"” the Supreme Court held that a state statute
administering abandoned deposit accounts did not unlawfully encroach on the rights and
privileges of national banks and, as a result, was not preempted.

As these cases demonstrate, there are numerous state laws to which national banks remain
subject because the laws do not significantly impede or interfere with powers granted national
banks under Federal Law. Yet, in reaching this conclusion, these cases serve to confirm the
fundamental principle of federal preemption as applied to national banks: that is, that the banking
business of national banks is governed by federal standards. These uniform national standards
and the federal supervision under which national banks operate are the defining attributes of the

national bank component of our dual banking system.

III. The Dual Banking System and Uniform Federal Standards for National Banks

In establishing the national banking system, Congress opted not to abolish existing private
state banks, but rather to adopt a new framework in which national banks would be governed by
uniform federal standards.'® With this design, the state and national banking systems have grown

up around one another, creating the “dual banking system” we know today.

A. Benefits of the Dual Banking System

Encompassing both large institutions that market products and services nationally and
very small institutions that do business exclusively in their immediate communities, the dual
banking system provides both banks and consumers with significant benefits. These benefits flow
from the competitive dynamic between the national and state systems when each component

system is allowed to function in accordance with its distinctive attributes.

17321 U.S. 233 (1944).
'8 The “very core of the dual banking system is the simultaneous existence of different regulatory options

that are not alike in terms of statutory provisions, regulatory implementation and administrative policy.” Kenneth E.
Scott, The Dual Banking System: A Model of Competition in Regulation, 20 Stan. L. Rev. 1, 41 (1977).
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1. States may serve as laboratories for innovative and new approaches

One of the well-understood benefits of the dual banking systems is that, by having a
separate system of state banks, states may serve as laboratories for innovation and for new
approaches to an issue, without compelling adoption of a particular approach by all states or as a
national standard. That is, the dual banking system is built on the ability of individual states
experimenting with different kinds of laws, including new consumer protection laws that apply to
state banks in a given state, but not to state banks in all states and not to national banks. Over
time, some of these individual state laws have proven to be good ideas, while others have not.
When Congress has believed that a particular state’s experiment is worthwhile, it has enacted that
approach to apply throughout the country, not only to all national banks, but to state banks
operating in other states that have not yet adopted such laws.

The national banking system, on the other hand, is the venue for efficiencies and benefits
that flow from uniform national standards. This role is increasingly important as the market for
financial products and services has evolved, as advances in technology have enabled banks to do
business with consumers in many states, and as consumer financial products have become
commoditized and marketed nationally. In other words, the national banking system is a
laboratory, too, but what it demonstrates is the value of applying uniform national standards to

activities and products that, today, have national markets.

2. Promotion of a diverse and flexible financial marketplace
In large part attributable to the competitive dynamic between its national and state banking
components, the dual banking system has produced a remarkably diverse and innovative financial
marketplace. Bankers can make choices between state and national bank charters on the basis of
their business needs and particular circumstances. Businesses and consumers have a wide range

of options in the marketplace, as financial institutions are encouraged to respond dynamically to
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the changing needs of borrowers and depositors and to provide services and products in an
efficient and cost-effective manner. In short, the dual banking system has been critical in
producing a banking system that is able to finance growth and meet customer needs through
innovation, responsiveness, and flexibility."

Each component of the dual banking system makes different, positive contributions to the
overall strength of the U.S. banking system. Efforts to dilute — or eliminate — the unique
characteristics of one component of the system undermine the collective strength that comes from
the diverse contributions of the two systems. The U.S. banking system as a whole, including the
state banking component, benefits from the national banking system’s contributions, which flow
from the efficiencies and benefits of operating under uniform national standards and a strong and

uniform federal supervisory system.

B. The Existence of Federal Preemption as an Essential Characteristic of the Dual
Banking System Established by Congress Does Not Disadvantage State Banks
and the State Banking Charter

Notwithstanding the role that both the state and national banking components play in the
collective strength of the dual banking system, some argue that federal preemption of state laws
which interfere or impede with national banks’ activities — that is, the application of the
Supremacy Clause of the U.S. Constitution — is somehow unfair to the state banking system.

This argument profoundly short-changes the State banking systems and the crucial role
they play in the modern financial services marketplace. More fundamentally, however, the
argument is backwards. National and State charters each have their own distinct advantages.
Indeed, State banking supervisors vigorously assert that the State charter is superior. Numerous
State banking department websites provide lists of the advantages of the State charter, often

including a side-by-side comparison of fees and assessments to demonstrate the lower costs of a

19 See Susan S. Bies, Governor, Board of Governors of the Federal Reserve System, Remarks Before the
Conference of State Bank Supervisors (May 30, 2003).
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State charter.”” One state banking department, after a listing of ten advantages of the State
charter, concludes that the “state banking charter the charter of choice” for banks in that state.”!
Some states have actively marketed the State bank charter, sending unsolicited letters, and even
videos, touting the benefits of a State bank charter to national banks.

When all factors are considered, the number of national and state-chartered banks simply
does not suggest that the principle of preemption has eroded the dual banking system.”> As of
June 30, 2009, there were 5,490 FDIC-insured, state-chartered commercial banks, and 1,505
FDIC-insured, OCC-chartered national banks.” Far from signaling that state-chartered
institutions are disadvantaged, these figures amply demonstrate the important role played by the

state banking systems and the vitality of the dual banking system.**

C. Benefits of the National Banking System and Uniform Standards of Operation
and Supervision

From its establishment, the national banking system has been governed by uniform federal
standards of operation and supervision. When a state law has impeded or significantly interfered
with powers granted national banks under Federal law, the courts have held that under the

Supremacy Clause the state law is preempted. Over the years, preemption of state laws that

2 See, e.g., Texas Department of Banking, http://www.banking.state.tx.us/corp/charter/benefits.htm; California
Department of Financial Institutions, http://www.dfi.ca.gov/cacharter/advantages.asp; South Dakota Division of
Banking, http://www.state.sd.us/drr2/reg/bank/banktrust/State%20Charter%20Comparison.pdf;

2! Tennessee Department of Financial Institutions, http://www.state.tn.us/tdfi/banking/charter.html.

*? See “The Benefits of Charter Choice: The Dual Banking System As A Case Study,” prepared by the
Conference of State Bank Supervisors and the American Bankers Association (June 24, 2005) (concluding the dual
banking system “works,” fostering innovation, making products and services more widely available, and lowering
costs). See also Testimony of Joseph A. Smith, Jr., North Carolina Commissioner of Banks, on behalf of the
Conference of State Bank Supervisors, before the Committee on Financial Services of the U.S. House of
Representatives (Sept. 23, 2009) (arguing that creation of a single federal financial regulator would undermine the
dual banking system; state-chartered institutions and the financial system itself have benefited from the debate among
state and federal regulators); Testimony of Jospeh A. Smith, Jr., North Carolina Commissioner of Banks, on behalf of
the Conference of State Bank Supervisors, before the Committee on Financial Services of the U.S. House of
Representatives (July 24, 2009) (stating that the dual banking system has produced a diverse, dynamic, and durable
banking industry and broad access to affordable credit).

3 FDIC Quarterly Banking Profile (June 30, 2009).

24 Jeffery C. Vogel, Conference of State Bank Supervisors Chairman, 2007-08, “CSBS Year in Review,”
(May 21, 2008) (stating that “the state banking system is a significant and vital force in our local and national
economies”).
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impede or interfere with national banks’ activities has fostered the creation of a set of predictable
rules for national banks, which has lowered the costs of interstate banking and opened the
financial marketplace. Such openness benefits both consumers and banks alike.”

The banking system benefits from (1) greater economies of scale, as consumer products
become commoditized and marketed in larger geographic areas; (2) improved risk management,
as banks diversify across product offerings and across geographic markets; and (3) increased
competition in the bank sector, a crucial factor in the continued vitality of the dual banking
system. While these benefits accrue to all banks, they are especially important for smaller
banking companies with customers in more than one state, where economies of scale and cost-

effective risk management are critical if they are to operate efficiently.

D. Preemption and the Practical Impact of Applying State Laws to National Banks

As demonstrated above, important benefits flow from the ability of national banks to
conduct their banking business under uniform national standards. Federal preemption of state
laws that impede or interfere with national banks’ activities preserves these uniform standards.
Repeal or removal of federal preemption would create the potential for national banks to be
subject to myriad state and local regulations and restrictions with significant practical impact on
their banking activities. Such a balkanized approach would give rise to considerable uncertainty
about which sets of standards apply to institutions conducting a multistate business. That, in turn,
would generate major legal and compliance costs and impediments to product delivery for all
banks, large or small.

For example, there are a number of areas in which complying with different standards set

by individual states would require a bank to determine which state’s law governs — the law of the

> Cf. Jith Jayaratne & Philip E. Strahan, “The Benefits of Branching Deregulation,” FRBNY Econ. Pol’y
Rev. 13 (1997) (finding that, as geographic restrictions on interstate branching were removed between 1978 and
1992, bank efficiency improved greatly, with reduction in operating costs passed along to consumers in the form of
lower loan rates).
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state where a person provides a product or service; the law of the home state of the bank; or the
law of the state where the customer is located. It is far from clear how a bank could do this based
on objective analysis, and any conflicts could result in penalties and litigation in multiple
jurisdictions. Practical problems could arise from different grace periods for credit cards;
different internet advertising rules; different solicitation standards for telephone sales, with
different duties for sales personnel; different employee compensation limits; and different
licensing requirements for new products.

On this basis alone, the maintenance of uniform national standards is compelling. But on
at a more granular level — at the level of potential types of state regulation of national banks’
activities — the case in favor of preemption is forceful. In practical terms, there are generally three
categories of state laws involved: 1) laws that prevent or impede the ability of a national bank to
operate or offer a particular product or service; 2) laws that impose controls on pricing of
particular products or indirectly affecting pricing by prohibiting specified terms; and 3) laws
regulating the manner and means by which consumers are provided information about the bank’s

financial products and services.

1. Preventing or impeding the ability of a national bank to operate or
offer a particular product or service

The banking business of national banks is controlled by Federal law, specifically the
National Bank Act (“NBA”), 12 U.S.C. § 1 ef seq., and federal regulations. The NBA authorizes
national banks to engage in activities that are part of, or incidental to, the business of banking,
plus other specified activities set forth in the NBA. When a state attempts to regulate a national
bank’s activities by precluding national banks from operating within the state — where they are
authorized to operate under Federal law — or to bar national banks from offering products or
services — which they are authorized to offer under Federal law, the state is directly interfering

with powers granted under Federal law. Such interference is fundamentally at odds with
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Constitutional principles embodied in the Supremacy Clause. Examples of this type of state law

include the following:

« Different states could impose licensing or product clearance requirements that could
simply prevent national banks from providing certain products and services, or subject
certain or new products and services to a state-by-state level pre-clearance.

« Different states could impose different capital or net worth requirements or security deposit
requirements as preconditions for product providers operating in the state, such as net worth
requirements for mortgage originators based on size or volume of business conducted in a
state.

« Different states could specify requirements regarding the structures through which a bank
must operate in order to provide certain products, based on a view that certain corporate
structures or reporting lines are needed to effectively implement consumer protection
objectives.

2. Imposing controls on pricing of particular products or indirectly
affecting pricing by prohibiting specified terms

A second type of state law may attempt to impose controls on the pricing of particular
products or indirectly affect pricing by prohibiting specified terms. A state could seek to impose
direct price controls, by dictating how much a bank may charge for a product or service or when
fees or other charges may be imposed, or may indirectly control prices, by prohibiting or
conditioning the use of certain product features. Whether implemented directly or indirectly, such
price controls represent the state telling a federally-chartered bank how much it can charge for
particular products and services when no such pricing restriction exists under Federal law.

A national bank’s authority to provide products or services to its customers necessarily
encompasses the ability to charge a fee for the product or service.”® This ability to charge a fee
for the bank’s products and services is expressly reaffirmed in OCC regulations.”’ As a result,

state efforts to limit or otherwise control, directly or indirectly, the price a national bank may

% Bank of America v. City and County of San Francisco, 309 F.3d 551 (9th Cir. 2002), cert. denied, 538
U.S. 1069 (2003).

712 C.F.R. Section 7.4002(a) provides that “[a] national bank may charge its customers non-interest
charges and fees, including deposit account service charges.”
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charge for its products and services are preempted and invalid under the Supremacy Clause.
Examples of these types of restrictions are:

« Different states could impose different limits on the rates of interest that may be charged
to consumers in their states, and could prescribe different definitions of what types of
charges constitute “interest” for purposes of each state’s “interest” rate cap.

« Different states could impose other limits or directives on particular terms and conditions
of any consumer financial product offered by the bank. Banks could be required to offer
specified products and services that conform to specified terms. States also could dictate
particular product features, such as minimum payment requirements, grace periods,
minimum periods for loan repayment, and early termination of mortgage insurance.

3. Regulating the manner and means by which consumers are provided
information about financial products and services

A third type of state law may attempt to regulate how national banks conduct business by
dictating the manner and means by which consumers are provided information about financial
products and services.”® For example, states could impose different disclosure requirements in
connection with sales and solicitations of products or even requirements dictating the presentation
and format of such disclosures. Examples of this type of state law requirement include the
following:

« Different states could impose different disclosure requirements in connection with sales
and solicitations of particular products.

« Disclosure requirements could dictate not just substantive content, but also presentation
and placement of disclosures, further impeding the ability of consumers to comparison
shop.

« Different states could impose different standards concerning manner of negotiation, sales

and solicitation of particular financial products and services with respect to consumers in
each state.

In recent years, the federal government and agencies have developed a much-expanded

rulewriting process for developing standards for consumer disclosures, and other

% This type of law does not include a state law that embodies a business conduct standard, such as a prohibition on
offering products and services in a manner that is unfair or deceptive, comparable to the standards in section 5 of the
Federal Trade Commission Act.
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communications, which convey important financial information to consumers. The process
incorporates nationwide public comment process and extensive consumer testing to identify the
information most meaningful to consumers and the most effective way to convey it to them. In
the absence of preemption, a state could require — on any basis — that disclosures or
communications take a form other than that required by the federal standards produced by this
robust federal process. There is no basis to assume that the disclosure requirements imposed by
any state — which would not be based on the comment process and testing used to develop a
federal rule — would be better than the federal rule. For a national bank that operates interstate,
the least costly option may be to cede to the requirements of the state with the apparently most
extensive disclosure requirements, if doing so would satisfy the remaining states’ requirements.
The practical result would then be that a single state’s requirements displace the standards
promulgated in the federal rulemaking process, not just in one state, but in multiple states.
Permitting the states to adopt different disclosure requirements also has real downsides for
consumers. As compliance costs increase, some portion of these costs is passed on to consumers
of financial products and services. Yet, at the same time, consumers’ ability to look out for
themselves and comparison shop for the best deal is undermined if differences in disclosure and

communication requirements undermine their ability to compare products.

E. Preemption Incentivizes Robust Federal Standards

A key to the benefits of preemption described above is strong consumer protection
standards at the federal level — a position the OCC agrees with.?’ In fact, preemption, when
coupled with robust federal standards for national banks, operates as an incentive for the

application of robust standards at the federal level that will apply to all participants in the

% See Testimony of John C. Dugan, Comptroller of the Currency, before the Committee on Financial
Services of the U.S. House of Representatives, (Jun. 13, 2007) (setting forth in detail the OCC’s comprehensive
approach to consumer protection regulation).
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financial marketplace. With comprehensive robust federal standards in place to identify and
resolve problems before they explode, there is no need for state “first responders” to arrive at the
scene of a disaster, assess the damage and treat the wounded. Strong federal standards should
prevent the disaster. Prevention, and not response, should be the first goal.

IV.  Preemption Did Not Cause the Subprime Mortgage Lending Crisis

Some critics of preemption allege that it was a primary cause of the subprime mortgage
crisis. This argument crumbles when facts and hard numbers are analyzed. The vast majority of
subprime loans were originated by state licensed and supervised lenders and mortgage brokers,
not federally-regulated banks. National banks had a limited share of subprime lending during
crucial recent years, and those loans have a better performance record than nonbank subprime
lending. Indeed, a portion of national banks’ loans labeled “subprime” was to low- and moderate-
income borrowers in furtherance of banks’ CRA obligations. Community advocates and Federal
Reserve researchers agree that these loans are of higher quality and have performed better than

mortgages made by lenders not covered by CRA.

A. National Banks Did Limited Subprime Lending, and when National Banks
Originated Subprime Mortgage Loans, Those Loans Have Performed Better
than Subprime Lending as a Whole

On a nationwide basis, national banks and their subsidiaries accounted for approximately

12 to 14 percent of all non-prime originations, in the years 2005-2007, the peak years for non-

prime lending.”® The overwhelming majority of non-prime loans originated during this period

were made by entities licensed and supervised by the states.”'

391 etter from John C. Dugan, Comptroller of the Currency, to Elizabeth Warren, Chair, Congressional
Oversight Panel (Feb. 12, 2009) (analyzing data from Loan Performance Corporation and Home Mortgage Disclosure
Act data).

' Id. See also Report and Recommendations by the Majority Staff of the Joint Economic Committee, “The
Subprime Lending Crisis: The Economic Impact on Wealth, Property Values and Tax Revenues, and How We Got
Here,” at p. 17 (Oct. 2007) (“The mortgages underwritten by subprime lenders come from many sources, but the
overwhelming majority is originated through mortgage brokers.”)
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The subprime loans originated by national banks and their subsidiaries generally have
performed better than subprime lending as a whole, with lower foreclosure rates.”> The OCC
identified the ten mortgage orginators with the highest rate of subprime and Alt-A mortgage
foreclosures in the ten metropolitan statistical areas (“MSAs”) experiencing the highest
foreclosure rates for the years 2005-2007. Of the 21 firms comprising the “worst 10” in those 10
MSAs, 12 firms — accounting for nearly 60 percent of non-prime mortgage loans and foreclosures
— were exclusively supervised by the states. See Attachment A. The lower foreclosure rates
generally indicate that the subprime loans originated by national banks were relatively higher

quality and better underwritten mortgages.

B. A Portion of National Banks’ Subprime Lending Was Made to Low- and
Moderate-Income Borrowers in Furtherance of CRA Obligations

A portion of the non-prime mortgage loan origination by national banks is traceable to
efforts by national banks to fulfill their obligations to help meet the credit needs of their local
communities, including low- and moderate-income (“LMI”) areas, under the Community
Reinvestment Act (“CRA”). Potential borrowers in LMI areas tend to have lower credit scores —
average credit scores in LMI census tracts are about 90 points less than average scores in other
census tracts — placing many of them in the “subprime” category. National banks can and do lend
to borrowers with lower credit scores, but to do so prudently the banks generally price the loans to
cover the higher risk associated with lower credit scores. The annual Home Mortgage Disclosure
Act (“HMDA”) data indicates that nearly 30 percent of mortgage loans with higher interest rates,
so-called “rate spread loans,” originated by national banks and their operating subsidiaries

tended to be in LMI census tracts, even though those tracts account for only approximately 15

32 Testimony of John C. Dugan, Comptroller of the Currency, before the Committee on Financial Services of
the U.S. House of Representatives, supra note 29; Letter from John C. Dugan, Comptroller of the Currency, to
Elizabeth Warren, Chair, Congressional Oversight Panel, supra note 30.

33 Rate spread loans and subprime loans are not exactly the same thing, but the HMDA data are more
comprehensive and of higher quality than other data sources that focus narrowly on subprime loans, and the results
likely are a good indication of overall tendencies in the market.
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percent of national banks’ mortgage lending overall. These numbers suggest a discernible share
of subprime lending done by banks was done for CRA purposes.**

This portion of subprime lending was not, as some have suggested, the cause of the
subprime crisis. Where CRA-covered banking institutions made subprime loans in their
assessment areas, in aggregate these subprime loans have performed better than subprime loans
made by other types of lenders. For example, a study by the Federal Reserve Bank of San
Francisco concluded that subprime origination volume by CRA-covered lenders within CRA
assessment areas was relatively small, and that loans made by a CRA-covered lender within its
assessment area are markedly less likely to go into foreclosure than loans made in the same area
by lenders not subject to CRA.*> A second Federal Reserve study found that mortgages
originated and held in portfolio under the affordable lending programs operated by the
NeighborWorks partners®® across the country have, along any measure of delinquency or
foreclosure, performed better than subprime and FHA-insured loans and have a lower foreclosure
rate than prime loans.>’

In summary, a portion of national banks’ non-prime loans were made to fill their
obligations under CRA, but these loans did not cause the mortgage crisis. Subprime origination
in CRA assessment areas was too small relative to the overall mortgage market to be a primary
cause of the crisis, and subprime lending by CRA-covered lenders has been shown to outperform

mortgages made by lenders not covered by CRA.

** These figures were derived through analysis of FFIEC data on credit scores and HMDA data on 1-4
family first lien mortgage origination.

3 Elizabeth Laderman and Carolina Reid, Federal Reserve Bank of San Francisco, “Lending in Low- and
Moderate-Income Neighborhoods in California: The Performance of CRA Lending During the Subprime Meltdown”
(Nov. 14, 2008), at pp. 14-16.

3% Many loans originated through NeighborWorks programs are done in connection with CRA-covered
institutions.

37 Glenn Canner and Neil Bhutta, Board of Governors of the Federal Reserve System, Division of Research
and Statistics, “Staff Analysis of the Relationship between the CRA and the Subprime Crisis,” p. 3 and p. 8 table 3
(Nov. 21, 2008), at p.5 and table 9, p. 10.
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VI.  Conclusion

From its establishment, the national banking system has been governed by uniform federal
standards of operation and supervision. These characteristics are fundamental to the distinctions
that are the essence of the “dual banking system.” These uniform federal standards have fostered
the creation of a set of predictable rules and consistent federal oversight for national banks, which
has lowered the costs of interstate banking and opened the financial marketplace. The banking
system benefits from greater economies of scale, improved risk management, and increased
competition in the bank sector. In turn, consumers have benefitted from nationally uniform
standards of consumer protection, the availability of a wider range of banking products and

services and, overall, lowering the costs of credit and other banking products and services.



Worst Ten in the Worst Ten: Supervisory Status of Mort

Attachment A

age Originators

Originator

Supervisor

Foreclosures in Worst 10
Metro Areas, based on
2005-07 Originations

State supervised. Subsidiary of publicly-traded

New Century Mortgage Corp. REIT, filed for bankruptcy in early 2007. 14,120
State and OTS supervised. Affiliate of WAMU,
Long Beach Mortgage Co. became a subsidiary of thrift in early 2006; closed in 11,736
late 2007 / early 2008.
State supervised until Citigroup acquired certain
assets of Argent in 08/07. Held by Citigroup, new
Argent Mortgage Co. lending curtailed and merged into CitiMortgage (NB 10,728
opsub) shortly thereafter.
State supervised. Subsidiary of General Electric,
WMC Mortgage Corp. closed in late 2007. 10,283
FDIC supervised. California state chartered
Fremont Investment & Loan industrial bank. Liquidated, terminated deposit 8,635
insurance, and surrendered charter in 2008.
. State supervised. Subsidiary of H&R Block, closed
Option One Mortgage Corp. in late 2007, 8,344
. . OCC supervised. Subsidiary of National City Bank.
First Franklin Corp. Sold to Merrill Lynch 12/06. Closed in 2008. 8,037
Data includes loans originated by (1) Countrywide
Home Loans, an FRB and state-supervised holding
Countrvwide company affiliate until 03/07, and an OTS and state- 4736
y supervised entity after 03/07; and (2) Countrywide ’
Bank, an OCC supervised entity until 03/07, and an
OTS supervised entity after 03/07.
State supervised. Citigroup acquired certain assets
Ameriquest Mortgage Co. of Ameriquest in 08/07. Merged into CitiMortgage 4,126
(NB opsub) shortly thereafter.
ResMae Mortgage Corp. State supervised. Filed for bankruptcy in late 2007. 3,558
ér(:]rirlcan Home Mortgage State supervised. Filed for bankruptcy in 2007. 2,954
IndyMac Bank, FSB OTS supervised thrift. Closed in July 2008. 2,882
FDIC supervised. Acquired by Capital One, NA, in
. . mid 2007 as part of conversion and merger with
Greenpoint Mortgage Funding North Fork, a state bank. Closed immediately 2,815
thereafter in 08/07.
Data includes loans originated by (1) Wells Fargo
Financial, Inc., an FRB and state-supervised entity,
Wells Fargo and (2) Wells Fargo Bank, an OCC supervised 2,697
entity.
ﬁ\gmt Mortgage Solutions, State supervised. Closed in late 2006. 2,533
Aegis Funding Corp. State supervised. Filed for bankruptcy in late 2007. 2,058
People's Choice Financial State supervised. Filed for bankruptcy in early
1,783
Corp. 2008.
State and OTS supervised. Subsidiary of Lehman
BNC Mortgage Brothers (S&L holding company), closed in August 1,769
2007.
Fieldstone Mortgage Co. State supervised. Filed for bankruptcy in late 2007. 1,561
. State and FRB supervised. Subsidiary of HSBC
Decision One Mortgage Finance Corp. Closed in late 2007. 1,267
Delta Funding Corp. State supervised. Filed for bankruptcy in late 2007. 598
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APPENDIX B: ACTIVITIES OF NATIONAL BANKS RELATED TO SUBPRIME LENDING

National banks and their operating subsidiaries can be engaged in several different types
of activities that are related to nonprime residential mortgage lending, including direct loan
origination, loan servicing, providing warehouse lines of credit to subprime originators,
purchasing loan for securitization, or acquiring various types of securities that are backed by
subprime loans.

I. Direct Origination

OCC analysis has found that national bank subprime origination during the period
preceding the financial crisis was small relative to the total subprime market. However, some
analyses by others have reached conflicting conclusions, finding significantly higher percentages
of overall subprime mortgage lending. To some extent the existence of conflicting estimates is
not surprising. Developing precise estimates of subprime lending activity is difficult because
comprehensive data for the market simply do not exist, from either private or public sources.
Statements about subprime activity also suffer from lack of agreement at a more basic level
regarding how to define “subprime” or other variants of nonprime mortgage loans. Some of the
potential approaches to measuring or approximating the size of the subprime market and banks’
shares of that market are reasonable, others less so. As described below, the OCC has taken a
rigorous approach that produces estimates of subprime activity that are more accurate than other,
conflicting estimates.

Estimates of subprime activity often accompany discussions of which supervisors were
responsible for subprime mortgages lenders. This requires careful identification of both lenders
and their associated supervisor; a common source of confusion stems from failure to recognize
important distinctions between banks, subsidiaries of banks, and affiliates of banks within bank
holding companies, and how those distinctions determine the responsible regulator. Chart 1
illustrates the differences:

Chart 1
Bank Thrift
Holding Company Holding Company
(FRB/State)* * (OTS/State)**
s Non Bank
tat i
National Baani Eﬂon Bank Federal State l'\\l/lon Uil Mortgage
Bank .y A‘;:?ige Thrift Thrift A‘:;:?ige Originator
ate
(0CQ) HIate (OTS) (OTS/State) HIate and
FRBor FDIC) | | (FRB/State) (OTS/state) Broker
(State Only)
. Operating
Operating - Operating
. Subsidiary
Subsidiary Subsidiary
(ocQ) Gtate / OTS
FRB or FDIC) [ons)

Subject to Supervision By:

0ocC QoTS State*

* As noted, some mortgage originators are regulated by both state and federal regulators.
** Some (mostly smaller) banks and thrifts are not part of holding companies and are not represented separately here.
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Banks may make subprime loans, and may have operating subsidiaries that also make
loans; however, other non-bank subsidiaries owned by parent holding companies can and do
originate loans as well. In addition, many mortgage lenders, including independent mortgage
companies and brokers, are not affiliated with banking or thrift companies at all. Only national
banks, federal thrifts, and their operating subsidiaries (the green and yellow boxes in the chart)
are subject to exclusive federal regulation; state-chartered banks and thrifts and nonbank
subsidiaries of bank and thrift holding companies are subject to both federal and state regulation,
and lenders that are not affiliated with banks or thrifts are not subject to regulation by the federal
banking agencies.

Using the most reliable data available on nonprime mortgage lending, and accurately
accounting for corporate organization and regulatory responsibilities, national banks and their
subsidiaries subject to OCC supervision accounted for less than 15 percent of nonprime activity.
This percentage is strikingly and disproportionately low, given the central role of national banks
in the U.S. mortgage markets; according to the comprehensive data collected under the Home
Mortgage Disclosure Act, national banks and their operating subsidiaries originated nearly 30
percent of all mortgages during the corresponding period. In contrast, lenders supervised solely
by the states accounted for well over half of nonprime lending; combining originations by those
lenders with the totals for state-chartered banks reveals that nearly three quarters of nonprime
mortgages originated at lenders that were wholly or partly the responsibility of state authorities.
Other, higher estimates of the share of national banks are based on less reliable data or fail to
accurately account for the corporate structure of holding companies and the regulators
responsible for different entities within those holding companies, e.g., often combining a bank’s
holding company affiliates with the bank. Moreover, the data show that subprime mortgages
originated by OCC-supervised lenders have performed better than other subprime loans, with
lower rates of foreclosure.

A. OCC Estimates of Subprime Activity
1. Early estimates

In early 2007, OCC staff estimated that national banks accounted for about 10 percent of
subprime (so-called “B/C”) mortgage originations during 2006. This estimate was a rough
approximation done on a best-efforts basis using the best information available at the time.

Specifically, in the absence of any formal reporting of subprime activity, OCC
supervisory staff collected information on the dollar volume of subprime lending from major
mortgage originators in the national bank population; this yielded an estimate of national bank
subprime lending, although it was only an approximation since it reflected definitions of
“subprime” that varied across banks. That supervisory estimate of national bank volume
corresponded to about 10 percent of overall subprime market originations for 2006, estimated at
$600 billion based on data published in the March 23, 2007, edition of the industry publication
Inside Mortgage Finance. !

Using Inside Mortgage Finance to estimate the overall size of the market for the analysis
was expedient, since it was one of the few sources of information on what had recently become a

""March 23, 2007.



Appendix B Page 3

prominent part of the mortgage market. However, the figures presented in Inside Mortgage
Finance were compiled by that publication from various sources (including analyst reports and
self-reported figures from staff at the originating institutions), and may not be reliable; in some
cases institutions chose to report figures using varying definitions and methods to create
particular market perceptions. Market share figures computed from Inside Mortgage Finance
may be particularly misleading, because the methods did not encompass the entire market, and
the overall size of the market can only be very roughly approximated from the published tables
of data.

2. Later estimates

To refine estimates of national bank activity in non-prime residential mortgage markets,
the OCC acquired a database developed and marketed by Loan Performance Corp. (or “LPC,”
now a unit of First American CoreLogic Inc). This is the premier data source on nonprime (that
is, both subprime or B/C and Alt-A) mortgage activity. LPC covers virtually all securitized B/C
and Alt-A mortgages; the database covers the market fairly well because most such mortgages
have been securitized since they were originated.

A 2008 OCC analysis focused on loans in LPC originated during the years 2005, 2006,
and 2007, the peak years of subprime mortgage activity. One challenge with using LPC is that
originator name information — that is, the identity of the bank or mortgage company that actually
made the loan in the first place — is captured and presented inconsistently in the database. Many
loans (about 43 percent) have no originator information, others have ambiguous names, and still
others do not adequately distinguish among affiliated entities with similar names. OCC staff
used a variety of automated and manual methods to identify the originators of as many loans in
LPC as possible.

The result was a large dataset consisting of roughly five million nonprime loans for
which the originator was known. For each originator in LPC, the OCC then identified the
primary supervisor, taking into account dates at which the primary supervisor changed during the
time period considered (for example, one major subprime originator, First Franklin, shifted from
OCC to OTS supervision in late 2006), and wherever possible distinguishing between depository
institutions and their holding company affiliates.

Some significant subprime originators had a large number of loans in LPC for which it
was difficult to determine whether the loans were originated by the bank or by an affiliate within
the larger holding company. Referring to Chart 1, it was clear that the loans originated
somewhere within the holding company structure, but not from which specific box on the chart;
without that, estimates of the sources of subprime (for example, OCC-supervised versus others)
would remain imprecise. In those cases, other information available to the OCC in its
supervisory role — including confidential information from resident examiners at banks — was
used to determine realistic allocations of the loans in the database. However, the OCC also
conducted sensitivity analysis to determine the impact of alternative allocations and how much
the results might change. Estimates of the nonprime mortgage share of national banks varied
from about 11 percent to about 15 percent, but the most likely allocations of originations
suggested that the national bank share of nonprime loans in the LPC data originated during 2005,
2006, or 2007 was 14 percent or less.
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3. Most recent estimates

More recently, the OCC has updated and refined the analysis of the LPC nonprime data.
One obvious development since the 2008 analysis is that more loans have entered foreclosure.
Summary results are presented in the tables below. Of the roughly 5 million nonprime loans
from 2005-2007 in the LPC data for which the originator could be reliably identified, OCC-
supervised institutions accounted for 10.6 percent of subprime loans (B/C), and 12.1 percent of
nonprime loans including both B/C and Alt-A. Lenders supervised only by the states originated
63.6 percent of subprime loans during these years, and 57.1 percent of combined nonprime;
including loans originated by state-chartered banks, 72 percent of all nonprime mortgages came
from lenders subject to state authority.’

Nonprime (B/C and Alt-A) Originations, 2005-2007

Supervisor Originations Share

State 2,818,126 57.1%
FDIC 436,981 8.9%
Federal Reserve 295,343 6.0%

Subtotal* 3,550,450 72.0%
OCC 595,304 12.1%
OTS 783,719 15.9%
NCUA 3,024 0.1%

Total 4,932,497 100.0%
*Subtotal reflects institutions subject to state supervision
Subprime (B/C) Originations, 2005-2007

Supervisor Originations Share

State 2,423,355 63.6%
FDIC 318,796 8.4%
Federal Reserve 224 882 5.9%

Subtotal* 2,967,033 77.9%
OCC 403,958 10.6%
OTS 439,488 11.5%
NCUA 233 0.0%

Total 3,810,712 100.0%

Source: LPC data and OCC calculations

B. Other Estimates of Subprime Activity

Analyses conducted by others have produced different estimates of subprime activity and
its allocation among institutions and regulators. After reviewing many of these analyses, the
OCC has concluded that most have shortcomings that raise significant questions about their
accuracy and relevance compared to results based on a careful analysis of the LPC data.

? The figure understates the actual extent of state authority, because loans made by affiliates of federal
thrifts are included in the OCC/OTS total but actually are subject to state authority.
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1. HMDA data

Some discussions of residential mortgage problems are based on the annual reporting
required of mortgage lenders under the Home Mortgage Disclosure Act (“HMDA”). However,
HMDA data cannot be relied upon directly to evaluate subprime lending by financial institutions,
because rate-spread loans and subprime loans are not necessarily the same.

The HMDA data have the advantage of providing a fairly comprehensive picture of
mortgage applications and originations, as well as identifying the originators and their associated
regulators. But the HMDA data do not include any designation for subprime loans, nor do they
include information such as credit scores (which might be used to infer subprime status). What
HMDA does contain, which makes the data potentially relevant to subprime activity, is
information on higher-priced or “rate-spread” loans. Under HMDA, a loan is deemed to have a
high “rate spread” that must be reported if the loan has an APR at least 3 percentage points
higher than the yield on a Treasury security of comparable maturity, for first-lien mortgages.
Since subprime loans might be expected to have higher interest rates than otherwise similar
loans, the HMDA rate-spread loan data may be useful as a supplement to other estimates of
subprime activity, given the generally poor quality of information on subprime.

In view of this, it is not surprising that the rate-spread data are sometimes used in the
context of subprime mortgage discussions. A notable example is the 2009 Senate testimony of
Professor Patricia McCoy.” In that testimony, Professor McCoy observed “In 2006, depository
institutions and their affiliates, which were regulated by federal banking regulators, originated
about 54% of all higher-priced home loans. In 2007, that percentage rose to 79.6%.” Professor
McCoy'’s testimony accurately characterizes the figures on rate-spread loans.

However, the percentages quoted by Professor McCoy include a large number of loans
made not by banks, but rather by other lenders owned by the banks’ parent holding companies;
as described above in the discussion of Chart 1, such lenders are subject to regulatory oversight
that is different in nature and degree than the oversight of depository institutions. Excluding
holding company affiliates, the corresponding percentages of rate-spread lending for depository
institutions — banks and thrifts together — were 41 percent in 2006 and 62 percent in 2007. In
fact, depository institutions actually account for a disproportionately low share of rate-spread
loans in the HMDA data, considering their central role in providing mortgage credit in the
United States; for example, in 2006 when their share of rate-spread loans was 41 percent, they
accounted for 59 percent of all originations.

Moreover, the only reason the bank and thrift share of rate-spread loans rose between
2006 and 2007 was because a very large number of independent mortgage companies either
disappeared or dramatically reduced originations, leaving banks and thrifts as the main providers
of home loans of all types. The number of “higher-priced” originations by depository
institutions and their affiliates actually fell in 2007, but since these institutions were the primary
lenders remaining in the market for home loans, their share of lending increased.

? Prepared statement of Patricia A. McCoy, Hearing on “Consumer Protections in Financial Services: Past
Problems, Future Solutions” before the Senate Committee on Banking, Housing, and Urban Affairs, March 3, 2009,
available at http://banking.senate.gov/public/index.cfm?FuseAction=Files.View&FileStore id=40666635-bc76-
4d59-9¢25-76daf0784239.



http://banking.senate.gov/public/index.cfm?FuseAction=Files.View&FileStore_id=40666635-bc76-4d59-9c25-76daf0784239
http://banking.senate.gov/public/index.cfm?FuseAction=Files.View&FileStore_id=40666635-bc76-4d59-9c25-76daf0784239
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But rate-spread loans are not necessarily subprime, and subprime loans may not
necessarily have high rate spreads. Using data from LPC and from the OCC’s own Mortgage
Metrics* database, the OCC has been able to assess the extent of overlap between HMDA rate-
spread loans and the nonprime loans from the other data sources. This again requires a careful
and complex process of matching loans from different data sources, to ensure that a particular
loan reported under HMDA is in fact the same loan as one appearing in one of the other
databases. The OCC has devoted significant resources to creating an accurate mapping of this
type, because the matched data are valuable for supervision, analysis, policy development, and
other uses.

For the peak subprime year of 2006, the OCC found that 64 percent of rate-spread loans
were subprime, and another 11 percent were Alt-A; the remaining 25 percent of rate-spread loans
were prime mortgages. However, not all subprime and Alt-A loans have rate spreads that cause
them to be captured in the rate-spread reporting; again for 2006, the OCC found that 37 percent
of the loans in Mortgage Metrics designated as “subprime” were not reported as rate-spread
loans under HMDA, and the non-rate-spread percentage for Alt-A was much higher, at 82
percent. These percentages vary over time due to market conditions; in 2007 a higher percentage
of prime loans were rate-spread loans and more rate-spread loans were prime compared to 2006,
whereas the opposite was true in 2005.

Although data from HMDA are valuable for some purposes, the limited overlap between
HMDA rate-spread loans and the nonprime loan population makes HMDA a potentially
misleading source of information on subprime mortgage lending.

2. Inside Mortgage Finance

Some other discussions of subprime activity continue to rely on data from Inside
Mortgage Finance, despite the clear drawbacks discussed above of using information from that
source to make inferences about subprime market shares.

A notable recent example is a paper prepared by the National Consumer Law Center
(“NCLC”). That report uses data from Inside Mortgage Finance to argue that a group of eight
federally supervised institutions accounted for 31.5 percent of subprime originations, as shown in
the table reproduced from that report’ below:

* These data are the basis for the Mortgage Metrics Report, a joint publication of the OCC and the Office of
Thrift Supervision that provides performance and other data on approximately 34 million first mortgage loans
serviced by national banks and federal thrifts.

> Preemption and Regulatory Reform: Restore the States’ Traditional Role as ‘First Responder’, National
Consumer Law Center White Paper (September 2009).
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From NCLC White Paper:
Table 1: Subprime Loans By National Banks and Federal Thrifts 2006

{(includes operating subsidianes)

LENDER RANKE § (BILLIONS) MARKET SHARE
CitiMortgage, NY~ 4 $38 6.3%
WMC Mortgage (GE), CA 5 33 5.5%
Wells Fargo Home Mort., 1A 9 28 4 6%
First Franklin (National City

Bank), CA 10 28 4.6%
Washington Mutual WA 11 27 4 4%
BNC Mortgage, CA (Lehman

Bros. Bank) 16 13 2.4%
Chase Home Finance, NJ 17 12 1.9%
Equifirst, NC (Regions Bank) 18 11 1.8%
TOTAL 5190 31.5%

Source: Inside Mortgage Finance
"CitiMortgage became an operating subsidiary of CitiBank in October 2008, Tts volume of subprime
ongmations rose 1o the 4 guarter, and 1ts market share mereased to 10%.

NCLC incorrectly characterizes Equifirst as a national bank when in fact it was a
subsidiary of state-chartered Regions Bank, and the figures given for some lenders (most notably
WMC Mortgage) differ somewhat from the original source numbers provided by /nside
Mortgage Finance. Removing Equifirst and correcting other data errors reduces the total
“market share” of these federally supervised institutions to 26 percent.® However, as noted
above, little confidence should be placed even in this corrected figure, due to the unreliable
estimate of the overall size of the subprime market used as its denominator.

C. OCC Analysis of Subprime and Alt-A Loan Performance

National banks and their operating subsidiaries engaged in subprime mortgage lending to
a relatively modest extent, as demonstrated above. However, not all subprime loans have
subsequently caused problems for borrowers, lenders, and others. Subprime and Alt-A loans
may be appropriate for some borrowers in some situations. The quality of the underwriting
process — that is, determining through analysis of the borrower and market conditions that a
borrower is highly likely to be able to repay the loan as promised — is a major determinant of
subsequent loan performance. The quality of underwriting varies across lenders, a factor that is
evident through comparisons of rates of delinquency, foreclosure, or other loan performance
measures across loan originators. Through analysis of the available data, the OCC has
determined that subprime loans originated by OCC-supervised institutions have generally
performed better than similar loans originated by other lenders.

The subprime data from LPC used for the analysis of market share above also contains
information on how loans have performed since they were originated. In analysis done in 2008,
the OCC used that information to analyze the foreclosure experience in the ten metropolitan
areas hardest hit by foreclosures, and to identify the ten originators with the largest number of
non-prime loans that went into foreclosure in those markets. The results are described in the

% The correct figure for BNC Mortgage is $14 billion, and for WMC Mortgage $11 billion.
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attached note on the “Worst 10 in the Worst 10” analysis. As noted there, nearly 60 percent of
non-prime mortgage loans and foreclosures in the “Worst 10” markets were from originators not
supervised by any federal banking agency. See Attachment 1.

The OCC recently updated the “Worst 10” analysis using the most recently available data
from LPC. Market conditions have continued to deteriorate, and the identity of the hardest hits
markets has evolved, with metropolitan areas in California and Florida now dominating the list.
However, the list of originators is largely unchanged, as are the overall conclusions. The
updated “Worst 10 tables are included as Attachment 2.

In addition to the Worst 10 analysis, the OCC also analyzed the performance of the
broader nonprime mortgage market using LPC. That work, shown in Tables 1 and 2, below,
found that nonprime loans originated by national banks and their subsidiaries have generally
presented fewer problems than loans made by other lenders under two measures of distress. In
the column headed “Foreclosure Start Rate,” Table 1 shows the percentage of nonprime loans
that entered foreclosure at any time after origination (even if they did not go all the way through
to eventual foreclosure). Those results indicate that 22 percent of nonprime loans originated by
national banks from 2005 through 2007 experienced a foreclosure start as of November 2009,
compared to a market average of 25.7 percent. Aside from credit unions, which were not
significant originators, that percentage was the lowest of any federal regulator. State-chartered
banks, supervised by state regulators and either the FDIC or Federal Reserve, and other lenders
subject solely to state authority were the source of 73 percent of the nonprime mortgages that
experienced a foreclosure start.

The OCC conducted a similar analysis of the LPC data using a broader indicator of loan
deterioration: whether a loan ever became 60 days or more delinquent. The results of that
analysis, shown in Table 2, below, mirror those for foreclosures. Of the nonprime loans
originated by national banks and their subsidiaries, 37.1 percent became delinquent by 60 days or
more at some time after origination, compared to a market average of 45.5 percent. National
banks originated 9.8 percent of those nonprime loans. State-chartered banks, supervised by state
regulators and either the FDIC or Federal Reserve, and other lenders subject solely to state
authority were the source of 73.9 percent of those loans, with the vast majority originated by
non-bank lenders subject exclusively to state authority.
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Table 1: Nonprime Loans that Experienced a Foreclosure Start

NONPRIME (COMBINED SUBPRIME AND ALT-A) LOANS

Page 9

. Market Foreclosure Start share of
Agency Originations Share Foreclosure Starts Rate Foreclosure
Starts
OTS 783,719 15.9% 210,943 26.9% 16.6%
STATE* 2,818,126 57.1% 741,068 26.3% 58.4%
FDIC 436,981 8.9% 110,976 25.4% 8.7%
FED 295,343 6.0% 74,169 25.1% 5.8%
OCC 595,304 12.1% 130,806 22.0% 10.3%
NCUA 3,024 0.1% 364 12.0% 0.0%
Total 4,932,497 100.0% 1,268,326 25.7% 100.0%
ALT-A LOANS
hare of
Agency Originations Market Foreclosure Starts Foreclosure Fosrezlsszre
Share Start Rate
Starts
FDIC 118,185 10.5% 33,241 28.1% 13.3%
STATE* 394,771 35.2% 98,437 24.9% 39.5%
FED 70,461 6.3% 17,082 24.2% 6.9%
OTS 344,231 30.7% 74,028 21.5% 29.7%
OCC 191,346 17.1% 26,045 13.6% 10.5%
NCUA 2,791 0.2% 351 12.6% 0.1%
Total 1,121,785 100.0% 249,184 22.2% 100.0%
SUBPRIME LOANS
Agency Originations Market Foreclosure Starts Foreclosure FoeriIr::szt'e
Share Start Rate
Starts
OTS 439,488 11.5% 136,915 31.2% 13.4%
STATE* 2,423,355 63.6% 642,631 26.5% 63.1%
OcCC 403,958 10.6% 104,761 25.9% 10.3%
FED 224,882 5.9% 57,087 25.4% 5.6%
FDIC 318,796 8.4% 77,735 24.4% 7.6%
NCUA 233 0.0% 13 5.6% 0.0%
Total 3,810,712 100.0% 1,019,142 26.7% 100.0%

* Denotes entities not subject to supervision by any federal banking agency (reporting to HUD under HMDA).

“Originations” include all subprime and Alt-A loans in LPC originated during 2005-2007 for which the originator could be identified reliably.

“Foreclosure Starts” counts the number of loans that entered foreclosure at any time between origination and November 2009.
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Table 2: Loans That Became 60 Days or More Delinquent at Any Time after Origination

NONPRIME (COMBINED SUBPRIME AND ALT-A) LOANS

Number of Loans

60 Days or More

Share of Loans

Agency Originations Market Ever 60 Days or Delinquency Ever 60 Days
Share . or More
More Delinquent Rate .
Delinquent
oTS 783,719 15.9% 783,719 46.6% 16.3%
STATE* 2,818,126 57.1% 1,323,178 47.0% 58.9%
FDIC 436,981 8.9% 212,332 48.6% 9.5%
FED 295,343 6.0% 124,026 42.0% 5.5%
OCC 595,304 12.1% 220,895 37.1% 9.8%
NCUA 3,024 0.1% 538 17.8% 0.1%
Total 4,932,497 100.0% 2,246,092 45.5% 100.0%
ALT-A LOANS
Market Number of Loans 60 Days or More 525::60; ;Zazs
Agency Originations Ever 60 Days or Delinquency ¥
Share . or More
More Delinquent Rate .
Delinquent
FDIC 118,185 10.5% 46,632 39.3% 12.4%
STATE* 394,771 35.2% 143,402 36.3% 38.4%
FED 70,461 6.3% 24,255 34.4% 6.5%
oTS 344,231 30.7% 119,001 34.6% 31.8%
OCC 191,346 17.1% 40,221 21.0% 10.8%
NCUA 2,791 0.2% 455 16.3% 0.1%
Total 1,121,785 100.0% 373,726 33.3% 100.0%
SUBPRIME LOANS
Share of Loans
Market Number of Loans 60 Days or More Ever 60 Davs
Agency Originations Ever 60 Days or Delinquency y
Share . or More
More Delinquent Rate .
Delinquent
OTS 439,488 11.5% 246,102 56.0% 13.1%
STATE* 2,423,355 63.6% 1,179,776 48.7% 63.0%
OCC 403,958 10.6% 180,674 44.7% 9.6%
FED 224,882 5.9% 99,791 44.4% 5.3%
FDIC 318,796 8.4% 165,940 52.1% 8.9%
NCUA 233 0.0% 83 35.6% 0.0%
Total 3,810,712 100.0% 1,872,366 49.1% 100.0%

* Denotes entities not subject to supervision by any federal banking agency (reporting to HUD under HMDA).

“Originations” include all subprime and Alt-A loans in LPC originated during 2005-2007 for which the originator could be identified reliably.

“Foreclosure Starts” counts the number of loans that entered foreclosure at any time between origination and November 2009.
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D. Other Analyses of Mortgage Loan Performance

Other analysts have presented findings that appear to contradict these general results,
finding worse performance for subprime mortgage (or other mortgage) loans from OCC-
supervised originators. For example, a recent paper by Ding, Quercia, Reid, and White
(“DQRW?) released by the Center for Community Capitalism at the University of North Carolina
examines the performance of mortgages originated by lenders subject to different regulators in
states with and without anti-predatory lending laws.’

The study uses loan-level performance data for subprime and Alt-A loans matched to
HMDA to compare delinquency rates for loans originated by OCC-regulated institutions in states
with anti-predatory lending laws (APL states), before and after finalization of the OCC’s 2004
preemption rules. DQRW state at the onset of the study that they expect to find that loans
originated by national banks after preemption have higher delinquency rates than loans
originated prior to 2004. To control for changes in market conditions before and after adoption
of the preemption rules, the changes in OCC delinquency rates over time are compared to
changes in delinquency rates for loans originated by independent mortgage companies (HUD-
regulated).

DQRW find that delinquency rates increased for OCC loans originated after the
preemption rules were issued (2005-20006) in states with anti-predatory lending laws - using
HUD loans as a control group — in only one of the four categories of loans (refinance fixed-rate
loans). DQRW interpret this result as indicating that the OCC’s 2004 preemption regulation led
“both to a deterioration in the quality of and an increase in the default risk for mortgages
originated by OCC-regulated (or OCC-preempted) (sic) lenders in states with anti-predatory
lending laws.”

It is doubtful that the results from DQRW are relevant for the broad mortgage market.
The unique sample used in the study has some advantages, but a significant disadvantage is that
the sample is relatively small, and the mortgage loans contained in that unique dataset do not
appear to be generally representative of the mortgage market. Loans from lenders regulated by
the Federal Reserve, FDIC and NCUA are limited. Loans originated in California represent 25
percent of the sample (as compared to a 16 percent share in the HMDA data). In addition,
although the analysis uses loans originated during the years 2002-2006, the data contain only the
subsample of those originations that were active as of December 2006. Thus, loans originated
early in the data period that had prepaid or already foreclosed (likely a large percentage) were
excluded from the analysis.

But beyond that concern, the reported results do not support the authors’ primary
conclusion; if anything, the results tend to point in the other direction. For example, the authors
find only one type of loan (fixed rate refinances) for which their delinquency measure increased
more for OCC-supervised lenders than for other lenders, and emphasize that as their conclusion
— ignoring the fact that the other loan types do not show that effect. Their own results show that
the delinquency measure for adjustable-rate purchase loans — which are a much more important
part of the market — increased by 30 percent less at national banks than at the lenders not subject

7 Ding, Quercia, Reid, and White, “The Preemption Effect: the Impact of Federal Preemption of State Anti-
Predatory Lending Laws on the Foreclosure Crisis”, Research Report, Center for Community Capital University of
North Carolina, Chapel Hill (March 23, 2010).



Appendix B Page 12

to federal preemption in their sample. They also find that loans from OCC-supervised
institutions were less risky across the board than loans from other lenders, consistent with the
OCC analysis of loan performance summarized above.

Table 6 in DQRW (reproduced below) provides their results from applying the well-
accepted method of logit regression to the sample of loans to measure the risk of delinquency
and to try to isolate the impact of being regulated by the OCC or by the states (the “IND
lenders”). Odds ratios are used to measure how likely a loan is to become delinquent compared
to a comparable or “reference” loan used as a neutral standard of comparison. The authors use as
their neutral reference point the group of otherwise similar mortgage loans made by OCC-
supervised banks in states that did not have anti-predatory lending laws (APLs) that could be
preempted in 2004.

The odds ratios are uniformly lower for the national banks than for the state lenders; that
is, loans of all types in all periods made by national banks had lower delinquencies. As an
extreme example, fixed-rate home purchase loans in 2005-2006 were 28.4 percent less risky for
national banks in these states than for the reference group, while the same type of loan from a
state lender has an odds ratio of 1.399 for that vintage, making it about 40 percent riskier than the
comparison group. The difference between 40 percent riskier for state lenders and 28 percent
less risky for OCC lenders is a big difference.

Then the authors estimate the same odds-ratio risk measures after the preemption rule
was issued, to see how they changed, and then compare the relative changes in risk for OCC-
regulated lenders versus state-regulated lenders. The authors focus on the results for “refi_frm”,
that is for fixed-rate refinancings; those loans became more risky at OCC lenders after
preemption, by about 20 percent, whether one looks at the 2004 loans or the 2005-2006 loans.
But the other results in Table 6 are either very close to 1.0, suggesting no material difference, or
less than 1.0 showing that risk actually fell at OCC-supervised lenders compared to state-
supervised lenders. For example, the 2005-2006 adjustable-rate purchase loans made by national
banks became more than 30 percent less risky than the same loans made by state-regulated IND
lenders. Thus the reported results for the “Preemption Effect” do not strongly support the
authors’ main conclusion, and a larger number of the results actually go the other way.

Table 6 Impact of the OCC Preemption on Mortgage Performance (based on logit regression results)

Before preemption Post-preemption Post-preemption
(2002-2003) (2004) (2005-2008) Relative change Preemption Effect
Odds Odds Odds 2005-

p_value Ratio p_value Ratio p_value Ratio 2004/Pre  2006/pre 2004 2005-2006
0OCC lenders
purchase_frm 0.007 0.753 0.004 0.806 <.0001 0.716 1.070 0.951 1.023 0.801
purchase_arm 0.000 0.797 0.001 0.882 <.0001 0.789 1.107 0.990 0.766 0.691
refi_frm <.0001 0.653 0.047 0.864 <.0001 0.786 1.323 1.204 1.189 1.201
refi_arm <.0001 0.728 0.587 1.026 <.0001 0.841 1.409 1.155 1.012 0.998
IND lenders
purchase_frm 0.001 1.326 <.0001 1.388 <.0001 1.399 1.047 1.055
purchase_arm 0.283 0.941 <.0001 1.359 <.0001 1.348 1.444 1433
refi_frm 0.986 1.001 0.103 1.105 0.921 1.003 1.104 1.002
refi_arm 0.824 0.988 <.0001 1.376 <.0001 1.144 1.393 1.158

Mote: Odds ratios and p-values are obtained from a set of logit regression models where serious delinquency (90+day) is the outcome variable and the
reference lender group is OCC_nonAPL (see Table 8); relative change=odds ratios for the 2004 or 2005-2006 cohort divided by the odds ratios for the pre-
preemption cohort (2002-2003); preemption effect=relative change of OCC lenders/relative change of independent mortgage companies (IND_APL). The
preemption effect with a value greater than one suggests the default risk for the lender type increases after the preemption after accounting for the change in
market conditions. Conventional, 30-year, first-lien mortgages only; loans originated in states that adopted APLs after February 12, 2004 and before
December 31 2007 were excluded.
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II. Servicing

The quarterly OCC and OTS Mortgage Metrics Report (“MMR”) provides extensive data
on the extent to which major national banks and thrifts service first-lien residential mortgages of
all types, including subprime loans. The OCC and OTS collect data on first-lien residential
mortgages from the nine national banks and three thrifts with the largest mortgage-servicing
portfolios among national banks and thrifts.® These 12 depository institutions are owned by
nine holding companies,’ and represent most of the industry’s largest mortgage servicers,
covering approximately 65 percent of all mortgages outstanding in the United States.

More than 90 percent of the mortgages in the portfolio were serviced for third parties
because of loan sales and securitization. At the end of December 2009, the reporting institutions
serviced almost 34 million first-lien mortgage loans, totaling nearly $6 trillion in outstanding
balances.

MMR uses standardized definitions for three categories of mortgage creditworthiness
based on the following ranges of borrowers’ credit scores at the time of origination: “Prime”
with scores of 660 and above, “Alt-A” with scores from 620 to 659, and “Subprime” with scores
below 620.'° Approximately 13 percent of loans in the data are not accompanied by credit
scores and are classified as “other.” This group includes a mix of prime, Alt-A, and subprime
loans. In large part, the lack of credit scores results from acquisitions of loan portfolios from
third parties for which borrower credit scores at the origination of the loans were not available.

As of December 31, 2009, these institutions serviced 2,758,613 loans in the Subprime
score range, accounting for 8% of all loans serviced. The number of Subprime loans has
declined by 9 percent over the past year, whereas the total portfolio declined 2 percent as
origination of new Subprime loans has not kept pace with foreclosures, loan payoffs, and sales
and transfers.

Table 3 displays the composition of the servicing portfolio covered by MMR. At year-
end 2007, national bank servicers combined to service more than $267 billion in Subprime first
mortgage loans; the volume of Serviced subprime loans increased to $283 billion at the end of
2008 and $378 billion at the end of 2009.

¥ The nine banks are Bank of America, JPMorgan Chase, Citibank, First Tennessee (formerly referred to as
First Horizon), HSBC, National City, USBank, Wachovia, and Wells Fargo. The thrifts are OneWestBank
(formerly IndyMac), Merrill Lynch, and Wachovia FSB. Wachovia FSB was merged into Wells Fargo National
Bank in November 2009.

® The holding companies are Bank of America Corp., JPMorgan Chase, Citigroup, First Horizon, HSBC,
OneWest (formerly IndyMac), PNC, US Bancorp, and Wells Fargo Corp.

19 Note that the definition of “subprime” used in MMR is based entirely on credit score in order to create a
definition that is standardized across firms; this definition of subprime may not match definitions use in other
contexts. In particular, this definition of subprime does not directly correspond to criteria used by institutions to
self-identify loans considered subprime, which generally reflect a combination of credit scores, LTV, loan structure,
and the institution’s business focus.
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Table 3

Overall Mortgage Portfolio in Mortgage Metrics Report

| 12/31/08 3/31/09 6/30/09 9/30/09 12/31/09

Total Servicing ' ¢¢ 166764 | §6.014.455  $5.969.246 = $5.998.986 = $5.952.423

(Millions)
Total Servicing 54 551 061 34096603  33.832.014 34,024,602 33,824,889
(Number of Loans)
Prime 66% 67% 68% 68% 68%
Alt-A 10% 10% 10% 10% 1%
Subprime 9% 8% 8% 8% 8%
Other 14% 14% 13% 14% 13%

Composition (Number of Loans in Each Risk Category of the Portfolio)

Prime 22,963,965 @ 22,867,059 @ 22,929,113 23,064,371 | 23,136,115

Alt-A 3,567,323 3,519,821 3,528,840 3,524,305 3,560,656
Subprime = 3,034,620 2,888,029 2,847,412 2,774,028 2,758,613

Other 4,985,153 4,821,694 4,526,649 4,661,898 4,369,505

* Percentages may not total 100 percent due to rounding.

III.  Warehouse lines of credit to independent subprime originators

In the fourth quarter of 2006, large national banks had warehouse lines to subprime
companies totaling $32.9 billion, although only approximately $12.4 billion had been advanced
on those lines. The volume of such warehouse facilities decreased to $14.6 billion as of the third
quarter of 2007, with approximately $6 billion advanced on the lines. These warchouse lines
compare with the total market warehouse lending capacity, per National Mortgage News, of over
$200 billion in 2006 and 2007. Total market capacity declined dramatically to approximately
$20 to $25 billion in 2008.""

IV.  Purchasing subprime loans for securitizations and purchasing interests in MBS

As previously discussed, in 2006 and 2007, subprime mortgages, mostly originated by
nonbanks, were a very important share of the total market. Additionally, many subprime
mortgages were bundled into residential mortgage-backed securities (“RMBS”), and many of
these RMBS were then repackaged into collateralized debt obligations (“CDOs”). Both
subprime RMBS and CDOs backed by subprime RMBS were sold to a broad range of investors.
A few large national banks also were involved in structuring products to be sold that included
subprime mortgages.

The Federal Reserve’s Flow of Funds data presented in Table 4 below show that RMBS
issued by or guaranteed by housing government sponsored enterprises (“GSEs”) accounted for
the largest share of outstanding RMBS during the subprime boom. Private-label RMBS were a
much smaller component of the market, even during the peak subprime years, and of course not
all of those securities were subprime. For example, credible estimates indicate that only one third

" National Mortgage News, October 20, 2008; March 23, 2009; and April 1, 2009.
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of the outstanding dollar volume of private-label RMBS at the end of 2007 was subprime,
although an additional 43 percent was Alt-A, with the remainder consisting largely of prime
jumbo MBS."? Commercial banking firms as a group hold only a small share of the outstanding
private-label RMBS, and national bank holdings are even smaller; as shown in Table 4, national
banks hold between 5 and 10 percent of outstanding private RMBS.

Table 4: Residential Mortgage-Backed Securities Outstanding

Flow of Funds Data ($ bil) 2005 2006 2007 2008
Issued or guaranteed by GSEs 3,420 3,711 4,319 4,801
Private label RMBS 1,622 2,140 2,172 1,859
Held by commercial banking firms 170 192 272 246
Held by other investors 1,452 1,948 1,900 1,613
Total RMBS 5,042 5,851 6,491 6,660

Call Report Data ($ bil)

National bank holdings of GSE RMBS 505 594 542 640
National bank holdings of private RMBS 87 114 193 155
Total national bank holdings of RMBS 592 709 735 795
National bank share of private RMBS 5.4% 5.3% 8.9% 8.4%

2 Deutsche Bank “Projecting Mortgage Losses” MBS Special Report, May 5, 2008.
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11/13/2008
Worst Ten in the Worst Ten

The table below sets forth the ten metropolitan areas experiencing the highest rates of
foreclosure as reported by RealtyTrac (the “Worst Ten” MSAs). Foreclosure rates for sub-
prime and Alt-A mortgages originated from 2005 through 2007 in these MSAs were computed
using data from Loan Performance.

Non-prime Mortgage

s MSA Foreclosure Rate
1 Detroit 22.9%
2 | Cleveland 21.6%
! 3 . Stockton 21.5%
' 4 . Sacramento 18.0%
5 - Riverside/San Bernardino 16.1%
6 | Memphis 15.6%
rd Miami/Fort Lauderdale 14.3%
8 | Bakersfield 14.3%
9 Denver 14.0%
|10 | LasVegas | 13.9%

For each of these metro areas, the “Worst Ten” originators were identified: the ten originators
in each MSA with the largest humber of hon-prime mortgage foreclosures in the Loan
Performance database for 2005-2007 originations.

Only 21 companies in various combinations (see attached tables for MSA-level details)
occupy the Worst Ten slots in the Worst Ten metro areas:

AEGIS FUNDING CORPORATION GREENPOINT MORTGAGE FUNDING
AMERICAN HOME MORTGAGE CORP. INDYMAC BANK, F.S.B.

AMERIQUEST MORTGAGE COMPANY LONG BEACH MORTGAGE CO.
ARGENT MORTGAGE COMPANY NEW CENTURY MORTGAGE

BNC MORTGAGE OPTION OME MORTGAGE CORP
COUNTRYWDE OWNIT MORTGAGE SOLUTIONS INC.
DECISION ONE MORTGAGE PEOPLE'S CHOICE FINANCIAL CORP
DELTA FUNDING CORPORATION RESMAE MORTGAGE CORPORATION
FIELDSTONE MORTGAGE COMPANY WELLS FARGO

FIRST FRANKLIN CORPORATION WMC MORTGAGE CORP.

FREMONT INVESTMENT & LOAN

Of these 21 firms, 12 were exclusively supervised by the states; overall, such originators
accounted for nearly 60 percent of non-prime mortgage loans and foreclosures in the Worst
Ten metro areas in 2005-2007.

Only three firms on the list were subject to OCC supervision during 2005-2007, and those
three accounted for fewer than 12 percent of foreclosures in the Worst Ten metro areas.

Results for the U.S. as a whole are similar to those for the Worst Ten metropolitan areas.
OCC-supervised institutions accounted for approximately 12 to 14 percent of the non-prime
originations; moreover, foreclosure rates for OCC-supervised institutions were markedly lower
on average than for other types of originators.



Worst Ten in the Worst Ten:
Results for individual metropolitan areas

Bakersfield Memphis
g Foreclosure T Foreclosure 55 Foreclosure g Foreclosure
Rank Criginator Starts QOriginations Rive Rank Originater Starte QOriginations Rate
1 YW C MORTGAGE CORP 731 3888 18.3% 1 LONG BEACH MORTGAGE CO. 668 1853 36.1%
2 LONG BEACH MORTGAGE CO 580 2817 24.1% 2 VW C MORTGAGE CORP 378 2141 17.B%
3 NEW CENTURY MORTGAGE 647 3864 16.7% 3 FIRST FRANKLIN CORP ORATICN 358 3280 10.8%
4 COPTION OME MORTGAGE CORP 302 1673 18.1% 4 OPTION ONE MORTGAGE CORP 300 1224 24.5%
5 ARGENT MORTGAGE COMPANY 276 1527 18.1% 5 MNEW CENTURY MORTGAGE 285 1705 17.3%
B CWNIT MORTGAGE SOLUTIONS INC 232 1069 21.7% B WELLS FARGO 202 1243 16.2%
7 FREMONT INVESTMEMT & LOAN 207 1286 16.1% 7 AMERIQUEST MORTGAGE COMPANY 184 500 20.4%
g FIRST FEANKLIN CORPORATION 206 1186 174% 8 ARGENT MORTGAGE COMPANY 158 536 28.7%
9 AMERIQUEST MORTGAGE COMPANY 124 1002 124% 9 DECISION ONE MORTGAGE 118 518 23.0%
10 COUNTRYWIDE 106 1232 8.6% 1a FREMONT INVESTMENT & LOAN 92 393 23.4%
Cleveland Miami
o Foreclosure R Foreclesure e Foreclosure Rl Foreclosure
Rank Qriginater Starte Originatiens Hita Rank QOriginator S6h Originatiens Bite
1 ARGENT MORTGAGE COMPANY 1327 3251 40.8% 1 FREMONT INVESTMENT & LOAN 1655 8961 18.5%
2 NEW CENTURY MORTGAGE 912 2437 374% 2 ARGENT MORTGAGE COMPANY 1383 8967 15.4%
3 LONG BEACH MORTGAGE CQ 525 968 54.2% 3 LONG BEACH MORTGAGE CO. 1178 5255 22.4%
4 FIRST FRANKLIN CORPORATION 425 2332 18.2% 4 VW C MORTGAGE CORP 1188 5861 19.9%
] AEGIS FUNMDING CORPORATION 412 1276 32.3% 5 NEW CENTURY MORTGAGE 1018 7456 13.7%
B CPTION OME MORTGAGE CORP 370 1538 24 1% i} OPTION ONE MORTGAGE CORP 833 4637 19.0%
7 AMERIQUEST MORTGAGE COMPANY 245 1166 21.0% 7 FIRST FRANKLIN CORPORATION 777 3046 19.7%
8 WELLS FARGD 233 1275 18.7% 8 AMERIQUEST MORTGAGE COMPANY 538 4002 13.4%
9 PECOPLE'S CHOICE FINANCIAL CORP 217 550 39.5% 9 AMERICAN HOME MORTGAGE CORP. 508 4114 12.3%
10 DELTA FUNDING CORPORATION 155 570 27.2% 10 COUNTRYWIDE 504 5568 9.1%
Denver Riverside
o Foreclosure P Foreclosure o Foreclosure P Foreclosure
Rank Originator Starts QOriginations Rate Rank QOriginator Starts Originations Rate
1 LONG BEACH MORTGAGE CO 758 2570 28.5% 1 MNEW CENTURY MORTGAGE 4600 23736 20.2%
2 NEW CENTURY MORTGAGE 702 3585 19.6% 2 VWM C MORTGAGE CORP. 4577 21191 21.6%
3 ARGENT MORTGAGE COMPANY 670 1737 38.6% 3 FREMONT INVESTMENT & LOAN 2380 11584 20.8%
4 FREMONT INVESTMENT & LOAN 670 3128 214% 4 LONG BEACH MORTGAGE CO. 2374 7608 31.2%
5 QOFTION ONE MORTGAGE CORP 613 2770 22.1% 5 FIRST FRANKLIN CORP ORATION 2301 10701 21.8%
B FIRST FRANKLIN CORPORATION 533 3325 16.0% B ARGENT MORTGAGE COMPANY 2175 9138 23.8%
7 CWWINIT MORTGAGE SOLUTIONS INC 404 2292 17.8% 7 OPTION ONE MORTGAGE CORP 2175 10752 20.2%
8 AMERIQUEST MORTGAGE COMPANY 283 1173 25.0% g RESMAE MORTGAGE CORPORATION 1717 5763 28.8%
e FIELDSTOME MORTGAGE COMPANY 275 961 28.6% g COUNTRYWIDE 1304 13280 9.8%
10 W C MORTGAGE CORP 260 1099 23.7% 10 BNC MORTGAGE 876 3531 24.4%
Detroit Sacramento
A Foreclosure 5 Foreclosure ke Foreclosure e Foreclosure
Rank Qriginator Starts Qriginations Rate Rank Originator Starts Originatiens Rate
1 ARGENT MORTGAGE COMPANY 2532 5582 45.4% 1 LONG BEACH MORTGAGE CO 1897 4836 41.3%
2 LONG BEACH MORTGAGE CO 1956 3816 51.3% 2 MNEW CENTURY MORTGAGE 1610 5878 25.7%
3 NEW CENTURY MORTGAGE 1894 6376 28.7% 3 VW C MORTGAGE CORP 11585 4082 28.3%
4 COPTION OME MORTGAGE CORP 1747 5780 304% 4 FREMONT INVESTMENT & LOAM 838 3444 25.8%
bl FIRST FRANKLIN CORPORATION 1578 7733 204% 5 OFTION ONE MORTGAGE CORP 886 3518 28.2%
B FREMONT INVESTMENT & LOAN 1308 3583 36.5% B ARGENT MORTCAGE COMPANY 637 2067 30.8%
7 AMERIQUEST MORTGAGE COMPANY 910 3347 27.2% 7 FIRST FRANKLIN CORP ORATION 628 2686 23.3%
g WELLS FARGOD B71 2621 25.8% g COUNTRYWIDE 565 4897 12.0%
9 AMERICAN HOME MORTGAGE CORP 518 3385 154% g GREENPOINT MORTSAGE FUNDING 538 4101 13.0%
10 PECPLE'S CHOICE FINANCIAL CORP 473 1284 37.3% 10 RESMAE MORTGAGE CORPORATION 460 1472 31.3%
Las Vegas Stockton
o Foreclosure A h Foreclesure s Fereclosure e Foreclosure
Rank Criginator Starts QOriginations Rate Rank Originater Starts QOriginations Rate
1 NEW CENTURY MORTGAGE 1671 8623 19.4% 1 LONG BEACH MORTGAGE CO 1213 3056 38.7%
2 ARGENT MORTGAGE COMPANY 1093 4538 23.8% 2 MNEW CENTURY MORTGAGE 870 3263 2B.7%
3 Wi C MORTGAGE CORP 4583 4886 20.4% 3 VW C MORTGAGE CORP 677 2258 30.0%
4 COUMTRYWIDE 457 9638 9.9% 4 ARGENT MORTGAGE COMPANY 476 1402 34.0%
5 FIRST FEANKLIN CORPORATION 945 4743 19.9% 5 FREMONT INVESTMENT & LOAM 466 1762 26.4%
B FREMONT INVESTMEMT & LOAN 870 4174 21.1% B OFTION ONE MORTGAGE CORP 362 1448 25.0%
7 OFTICON ONE MORTGAGE CORP G596 3710 18.8% 7 GREENPOINT MORTGAGE FUNDING 343 1978 17.3%
g AMERICAN HOME MORTGAGE CORP 488 4904 10.0% 8 FIRST FRANKLIN CORPORATION 291 1046 27.8%
9 GREENPOINT MORTGAGE FUNDING 468 4963 9.4% k] COUNTRYWIDE 263 1931 13.6%
10 INDYMAC BANK, F.5B 423 4288 9.9% 10 AMERIQUEST MORTGAGE COMPANY 217 920 23.8%
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Worst Ten in the Worst Ten: Supervisory Status of Mortgage Originators

Originator

Supervisor

Foreclosures in Worst 10
Metro Areas, based on
2005-07 Originations

State supervised. Subsidiary of publicly-traded REIT, filed

New Century Mortgage Corp. for bankruptcy in early 2007. 14,120
State and OTS supervised. Affiliate of WAMU, became a
Long Beach Mortgage Co. subsidiary of thrift in early 2006; closed in late 2007 / early 11,736
2008.
State supervised until Citigroup acquired certain assets of
Argent Mortgage Co. Argent in 08/07. Merged into CitiMortgage (NB opsub) 10,728
shortly thereafter.
OTS supervised. Subsidiary of GE Money Bank, FSB,
WMC Mortgage Corp. closed in late 2007, 10,283
FDIC and State supervised. California state chartered
Fremont Investment & Loan industrial bank. Liquidated, terminated deposit insurance, 8,635
and surrendered charter in 2008.
Option One Mortgage Corp. gé%t7e supervised. Subsidiary of H&R Block, closed in late 8,344
Data includes loans originated by (1) OCC supervised
. . subsidiary of National City Bank until 12/06; and (2) OTS
First Franklin Corp. supervised subsidiary of Merrill Lynch Bank & Trust Co., 8,037
FSB, after 12/06. Closed in 2008.
Data includes loans originated by (1) Countrywide Home
Loans, an FRB/State supervised entity until 03/07, and an
Countrywide OTS/State supervised entity after 03/07; and (2) 4,736
Countrywide Bank, an OCC supervised entity until 03/07,
and an OTS supervised entity after 03/07.
State supervised. Citigroup acquired certain assets of
Ameriquest Mortgage Co. Ameriquest in 08/07. Merged into CitiMortgage (NB 4,126
opsub) shortly thereafter.
ResMae Mortgage Corp. State supervised. Filed for bankruptcy in late 2007. 3,558
American Home Mortgage Corp. State supervised. Filed for bankruptcy in 2007. 2,954
IndyMac Bank, FSB OTS supervised thrift. Closed in July 2008. 2,882
FDIC and State supervised. Acquired by Capital One, NA,
. . in mid 2007 as part of conversion and merger with North
Greenpoint Mortgage Funding Fork, a state bank. Closed immediately thereafter in 2815
08/07.
Data includes loans originated by (1) Wells Fargo
Wells Fargo Financial, Inc., an FRB and State supervised entity, and (2) 2,697
Wells Fargo Bank, an OCC supervised entity.
Ownit Mortgage Solutions, Inc. State supervised. Closed in late 2006. 2,533
Aegis Funding Corp. State supervised. Filed for bankruptcy in late 2007. 2,058
People's Choice Financial Corp. State supervised. Filed for bankruptcy in early 2008. 1,783
OTS supervised. Subsidiary of Lehman Brothers, FSB,
BNC Mortgage closed in August 2007. 1,769
Fieldstone Mortgage Co. State supervised. Filed for bankruptcy in late 2007. 1,561
. State and FRB supervised. Subsidiary of HSBC Finance
Decision One Mortgage Corp. Closed in late 2007. 1.267
Delta Funding Corp. State supervised. Filed for bankruptcy in late 2007. 598

Monday, March 22, 2010




Attachment 2

Worst Ten in the Worst Ten: Update

o This attachment updates the OCC’s November 2008 analysis of subprime
origination and performance in the markets hit hardest by foreclosures, using the
most recently available LPC data (November 2009).

e An updated list of the ten metropolitan areas experiencing the highest rates of
foreclosure (the “Worst Ten” MSAs) was developed from data reported by
RealtyTrac. The ten worst metropolitan areas were distributed across seven states
in 2008, but now are concentrated in only three: California, Florida, and Nevada. Six
of the ten are in California.

Worst 10 Markets (from RealtyTrac data)

Rank MSAPMSA " Foreclosrs Rats
1 Fort Myers-Cape Coral, FL MSA 43.3%
2 Merced, CA MSA 40.5%
3 Fort Pierce-Port St Lucie, FL MSA 40.1%
4 Stockton-Lodi, CA MSA 38.1%
5 Modesto, CA MSA 37.9%
6 Las Vegas, NV MSA 32.9%
7 Riverside-San Bernardino, CA PMSA 31.7%
8 Vallejo-Fairfield-Napa, CA PMSA 30.6%
9 Bakersfield, CA MSA 29.4%
10 Reno, NV MSA 27.5%

e As in the original analysis, the ten originators in each market with the most
foreclosures were identified. (See the next page for lists of individual markets.)

e The number of “worst” originators on the list decreased from 21 companies in
November 2008 to 16 in November 2009.

e In 2009, as in 2008, only three firms on the list were subject to OCC supervision
at any time during 2005 through 2007. However, those three firms now account
for a larger share of foreclosure starts (20 percent in 2009, compared to 12
percent in 2008).

« The fraction of companies supervised exclusively by the states remained at
roughly 56 percent, while their share of originations fell from 60 to 54 percent.



Bakersfield, CA MSA

Worst Ten In the Worst Ten

Results for individual metropolitan areas - November 2009 data

Modesto, CA MSA

Rank Criginater Fo'::;;zure Originatiens For;calzesure Rank Originator For::;;zure Origihatiens Fore;;:esure
1 |NEWCENTURY MORTGAGE 1,238 3402 32% 1 |LONG BEACH MORTGAGE CO. 1407 3,528 36%
2 |WMC MORTGAGE CORP 1,234 3,988 3% 2 NEW CENTURY MORTGAGE 918 2,337 39%)|
3 |LONG BEACH MORTGAGE CO. 1,186 3817 42% 3 |GREENPQINT MORTGAGE FUNDING 603 1,559 39%
4 |OPTION ONE MORTGAGE CORP 478 1673 29% 4 OPTION ONE MORTGAGE CORP 521 1,222 43%
5 |OWNIT MORTGAGE SOLUTIONS INC 4432 1,089 41% 5 |YWMC MORTGAGE CORP 505 1,218 41%
B |FIRST FRANKLIN CORPORATION 414 1,201 34% 6 |CCUNTRYWDE 436 1,285 33%
7 |ARGENT MORTGAGE COMPANY 384 1527 26% T FREMONT INVESTMENT & LOAN 414 1,088 38%)|
2 |FREMONT INVESTMENT & LOAN 363 1,286 28% 2 |FIRST FRANKLIN CORPORATION 358 732 45%
9 |COUNTRYWIDE 342 1277 7% 9 |ARGENT MORTGAGE COMPANY 325 748 1%
10 |[AMERICAN HOME MORTGAGE CORP 258 780 33% 10 |INDYMAC BANK, F.3B. 368 765 35%
Faort Myers-Cape Coral, FL MSA Reno, NV MSA
Rank Originator FOI’SE:JORSSHTE Originatiens ForeRcaI(::ure Rank Originater For;:ﬂl;zure Originatiens ForeRcaI(::ure
1 MNEWW CENTURY MORTGAGE 1,087 2579 41% 1 MNEWY CENTURY MORTGAGE 372 1,168 32%)|
2 |FREMONT INVESTMENT & LOAN 872 1,883 44% 2 COUNTRYWDE 208 27 29%)|
3 |FIRST FRANKLN CORPORATION 822 1,528 54% 3 |WELLS FARGO 203 B47 31%)|
4 |AMERICAN HOME MORTGAGE CORP 780 1,590 48% 4 OPTION ONE MORTGAGE CORP 184 585 35%)|
5 |QPTICN ONE MORTGAGE CORP 743 1,683 44% 5 |AMERICAN HOME MORTGAGE CORP 180 753 26%
B |COUNTRYWIDE 721 1,581 45% B |ARGENT MORTGAGE COMPANY 173 446 39%
7 |WELLS FARGO 636 1,249 51% 7 FIRST FRANKLN CORPORATION i 385 34%)|
2 |LENDERS DIRECT CAPITAL CORP 603 1,085 36% 2 |WMC MORTGAGE CORP 131 373 32%
3 |ARGENT MORTGAGE COMPANY 566 1,223 46% 9 |GREENPQINT MORTGAGE FUNDING 112 436 26%
10 [WMC MORTGAGE CORP 534 1,129 46% 10 |OWNIT MORTGAGE SOLUTIONS INC 87 184 47%
Fort Pierce-Port St Lucie, FL MSA Riverside-San Bemnardino, CA PNMSA
Rank Originator Fo'::;;zure Originations ForeRcaI:esure Rank Originator For;:;;zure Originations ForeRc;:esure
1 OPFTION ONE MORTGAGE CORP 531 1,230 43% 1 NEW CENTURY MORTGAGE 7,802 22,891 34%)|
2 |FREMONT INVESTMENT & LOAN 397 250 45% 2 |WMC MORTGAGE CORP 7,183 31,182 34%
3 |NEWCENTURY MORTGAGE 340 405 38% 3 |FIRST FRANKLIN CORPORATION 4,387 10,822 41%
4 |AMERICAN HOME MORTGAGE CORP 326 236 30% 4 |FREMONT INVESTMENT & LOAN 3,888 11,685 34%
5 |LONG BEACH MORTGAGE CO. 269 530 51% 5 OPFTION ONE MORTGAGE CORP 3,709 10,782 34%)|
B |ARGENT MORTGAGE COMPANY 263 602 44% B |LONG BEACH MORTGAGE CO. 3618 7.608 48%
7 |COUNTRYWIDE 240 544 44% 7 |CCUNTRYWDE 3518 13,498 6%
8  |vWMC MORTGAGE CORP 222 477 47% 8 |ARGENT MORTGAGE COMPANY 3,180 9,138 34%)|
9  |FIRST FRANKUN CORPORATION 20 444 45% 22} RESMAE MORTGAGE CORPORATION 2,887 5,812 45%
10 [AMERIQUEST MORTGAGE COMPANY 180 540 33% 10 |INDYMAC BANK, F.5 B 2427 8,088 30%)|
Las Vegas, NV MSA Stockton-Lodi, CA MSA
Rank Originator Forse:ﬂl:tssure Originations Fore;ﬂl::ure Rank Originator For;:ﬂl:tzure Qriginations Fore;;::ure
1 |COUNTRYWIDE 3518 8,803 36% 1 JLONG BEACH MORTGAGE CO. 1,662 3,086 54%)
2 |NEW CENTURY MORTGAGE 3,144 8,722 36% 2 NEWY CENTURY MORTGAGE 1,288 3,286 39%)|
3 |FIRST FRANKLIN CORPORATION 2,088 4816 43% 3 |WMC MORTGAGE CORP 821 3,358 41%
4 |ARGENT MORTGAGE COMPANY 1,774 4,588 39% 4 GREENPOINT MORTGAGE FUNDING 782 1,878 40%
5 |VWMC MORTGAGE CORP 1,753 4,286 36% 5 |FREMONT INVESTMENT & LOAN 675 1,762 38%
B |GREENPOINT MORTGAGE FUNDING 1,578 4 987 32% B COUNTRYWDE 646 1,968 33%)|
7 |FREMONT INVESTMENT & LOAN 1,548 4,175 37% 7 JARGENT MORTGAGE COMPANY 597 1,402 43%
2 |AMERICAN HOME MORTGAGE CORP 1,433 4,805 20% 2 JOPTION OMNE MORTGAGE CORP 592 1,448 41%
8 |OPTION ONE MORTGAGE CORP 1,344 3,710 36% 9 |AMERICAN HOME MORTGAGE CORP 478 1,228 39%)|
10 [INDYMAC BANK, F.S B 1,289 4,330 30% 10 JFIRST FRANKLIN CORPORATION 467 1,084 44%
Merced, CA MSA Vallejo-Fairfield-Napa, CA PMSA
Rank Originator Forse:alonssure Qriginations Forer\::aI:esure Rank QOriginator For::;;zure Qriginations Fore;zll::ure
1 LONG BEACH MORTGAGE CO 778 1442 54% 1 LONG BEACH MORTGAGE CO 934 1,790 52%)|
2 |NEWCENTURY MORTGAGE 411 1,084 39% 2 |WMC MORTGAGE CORP 767 3,038 38%
3 |COUNTRYWIDE 281 G768 42% 3 NEW CENTURY MORTGAGE 651 1.844 35%)|
4 |GREENFPOINT MORTGAGE FUNDING 252 BO5 42% 4 GREENPOINT MORTGAGE FUNDING 484 1,873 26%)|
5 |FIRST FRANKLIN CORPORATION 214 438 49% 5 |FREMONT INVESTMENT & LOAN 416 1177 35%)
B |OPTION ONE MORTGAGE CORP 208 451 46% B OPTION ONE MORTGAGE CORP 380 988 36 %)|
7 |WMC MORTGAGE CORP 187 457 43% 7 |AMERICAN HOME MORTGAGE CORP 358 1,212 30%
8 |FREMONT INVESTMENT & LOAN 177 438 40% g COUNTRYWDE 387 1,890 21%)|
9 |ARGENT MORTGAGE COMPANY 143 370 39% 9 |FIRST FRANKLIN CORPORATION 384 777 37%
10 (INDYMAC BANK,FSB 138 384 36% 10 |ARGENT MORTGAGE COMPANY 248 614 40%
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Worst Ten in the Worst Ten: Supervisory Status of Mortgage Originators

Originator

Supervisor

Foreclosures in Worst 10
Metro Areas, based on
2005-07 Originations

New Century Mortgage Corp.

State supervised. Subsidiary of publicly-traded REIT, filed
for bankruptcy in early 2007.

17,229

WMC Mortgage Corp.

OTS supervised. Subidiary of GE Money Bank, FSB,
closed in late 2007.

13,433

Long Beach Mortgage Co.

State and OTS supervised. Affiliate of WAMU, became a
subsidiary of thrift in early 2006; closed in late 2007 / early
2008.

10,997

Countrywide

Data includes loans originated by (1) Countrywide Home
Loans, an FRB/State supervised entity until 03/07, and an
OTS/State supervised entity after 03/07; and (2)
Countrywide Bank, an OCC supervised entity until 03/07,
and an OTS supervised entity after 03/07.

10,254

First Franklin Corp.

Data includes loans originated by (1) OCC supervised
subsidiary of National City Bank until 12/06; and (2) OTS
supervised subsidiary of Merrill Lynch Bank & Trust Co.,
FSB, after 12/06. Closed in 2008.

9,353

Fremont Investment & Loan

FDIC and State supervised. California state chartered
industrial bank. Liquidated, terminated deposit insurance,
and surrendered charter in 2008.

8,829

Option One Mortgage Corp.

State supervised. Subsidiary of H&R Block, closed in late
2007.

8,686

Argent Mortgage Co.

State supervised until Citigroup acquired certain assets of
Argent in 08/07. Merged into CitiMortgage (NB opsub)
shortly thereafter.

7,633

Greenpoint Mortgage Funding

FDIC and State supervised. Acquired by Capital One, NA,
in mid 2007 as part of conversion and merger with North
Fork, a state bank. Closed immediately thereafter in
08/07.

6,485

American Home Mortgage Corp.

State supervised. Filed for bankruptcy in 2007.

5721

IndyMac Bank, FSB

OTS supervised thrift. Closed in July 2008.

5,508

ResMae Mortgage Corp.

State supervised. Filed for bankruptcy in late 2007.

4,019

Wells Fargo

Data includes loans originated by (1) Wells Fargo
Financial, Inc., an FRB and State supervised entity, and (2)
Wells Fargo Bank, an OCC supervised entity.

3,982

Ameriquest Mortgage Co.

State supervised. Citigroup acquired certain assets of
Ameriquest in 08/07. Merged into CitiMortgage (NB
opsub) shortly thereatter.

3,516

Ownit Mortgage Solutions, Inc.

State supervised. Closed in late 2006.

2,468

Lenders Direct Capital Corp.

State supervised. Closed in early 2007.

1,127

March 29, 2009 (Foreclosures in Worst 10 Metro Areas as of Nov. 2009, based on 2005-07 Originations)




APPENDIX C: IMPACT OF THE COMMUNITY REINVESTMENT ACT ON
LOSSES INCURRED BY NATIONAL BANKS

All the federal banking regulatory agencies have considered the impact of the
Community Reinvestment Act (“CRA”) on the losses incurred by depository institutions during
the current crisis. Based on all available research, each has concluded that the CRA did not
contribute in any material way to the mortgage crisis or the broader credit quality issues in the
marketplace.! Attached to this Appendix are several key documents and studies related to these
findings.

Studies Assessing the Impact of the CRA on the Economic and Financial Crisis

There has been much public discussion concerning whether CRA may have contributed
to the current financial and economic crisis. This discussion has focused on the connection
between CRA-related home mortgage lending to low- and moderate-income borrowers and what
some allege to be a disproportionate representation in failing loans.

As described below, both independent and agency studies and the quantitative analysis of
comprehensive home lending data sets lead to the conclusion that only a small portion of
subprime loan originations (loans identified as “higher cost” under the Home Mortgage
Disclosure Act (“HMDA”)) are related to the CRA. In addition, these studies indicate that CRA-
related loans appear to perform better than subprime loans generally.

For example, single-family CRA-related mortgages offered in conjunction with
NeighborWorks organizations were found to perform on par with standard conventional
mortgages.” Foreclosure rates within the NeighborWorks network were just 0.21 percent in the
second quarter of 2008, *> compared to 4.26 percent of subprime loans and 0.61 percent for
conventional conforming mortgages.*

The Federal Reserve Board (“FRB”) has reported extensively on these findings for all
CRA loans. Using higher priced loans listed in the HMDA disclosures as a rough proxy for

! See Remarks by John C. Dugan Comptroller of the Currency Before the Enterprise Annual Network
Conference November 19, 2008, available at http://www.occ.treas.gov/ftp/release/2008-136a.pdf ; Speech
entitled “CRA: A Framework for the Future,” Governor Elizabeth A. Duke, February 24, 2009, available at
http://www.federalreserve.gov/newsevents/speech/duke20090224a.htm; Remarks by FDIC Chairman Sheila C. Bair
Before the Consumer Federation of America, December 4, 2008, available at http://www.fdic.gov/news/news/
speeches/archives/2008/chairman/spdec0408_2.html; Speech entitled “The Community Reinvestment Act and the
Recent Mortgage Crisis,” Governor Randall S. Kroszner, December 3, 2008, available at
http://www.federalreserve.gov/newsevents/speech/kroszner2008 1203a.htm#f6; John M. Reich, Director of the
Office of Thrift Supervision (OTS) in response to question posed at the OTS Housing Summit, Washington DC,
December 8, 2009.

? See “Low-Income Mortgage Borrowers with the Benefit of Homeownership Counseling Do Substantially
Better than General Market, According to New Foreclosure Analysis,” NeighborWorks America, News Release,
September 25, 2008.

? Latest date for which data is available.

* A study by the University of North Carolina’s Center for Community Capital also indicates that high-cost
subprime mortgage borrowers default at much higher rates than those who take out loans made for CRA purposes.
See Lei Ding, Roberto G. Quercia, Janneke Ratcliffe, Wei Li, “Risky Borrowers or Risky Mortgages:
Disaggregating Effects Using Propensity Score Models,” University of North Carolina, Center for Community
Capital, October 2008.



http://www.occ.treas.gov/ftp/release/2008-136a.pdf
http://www.federalreserve.gov/newsevents/speech/duke20090224a.htm
http://www.fdic.gov/news/news/%20speeches/archives/2008/chairman/spdec0408_2.html
http://www.fdic.gov/news/news/%20speeches/archives/2008/chairman/spdec0408_2.html
http://www.federalreserve.gov/newsevents/speech/kroszner20081203a.htm#f6
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subprime loans, a FRB study of 2005 - 2006 HMDA data showed that banks subject to CRA and
their affiliates originated or purchased only six percent of the reported higher-priced loans made
to lower-income borrowers within their CRA assessment areas.” The FRB also found that less
than 2 percent of the higher-priced and CRA credit-eligible mortgage originations sold by
independent mortgage companies in 2006 were purchased by CRA-covered institutions. FRB
loan data analysis also found that 60 percent of higher-priced loan originations went to middle-
or higher-income borrowers or neighborhoods and, further, that more than 20 percent of the
higher-priced loans extended to lower-income borrowers or borrowers in lower-income areas
were made by independent non-bank institutions that are not covered by CRA.°

Federal Reserve Governor Randall S. Krozner affirmed these findings in a 2008
presentation,” and Governor Elizabeth Duke concurred in 2009.% A report issued in September
2009 by the United States Commission on Civil Rights concludes, “data reflect that the subprime
loans made by banking institutions or their affiliates in their CRA assessment areas remained a
marginal segment of the overall market.”’

Additional reports by FRB economists comport with these findings that only a small
percentage of higher priced loans were originated by CRA-regulated lenders to either lower-
income borrowers or in neighborhoods in bank CRA assessment areas.'’ Similarly, they have
concluded that banks purchased only a small percentage of higher-priced, CRA-eligible loans
originated by independent mortgage companies.''

Finally, the performance of higher-cost loans originated by federally regulated banks and
thrifts has proven markedly better than loans originated by non-bank institutions. One study
found that even after controlling for a wide range of borrower, neighborhood, and loan
characteristics, higher cost loans made by lenders regulated under the CRA were significantly
less likely to go into foreclosure than those made by independent mortgage companies, i.e., those
mortgage originators that fall outside the regulatory reach of the CRA. “This provides

> See Neil Bhutta and Glenn B. Canner, “Did the CRA cause the mortgage market meltdown?”, Community
Dividend (Federal Reserve Bank of Minneapolis: March 2009), available at http://www.minneapolisfed.org/
publications_papers/issue.cfm?id=293. Most subprime and Alt-A loans fall within the definition of high-cost
(higher-priced). Although the definition of high-cost (higher-priced) loans under Regulation Z (which implements
the Truth in Lending Act) was recently changed, for loans originated during the years covered by this study, the
previous definition of high-cost applied, which covered loans where the spread between the annual percentage rate
and the yield on Treasury securities of comparable maturity was 3 percentage points or more for first-lien loans and
5 percentage points or more for subordinate lien loans.

6 See “The Community Reinvestment Act and the Recent Mortgage Crisis,” Governor Randall S. Kroszner,
supra atn. 1.

"Id. atp. 3 (“I can state very definitively from the research that we have done, that the Community
Reinvestment Act is not one of the causes of the current crisis.”).

¥ See “CRA: A Framework for the Future,” Governor Elizabeth A. Duke, supra at n. 1 (An “analysis of
foreclosure rates in that study found that loans originated by CRA-covered lenders were significantly less likely to
be in foreclosure than those originated by independent mortgage companies. Clearly, claims that CRA caused the
subprime crisis are not supported by the facts.”).

? United States Commission on Civil Rights, “Civil Rights and the Mortgage Crisis,” September 2009, p. 69.

' Bhutta and Canner, “Did the CRA Cause the Mortgage Market Meltdown?”, supra n. 5, at p. 2.

" Robert Avery et al, “The 2007 HMDA Data,” Federal Reserve Bulletin, December 2008.
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compelling evidence that the performance of [higher cost] loans made by CRA-regulated
institutions has been significantly stronger than those by [independent mortgage companies].” 2

Another researcher states, “Our research finds that after controlling for loan vintage,
origination date, borrower, credit, and loan characteristics, the estimated cumulative default rate
for a comparable group of subprime borrowers was about 3.5 times higher than that experienced
for borrowers in our CRA portfolio. In outperforming other types of mortgage investments,
CRA portfolios may have served as a stabilizing factor for many covered institution.” *

From such evaluations, the OCC and the other federal bank regulators have concluded
that rather than causing losses to national banks, the Community Reinvestment Act has made a
positive contribution to community revitalization across the country and has generally
encouraged sound community development lending initiatives by regulated banking
organizations.

2 Elizabeth Laderman and Carolina Reid, “CRA Lending During the Subprime Meltdown,” Revisiting the
CRA: Perspectives on the Future of the Community Reinvestment Act, a joint publication of the Federal Reserve
Banks of Boston and San Francisco, February 2009, p. 122.

" Michael A. Stegman, testimony before the House Financial Services Committee on the subject of
“Proposals to Enhance the Community Reinvestment Act,” September 16, 2009, p. 2.
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Remarks by
John C. Dugan
Comptroller of the Currency
Before the
Enterprise Annual Network Conference
November 19, 2008

Thank you Mayor Rice. It’s a real pleasure to have this opportunity to be here
with you today at the Enterprise Annual Network Conference.

Growing up in Washington, D.C., I followed the work of Jim Rouse first-hand.
He captivated us all with his festival marketplaces and his inspiring vision for America’s
cities. Baltimore, with its Inner Harbor and diverse neighborhoods, is one of the many
places where his vision and the work of the Enterprise Foundation came alive and
flourished.

Today, Enterprise brings that same spirit of innovation to projects benefiting low-
and moderate-income households and green communities around the country. In the
capable hands of Doris Koo and the Enterprise Board, Enterprise continues to be a
respected intermediary that has raised and invested over $8 billion to support the creation
of affordable homes. It is also currently investing in communities at a rate of $1 billion
annually.

I would like to spend my time with you today discussing the current credit
environment and the important contribution that community reinvestment makes — to
individual communities and to our economy as a whole.

We continue to face an extraordinary market situation and unprecedented

challenges to the flow of credit. These circumstances have put considerable pressure on

borrowers and lenders alike. As so many people in this audience have witnessed, helping



low- and moderate-income individuals and families that Enterprise serves has become
even more challenging with disruptions in the financial markets.

The good news is that although we have many challenges ahead, important steps
have been taken to assure financial stability, and the financial system is definitely in
better shape than it was six weeks ago. Our focus is now on continuing to reinforce that
stability; enhancing the availability of sound credit; and moving forward with strategies
to reduce the number of homes lost to foreclosure.

On this last point, I recognize that there is considerable discussion about the need
for the government to provide direct funding to reduce foreclosures, and I think it’s safe
to assume that this debate will continue into the next Administration. In the meantime,
however, I do think it’s important to recognize the concerted and considerable efforts of
the public, private, and nonprofit sectors to make meaningful progress. As many of you
may know, the OCC has spearheaded an effort to collect reliable, validated, loan level
data on the performance of individual mortgages throughout the country that are serviced
by the large national banks that we supervise. The Office of Thrift Supervision has
joined us in this effort, and together we have begun producing a quarterly Mortgage
Metrics report that provides the best available information on more than 60 percent of all
mortgages outstanding in the United States. The Mortgage Metrics report covering the
second quarter of 2008 shows that new loan modifications — and I don’t mean payment
plans — increased by 50 percent from the previous quarter, with modifications accounting
for nearly 45 percent of all workouts." Our preliminary analysis of third quarter data
shows that this trend is continuing, and we expect soon to have more data about the types

of modifications being employed. Moreover, major lenders that we supervise have



recently announced comprehensive, proactive, and streamlined mortgage loan
modification and loss mitigation programs. And a number of mortgages are being
restructured and refinanced through Fannie Mae, Freddie Mac, and HUD’s FHA Secure
programs. While these actions and programs may not prove fully adequate to address the
problem, they do constitute meaningful steps in the right direction.

Turning back to financial stability, I believe that all banks have benefited from the
stabilizing effect of recent aggressive actions by the government to inject capital, to
provide guarantees on bank deposit accounts and certain liabilities, and to ensure the
availability of backup liquidity to our nation’s banking organizations. At the same time,
we recognize that banks must continue to perform their essential function of extending
credit — in a safe and sound manner — to meet the needs of creditworthy borrowers.

In an interagency statement issued just last week, the federal banking agencies
emphasized this — stressing both the importance of banks fulfilling their fundamental
roles as credit intermediaries through prudent lending practices, and the need to work
with existing borrowers to avoid preventable foreclosures. We support recent efforts by
banking organizations to implement systematic loan modification protocols, and the
objective of attaining modifications that borrowers are able to sustain. The OCC and the
other federal banking supervisors are committed to fully supporting their regulated
banking organizations as they work to implement effective and sound loan modification
programs.

Indeed, all of these efforts are fully in keeping with the OCC’s mission and the
way that we approach our regulatory and supervisory responsibilities, including those

under the Community Reinvestment Act. CRA supports banks doing what they do best



and what they should want to do well — making viable lending and investment decisions,
with acceptable rates of return, consistent with their business plans, in their own
communities.

Given recent public discussion, it is appropriate to ask about the role that CRA
plays in the credit challenges we face on so many fronts. In my view, it plays a very
positive role. Unfortunately, however, current market disruptions have clouded the
accomplishments that CRA has generated, many of which we recognized last year during
its 30™ anniversary. There are even some who suggest that CRA is responsible for the
binge of irresponsible subprime lending that ignited the credit crisis we now face.

Let me squarely respond to this suggestion: I categorically disagree. While not
perfect, CRA has made a positive contribution to community revitalization across the
country and has generally encouraged sound community development lending,
investment, and service initiatives by regulated banking organizations.

CRA is not the culprit behind the subprime mortgage lending abuses, or the
broader credit quality issues in the marketplace. Indeed, the lenders most prominently
associated with subprime mortgage lending abuses and high rates of foreclosure are
lenders not subject to CRA. A recent study of 2006 Home Mortgage Disclosure Act data
showed that banks subject to CRA and their affiliates originated or purchased only six
percent of the reported high cost loans made to lower-income borrowers within their
CRA assessment areas.

Over the last ten years, CRA has helped spur the doubling of lending by banking
institutions to small businesses and farms, to more than $2.6 trillion. During this period,

those lenders more than tripled community development lending to $371 billion.?



Overwhelmingly, this lending has been safe and sound. For example, single family
CRA-related mortgages offered in conjunction with NeighborWorks organizations have
performed on a par with standard conventional mortgages.* Foreclosure rates within the
NeighborWorks network were just 0.21 percent in the second quarter of this year,
compared to 4.26 percent of subprime loans and 0.61 percent for conventional
conforming mortgages.” Similar conclusions were reached in a study by the University
of North Carolina’s Center for Community Capital, which indicates that high-cost
subprime mortgage borrowers default at much higher rates than those who take out loans
made for CRA purposes.”

Of course, not all single-family CRA mortgages performed this well, because
these loans have experienced the same stresses as most other types of consumer credit.
Nevertheless, a number of studies have shown that when these loans are made in
conjunction with a structured homebuyer counseling program, mortgage performance is
substantially improved.” Affordable CRA multi-family projects utilizing low-income
housing tax credits have also performed well, with an average foreclosure rate through
2006 of 0.08 percent on the underlying mortgages.®

During the community tours I have taken over the past three years, I personally
witnessed the positive impact that CRA partnerships have had in transforming
communities, expanding homeownership, and promoting job creation and economic
development. These partnerships between communities and financial institutions have
also helped house senior citizens and people with special needs, built community

facilities, and assisted small businesses serving low-income areas.



In the Anacostia community of D.C., an area of economic resurgence that I have
toured on several occasions, Enterprise’s Wheeler Creek project was a critical link in
stabilizing a neighborhood that had been plagued by a troubled public housing project.
Wheeler Creek involved development of for-sale homes in conjunction with a bank
community development corporation, as well as a bank’s purchase of low-income
housing tax credits for rental housing.

CRA projects also act as catalysts for other investments, job creation, and housing
development. Such infusion of capital into these markets leverages public subsidies,
perhaps as much as 10 to 25 times, by attracting additional private capital. Many of these
CRA equity investments can be made under national banks’ public welfare investment
authority. These bank investments have grown significantly over the years — totaling
more than $25 billion over the past decade. Indeed, the OCC recently held its Managers
Conference at the Grand Masonic Lodge on North Charles Street here in Baltimore, a
public welfare investment funded by a national bank. To meet the demand to invest in
similar types of projects, OCC successfully sought legislation last year to raise the cap on
public welfare investments from 10 to 15 percent of a bank’s capital and surplus. This
rise will enable the amount of such investments to increase by as much as $30 billion.

Interpreting national bank public welfare investment authority, OCC recently
issued an approval related to energy conservation that may be of interest to Enterprise.
This approval clarifies that such authority extends to bank investments in renewable
energy tax credits primarily benefiting low- and moderate-income individuals and areas,
government revitalization areas, rural underserved and distressed middle-income areas,

and designated disaster areas. The investing bank can claim the credits and, in some



instances, receive positive CRA consideration under the investment or community
development tests.

Your Green Communities initiative, and others like it, may be able to take
advantage of these tools to obtain additional resources under the public welfare
investment authority, CRA, and other available incentives to build many more
sustainable homes and communities across the country. The research and examples
described on your Web site demonstrate that moving to a green economy can generate a
significant number of jobs, stimulate economic growth, and create a healthy environment
in communities that Enterprise serves.

As the credit market stabilizes, CRA-driven initiatives can also help us tackle
challenges such as the preservation of homeownership opportunities and rental housing
development. Opportunities also lie ahead for bank partnerships with Enterprise affiliates
and other nonprofits to help mitigate the impact of foreclosures in communities across the
country.

The National Community Stabilization Trust, which Enterprise and other national
housing intermediaries recently formed, is an important new initiative to help coordinate
the transfer of foreclosed properties from financial institutions, servicers, investors, and
government-sponsored enterprises to local housing organizations funded by the
Neighborhood Stabilization Program. The Trust has developed standardized transaction
formats and valuation and pricing models to assist local programs in making acquisition
decisions and sales efficiently.

For our part at the OCC, we have sought to clarify how banks might receive CRA

consideration for the donation and discounted sales of foreclosed properties in



conjunction with these initiatives. We co-hosted a conference earlier this summer that
highlighted many effective strategies employed by nonprofits and public agencies for
coping with the rising number of foreclosures. We now have a Neighborhood
Stabilization page on the OCC’s Web site, which will serve as a resource to nonprofits
and public agencies seeking to purchase foreclosed properties in your communities.

We have also hired a Community Affairs Officer, Vonda Eanes, to specialize in
working with nonprofits and public agencies across the country to focus on neighborhood
stabilization and serve as a resource for banks and communities developing initiatives
regarding foreclosed property.

Vonda joins the OCC’s Community Affairs department, headed by Barry Wides.
The responsibilities of this department include sharing best practices, providing guidance
on regulatory issues, and explaining to bankers how these initiatives can help their CRA
performance. I encourage you to introduce yourself to Vonda, Barry, and the other OCC
representatives attending this conference. They hope to learn more about how the OCC
might assist your efforts.

Our nation has accomplished much since CRA’s passage. Perhaps even Jim
Rouse could not imagine how much the flow of CRA-related capital and credit has
contributed to affordable homeownership, jobs and business development, and healthy
neighborhoods. In today’s challenging economy, the need for the positive results that
CRA has generated are even greater, and the same is true for organizations like
Enterprise.

Thank you very much.
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CRA Lending During the Subprime Meltdown

Elizabeth Laderman and Carolina Reid”
Federal Reserve Bank of San Francisco

he current scale of mortgage delinquencies

and foreclosures, particularly in the subprime

market, has sparked a renewed debate over the

Community Reinvestment Act (CRA) and the
regulations governing home mortgage lending. On one
side, detractors argue that the CRA helped to precipitate
the current crisis by encouraging lending in low- and
moderate-income neighborhoods.” Economist Thomas
DilLorenzo, for instance, wrote that the current housing
crisis is "the direct result of thirty years of government
policy that has forced banks to make bad loans to un-
creditworthy borrowers."? Robert Litan of the Brookings
Institution similarly suggested that the 1990s enhance-
ment of the CRA may have contributed to the current
crisis. "If the CRA had not been so aggressively pushed,"
Litan said, "it is conceivable things would not be quite
as bad. People have to be honest about that."

On the other side, advocates of the CRA point to a
number of reasons why the regulation should not be
blamed for the current subprime crisis. Ellen Seidman,
formerly the director of the Office of Thrift Supervision,
points out that the surge in subprime lending occurred
long after the enactment of the CRA, and that in 1999

regulators specifically issued guidance to banks impos-
ing restraints on the riskiest forms of subprime lending.*
In addition, researchers at the Federal Reserve Board of
Governors have reported that the majority of subprime
loans were made by independent mortgage lending
companies, which are not covered by the CRA and
receive less regulatory scrutiny overall.® In addition to be-
ing excluded from CRA obligations, independent mort-
gage companies are not regularly evaluated for “safety
and soundness” (a key component of the regulatory
oversight of banks) nor for their compliance with con-
sumer protections such as the Truth in Lending Act and
the Equal Credit Opportunity Act.® This has created what
the late Federal Reserve Board Governor Ned Gramlich
aptly termed, a “giant hole in the supervisory safety net.”’
What has been missing in this debate has been an
empirical examination of the performance of loans made
by institutions regulated under the CRA, versus those
made by independent mortgage banks. The ability to
conduct this research has been limited by the lack of a
dataset that links information on loan origination with
information on loan performance. In this study, we use
a unique dataset that joins lender and origination

*  This article is based on a longer working paper that is part of a Federal Reserve Bank of San Francisco’s Working Paper Series, available at
http:/lwww frbsf.org/publications/community/wpapers/2008/wp08-05 .pdf.

1 Walker, David. Interview with Larry Kudlow. Lessons from Subprime. CNBC, April 4, 2008, and Steve Moore. Interview with Larry Kudlow.

Kudlow & Company. CNBC, March 26, 2008.
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Weisman, Jonathan (2008). “Economic Slump Underlines Concerns About McCain Advisers.” Washington Post, April 2, 2008, AO1 .

Seidman, Ellen. “It’s Still Not CRA,” September 2008, available at http://www.newamerica.net/blog/asset-building/2008/its-still-not-cra-7222.
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information from the Home Mortgage Disclosure Act presents the results of our models. We conclude with the
(HMDA) reports with data on loan performance from policy implications of this study and present suggestions
Lender Processing Services, Inc. Applied Analytics for further research.

(LPS).2 We thus have access to information on bor-

rower characteristics (including race, income, and credit  The Community Reinvestment Act
score), loan characteristics (including its loan-to-value

ratio, whether it was a fixed or adjustable-rate mortgage, In 1977, concerned about the denial of credit to
and the existence of a prepayment penalty), institutional ~ lower-income communities—both minority and white—
characteristics (whether the lending institution was Congress enacted the Community Reinvestment Act.
regulated under the CRA and the loan source), and loan ~ The CRA encourages federally insured banks and thrifts
performance (delinquency and foreclosure). to meet the credit needs of the communities they serve,
In this article, we use these data to examine several including low- and moderate-income areas, consis-
interrelated questions: tent with safe-and-sound banking practices. Regulators
consider a bank’s CRA record in determining whether
e What is the neighborhood income distribution of to approve that institution’s application for mergers
loans made by independent mortgage companies with, or acquisitions of, other depository institutions. A
versus those made by institutions regulated under key component of the CRA is the Lending Test (which
the CRA? accounts for 50 percent of a Large Bank’s CRA rating),
e After controlling for borrower credit risk, is therea ~ which evaluates the bank’s home mortgage, small-busi-
difference in the foreclosure rates for loans made ness, small-farm, and community-development lending
by independent mortgage companies versus those activity. In assigning the rating for mortgage lending,
made by institutions regulated under the CRA? examiners consider the number and amount of loans
¢ How do other factors, such as loan terms and loan to low- and moderate-income borrowers and areas and
source, influence the likelihood of foreclosure? whether or not they demonstrate “innovative or flexible
¢ How do the factors that influence foreclosure dif- lending practices.”’
fer in low- and moderate-income neighborhoods The CRA has generated significant changes in how
compared with the factors in middle- and upper- banks and thrifts view and serve low- and moderate-
income neighborhoods? income communities and consumers. Researchers who

have studied the impact of the CRA find, on balance,
The article is organized into four sections. In the first ~ that the regulations have reduced information costs and
section, we provide background information on the CRA  fostered competition among banks serving low-income

and review the existing literature on the relationship areas, thereby generating larger volumes of lending from
between the CRA and mortgage lending in low- and diverse sources and adding liquidity to the market.! In
moderate-income communities. In the second section, a detailed review, William Apgar and Mark Duda of the

we describe our data and methodology. The third section  Joint Center for Housing Studies at Harvard University

8  Formerly known as McDash Analytics.

9 As part of their CRA exam, large banks are also evaluated on their investments and services. Under the Investment Test, which accounts for
25 percent of the bank’s CRA grade, the agency evaluates the amount of the bank’s investments, its innovation, and its responsiveness to com-
munity needs. Under the Service Test, which makes up the remaining 25 percent of the bank’s evaluation, the agency analyzes “the availability
and effectiveness of a bank’s systems for delivering retail banking services and the extent and innovativeness of its community development
services.” Different rules apply for Small and Intermediate Small institutions. For more complete details on the CRA regulations, visit http://
www.ffiec.gov/craldefault htm for text of the regulations and Interagency Q&A.

10 Avery, Robert B., Raphael W. Bostic, Paul S. Calem, and Glenn B. Canner (1996). “Credit Risk, Credit Scoring, and the Performance of Home

Mortgages.” Federal Reserve Bulletin 82: 621-48. See also: Avery, Robert B., Raphael W. Bostic, Paul S. Calem, and Glenn B. Canner (1999).

“Trends in Home Purchase Lending: Consolidation and the Community Reinvestment Act.” Federal Reserve Bulletin 85: 81-102; Michael S.
Barr (2005). “Credit Where It Counts: The Community Reinvestment Act and Its Critics.” New York University Law Review 80(2): 513-652;
Belsky, Eric, Michael Schill, and Anthony Yezer (2001). The Effect of the Community Reinvestment Act on Bank and Thrift Home Purchase
Mortgage Lending (Cambridge, MA: Harvard University Joint Center for Housing Studies); Evanoff, Douglas D., and Lewis M. Siegal (1996).
“CRA and Fair Lending Regulations: Resulting Trends in Mortgage Lending.” Economic Perspectives 20(6): 19—-46; and Litan, Robert E., et
al. (2001). The Community Reinvestment Act After Financial Modernization: A Final Report (Washington, DC: U.S. Treasury Department).
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concluded that the CRA has had a positive impact on
low- and moderate-income communities. In particular,
the study notes that “CRA-regulated lenders originate a
higher proportion of loans to lower-income people and
communities than they would if the CRA did not exist.”"!

Since the passage of the CRA, however, the landscape
of financial institutions serving low- and moderate-
income communities has changed considerably. Most
notably, innovations in credit scoring, coupled with
the expansion of the secondary market, have led to an
explosion of subprime lending, especially in the last few
years. According to one source, the subprime market
accounted for fully 20 percent of all mortgage origina-
tions in 2005, with a value of over $600 billion.'? Many
of these loans were not made by regulated financial
institutions; indeed, more than half of subprime loans
were made by independent mortgage companies, and
another 30 percent were made by affiliates of banks or
thrifts, which also are not subject to routine examination
or supervision.'

Given the large role played by independent mortgage
companies and brokers in originating subprime loans,
there has been growing interest in extending the reach
of the CRA to encompass these changes in the financial
landscape. Yet to date, there has been little research that
has empirically assessed individual loan performance at
CRA-regulated institutions versus loan performance at
independent mortgage companies, particularly within
low- and moderate-income areas. Instead, most of the
existing literature has focused on determining the share
of subprime lending in low-income communities and
among different racial groups.'* These studies, how-
ever, cannot assess whether loans made by institutions
regulated by the CRA have performed better than those
made by independent mortgage companies. Answering
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this question has been difficult given the lack of a single
dataset that captures details on loan origination as well
as details on loan performance.

A few recent studies attempt to match data from dif-
ferent sources to shed light on pieces of this puzzle. Re-
searchers at Case Western’s Center on Urban Poverty and
Community Development used a probabilistic matching
technique to link mortgage records from the HMDA data
with locally recorded mortgage documents and foreclo-
sure filings.' They found that the risk of foreclosure for
higher-priced loans, as reported in the HMDA data, was
8.16 times higher than for loans that were not higher
priced. They also found that loans originated by finan-
cial institutions without a local branch had foreclosure
rates of 19.08 percent compared to only 2.43 percent for
loans originated by local banks.

Another recent study released by the Center for
Community Capital at the University of North Carolina
uses a propensity score matching technique to compare
the performance of loans made through a LMI-targeted
community lending program (the Community Advan-
tage Program [CAP] developed by Self-Help, a Commu-
nity Development Financial Institution) to a sample of
subprime loans in the McDash database.!® They found
that for borrowers with similar income and risk profiles,
the estimated default risk was much lower for borrow-
ers with a prime loan made through the community
lending program than with a subprime loan. In addi-
tion, they found that broker-origination, adjustable-rate
mortgages and prepayment penalties all increased the
likelihood of default.

Both of these studies provide important insights
into the relationship between subprime lending and
foreclosure risk, and conclude that lending to low- and
moderate-income communities is viable when those

11 Apgar, William, and Mark Duda (2003). “The Twenty-Fifth Anniversary of the Community Reinvestment Act: Past Accomplishments and
Future Regulatory Challenges.” Federal Reserve Bank of New York Economic Policy Review (June): 176.

12 Inside Mortgage Finance (2007). Mortgage Market Statistical Annual (Bethesda, MD: Inside Mortgage Finance Publications).
13 Avery, Brevoort, and Canner (2007). “The 2006 HMDA Data.” See also: Kroszner (2008). “The Community Reinvestment Act.”

14

15
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See, for example: Avery, Robert B., Glenn B. Canner, and Robert E. Cook (2005). “New Information Reported Under HMDA and Its Applica-
tion in Fair Lending Enforcement.” Federal Reserve Bulletin (Summer 2005): 344-94; Gruenstein Bocian, Debbie, Keith Ernst, and Wei Li
(2008). “Race, Ethnicity, and Bubprime Home Loan Pricing.” Journal of Economics and Business 60: 110-24; and Calem, Paul S. Jonathan
E. Hershaff, and Susan M. Wachter (2004). “Neighborhood Patterns of Subprime Lending: Evidence from Disparate Cities.” Housing Policy
Debate 15(3): 603-22.

Coulton, Claudia, Tsui Chan, Michael Schramm, and Kristen Mikelbank (2008). “Pathways to Foreclosure: A Longitudinal Study of Mortgage
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loans are made responsibly. However, both studies

are limited in certain important ways. Coulton and her
colleagues do not examine the regulatory oversight

of the banks that made the loans, and are only able

to control for a limited number of borrower and loan
characteristics. Ding and his colleagues are constrained
by having access only to a relatively narrow subset of
loans securitized by the CAP program. Because the
sample of CAP mortgages may not be representative of a
national sample of mortgage borrowers, and especially
since being part of the CAP demonstration may influence
the lender’s behavior and the quality of the loans

they sell to Self-Help, the study’s findings may not be
applicable to lending in low- and moderate-income
areas more generally.

In this study, we attempt to build on these research
contributions by: (a) examining the performance of a
sample of all loans (prime and subprime, and not limited
to a specific demonstration program) made in California
during the height of the housing boom; and (b) control-
ling for a wider range of variables, examining not only
borrower characteristics, but assessing the influence of
loan and lender variables on the probability of foreclo-
sure as well.

Methodology

The quantitative analysis we use relies on a unique
dataset that joins loan-level data submitted by financial
institutions under the Home Mortgage Disclosure Act
(HMDA) of 19757 and a proprietary data set on loan
performance collected by Lender Processing Services,
Inc. Applied Analytics (LPS). Using a geographic cross-
walk file that provided corresponding zip codes to
census tracts (weighted by the number of housing units),
data were matched using a probabilistic matching
method that accounted for the date of origination, the
amount of the loan, the lien status, the type of loan, and
the loan purpose. To check the robustness of the match-

Revisiting the CRA: Perspectives on the Future of the Community Reinvestment Act

ing procedure, we compared the sample statistics from
the matched sample with the same sample statistics from
the unmatched sample and found them to be similar.
The LPS database provides loan information collected
from approximately 15 mortgage servicers, including
nine of the top ten, and covers roughly 60 percent of the
mortgage market. Because the LPS includes both prime
and subprime loans, the sample of loans tends to per-
form better than the sample in other databases such as
Loan Performance First American’s subprime database.
However, we believe that for this paper it is important to
consider both prime and subprime loans in evaluating
the performance of loans made by institutions regulated
under the CRA, since presumably the original intent of
the CRA was to extend “responsible” credit to low- and
moderate-income communities.

For this paper, we limit our analysis to a sample of
conventional, first-lien, owner-occupied loans originated
in metropolitan areas in California between January
2004 and December 2006. This time period represents
the height of the subprime lending boom in Califor-
nia. We also limit our analysis in this instance to home
purchase loans, although other studies have noted that
much of the demand for mortgages during this period
was driven by refinance loans and this will certainly be
an area for further study. This leaves us with 239,101
matched observations for our analysis.

Borrower and Housing Market Characteristics

For borrower characteristics, we include information
from the HMDA data on borrower race and/or ethnic-
ity. Most of the existing research on subprime lending
has shown that race has an independent effect on the
likelihood of obtaining a higher-priced loan.'® HMDA
reporting requirements allow borrowers to report both
an ethnicity designation (either “Hispanic or Latino” or
“Not Hispanic or Latino”) and up to five racial desig-
nations (including “white” and “African American” or
“black”). We code and refer to borrowers who were

17 Enacted by Congress in 1975, the Home Mortgage Disclosure Act (HMDA) requires banks, savings and loan associations, and other financial
institutions to publicly report detailed data on their mortgage lending activity. A depository institution (bank, savings and loan, thrift, and credit
union) must report HMDA data if it has a home office or branch in a metropolitan statistical area (MSA) and has assets above a threshold level
that is adjusted upward every year by the rate of inflation. For the year 2006, the asset level for exemption was $35 million. A nondepository
institution must report HMDA data if it has more than $10 million in assets and it originated 100 or more home purchase loans (including
refinances of home purchase loans) during the previous calendar year. Beginning in 2004, lenders were required to report pricing information
related to the annual percentage rate of “higher-priced” loans, defined as a first-lien loan with a spread equal to or greater than three percent-
age points over the yield on a U.S. Treasury security of comparable maturity.

18 Avery, Canner, and Cook (2005). “New Information Reported Under HMUDA.”




identified as “Hispanic or Latino” and “white” as Latino,
borrowers who were identified as “African American or
black” as black, and borrowers who were identified as
“Asian” as Asian. We code borrowers and refer to them
as “white” if they are “Not Hispanic or Latino” and only
identified as “white” in the race field.

We use two other borrower-level variables in the
analyses that follow. From the HMDA data, we include
the borrower income, scaled in $1,000 increments.
From the LPS data, we include the FICO credit score
of the borrower at origination.!” Because FICO scores
are generally grouped into “risk categories” rather than
treated as a continuous variable, we distinguish between
“low” (FICO < 640), “middle” (640 >= FICO < 720) and
“high” (FICO >= 720) credit scores.”® We assume that
lower credit scores would lead to a higher probability of
delinquency and, subsequently, foreclosure.

At the neighborhood level, we include the FFIEC
income designation for each census tract, the same
measure that is used in evaluating a bank’s CRA perfor-
mance. Low-income census tracts are those that have
a median family income less than 50 percent of the
area median income; moderate-income census tracts
are those that have a median family income at least 50
percent and less than 80 percent of the area median
income; middle-income census tracts are those that have
a median family income at least 80 percent and less than
120 percent of the area median income; and upper-
income are those with a median family income above
120 percent of the area median income. In addition to
tract income, we also include variables from the 2000
Census that attempt to capture the local housing stock,
including the percent of owner-occupied units and the
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median year houses in the census tract were built.?! We
also include the tract’s capitalization rate, defined as a
ratio of the tract’s annualized median rent divided by
the median house value. A larger value for this measure
is consistent with lower expected price appreciation or
more uncertain future house prices.”> We would expect
this variable to be positively associated with the relative
likelihood of foreclosure.

In addition to neighborhood-level variables, we also
include a variable on the performance of the local hous-
ing market. Economic research conducted at the Federal
Reserve Bank of San Francisco and the Federal Reserve
Bank of Boston has shown that house price dynamics are
an important predictor of foreclosure.® Because current
house values may be endogenously related to foreclo-
sure rates, we include an OFHEO variable that captures
house price changes in the MSA/metropolitan division in
the two years prior to the loan origination.?* We assume
that loans originated during a time of significant house
price appreciation will be more likely to be in foreclo-
sure, since it is areas that saw prices rising rapidly rela-
tive to fundamentals that have seen the most dramatic
realignment of prices.

Loan Characteristics

In the models that follow, we also include various
loan characteristics that may affect the probability of
foreclosure. From HMDA, we include whether or not
the loan was a “higher-priced” loan. Researchers have
shown a strong correlation between higher-priced loans
and delinquency and foreclosure.? Since higher-priced
loans are presumably originated to respond to the cost
of lending to a higher risk borrower (such as those with

19 Although there are several credit scoring methods, most lenders use the FICO method from Fair Isaac Corporation.

20 In running the models with FICO treated as a continuous variable, foreclosure risk increased monotonically with FICO score declines, and did

not significantly affect the other variables in the model.

21 In some models we tested, we also controlled for neighborhood-level variables such as the race distribution and educational level of the census
tract, but these proved not to be significant in many of the model specifications, and tended to be highly correlated with the FFIEC neighbor-
hood income categories. In addition, we were concerned about including too many 2000 census variables that may not reflect the demographic
changes that occurred in neighborhoods in California between 2000 and 2006, years of rapid housing construction and price appreciation.

22 Calem, Hershaff, and Wachter (2004). “Neighborhood Patterns of Subprime Lending.”

23 Doms, Mark, Frederick Furlong, and John Krainer (2007). “Subprime Mortgage Delinquency Rates.” Working Paper 2007-33, Federal
Reserve Bank of San Francisco. See also: Gerardi, Kristopher, Adam Hale Shapiro, and Paul S. Willen (2007). “Subprime Outcomes: Risky
Mortgages, Homeownership Experiences, and Foreclosures.” Working Paper 07-15, Federal Reserve Bank of Boston.

24  We use OFHEO instead of Case Shiller because Case Shiller is available only for Los Angeles and San Francisco and we wanted to capture
changes in house-price appreciation across a greater number of communities, particularly those in California’s Central Valley.

25 Pennington-Cross, Anthony (2003). “Performance of Prime and Nonprime Mortgages.” Journal of Real Estate Finance and Economics 27(3):
279-301. See also: Gerardi, Shapiro, and Willen (2007). “Subprime Outcomes;” and Immergluck, Dan (2008). “From the Subprime to the
Exotic: Excessive Mortgage Market Risk and Foreclosures.” Journal of the American Planning Association 74(1): 59-76.




impaired credit scores), it is not surprising that this rela-
tionship exists. However, the current crisis has also shed
light on the fact that many loans originated during the
height of the subprime lending boom included addi-
tional features that can also influence default risk, such
as adjustable mortgage rates, prepayment penalties, and
the level of documentation associated with the loan.?
For this reason, we include a wide range of variables

in the LPS data on the terms of the loan, including the
loan-to-value ratio, whether or not the loan has a fixed
interest rate, whether or not it included a prepayment
penalty at origination, and whether or not it was a fully
documented loan. We also include data on the value

of the monthly payment, scaled at $500 increments.
While standard guidelines for underwriting suggest that
monthly costs should not exceed 30 percent of a house-
hold’s income, recent field research suggests that many
loans were underwritten at a much higher percent.

Lender Characteristics

To determine whether or not a loan was originated
by a CRA-regulated institution, we attach data on lender
characteristics from the HMDA Lender File, following
the insights of Apgar, Bendimerad, and Essene (2007)*’
on how to use HMDA data to understand mortgage mar-
ket channels and the role of the CRA. We focus on two
variables: whether or not the lender is regulated under
the CRA, and whether or not the loan was originated
within the lender’s CRA-defined assessment area, gener-
ally defined as a community where the bank or thrift
maintains a branch location.?®

As was described above, CRA regulations apply only
to the lending activity of deposit-taking organizations
and their subsidiaries (and, in some instances, their
affiliates). Independent mortgage companies not only
fall outside the regulatory reach of the CRA but also a
broader set of federal regulations and guidance designed
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to protect the “safety and soundness” of the lender.
In contrast to CRA-regulated institutions, independent
mortgage companies are subject to state licensing and
monitoring requirements and do not undergo routine
examination.

We further distinguish between loans made by a
CRA-regulated lender outside its assessment area and
those made by a CRA-regulated lender within its assess-
ment area. Mortgages made by banks and thrifts in their
assessment areas are subject to the most detailed CRA
review, including on-site reviews and file checks. The
assessment-area distinction also correlates with differ-
ences in the way mortgages are marketed and sold.*® For
example, loans made to borrowers living inside the as-
sessment area are likely to come through the institution’s
retail channel. In contrast, loans made to borrowers
living outside the organization’s CRA-defined assessment
area are more likely to be originated by loan correspon-
dents or mortgage brokers. We assume that if a lending
entity subject to the CRA has a branch office in a metro-
politan statistical area (MSA), then that MSA is part of the
entity’s assessment area. Loans made in MSAs where the
lending entity does not have a branch office are assumed
to be originated outside the entity’s assessment area.*!

Building on recent research suggesting the impor-
tance of mortgage brokers during the subprime lending
boom,*? we also include a loan-source variable that
captures the entity responsible for the loan origination,
even if the loan eventually was financed by a CRA-
regulated lender or independent mortgage company.

We control for whether the loan was made by a retail
institution, a correspondent bank, or a wholesale lender.
Wholesale lenders are third-party originators, generally
mortgage brokers, that market and process the mortgage
application. One important methodological note is that
our models that include the loan-source variable are
run on a smaller sample of loans. In these models, we

26 Crews Cutts, Amy, and Robert Van Order (2005). “On the Economics of Subprime Lending.” Journal of Real Estate Finance and Economics
30(2): 167-97. See also: Immergluck (2008). “From the Subprime to the Exotic.”

27 Apgar, William, Amal Bendimerad, and Ren Essene (2007). Mortgage Market Channels and Fair Lending: An Analysis of HUDA Data (Cam-

bridge, MA: Harvard University, Joint Center for Housing Studies).

28 We exclude loans originated by credit unions from this analysis; credit unions are not examined under the CRA and comprise a relatively small

proportion of the home-purchase mortgage market.

29 Apgar, Bendimerad, and Essene (2007). Mortgage Market Channels and Fair Lending.

30 Ibid.

31 Our methodology is consistent with that of Apgar, Bendimerad, and Essene (2007), who assume that if a lending entity subject to the CRA has
a branch office in a particular county, then that county is part of the entity’s assessment area.

32 Ernst, Keith, D. Bocia, and Wei Li (2008). Steered Wrong: Brokers, Borrowers, and Subprime Loans (Durham, NC: Center for Responsible Lending).




exclude loans where loan source is equal to “servicing
right” due to endogeneity concerns.** Some financial
institutions specialize in servicing “scratch and dent”
mortgages, which, by their nature, would be more likely
to foreclose.* Indeed, in early models we found loans
obtained through a servicing right were significantly
more likely to be in foreclosure than loans originated by
any other loan source.

Findings

In Table 1 (at the end of this article), we present
simple descriptive statistics that show the distribution
of loan originations made by CRA-regulated institutions
(CRA lenders) versus independent mortgage companies
(IMCs), stratified by neighborhood income level. The
table demonstrates the important role that IMCs have
played in low- and moderate-income communities in
California during the subprime boom. While CRA lend-
ers originated more loans in low- and moderate-income
tracts than did IMCs, IMCs originated a much greater
share of higher-priced loans in these communities.
Indeed, more than half of the loans originated by IMCs
in low-income communities were higher priced (52.4
percent), compared with 29 percent of loans made by
CRA lenders; in moderate-income communities, 46.1
percent of loans originated by IMC lenders were higher
priced, compared with 27.3 percent for CRA lenders.

In addition, 12 percent of the loans made by IMCs in
low-income census tracts and 10.3 percent of loans in
moderate-income census tracts are in foreclosure, com-
pared with 7.2 percent of loans made by CRA lenders in
low-income census tracts and 5.6 percent in moderate-
income census tracts.

It is also worth noting the relatively small share of
loans that were originated in low- and moderate-income
communities; only 16 percent of loans made by CRA
lenders were located in low- and moderate-income
census tracts. IMCs made a slightly greater share of their
total loans (20.5 percent) in low- and moderate-income
communities. The relatively limited share of lending in
low- and moderate-income communities may be due
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in part to the high cost of housing in California, yet it
also suggests that on the whole, lending in low- and
moderate-income communities remained a relatively
small share of the lending market for regulated financial
institutions, despite the incentive of the CRA.

These descriptive statistics, however, do not control
for the wide range of borrower and loan characteristics
that may influence the likelihood of foreclosure. For
example, might the higher rates of foreclosure among
IMC-originated loans be due to different risk profiles of
the borrowers themselves? In the following tables, we
present a series of binomial logistic regression models
that predict the likelihood of a loan being in foreclosure,
controlling for various borrower and loan characteris-
tics. In all the models, we cluster the standard errors
by census tract because standard errors are likely not
independent across time within tracts. We also examined
the correlation among the independent variables in each
of the models and found that although many of the fac-
tors we include are interrelated, the models perform well
and the coefficients and standard errors do not change
erratically across different model specifications. We pres-
ent the findings as odds ratios to assist in interpreting the
coefficients.

In Table 2, we present the full model, including all
variables with the exception of loan source. Several find-
ings stand out. First, metropolitan house-price changes
do have a significant effect on the likelihood of foreclo-
sure. Rapid house-price appreciation in the two years
preceding origination significantly increases the likeli-
hood of foreclosure (odds ratio 1.26). This is consistent
with previous research that has linked foreclosures and
delinquencies to local housing market conditions, par-
ticularly in California, where house prices rose quickly
in relation to fundamentals and where subsequent cor-
rections have been quite dramatic.>> A higher percent
of owner-occupied housing in a tract and more recent
construction both also seem to increase the likelihood
of foreclosure, but only slightly. The tract’s capitalization
rate is not significant.

Second, and not surprisingly, FICO scores matter. A
borrower with a FICO score of less than 640 is 4.1 times

33 “Servicing right” as the loan source means that only the servicing rights were purchased, not the whole loan. The lender was likely not
involved in the credit decision or in determining the credit criteria. In some cases, the loan itself may not be salable or may be damaged
(“scratch & dent”). Damaged loans are usually impaired in some way, such as missing collateral or an imperfect note/lien.

34  Pennington-Cross, Anthony and Giang Ho (2006). “Loan Servicer Heterogeneity and the Termination of Subprime Mortgages.” Working

Paper 2006-024A, Federal Reserve Bank of St. Louis.

35 Doms, Furlong, and Krainer (2007). “Subprime Mortgage Delinquency Rates.”




more likely to be in foreclosure than a borrower with a
FICO score of more than 720; for borrowers with a FICO
score between 640 and 720, the odds ratio is 2.68. We
also find that race has an independent effect on fore-
closure even after controlling for borrower income and
credit score. In particular, African American borrowers
were 1.8 times as likely as white borrowers to be in
foreclosure, whereas Latino and Asian borrowers were,
respectively, 1.4 and 1.3 times more likely to be in fore-
closure as white borrowers.* The income of the neigh-
borhood also seems to have some effect on the fore-
closure rate. Loans located in low-income tracts were
1.8 times more likely to be in foreclosure than those in
upper-income tracts, with the risk declining monotoni-
cally as the income of the neighborhood increases.

Yet the model shows that even with controls for
borrower characteristics included, the terms of the loan
matter. Consistent with previous research, we find that
higher-priced loans are significantly more likely (odds
ratio 3.2) to be in foreclosure than those not desig-
nated as higher priced in the HMDA data. But we also
find that other loan features—such as the presence of
a prepayment penalty at origination, a fixed rate inter-
est loan, a high loan-to-value ratio, a large monthly
payment in relation to income, and the loan’s level of
documentation—all have a significant effect on the like-
lihood of foreclosure, even after controlling for whether
the loan was a higher-priced loan or not. A fixed interest
rate significantly and strongly reduces the likelihood of
foreclosure (odds ratio 0.35), as does the presence of
full documentation (odds ratio 0.61). An increase of ten
percentage points in the loan-to-value ratio—for exam-
ple, from 80 to 90 percent loan-to-value—increases the
likelihood of foreclosure by a factor of 3.0.

What is interesting, however, is that even after con-
trolling for this wide range of borrower, neighborhood,
and loan characteristics, loans made by lenders regulat-
ed under the CRA were significantly less likely to go into
foreclosure than those made by IMCs (odds ratio 0.703).
This provides compelling evidence that the performance
of loans made by CRA-regulated institutions has been
significantly stronger than those made by IMCs.
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Even more striking is what we find when we present
the same model with the CRA lender status broken down
by loans made within the CRA lenders’ assessment area
and loans made outside the CRA lenders” assessment
area (with the omitted category being loans originated by
IMCs). Presented in the second column of the table, we
find that loans made by CRA lenders in their assessment
areas were half as likely to be in foreclosure as loans
made by IMCs (odds ratio 0.53). For loans made by a
CRA lender outside its assessment area, the odds ratio is
0.87. In other words, loans made by CRA lenders within
their assessment areas, which receive the greatest regula-
tory scrutiny under the CRA, are significantly less likely
to be in foreclosure than those made by independent
mortgage companies that do not receive the same regula-
tory oversight.

In Table 3, we add information about the source of
the loan. As discussed earlier, we omit observations
where the loan source is indicated as “servicing righ
The model demonstrates the importance of the originat-
ing mortgage-market channel in the performance of the
loan. While the findings for other variables remained
similar to those in models presented above, we find
significant differences in the loan performance among
loans originated at the retail branch, by a correspondent
lender, or by a wholesale lender/mortgage broker. In
particular, loans originated by a wholesale lender were
twice as likely to be in foreclosure as those originated
by a retail branch. This is a significant finding, and it
supports other research that has shown that there were
significant differences between broker and lender pricing
on home loans, primarily on mortgages originated for
borrowers with weaker credit histories.*® Interestingly,
the inclusion of loan source also weakens the effect of
the CRA variables. While loans made by CRA lenders
within their assessment area are still less likely to go into
foreclosure than those made by IMCs (an odds ratio of
0.743), the coefficient for CRA loans made outside the
assessment area is no longer significant. This suggests
that the origination channel is a critical factor in deter-
mining the likelihood of foreclosure, even for CRA-regu-
lated institutions.

t” 37

36 In some additional preliminary analysis, we interacted the race variables with income and found some variation among the coefficients. For
example, while African American borrowers at all income levels were more likely to be in foreclosure, for Asian borrowers, as income went up,
the risk of foreclosure decreased compared to white borrowers. The story for Latino borrowers was more mixed and warrants further research.
However, these interaction terms did not meaningfully alter the other coefficients, and we do not include the interaction terms here.

37 This decreases our sample size from 239,101 to 195,698.
38 Ernst, Bocia, and Li (2008). Steered Wrong.




The Performance of CRA Lending in Low- and
Moderate-Income Census Tracts

While the models above control for the income
category of the neighborhood, they do not explore
the relative performance of loans from CRA-regulated
institutions within low- and moderate-income census
tracts. In other words, on average, the loan performance
of CRA lenders may be better than that of IMCs, but does
this hold true within low- and moderate-income census
tracts, the areas that are intended to benefit the most
from the presence of the CRA? In Tables 4-7, we repli-
cate our analysis above by looking specifically at what
happens when we stratify the models by neighborhood
income level. For each neighborhood classification (low,
moderate, middle, and upper), we present two models:
the first including borrower and loan characteristics, and
the second adding the loan source. Some interesting
differences emerge, both in comparison to the full model
and among the models for the different neighborhood
income categories.

Regarding the restriction of the sample to low-income
neighborhoods, it is interesting to see that the effect of
being a CRA lender loses much of its strength as well as
its statistical significance. With no loan-source control,
the point estimate indicates that CRA loans made outside
the assessment area were only slightly less likely to be in
foreclosure than loans made by IMCs (an odds ratio of
0.95). However, loans made by a CRA lender within its
assessment area remain quite a bit less likely (odds ratio
of 0.73) to be in foreclosure than loans made by IMCs in
the same neighborhoods, and the effect remains statis-
tically significant. In moderate-income communities,
loans made by CRA lenders, both outside and within
their assessment areas, are significantly less likely to be
in foreclosure. In moderate-income communities, loans
made by CRA-regulated institutions within their assess-
ment areas were 1.7 times less likely (an odds ratio of
0.58) to be in foreclosure than those made by IMCs.

Yet, when we include the loan-source variable, the
statistical significance of the effect of CRA lending in
low- and moderate-income neighborhoods disappears.
It is possible that, in these neighborhoods, the explana-
tory variables other than the CRA-related variables fully
capture the practical application of the prudent lending
requirements of the CRA and other regulations. If this
were the case, then regulations, working through those
factors, would be significant underlying determinants of
loan performance without the coefficients on the CRA-
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related variables themselves showing up as statistically
significant. That said, the estimation results do demon-
strate the importance of the terms of the loan and the
origination source in predicting foreclosure, in particular,
whether or not the loan was originated by a wholesale
lender. Indeed, in low-income neighborhoods, whole-
sale loans were 2.8 times as likely to be in foreclosure
as are those originated by the retail arm of the financial
institution; in moderate-income neighborhoods, whole-
sale loans were two times as likely to be in foreclosure.
Given that these regressions control for a wide range of
both borrower and loan characteristics, it suggests that
more attention be paid to the origination channel in
ensuring responsible lending moving forward.

In the following tables, we present the same analy-
sis for middle- and upper-income census tracts. Here
the results are more in line with the full sample. Loans
made by CRA lenders within their assessment area are
significantly less likely to be in foreclosure than those
made by IMCs, even after controlling for the loan source.
Although at first glance this may be counterintuitive—
why would the CRA have an effect in middle- and upper-
income areas?—we believe that this finding reflects
much broader differences in market practices between
regulated depository institutions and IMCs. Specifically,
while the CRA may have provided regulated financial
institutions with some incentive to lend in low- and
moderate-income communities, the CRA is really only
a small part of a much broader regulatory structure. This
regulatory structure, as well as the very different business
models of regulated financial institutions compared with
IMCs, has significant implications for loan performance,
only some aspects of which we have controlled for in
our regressions.

Although not our focus here, an interesting differ-
ence that emerges across neighborhood income clas-
sifications is the role of the loan-to-value ratio as well
as the variable on previous house-price appreciation. In
middle- and upper-income neighborhoods, these seem
to carry more weight than in low- and moderate-income
neighborhoods, suggesting that in higher income areas,
investment and economic decisions may be more impor-
tant in predicting the likelihood that a borrower enters
foreclosure. In contrast, in low- and moderate-income
neighborhoods, fixed rate and monthly payment seem to
have relatively more importance in predicting the likeli-
hood of foreclosure, indicating that in these communi-
ties it may be more of an issue of short-term affordability.




While these findings are very preliminary and deserve
further exploration, they do suggest that there may be
important differences among communities regarding the
factors that influence the sustainability of a loan.

Conclusions and Policy Implications

This article presents the first empirical examination
of the loan performance of institutions regulated under
the CRA relative to that of IMCs using a large sample of
loans originated in California during the subprime lend-
ing boom. Importantly, by matching data on mortgage
originations from the HMDA with data on loan perfor-
mance from LPS, we are able to control for a wide range
of factors that can influence the likelihood of foreclo-
sure, including borrower and neighborhood characteris-
tics, loan characteristics, lender characteristics, and the
mortgage origination channel.

Before turning to our conclusions and the policy
implications of our research, we would like to empha-
size that these findings are preliminary, and additional
research is needed to understand more fully the rela-
tionship between borrowers, lending institutions, loan
characteristics, and loan performance. We see several
important gaps in the literature that still need to be
addressed. First, it is unclear whether or not our find-
ings for California are applicable to other housing and
mortgage markets. The size and diversity of California
lend it weight as a valid case study for the performance
of CRA lending more generally. However, the high cost
of housing in California may influence the nature of the
findings, and it would be valuable to replicate this analy-
sis in other markets. Second, we focused our analysis on
loans made in low- and moderate-income census tracts,
given the CRA's original “spatial” emphasis on the link
between a bank’s retail deposit-gathering activities in
a neighborhood and its obligation to meet local credit
needs. A yet-unanswered question is the performance
of CRA lending for low- and moderate- income borrow-
ers. In addition, we focus solely on mortgage lending
activities and do not examine the impact that the CRA
investment or service components may have had on the
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current crisis.* Third, the continued importance of race
as a variable deserves further exploration. In all of the
models, African Americans were significantly more likely
to be in foreclosure than whites. While some of this is
likely due to differences in assets and wealth (which

we cannot control for), additional research that can

tease out the underlying reasons for this disparity may
have important implications for fair-lending regulations.
Fourth, we focus this analysis on lending for home pur-
chases, yet an examination of refinance loans may yield
different results. Finally, it may be valuable to specify this
model as a two-step process, where the choice of lender
is modeled separately from loan outcomes, particularly if
the decision to borrow from an IMC versus a CRA-regu-
lated institution is correlated with unobservable charac-
teristics that affect the likelihood of foreclosure.

Despite these caveats, we believe that this research
should help to quell if not fully lay to rest the arguments
that the CRA caused the current subprime lending boom
by requiring banks to lend irresponsibly in low- and
moderate-income areas. First, the data show that overall,
lending to low- and moderate-income communities com-
prised only a small share of total lending by CRA lenders,
even during the height of subprime lending in California.
Second, we find loans originated by lenders regulated
under the CRA in general were significantly less likely
to be in foreclosure than those originated by IMCs. This
held true even after controlling for a wide variety of bor-
rower and loan characteristics, including credit score,
income, and whether or not the loan was higher priced.
More important, we find that whether or not a loan was
originated by a CRA lender within its assessment area is
an even more important predictor of foreclosure. In gen-
eral, loans made by CRA lenders within their assessment
areas were half as likely to go into foreclosure as those
made by IMCs (Table 2). While certainly not conclusive,
this suggests that the CRA, and particularly its emphasis
on loans made within a lender’s assessment area, helped
to ensure responsible lending, even during a period of
overall declines in underwriting standards.*’

The exception to this general finding is the signifi-
cance of the CRA variables in the models that focused

39 For example, regulated financial institutions may have increased their exposure to mortgage-backed securities to satisfy their requirements for
the CRA Investment Test. However, analysis conducted by the Federal Reserve Board suggests that banks purchased only a very small percent-

age of higher-priced loans (Kroszner 2008),1.

40 For an analysis of the quality of loans between 2001 and 2006 see Demyanyk Yuliya, and Otto van Hemert (2008). “Understanding the Sub-
prime Mortgage Crisis.” Working Paper, Federal Reserve Bank of St. Louis, February 4, 2008.




on loans made in low- and moderate-income neigh-
borhoods. In these regressions, when loan source was
not included as an explanatory variable, loans from
CRA-regulated institutions within their assessment areas
performed significantly better than loans from IMCs.
But, when we included loan source, the significance
of the CRA variables disappeared. Even so, loans from
CRA-regulated institutions certainly performed no
worse than loans from IMCs. Moreover, as mentioned
earlier, the practical application of the prudent lending
requirements of the CRA (as well as other regulations)
may have been captured in the other explanatory vari-
ables in the model without the coefficients on the CRA-
related variables themselves showing up as statistically
significant. For example, 28 percent of loans made by
CRA lenders in low-income areas within their assess-
ment area were fixed-rate loans; in comparison, 18.2
percent of loans made by IMCs in low-income areas
were fixed-rate. And only 12 percent of loans made by
CRA lenders in low-income areas within their assess-
ment areas were higher priced, compared with 29
percent in low-income areas outside their assessment
areas and with 52.4 percent of loans made by IMCs in
low-income areas.

Yet the finding that the origination source of the
loan—retail, correspondent, or wholesale originated—
is an important predictor of foreclosure, particularly in
low- and moderate-income neighborhoods, should not
be ignored. This builds on evidence from other research
that suggests that mortgage brokers are disproportion-
ately associated with the origination of higher-priced
loans, particularly outside depository institutions” CRA
assessment areas*' and that mortgage brokers may be
extracting materially higher payments from borrowers
with lower credit scores and/or less knowledge of mort-
gage products.*?

The study also emphasizes the importance of respon-
sible underwriting in predicting the sustainability of a

Revisiting the CRA: Perspectives on the Future of the Community Reinvestment Act

loan. Loan characteristics matter: a higher-priced loan,
the presence of a prepayment penalty at origination, a
high loan-to-value ratio, and a large monthly payment in
relation to income all significantly increase the likeli-
hood of foreclosure, while a fixed interest rate and full
documentation both decrease the likelihood of foreclo-
sure. For example, in low- and moderate-income com-
munities, higher-priced loans were 2.3 and 2.1 times,
respectively, more likely to be in foreclosure than those
that were not higher priced, even after controlling for
other variables including loan source.

In that sense, our paper supports the need to reevalu-
ate the regulatory landscape to ensure that low- and
moderate-income communities have adequate access to
“responsible” credit. Many of the loans analyzed in this
paper were made outside the direct purview of supervi-
sion under the CRA, either because the loan was made
outside a CRA lender’s assessment area or because it was
made by an IMC. Proposals to “modernize” the CRA, ei-
ther by expanding the scope of the CRA assessment area
and/or by extending regulatory oversight to IMCs and
other nonbank lenders, certainly deserve further con-
sideration.*® In addition, the study’s findings also lend
weight to efforts to rethink the regulations and incentives
that influence the practice of mortgage brokers.**

In conclusion, we believe that one of the more inter-
esting findings of our research is the evidence that some
aspect of “local” presence seems to matter in predicting
the sustainability of a loan: once a lender is removed
from the community (outside their assessment area)
or from the origination decision (wholesale loan), the
likelihood of foreclosure increases significantly. For low-
and moderate-income borrowers and communities, a
return to localized lending may be even more important.
Research on lending behavior has suggested that “social
relationships and networks affect who gets capital and
at what cost.”* Particularly in communities that have
traditionally been denied credit, and where intergenera-

41 Kenneth P. Brevoort, and Glenn B. Canner (2006). “Higher-Priced Home Lending and the 2005 HMDA Data.” Federal Reserve Bulletin

(September 8): A123-A166.
42 Ernst, Bocia, and Li (2008). Steered Wrong.

43 Apgar and Duda (2003). “The Twenty-Fifth Anniversary of the Community Reinvestment Act.”

44  Ernst, Bocia, and Li (2008). Steered Wrong.

45 Uzz, Brian (1999). “Embeddedness in the Making of Financial Capital: How Social Relations and Networks Benefit Firms Seeking
Financing.” American Sociological Review 64(4): 481-505. See also: Holmes, Jessica, Jonathan Isham, Ryan Petersen, and Paul Sommers
(2007). “Does Relationship Lending Still Matter in the Consumer Banking Sector? Evidence from the Automobile Loan Market.” Social

Science Quarterly 88(2): 585-97.




tional wealth and knowledge transfers integral to the
home-ownership experience may be missing, social
networks and local presence may be a vital component
of responsible lending (see Moulton 2008 for an excel-
lent overview of how these localized social networks
may influence mortgage outcomes, for example, by fill-
ing information gaps for both lenders and borrowers).*
Indeed, the relatively strong performance of loans
originated as part of statewide affordable lending
programs,*’ Self-Help’s Community Action Program,*
and loans originated as part of Individual Development
Account programs® all suggest that lending to low- and
moderate-income communities can be sustainable.
Going forward, increasing the scale of these types of
targeted lending activities—all of which are encouraged
under the CRA—is likely to do a better job of meeting
the credit needs of all communities and promoting sus-
tainable homeownership than flooding the market with
poorly underwritten, higher-priced loans. Il
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tions.” Paper presented at the Association for Public Policy Analysis and Management 30th Annual Research Conference, Los Angeles, Novem-

ber 6, 2008.
47 Ibid.
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49 CFED (2008). “IDA Program Survey on Homeownership and Foreclosure,” available at http://www.cfed.org/focus.m?parentid=31&siteid=37
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Table 1: Distribution of Lending Activity: CRA Lenders vs. Independent Mortgage Companies

CRA Lenders Independent Mortgage
Companies

Total Loans

Low-Income Neighborhood 3,843 1,487
Moderate-Income Neighborhood 24,795 10,609
Middle-Income Neighborhood 67,766 24,606
Upper-Income Neighborhood 83,563 22,432
All Neighborhoods 179,967 59,134

Total High-Priced Loans

Low-Income Neighborhood 1,116 779
Moderate-Income Neighborhood 6,765 4,892
Middle-Income Neighborhood 10,573 8,068
Upper-Income Neighborhood 5,307 4,338
All Neighborhoods 23,761 18,077

Total Foreclosures

Low-Income Neighborhood 275 177
Moderate-Income Neighborhood 1,379 1,092
Middle-Income Neighborhood 2,517 1,945
Upper-Income Neighborhood 1,613 1,211
All Neighborhoods 5,784 4,425
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Table 2: Model Predicting the Likelihood of Loan Foreclosure

NEIGHBORHOOD VARIABLES
Neighborhood Income Level (omitted: Upper-Income)

Low-Income
Moderate-Income
Middle-Income

Percent Owner-Occupied
Median Year Housing Built
Capitalization Rate

House Price Appreciation (2 years prior to origination)

BORROWER VARIABLES
Borrower Race (omitted: Non-Hispanic White)

African American
Latino
Asian

Borrower Income

Borrower FICO Score (omitted: High - Above 720)

Low FICO - Below 640
Mid-level FICO - 640-720

LOAN VARIABLES
Higher-Priced Loan (yes=1)
Fixed Interest Rate (yes=1)
Prepayment Penalty (yes=1)
Full Documentation (yes=1)
Monthly Payment
Loan-to-Value Ratio

LENDER VARIABLES

CRA (omitted: Independent Mortgage Company)
CRA in Assessment Area

CRA outside Assessment Area

Observations

*(**)(***) Statistically significant at 10(5)(1) level.
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Odds Rat

1.79**
1.32**
1.21%
1.00**
1,01
0.85

1.26**

1.78**
1.36 "
1.29**

1.00**

4.09 ***
2.68***

323"
0.35*
1.30"**
0.61
1.06**
3.00**

0.70***

236,536

CRA

io

Standard
Error

0.149
0.067
0.045

8.69x10*

0.001

0.515

0.019

0.084
0.044
0.052

7.17x10°

0.166
0.087

0.004
0.017
0.036
0.021
0.110
0.080

0.018

CRA with
Assessment Area

Odds Ratio

1.00

1.01

0.75

1.22

1.79
1.36
1.29

1.00

4.07
2.65

3.05
0.35
1.31
0.63
1.05
3.02

0.53
0.87

*kk

*kk

*kk
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*Khk

*Khk

*hk

*kk

*kk

*%

*kk

*hk

*kk

*kk

*kk

*kk

*kk

*kk

*kk
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Standard
Error

0.142
0.064
0.044

8.68x10*

0.001

0.451

0.019

0.084
0.044
0.052

7.26x10°

0.165
0.086

0.104
0.017
0.036
0.022
0.004
0.081

0.017
0.024
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Table 3: Model Predicting the Likelihood of Loan Foreclosure, includes Loan Source

NEIGHBORHOOD VARIABLES
Neighborhood Income Level (omitted: Upper-Income)

Low-Income
Moderate-Income
Middle-Income

Percent Owner-Occupied

Median Year Housing Built

Capitalization Rate

House Price Appreciation (2 years prior to origination)

BORROWER VARIABLES
Borrower Race (omitted: Non-Hispanic White)

African American
Latino
Asian

Borrower Income

Borrower FICO Score (omitted: High - Above 720)

Low FICO - Below 640
Mid-level FICO - 640-720

LOAN VARIABLES
Higher-Priced Loan (yes=1)
Fixed Interest Rate (yes=1)
Prepayment Penalty (yes=1)
Full Documentation (yes=1)
Monthly Payment
Loan-to-Value Ratio

LENDER VARIABLES

CRA (omitted: Independent Mortgage Company)
CRA in Assessment Area

CRA outside Assessment Area

Loan Source (omitted: retail branch)

Correspondent Loan
Wholesale Loan

Observations

*(*™)(***) Statistically significant at 10(5)(1) level.
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CRA with
Assessment Area
. Standard
Odds Ratio Error
2.1 *** 0.232
1.35 *** 0.096
1.24 *** 0.063
1.00 *** 0.001
1.01 *** 0.002
0.85 0.680
1.20 *** 0.026
1.77 *** 0.127
1.38 *** 0.066
1.24 *** 0.067
1.00 ** 8.91x105
4,58 *** 0.266
2.73 *** 0.124
2.47 *** 0.119
0.39 *** 0.025
1,55 *** 0.072
0.63 *** 0.027
1.05 *** 0.005
2.53 *** 0.078
0.70 *** 0.018
0.743*** 0.043
0.995 0.057
1.45 *** 0.092
2.03 *** 0.099
195,698
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Table 4: Model Predicting the Likelihood of Loan Foreclosure in Low-Income Neighborhoods

CRA CRA with Assessment
Assessment Area Area and Loan Source
. Standard . Standard
Odds Ratio Error Odds Ratio Error

NEIGHBORHOOD VARIABLES
Percent Owner-Occupied 1.01*** 0.005 1.01 0.008
Median Year Housing Built 1.00 0.006 1.00 0.008
Capitalization Rate 0.64 0.742 0.35 0.685
House Price Appreciation (2 years prior to origination) 1.16* 0.092 1.17 0.125
BORROWER VARIABLES
Borrower Race (omitted: Non-Hispanic White)
African American 1.75™ 0.393 1.96 * 0.728
Latino 0.95 0.121 1.09 0.291
Asian 1.25 0.280 1.43 0.396
Borrower Income 1.00 4.43x10* 1.00 6.97x10*
Borrower FICO Score (omitted: High - Above 720)
Low FICO - Below 640 410 0.783 4.00 *** 1.130
Mid-level FICO - 640-720 2.41* 0.434 2.48 *** 0.632
LOAN VARIABLES
Higher-Priced Loan (yes=1) 3.12** 0.559 2.31 *** 0.591
Fixed Interest Rate (yes=1) 0.29 *** 0.081 0.27 *** 0.104
Prepayment Penalty (yes=1) 1.28* 0.180 1.42 0.361
Full Documentation (yes=1) 0.71* 0.114 0.84 0.150
Monthly Payment 1.10*** 0.031 1.15 = 0.037
Loan-to-Value Ratio 2.35" 0.220 1.81 *** 0.262
LENDER VARIABLES
CRA (omitted: Independent Mortgage Company)
CRA in Assessment Area 0.73** 0.115 0.89 0.264
CRA outside Assessment Area 0.95 0.121 0.86 0.244
Loan Source (omitted: retail branch)
Correspondent Loan 1.58 0.536
Wholesale Loan 2.79 *** 0.702
Observations 5,271 3,981

*(*™)(***) Statistically significant at 10(5)(1) level.
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Table 5: Model Predicting the Likelihood of Loan Foreclosure in Moderate-Income Neighborhoods

CRA CRA with Assessment
Assessment Area Area and Loan Source
. Standard . Standard
Odds Ratio Error Odds Ratio Error

NEIGHBORHOOD VARIABLES
Percent Owner-Occupied 1.00** 0.002 1.00 ** 0.002
Median Year Housing Built 1.00 0.002 1.00 0.003
Capitalization Rate 1.21 1.160 0.58 0.806
House Price Appreciation (2 years prior to origination) 1.10*** 0.033 1.10 ** 0.048
BORROWER VARIABLES
Borrower Race (omitted: Non-Hispanic White)
African American 213" 0.202 1.88 *** 0.269
Latino 1.32*** 0.089 1.17 0.117
Asian 1.27 0.115 1.15 0.145
Borrower Income 1.00 1.37x10* 1.00 1.14x10*
Borrower FICO Score (omitted: High - Above 720)
Low FICO - Below 640 3.69 *** 0.310 3.72 *** 0.475
Mid-level FICO - 640-720 2.29 *** 0.162 2.38 *** 0.242
LOAN VARIABLES
Higher-Priced Loan (yes=1) 2.64*** 0.181 2.07 *** 0.207
Fixed Interest Rate (yes=1) 0.30*** 0.032 0.37 *** 0.053
Prepayment Penalty (yes=1) 1.14*** 0.057 1.55 *** 0.148
Full Documentation (yes=1) 0.73** 0.505 0.73 *** 0.062
Monthly Payment 1.09 *** 0.011 1.10 0.015
Loan-to-Value Ratio 2.49** 0.106 2.04 ™~ 0.125
LENDER VARIABLES
CRA (omitted: Independent Mortgage Company)
CRA in Assessment Area 0.58 *** 0.04 0.96 0.119
CRA outside Assessment Area 0.84 *** 0.048 1.17 0.143
Loan Source (omitted: retail branch)
Correspondent Loan 1.62 *** 0.221
Wholesale Loan 1.96 *** 0.212
Observations 34,933 26,248

*(*™)(***) Statistically significant at 10(5)(1) level.
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Table 6: Model Predicting the Likelihood of Loan Foreclosure in Middle-Income Neighborhoods

NEIGHBORHOOD VARIABLES
Percent Owner-Occupied
Median Year Housing Built

Capitalization Rate

House Price Appreciation (2 years prior to origination)

BORROWER VARIABLES
Borrower Race (omitted: Non-Hispanic White)

African American
Latino
Asian

Borrower Income

Borrower FICO Score (omitted: High - Above 720)

Low FICO - Below 640
Mid-level FICO - 640-720

LOAN VARIABLES
Higher-Priced Loan (yes=1)
Fixed Interest Rate (yes=1)
Prepayment Penalty (yes=1)
Full Documentation (yes=1)
Monthly Payment
Loan-to-Value Ratio

LENDER VARIABLES

CRA (omitted: Independent Mortgage Company)
CRA in Assessment Area

CRA outside Assessment Area

Loan Source (omitted: retail branch)

Correspondent Loan
Wholesale Loan

Observations

*(**)(***) Statistically significant at 10(5)(1) level.

CRA
Assessment Area
. Standard
Odds Ratio Error

1.01 *** 0.001
1.01 *** 0.002
0.69 0.636
1.27*** 0.030
1.53*** 0.113
1.33*** 0.063
117 *** 0.073
1.00 *** 1.14x10*
4,22 *** 0.261
2.68*** 0.130
2.93 *** 0.142
0.34 *** 0.025
1.30 *** 0.055
0.61*** 0.034
1.06 *** 0.008
3.10*** 0.159
0.56 *** 0.028
0.92 *** 0.038
91,400

CRA with Assessment
Area and Loan Source

Odds Ratio

1.01 =
1.00
2.27

1.23 ***

1.62 ***
1.31 **
1.09

1.00 ***

5.13 **
2.82 ***

2.34 ™
0.35 ***
1.51 =
0.59 ***
1.06 ***
2.67 =~

0.80 ***
1.06

1.39 =
1.97 =

73,603

Standard
Error

0.002

0.002

2.920

0.041

0.176
0.091
0.093

1.42x10*

0.454
0.201

0.172
0.035
0.111
0.040
0.010
0.127

0.072
0.091

0.129
0.147

132




Revisiting the CRA: Perspectives on the Future of the Community Reinvestment Act

Table 7: Model Predicting the Likelihood of Loan Foreclosure in Upper-Income Neighborhoods

NEIGHBORHOOD VARIABLES
Percent Owner-Occupied
Median Year Housing Built

Capitalization Rate

House Price Appreciation (2 years prior to origination)

BORROWER VARIABLES
Borrower Race (omitted: Non-Hispanic White)

African American
Latino
Asian

Borrower Income

Borrower FICO Score (omitted: High - Above 720)

Low FICO - Below 640
Mid-level FICO - 640-720

LOAN VARIABLES
Higher-Priced Loan (yes=1)
Fixed Interest Rate (yes=1)
Prepayment Penalty (yes=1)
Full Documentation (yes=1)
Monthly Payment
Loan-to-Value Ratio

LENDER VARIABLES

CRA (omitted: Independent Mortgage Company)
CRA in Assessment Area

CRA outside Assessment Area

Loan Source (omitted: retail branch)

Correspondent Loan
Wholesale Loan

Observations

*(*™)(***) Statistically significant at 10(5)(1) level.

CRA
Assessment Area
. Standard
Odds Ratio Error

1.01 *** 0.002
1.01 *** 0.002
2.79 4,720
1.27 *** 0.039
1.67 *** 0.148
1.47*** 0.088
1.38*** 0.096
1.00 *** 1.09x10*
3.99 *** 0.301
2.83*** 0.162
3.44 *** 0.225
0.41 *** 0.032
1.40*** 0.074
0.57 *** 0.036
1.04 *** 0.006
3.52*** 0.127
0.49 *** 0.028
0.84 *** 0.046
104,932

CRA with Assessment
Area and Loan Source

Odds Ratio

1.00 =
1.01 =
3.93

1.26 =~

1.69 =
1.65 ***
1.33 =

1.00 ***

4.64 ***
2.83 ***

2.96 ***
0.45 ***
1.50 =**
0.59 ***
1.05 =**
2.89 **

0.64 ***
0.93

1.37 =
212 =

91,866

Standard
Error

0.002

0.003

8.280

0.051

0.218
0.141
0.117

1.68x10*

0.498
0.213

0.248
0.045
0.119
0.048
0.007
0.152

0.067
0.096

0.164
0.180
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Risky Borrowers or Risky Mortgages
Disaggregating Effects Using Propensity Score Models

Abstract:

In this research, we examine the relative risk of subprime mortgages and community
reinvestment loans. Using the propensity score matching method, we construct a
sample of comparable borrowers with similar risk characteristics but holding the two
different loan products. We find that community reinvestment loans have a lower
default risk than subprime loans, very likely because they are not originated by
brokers and lack risky features such as adjustable rates and prepayment penalties.
Our results suggest that similar borrowers holding community reinvestment loans
exhibit significantly lower default risks.

Introduction

Explanations for the current foreclosure crisis abound. There are the obvious culprits:
overextended borrowers, risky mortgages, reckless originators, and investors and
other secondary market participants who failed to act with due diligence (e.g. Mian
and Sufi, 2008; Quercia and Ratcliffe, 2008). Moreover, there are some who blame
government regulation, such as the Community Reinvestment Act (CRA), designed to
increase the credit supply to traditionally underserved, but creditworthy, population
(Cravatts, 2008; Krauthammer, 2008). From this perspective, the CRA and similar
regulation are said to have put pressure on lenders and the government sponsored
enterprises (GSES) to extent mortgages to over-leveraged, uncreditworthy, and/or
irresponsible low-income and minority borrowers.

The debate over what caused the mortgage mess and how best to fix it has important
policy implications. What is missing in the debate is an empirical examination of the
relative performance of similar borrowers holding either a typical CRA loan or a
subprime product. Such an analysis will help inform policy by answering the question
of whether high default rates represent just the higher risk profile of borrowers
holding subprime loans or the risky characteristics of subprime loans. Although
borrowers holding subprime loans generally are weaker across key underwriting
criteria, many borrowers holding subprime products actually qualify for a prime
mortgage (Hudson and Reckard, 2005; Brooks and Simon, 2007). Some products or
features that are more prevalent among subprime loans, such as prepayment penalties,
adjustable rates, and balloon payments, have been found to be associated with
elevated default risk (e.g. Ambrose, LaCour-Little and Huszar, 2005; Pennington-
Cross and Ho, 2006; Quercia, Stegman and Davis, 2007). Are the higher default rates
reported in the subprime sector mainly the result of risky loan products?



We address this issue by comparing the performance of subprime loans and CRA
loans in a special lending program called Community Advantage Program (CAP). To
solve the problem of selection bias since performance differences may be due to
differences in the borrowers who receive each product type, we rely on propensity
score matching methods to construct a sample of comparable borrowers. We find that
for borrowers with similar risk characteristics, the estimated default risk is about 70
percent lower with a CRA loan than with a subprime mortgage. Broker-origination
channel, adjustable rates, and prepayment penalties all contribute substantially to the
elevated risk of default among subprime loans. When broker origination is combined
with both adjustable rates and prepayment penalties, the borrower’s default risk is
four to five times higher than that of a comparable borrower with a prime-term CRA
mortgage. Though CAP has some program specific characteristics, the results of this
study clearly suggest that mortgage default risk cannot be attributed solely to
borrower credit risk; the high default risk is significantly associated with the
characteristics of loan products. Thus, the results are not consistent with the concerns
of those blaming the borrowers likely to benefit from CRA and similar regulations.
Done responsibly, targeted lending programs stimulated by the CRA can do a much
better job in providing sustainable homeownership for the low- to moderate-income
(LMI) population than subprime lending. The results have important policy
implications on how to respond to the current housing crisis and how to meet the
credit needs of all communities, especially the LMI borrowers, in the long run.

Compared with prior work, this study is characterized by several important
differences. First, while most early studies focused on the performance of mortgages
within different markets, the focus here is on similar LMI borrowers with different
mortgages, allowing us to compare the relative risk of different mortgage products.
Second, because of data constraints, research on the performance of CRA loans is
scarce. With a unique dataset, this study examines the long term viability of the
homeownership opportunities that CRA-type products provide, relative to that of
subprime alternatives. Third, there have been few discussions and applications of the
propensity score matching method in real estate research. This study uses propensity
score models to explicitly address the selection bias issue and constructs a
comparison group based on observational data. This method allows us to isolate the
impact of loan product features and origination channel on the performance of
mortgages. Finally, while the propensity score model cannot capture all the
information for estimating the propensity of taking out a subprime loan, this study
makes full use of the loan interest rate information to shed some light on the impact
of the unobservable heterogeneity on the mortgage performance.

Literature Review
Risk of Subprime Mortgages
Subprime mortgages were originally designed as refinancing tools to help borrowers

with impaired credit consolidate debt. With the reformed lending laws, the adoption
of automated underwriting, risk-based pricing, as well as the persistent growth in



house prices nationwide, the subprime lending channel soon expanded its credit to
borrowers on other margins. The subprime surge was rapid and wide: between 1994
and 2006, the subprime share of all mortgage originations more than quadrupled,
from 4.5 percent to 20.1 percent; and subprime loan originations increased more than
seventeen fold, from $35 billion to about $600 billion. The surge was largely fueled
by securitization (private Wall Street issuances) over the same period, the volume of
securitized subprime mortgage loans increased over forty-four-fold, from $11 billion
to more than $483 billion in 2006, accounting for more than 80 percent of all
subprime lending (Inside Mortgage Finance, 2008).

Beginning in late 2006, a rapid rise in subprime mortgage delinquency and
foreclosure caused a so-called meltdown of the subprime market. The Mortgage
Bankers Association (MBA) reports that the serious delinquency rate for subprime
loans in the second quarter of 2008 was 7.6 times higher than that for prime loans
(17.9 percent versus 2.35 percent). Although subprime mortgages represented about
12 percent of the outstanding loans, they represented 48 percent of the foreclosures
started during the same quarter (MBA, 2008). Delinquency and default rates for
subprime loans typically are six times to more than 10 times higher than those of
prime mortgages (Pennington-Cross, 2003; Gerardi, Shapiro and Willen, 2007;
Immergluck, 2008).

It may be true that borrowers holding subprime loans are generally weaker across key
underwriting criteria. A subprime borrower used to refer to an individual who had any
of the following characteristics: 1) a FICO score below 620, 2) a delinquent debt
repayment in the previous two years, 3) a bankruptcy filing in the previous five years
(Gerardi et al. 2007). Recent subprime home-purchase loans became available to
borrowers who may have had impaired credit history or were perceived to have
elevated credit risks, such as “low-doc” or “no doc” borrowers, “low-down’ or “zero-
down” payment borrowers, or borrowers with high debt-to-income ratios (DTIs). All
these risk characteristics are usually significantly associated with a higher default risk
of the mortgages these borrowers hold.

At this point, it is important to make a distinction between borrowers and mortgage
products. It can be said that there are two types of borrowers and two types of
mortgage products: prime and subprime. Not all prime borrowers get prime
mortgages and not all subprime borrowers get subprime mortgages. Borrowers who
do not meet all the traditional underwriting guidelines can be considered subprime but
these borrowers can receive prime-type mortgages as they may through CRA efforts.
Similarly, borrowers with good credit can receive subprime products characterized by
high debt to income and loan to value ratios, no or low documentation, teaser and
adjustable rates and other such risky characteristics (the so called Alt-A market).

Some loan features and loan terms are more prevalent in the subprime sector than in
other markets and are also associated with higher default risk. As summarized by
Cutts and Van Order (2005) and Immergluck (2008), characteristics of subprime
loans relative to prime loans include: 1) high interest rates, points, and fees, 2)



prevalence of prepayment penalties, 3) prevalence of balloon payments, 4) prevalence
of adjustable-rate mortgages (ARMS), 5) popularity of broker originations. After
2004, some “innovative” mortgage products, such as interest-only, payment option,
negative amortization, hybrid ARMs, and piggy-back loans became more popular in
the subprime sector (Immergluck, 2008). In the literature, Calhoun and Deng (2002)
and Quercia et al. (2007) find that subprime ARMs have a higher risk of foreclosure
because of the interest-rate risk. At the aggregate level, the share of ARMs appears to
be positively associated with market risk as measured by the probability of the
property value to decline in the next two years (Immergluck, 2008). Subprime hybrid
ARMs, which usually have prepayment penalties, bear particularly high risk of
default at the time the interest rate is reset (Ambrose et al. 2005; Pennington-Cross
and Ho, 2006).

As to the feature of prepayment penalties and balloons, Quercia et al. (2007) find that
refinanced loans with prepayment penalties are 20 percent more likely than loans
without to experience a foreclosure while loans with balloon payments are about 50
percent more likely to experience a foreclosure than those without. Prepayment
penalties also tend to reduce prepayments and increase the likelihood of delinquency
and default among subprime loans (Danis and Pennington-Cross, 2005).

Recently, mortgage brokers have played a greater role in the subprime sector. In 2003
brokers originated about 48 percent of all subprime loans; in 2006 the share was
estimated between 63 percent and 80 percent (Ernst et al. 2008), higher than the share
of about 30 percent of broker-originated loans among all mortgages in recent years
(Inside Mortgage Finance, 2008). Empirical evidence on the behavior of broker-
originated mortgages is scarce. LaCour-Little and Chun (1999) find that for the four
types of mortgages analyzed, loans originated by a third party (including broker and
correspondence) were more likely to prepay than loans originated by a lender.
Alexander, Grimshaw, McQueen and Slade (2002) find that third-party originated
loans do not necessarily prepay faster but they default with greater frequency than
similar retail loans, based on a sample of subprime loans originated from 1996 to
1998. They suggest that third-party originated mortgages have higher default risk than
similar retail loans because brokers are rewarded for originating a loan but not held
accountable for the loan’s subsequent performance.

Thus, the higher default rates reported in subprime lending may be because of risky
borrowers, risky loan products, or a combination of both.

CRA Lending

The Community Reinvestment Act (CRA) of 1977 was created in response to charges
that financial institutions were engaging in redlining and discrimination. The Act
mandates that federally insured depository institutions help meet the credit needs of
communities in which they operate in a manner consistent with safe and sound
operation (Bernanke, 2007). Regulators assess each bank’s CRA record when
evaluating these institutions’ applications for mergers, acquisitions, and branch



openings. The performance of large institutions is measured under three categories of
bank activities: lending, services, and investment, with the lending test carrying the
most weight (at least 50 percent).! For the lending test, it examines the amount and
proportion of lending activities made within an institution’s assessment area.’
Usually, loans are regarded as “CRA-related” if they are made by CRA-regulated
institutions within their assessment areas to low-income borrowers (those with less
than 80% area median income (AMI), regardless of neighborhood income) or in a
low- income neighborhood (with less than 80% AMI, regardless of borrower income)
(Avery, Bostic and Canner, 2000).

The CRA lending test also examines the use of innovative or flexible lending
practices to address the credit needs of LMI households and community. In response,
many banks have developed “CRA Special Lending Programs” or have introduced
mortgage products characterized by more flexible underwriting standards. Survey
results suggest that most financial institutions offer these special programs, and that
most of the programs relate to home mortgage lending, which typically feature some
combination of special outreach, counseling and education, and underwriting
flexibility (especially in terms of reduced cash to close, alternative credit verification
and higher debt-to-income thresholds) (Avery et al. 2000). A review article by Apgar
and Duda (2003) suggests the CRA has had a positive impact on underserved
population by originating a higher proportion of loans to low-income borrowers and
communities than they would have without CRA. At the same time, one study
suggests that there is no evidence that CRA-affected lenders cut interest rates to
CRA-eligible borrowers or that there is a regulation-driven subsidy for CRA loans
(Canner, Laderman, Lehnert and Passmore, 2002).

CRA-type mortgages are different from subprime loans in that CRA products usually
have prime-term characteristics. In general, they are believed to carry a higher risk
because they are originated by liberalizing one or two underwriting criteria.
Moreover, CRA products are originated by federally insured depository institutions
covered by CRA while two out of three subprime lenders are independent mortgage
companies not covered by CRA (Bernanke, 2007). A few studies investigating the
delinquency behaviors among CRA borrowers suggest the delinquency rate of CRA
mortgages is comparable to that of FHA loans after excluding loans with low loan-to-
value ratios (LTV) (e.g., Quercia, Stegman, Davis and Stein, 2002). Because of data
constraints, little is known about the long term viability of the homeownership
opportunities that these products provide.

Why Different Markets Coexist

To increase the flow of funds into low-income population and neighborhoods, the
CRA encourages lenders to meet credit needs within their service or catchment area,
taking into account safety and soundness considerations. Liberalizing one or two
traditional mortgage underwriting standards allows lenders to make loans to those
who would otherwise not qualify for a prime mortgage (for instance, not requiring



mortgage insurance when the downpayment is less than 20 percent makes loans more
affordable for some borrowers).

In this sense, both CRA and subprime products may target many of the same
borrowers. In fact, recent studies suggest there is a significant overlap between
borrowers holding subprime mortgages and those holding prime loans, FHA loans,
and other loan products, particularly among LMI borrowers with marginal credit
quality. Freddie Mac, for example, finds that about 20 percent of subprime borrowers
could have qualified for a prime rate mortgage (Hudson and Reckard, 2005). A Wall
Street Journal report suggests 61 percent of subprime mortgages went to borrowers
with credit that would have qualified them for conventional loans by 2006 (Brooks
and Simon, 2007). Bocian, Ernst and Li (2007) suggest that a significant portion of
subprime borrowers (estimates range from 10 percent to almost 40 percent) could
have qualified for low-priced prime loans.

Why would many people who could qualify for low-cost prime-type loans take out
subprime products? First of all, many borrowers, especially those with impaired
credit history, are usually financially unsophisticated and may feel they have limited
options. Courchane, Surette and Zorn (2004) indicate that subprime borrowers “are
less knowledgeable about the mortgage process, are less likely to search for the best
rates, and are less likely to be offered a choice among alternative mortgage terms and
instruments” (p.365). Especially, for some nontraditional mortgages, including
interest-only mortgages, negative amortization mortgages, and mortgages with teaser
rates, they were apparently not well understood by many borrowers. When borrowers
do not know the best price and are less likely to search for the best rates, it is likely
that they cannot make the right decision when they shop for mortgage products. In
fact, Courchane et al. (2004) find that search behavior as well as adverse life events,
age, and Hispanic ethnicity contribute to explaining the choice of a subprime
mortgage.

Second, predatory lending or abusive lending practices are concentrated in the
subprime sector which may explain why some borrowers end up with certain loans.
Unscrupulous lenders, or brokers as their agents, may take advantage of uninformed
borrowers by charging fees and rates not reflected of the risk, by not informing
borrowers of lower cost loan alternatives, and by offering products and services
without full disclosure of terms and options. Renuart (2004) highlights the role of
loan steering and abusive push-marketing of subprime lending practices, in which
lenders steer borrowers to subprime products instead of low-cost prime alternatives.
A major reason for this is that there are higher incentives from originating subprime
mortgages than from low-cost alternatives. Compared to traditional prime mortgages,
subprime mortgages generated much higher profit for originators before the bust — 3.6
percent versus 0.93 percent for Countrywide alone in 2004 (Morganson, 2008). For
brokers, in addition to the standard origination fees, they are compensated by a yield-
spread premium (YSM), which is an extra payment that brokers receive from lenders
for delivering a mortgage with a higher interest rate than that for which the borrower
may qualify (Ernst et al. 2008). Thus, brokers are usually more concerned about



mortgage volume and features that generate fees and points from borrowers and
commissions and premiums from lenders, instead of the loan’s subsequent
performance. Because the subprime market is characterized by complicated pricing
tiers and product types that are not easy to understand, the steering problem is likely
to be more pronounced in the subprime sector than in other markets in which products
are generally standardized. Furthermore, the originators usually do not have to be
held accountable for the loan’s long term performance as most of subprime loans
originated in recent years were securitized (80 percent in 2006). For brokers, broker
fees and the yield spread premiums are paid upon settlement of the loan, at which
point the broker would have no further stake in the performance of that loan. Of
course, banks and investors, as well as brokers and banks, are involved in repeated
relationships, reputation concerns may somewhat prevent the moral hazard of lenders.
But the not well-designed compensation mechanism and the lack of responsibility for
the long-term sustainability of mortgages provide the incentive for many lenders and
brokers to originate subprime loans than other less profitable products to maximize
their own profit.

In the literature, similar behaviors have been examined with the information
asymmetry theory, moral hazard theory, and agency cost theory. For an originator to
provide an efficient level of such services as marketing and underwriting mortgage
products, it must be given the proper incentives to do so. But Alexander et al. (2002)
suggest that third-party originators have the incentive to game with lenders and
investors either passively or actively in the credit underwriting process: intentionally
lacking rigor in the screening process, exaggerating measures of credit worthiness or
property value, or targeting and putting borrowers with marginal quality to high-cost
subprime with risky loan terms instead of lower cost alternatives.®* Mian and Sufi
(2008) blame the moral hazard on behalf of originators selling risky mortgages is the
primary cause of the loose underwriting and the subsequent mortgage foreclosure
crisis. Keys, Mukherjee, Seru and Vig (2008) also suggest that securitization leads to
lax screening by adversely affecting the screening incentives of lenders.

In short, borrowers generally sort to prime/CRA, subprime or other mortgage markets
based on their risk profile. However, the lack of financial sophistication of some
borrowers, the poor alignment of incentives, and moral hazard considerations are
some of the many reasons borrowers—especially marginally qualified borrowers—
may receive less desirable mortgage products than they can be qualified for.



Data

Data for this study come from one LMI-targeted lending program, the Community
Advantage Program (CAP), developed by Self-Help in partnership with a group of
lenders, Fannie Mae, and the Ford Foundation. Participating lenders establish their
own guidelines. The most common variants from typical conventional, prime
standards are: reduced cash required to close (through lower down payment and/or
lower cash reserve requirements);* alternative measures or lower standards of credit
quality;” and flexibility in assessing repayment ability (through higher debt ratios
and/or flexible requirements for employment history).® These guidelines variants
could be combined or used to offset each other.” Nearly 90 percent of the programs
feature exceptions in at least two of these areas, and more than half feature exceptions
in all three. The majority of programs combine neighborhood and borrower targeting.

Under the LMI-targeted CAP lending program, participating lenders are able to sell
these nonconforming mortgages to Self-Help, which then securitizes and sells them to
Fannie Mae or other investors. Participating lenders originate and service the loans
under contract with Self-Help. It should be emphasized that, while many of the
borrowers are somewhat credit impaired, the program cannot be characterized as
subprime. The vast majority of CAP loans are retail originated (in contrast to broker
originated) and feature terms associated with the prime market: thirty-year fixed-rate
loans amortizing with prime-level interest rates, no prepayment penalties, no
balloons, with escrows for taxes and insurance, documented income, and standard
prime-level fees. As a LMI-targeting program, CAP has some program-specific
characteristics such as income and geographic limitations.?

The data of subprime loans come from a proprietary database from Lender Processing
Services, Inc. (LPS, formerly McDash Analytics), which provides loan information
collected from approximately 15 mortgage servicers. LPS’ coverage in the subprime
market by volume increased from 14 percent in 2004 to over 30 percent in 2006,
based on our estimation using data from Inside Mortgage Finance. There is no
universally accepted definition of subprime mortgage; the three most commonly used
definitions are 1) those categorized as such by the secondary market, 2) those
originated by a subprime lender as identified by HUD’s annual list, and 3) those that
meet HUD’s definition of a “high-cost” mortgage (Gerardi et al. 2007). For the
purposes of this paper we primarily follow the first definition, since we can identify
those B&C loans in LPS but could not identify lenders’ information and mortgages’
APR. We further consider high-cost ARMs as subprime in this analysis. Less than
20% of loans in our LPS study sample are included solely because they are
considered high-cost, defined as having a margin greater than 300 basis points (Poole,
2007). In addition, we appended to our data selected census and aggregated HMDA
variables at a zip code level, including the Herfindahl-Hirschman Index (“HHI”)
calculated from HMDA, racial and educational distribution from census data, and
area average FICO scores calculated from the LPS data.



We started from a sample of 9,221 CAP loans originated from 2003 to 2006. All are
first-lien, owner-occupied, fixed-rate conforming home purchase loans with full or
alternative documentation. National in scope, these loans were originated in 41 states,
with about two-thirds concentrated in Ohio, North Carolina, Illinois, Georgia and
Oklahoma. To make sure subprime loans are roughly comparable to CAP loans, as
Exhibit 1 shows, we limited our analysis to subprime mortgages also characterized as
first-lien, single-family, purchase-money, and conforming loans with full or
alternative documentation that originated during the same period. We further
excluded loans with missing values for some key underwriting variables (FICO score,
LTV, DTI, and documentation status) and loans without complete payment history.
Finally, because we want to compare CAP and subprime loans in the same market,
we excluded those subprime loans in areas without CAP lending activities. This gave
us a sample of 42,065 subprime loans. Table 2 summarizes some important
characteristics of both CAP loans and subprime loans in this analysis. Significance
tests show that almost all variables across the two groups differ significantly before
matching, indicating that the covariate distributions are different between CAP and
subprime loans in the original sample.

Though drawn from similar markets, the CAP borrowers (including all active loans
originated as early as 1990s) are not experiencing the same mortgage woes as
subprime borrowers. As Exhibit 2 shows, 3.21 percent of our sample of community
lending borrowers were 90-days’ delinquent or in foreclosure process in the second
quarter of 2008. This was slightly higher than the 2.35 percent delinquency rate on
prime loans but well below the 17.8 percent on subprime loans nationwide.
Especially, over 27 percent of subprime ARMs were in foreclosure or serious
delinquency, which was almost nine times that of community lending loans.

In summary, the CAP and subprime samples have identical characteristics for the
following important underwriting variables: lien status, amortization period, loan
purpose, occupancy status, and documentation type. They were originated during the
same time period and roughly in the same geographic areas. But the two samples
differ in other underwriting factors, including DTI, LTV, and FICO score, and in loan
amount and some loan features that are more common only for subprime loans. In the
next section, we use the propensity score matching (PSM) method to develop a new
sample by matching CAP loans with comparable subprime loans.

Methodology

The PSM method has been widely used to reduce selection biases in recent program
evaluation studies. PSM was first developed by Rosenbaum and Rubin (1983) as an
effort to more rigorously estimate causal effects from observational data. Basically,
PSM accounts for observable heterogeneity by pairing participants with
nonparticipants on the basis of the conditional probability of participation, given the
observable characteristics. The PSM approach has gained increasing popularity
among researchers from a variety of disciplines, including biomedical research,
epidemiology, education, sociology, psychology, and social welfare (see review in



Guo, et al., 2006). There is some evidence that nonparametric PSM methods can
produce impact estimates that are closer to the experimental benchmark than the
parametric approach (Essama-Nssah, 2006).

There are three basic steps involved in implementing PSM. First, a set of covariates is
used to estimate the propensity scores using probit or logit, and the predicted values
are retrieved. Then each participant is paired with a comparable nonparticipant based
on propensity scores. In the last step, regression models or other methods can be
applied to the matched group to compare the outcomes of participants and
nonparticipants. Here we describe these steps in our analysis in more details.

In this case, because receiving a subprime is a choice/assignment process rather than
randomly assigned we used the PSM method to adjust this selection bias. In the first
step, we employed logistic regression models to predict the propensity (e(x;)) for
borrower i (i=1,...,N) of receiving subprime loans (S;= 1) using a set of conditioning
variables (x;).

e(x)=pr(Si=1|Xi= x;) 1)

In the second step, we used the nearest-neighbor with caliper method to match CAP
borrowers with borrowers holding subprime loans based on the estimated propensity
scores from the first step. The method of nearest-neighbor with caliper is a
combination of two approaches: traditional nearest-neighbor matching and caliper
matching. ° This method begins with a randomly sort of the participants and
nonparticipants, then selecting the first participant and finding the nonparticipant
subject with the closest propensity score within a predetermined common-support
region called caliper (6). The approach imposes a tolerance level on the distance
between the propensity score of participant i and that of nonparticipant j. Formally,
assuming c(p;) as the set of the neighbors of i in the comparison group, the
corresponding neighborhood can be stated as follows.

c(p;) = $>”pi_pju 2)

If there is no member of the comparison group within the caliper for the treated unit i,
then the participant is left unmatched and dropped from the analysis. Thus, caliper is
a way of imposing a common support restriction. Naturally, there is uncertainty about
the choice of a tolerance level since a wider caliper can increase the matching rate but
it also increase the likelihood of producing inexact matching. A more restrictive
caliper increases the accuracy but may significantly reduce the size of the matched
sample.

In the third step, we employed a multinomial regression model (MNL) to further
control factors that may influence the performance of the new sample after loan
origination, many of which are time-varying. In each month the loan can be in only
one state or outcome (active, default, or prepaid). Since the sum of the probabilities of
each outcome must equal to one, the increase in the probability of one outcome
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necessitates a decrease in the probability of at least one competing outcome. Thus the
multinomial logit model is a competing risk model.

We can think of mortgage borrowers as having three options each month:

e DEFAULT: This study treats the incidence of the first 90-day delinquency as
a proxy of default.

e PREPAID: If a loan was prepaid before it is seriously delinquent, it is
considered a prepayment.

e ACTIVE: Active and not default (not seriously delinquent in some models)

The probability of observing a particular loan outcome is given by:

. e,BjZil+;/jSi i
Pry,=j)=———— forj=12
1+ e,[ﬂ(ZiH»}/kSi
Py, =) = ————— for j=0 ©)
1+ e,&zn+}/k5|
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InL=>" dieIN(Pr(y; = 1))
t=1 i=1 j=0

where j=0,1,2 represents the three possible outcomes of a loan and the omitted
category (j=0) remains active and not seriously delinquent (ACTIVE). dij; is an
indicator variable taking on the value 1 if outcome j occurs to loan i at time t, and
zero otherwise. Z contains a set of explanatory variables and £ is the coefficient. To
identify the difference between the performance of CAP loans and subprime loans, S
contains a subprime dummy variable or indicators of subprime loan characteristics.
Specifically, we considered the impact one origination channel and two loan
characteristics: the prepayment penalty, the adjustable rate, and the broker origination
channel. We constructed six mutually exclusive dummy variables for the
combinations of these three characteristics,™ such as sub_bro&arm&ppp for “broker-
originated subprime loans with adjustable rates and prepayment penalties” and
sub_arm for “retail-originated subprime loans with adjustable interest rates and no
prepayment penalties.” None of the CAP loans have these features, and they are set as
the reference group in both models.

In the context of observational studies, the PSM methods seek to mimic conditions
similar to an experiment so that the assessment of the impact of the program can be
based on a comparison of outcomes for a group of participants (i.e. those with S; = 1)
with those drawn from a comparison group of non-participants (S; = 0). We need to
check whether our observational data meet the two primary assumptions underlying
the PSM methods: the conditional independence assumption and the overlap
assumption.
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Conditional Independence Assumption: **

To yield consistent estimates of program impact, matching methods rely on a
fundamental assumption known as “conditional independence,” which can be
formally stated as:

(Yo, Y2) L Wi (4)

This expression states that potential outcomes are orthogonal to treatment status,
given the observable covariates. In other words, conditional on observable
characteristics, participation is independent of potential outcomes and unobservable
heterogeneity is assumed to play no role in participation (Dehejia and Wahba, 2002).
Assuming that there are no unobservable differences between the two groups after
conditioning on Xx;, any systematic differences in outcomes between participants and
nonparticipants are due to participation. So the plausibility of an evaluation method
depends largely on the correctness of the propensity score model underlying program
design and implementation.

Our first strategy is to use a well specified logit regression to estimate the probability
of taking out a subprime mortgage for each cohort, grounded on a sound
understanding of the subprime market. We determined the conditional variables that
are associated with the use of subprime loans based on a review of subprime lending
and mortgage choice literature, as discussed in the next section. Second, it is possible
that lenders have access to more information about the borrower and local market
than the information in our dataset and the unobservable lender information would
influence the estimation results. Our strategy is to rerun the multinomial regression
model by including the unobservable borrower heterogeneity as an independent
variable, which is proxied by interest rate variables if the mortgage note rate can be
assumed to an effective predictor of the level of credit risk.

Overlap assumption:
For matching to be feasible, there must be individuals in the comparison group with
the same or similar propensity as the participant of interest. This requires an overlap

in the distribution of observables between the treated and the comparison groups.

The overlap assumption is usually stated as:
0<pr(w=1x) <1 (5)

This implies the possible existence of a nonparticipant analogue for each participant.
When this condition is not met, then it would be impossible to find matches for a
fraction of program participants.
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In this case, as we discussed in the literature review, it is highly likely that there is
significant overlap between the CRA-type CAP loans and the subprime sample since
both of them focus on households with marginal credit quality and have identical loan
characteristics such as lien status, loan purpose, occupancy status, and documentation
type. As shown in Exhibit 3, the distribution of credit scores for the CAP and
subprime borrowers, subprime borrowers tend to have lower FICO scores than CAP
borrowers, but there is a significant overlap in these distributions. This overlap allows
us to conduct a meaningful analysis of the performance of different loan products.

Empirical Analysis
Propensity Score Matching

Recent empirical studies suggest that borrowers take out subprime mortgages based
on their credit score, income, payment history, level of down payment, debt ratios,
and loan size limits; there is mixed evidence on the effect of demographics
(Courchane et al. 2004; Cutts and Van Order, 2005; Chomsisengphet and Pennington-
Cross, 2006; LaCour-Little, 2007). Based on the literature review, we included the
key underwriting factors of FICO score and DTI in our analysis. These variables are
assumed to directly affect credit risk and therefore affect mortgage
choice/assignment, since higher credit risk is hypothesized to be associated with a
greater probability of taking out a subprime mortgage. For example, lower FICO
scores are assumed to be associated with higher credit risk, so we expect subprime
loans to capture the majority of the borrowers with lower FICO scores. LTV, another
important underwriting variable, is also generally considered to raise endogeniety
concerns (LaCour-Little, 2007). In this case, higher LTV is one distinct characteristic
of most CAP loans, with over 82 percent of CAP loans having an LTV equal to or
higher than 97 percent. By contrast, most subprime loans have an LTV of less than 90
percent. Courchane et al. (2004) also suggest that high LTV may be associated with
higher risk but is not necessarily associated with getting a subprime mortgage.
Because our focus is the impact of borrower and neighborhood characteristics on
borrowers’ choice/assignment of mortgages, we decided not to include LTV variables
in the model.*?

In addition to the underwriting variables, we included loan amount as an explanatory
variable since fixed costs are usually a large component of loan originations. We
further included several factors measuring local market dynamics and credit risk. We
constructed a zip-code-level credit risk measure: the mean FICO score for mortgages
originated in the preceding year from the LPS data. Our hypothesis is that subprime
lenders tend to market in neighborhoods or areas with a larger share of potential
borrowers who have impaired credit history. The zip-code educational distribution
was included as a proxy of residents’ financial knowledge and literacy. Because some
literature suggests that subprime lending is more likely to be concentrated in minority
neighborhoods (Calem et al. 2004), we included the share of minority in the zip code
in the models. Furthermore, we constructed a zip-code-level HHI using HMDA data
to measure the extent of competition in the market in which borrowers’ properties are
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located.*® The HHI measure also partially represents the volume of transactions in the
area, since more transactions in a hot market could, though not necessarily would,
attract more lenders to the market. In addition, we included quarterly calendar dummy
variables to account for fluctuations in the yield curve that could affect market
dynamics.

Exhibit 5 presents the results from logistic regression models for different vintages.
Across different years, credit risk measures are highly predictive: borrower FICO
score, coded into buckets with above 720 as the holdout category, is highly predictive
of the use of subprime loans; coefficients are relatively large and decrease
monotonically as credit score categories increase. In other words, as expected, the
higher the FICO score, the lower the probability of taking out a subprime mortgage.
Compared to those with very high DTI (>42 percent), borrowers with lower DTIs are
generally less likely to receive subprime loans; exceptions are the buckets with low
DTI (<28 percent) for the 2005 and 2006 samples. While it seems CAP borrowers
had very high DTIs in 2006, the results generally suggest that borrowers with very
high DTIs are more likely to receive subprime loans. In all the models, loan amount is
positive for the use of subprime loans, consistent with the hypothesis that subprime
borrowing involves higher costs, with costs being driven by large fixed components.

Further, zip-code-level average credit score is statistically significant and negatively
related to the probability of taking out a subprime mortgage, suggesting that
borrowers in areas with a higher share of low-score population are more likely to
receive subprime loans. Zip-code-level education performs about as expected, with
higher educational attainment roughly associated with a reduced probability of
receiving a subprime mortgage. Borrowers in areas with a higher share of minorities
are more likely to use subprime mortgages. Finally, higher HHIs are associated with a
lower probability of taking out a subprime mortgage—suggesting that, at least in the
period from 2003-2006, subprime loans were more likely to be in the markets with
more intensive competition and/or more transactions.

In this analysis, we defined the logit rather than the predicted probability as the
propensity score, because the logit is approximately normally distributed. For the
one-to-one nearest neighbor with caliper match, we selected the subprime loan with
the closest propensity score within a caliper for the first CAP loan after the subprime
and randomly ordered CAP loans. We then removed both cases from further
consideration and continued to select the subprime loan to match the next CAP loan.
For the one-to-many match, we matched subprime loans with CAP loans with the
closest propensity score within a caliper after all the loans were randomly sorted.
Instead of removing the matched cases after matching, as in the one-to-one match, we
kept the matched CAP loans in the sample and continued to find the matching CAP
loans for the next subprime loan. This allows us to match as many subprime loans as
possible for each CAP loan. We tried two different calipers, 0.1 and 0.25 times of
standard error as suggested by Rosenbaum and Rubin (1985). In other words, we tried
two matching algorithms, allowing us to match one CAP loan with one or multiple
subprime loans, and two caliper sizes, allowing us to test the sensitivity of the
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findings to varying sizes. For the one-to-many matched sample, to ensure that our
analysis is representative of the matched set, we apply a system of weights, where the
weight is the inverse of the number of subprime loans that matched to one single CAP
loan.

Exhibit 6 describes the four matching schemes and numbers of loans for the
resamples: Match 1 and Match 2 are based on the one-to-one match; Match 3 and
Match 4 are based on the one-to-many match. Match 1 and Match 3 use nearest
neighbor matching within a more restrictive caliper of 0.1, while other matching
schemes employ a wider caliper (0.25 times of the standard deviation of the
propensity scores). The results show that the more restrictive caliper does not
dramatically reduce the sample size; we lost about 791 cases (12 percent) from Match
2 to Match 1 and only one CAP loan from Match 4 to Match 3. Because the
qualitative results do not change and a restrictive caliper can lower the likelihood of
producing inexact matching, we focused on the schemes using the more restrictive
caliper size of 0.1 (Matches 1 and 3) in our analysis of loan performance. For the one-
to-one match (Match 1), we ended up with a sample of 5,558 CAP loans and 5,558
matching subprime loans. For the one-to-many match, the sample was 35,971
subprime loans matched to 3,943 CAP loans (Match 3).

We checked covariate distributions after matching. Both Match 1 and Match 3
remove all significant differences, except LTV variables, between groups. For the
matched groups, as Exhibit 7 shows, borrowers are remarkably similar across all
groups except for LTV ratios, and we got a reduced but more balanced sample of
CAP and subprime borrowers. Compared to CAP loans, which are usually fixed-rate
retail loans with no prepayment penalty, subprime loans have distinctive features and
terms. A vast majority (86 percent) of subprime loans are adjustable rate mortgages;
most (70 percent) were obtained through brokers; and many (41 percent) have
prepayment penalties.

Performance of the Matched Sample

We turn now to the comparison of CAP loans and subprime loans with similar
characteristics. For the matched sample, we observed the payment history during the
period from loan origination to March 2008. During this period, CAP loans had a
lower serious delinquency rate: only 9.0 percent had ever experienced 90-day
delinquencies before March 2008, compared to 19.8 percent of comparable subprime
loans (Exhibit 8). Subprime loans also had a higher prepayment rate, 38 percent
compared to about 18 percent for the matched CAP loans.

In addition to the subprime variables, we considered in the MNL model important
underwriting variables, including borrower DT] ratio, credit history, loan age, and
loan amount, as well as the put option. According to the option-based theory, home
equity plays a central role in determining the probability of foreclosure (Quercia and
Stegman 1992). The value of the put option is proxied by the ratio of negative equity
(unpaid mortgage balance minus estimated house price based on the house price
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index of the Office of Federal Housing Enterprise Oversight) to the original house
price. We recognize that the inclusion of the put option may overestimate the risk of
subprime loans since, as suggested in Zelman, McGill, Speer and Ratner (2007),
some subprime loans may have second mortgages that were not captured here. We
tried the same models without the put option variable; although the estimated default
rate for the subprime loans is smaller, the qualitative results are fairly consistent with
those in Exhibit 9 and Exhibit 10.

Falling interest rates may lead to faster prepayments and drive down delinquency
rates as borrowers refinance their way out of potential problems. Rising interest rates
can cause payment shocks at the reset date for adjustable-rate mortgages and reduce
the ability of borrowers to afford a fixed-rate refinance. To capture the change in
interest rate environment, we used the difference between the prevailing interest rates,
which is proxied by the average interest rate of 30-year fixed-rate mortgages from the
Freddie Mac Primary Mortgage Market Survey (PMMS), and the temporal average of
the prevailing interest rates during the study period (Q1 2003 to Q1 2008).

Consistent with prior work, we further separated the matched sample into two cohorts
based on years of origination. Subprime loans that originated in 2003 and 2004 were
underwritten during a time of historically low interest rates and a strong economy,
leading to a relatively good performance with very low default rates (Cutts and
Merrill, 2008). Many borrowers were able to refinance their mortgages or sell their
houses because of lax underwriting and high house price appreciation before 2007,
which extinguished the default option. Instead, subprime loans that originated in 2005
and 2006, especially subprime ARMs, have not performed as well. These two cohorts
capture some unobservable heterogeneity characterizing mortgages that originated in
a booming housing market and those that originated in a softening housing market.

The results from the MNL regressions based on different matching samples are listed
in Exhibit 9 (one-to-one match) and Exhibit 10 (one-to-many match). Model 1
considers the subprime dummy variable only, while Model 2 helps us explain the
difference in performance between CAP and subprime loans. The results-based
samples using varying algorithms are quite consistent; estimated coefficients for the
explanatory variables are of the same sign and similar size, so Exhibit 10 only lists
results for the subprime variables. Except for a few insignificant coefficients for the
prepayment outcome, the subprime variables are significant and have expected signs.
It is not easy to interpret the results based on the coefficients from the MNL
regressions directly. We estimated the cumulative default and prepayment rates in the
first 24 months after origination for borrowers with impaired credit score (FICO score
580-620) and with mean value of other regressors, except loan age and loan
characteristics, based on the MNL regression results. The estimation results discussed
below are listed in Exhibit 11, where we consider a 90-day delinquency as
termination of a loan, although it may still be active after the delinquency.

Summary of Primary Findings
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First of all, there is consistent evidence that subprime loans have a higher default risk
and a higher prepayment probability than CAP loans. The estimated cumulative
default rate for a 2004 subprime loan is 16.3 percent, about four times that of CAP
loans (4.1 percent). For a 2006 subprime loan, the cumulative default rate is over 47.0
percent, about 3.5 times that of comparable CAP loans (13.3 percent). In other words,
CAP loans are over 70 percent less likely to default than a comparable subprime loan
across different vintages. We also notice that the default rate of the 2005-2006 cohort
is significantly higher than that of the 2003-2004 cohort for loans with same loan
features. Very likely this is because of changes in the underwriting standard and in
economic conditions, as well as other unobservable heterogeneity.

We also found that subprime loans with adjustable rates have a significantly higher
default rate than comparable CAP loans. And when the adjustable rate term is
combined with the prepayment-penalty feature, the default risk of subprime loans
becomes even higher. For a 2004 sub_arm loan (retail-originated subprime ARM
without prepayment penalty), the estimated cumulative default rate would be 6.5
percent, slightly higher than that of CAP loans (4.1 percent). But if the adjustable rate
subprime mortgage has a prepayment penalty, the estimated default rate increases to
13.5 percent for a 2004 sub_arm&ppp loan (retail-originated subprime ARM with
prepayment penalty), over 100 percent higher than that of sub_arm. The same pattern
also holds for the 2006 originations.

Finally, we found that the broker-origination channel is significantly associated with
an increased level of default. For example, the estimated cumulative default rate for a
2004 sub_bro&arm loan (broker-originated adjustable-rate subprime loan without
prepayment penalty) is 17.3 percent, significantly higher than the 6.5 percent of the
sub_arm loans. For a 2006 sub_bro&arm loan, the estimated cumulative default rate
is as high as 51 percent, much higher than the 16.8 percent of the sub_arm loans. The
same pattern can also identified for adjustable-rate subprime loans with prepayment
penalties. When a broker-originated subprime ARM has the term of prepayment
penalty, the default risk for 2004 originations is 5.1 times as high as that of CAP
loans (21.8 percent vs. 4.1 percent) and for 2006 originations 4.0 times as high (53.8
percent vs. 13.3 percent).

The results suggest that, all other characteristics being equal, borrowers are three to
five times more likely to default if they obtained their mortgages through brokers.
When this feature is combined with the adjustable rate and/or prepayment penalty, the
default risk is even higher. One possible explanation is that, as suggested in Ernst et
al. (2008) and Woodward (2008), loans originated through brokers have significantly
higher closing costs and prices, which increases borrowers’ costs and can lead to
elevated default risk. It is also possible that borrowers obtaining loans through
brokers are more likely to receive products with features that may increase the default
risk. Finally, it is very likely that the broker-origination channel has a looser
underwriting standard that has not been fully captured by the model, which allows
unqualified borrowers to receive unsustainable risky products. All these contentions
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are consistent with the results, and additional research is needed to examine this issue
in more detail.

As to the outcome of prepayment, we observed two obvious trends. The first is that
subprime loans, especially subprime ARMSs, have a significantly higher prepayment
rate than CAP loans (Exhibit 11). Second, for recent originations (2005-2006),
subprime loans with prepayment penalties are less likely to prepay than loans with
similar terms but without prepayment penalties. But for early originations (2003-
2004), the pattern is reversed: subprime loans with prepayment penalties have a
higher prepayment rate, probably because they are more likely to be prepaid after the
prepayment penalty period has expired. Although we were not able to determine the
prepayment penalty clauses for all subprime loans because of missing values, for
those loans with complete information prepayment penalties were most frequently
levied within the first two to three years of loan origination. As of March 2008, then,
most prepayment penalties for 2003-2004 originations have expired. But prepayment
may also be part of the problem if the borrower prepaid the loans by refinancing into
another subprime product.

The Impact of Unobservable Heterogeneity

To check how unobservable borrower risk characteristics impact the results, we
treated unobservable heterogeneity as an omitted variable, and solved this problem by
including a proxy of the omitted variable as a regressor in the outcome equation along
with the subprime dummy and other controls. Our first proxy of borrower
unobservable heterogeneity is the risk premium (rate_sp), which is the mortgage
interest rate minus the national average rate of 30-year fixed-rate mortgages from the
PMMS. Of course, the risk premium variable may be an endogenous variable here,
because if priced properly mortgage interest rates are determined by an assessment of
a borrower's risk profile and some mortgage characteristics. To address the
endogeneity issue, we used the residue of the risk premium (rate_resid) as a proxy of
the unobservable lender/borrower risk characteristics based on an OLS model using
observable information to predict mortgage risk premium.**

The qualitative results generally do not change when the proxies of unobservable
heterogeneity are considered (Model 3 and Model 4 in Exhibit 12). The inclusion of
the risk premium variables seems help explain the borrowers’ prepayment behavior
but not the default behavior. The coefficients of the subprime variables for the default
option vary only slightly and have the same significance in different models. The
noticeable difference is that for prepayment option once the risk premium variables
are controlled, the coefficients of the subprime variables become much smaller for the
2005-2006 cohort but the signs and significance are the same. The coefficients of the
risk premium variables (rate_sp and rate_resid) are generally insignificant for the
default option (with only one exception of the 2003-2004 cohort which is slightly
significant). As to the prepayment option, risk premium variables have a positive
impact on the probability of prepayment for the 2005-2006 cohort but have a negative

18



impact, though with a magnitude close to zero, for the 2003-2004 cohort, possibly
because of changes in some uncaptured market condition information.

In summary, we demonstrate that the results we obtained earlier are robust enough
even after controlling for proxies of the unobservable heterogeneity among
borrowers. As a result, we are more confident about the conclusions about the relative
risk of different loan products.

Empirical Results of Other Controls

Because the results for most of the variables are generally consistent across different
models, discussion of other control variables is based primarily on Model 1, as
summarized in Exhibit 9. For other controlled variables, the results suggest:

Other risk variables

e Put option: Borrowers with less or negative equity in their homes (larger value
of put) are more likely to default and less likely to prepay. The results confirm
the common wisdom that the level of equity in a home is a strong predictor for
prepayment and default.

e Credit history: As expected, there is consistent evidence that borrowers with
lower credit scores are more likely to experience serious delinquency.

e Debt-to-income ratio: Higher debt-to-income ratios are associated with a
higher default risk for the 2003-2004 cohort, but the coefficients are
insignificant for the 2005-2006 sample.

Loan characteristics
e Size of unpaid balance: Larger loan size is generally associated with lower
default risk. Larger loan size is also associated with higher prepayment
probability for the 2003-2004 cohort.

Area and neighborhood controls

e Area credit risk: Average credit score in the zip code is significantly and
negatively associated with default risk. There is also some evidence that zip
code average credit score is positively associated with prepayment probability
(for the 2005-2006 vintage).

o Interest rate dynamics: For different cohorts, the impact of interest rate
environment is different. For the 2003-2004 cohort, the increase in average
interest rate decreases the prepayment probability but for the recent cohort, the
increase in average interest rate increases the default risk and has no
significant impact on the prepayment probability.

e County unemployment rate: Average county unemployment rate is generally
insignificant in explaining the default and prepayment behaviors across
different models.

Time dummies
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e Dummies of 2003 and 2005 originations: The 2005 originations are
significantly less likely to default, compared to the 2006 cohort.

Conclusions

As the current economic crisis worsens, the debate continues as to what cause the
initial foreclosure crisis in the mortgage markets. In this study, we examine the
relative default risk of two of the suspects: subprime mortgages and community
reinvestment loans. Using propensity matching methods, we constructed a sample of
comparable borrowers with similar risk characteristics but holding the two different
loan products. We found that, for comparable borrowers, the estimated default risk is
much lower with a CRA loan than with a subprime mortgage. More narrowly, we
found that the broker-origination channel, an adjustable rate, and a prepayment
penalty, all contribute substantially to the elevated risk of default among subprime
loans. In the worst scenario, when broker origination is combined with the features of
adjustable rate and prepayment penalty, the default risk of a borrower is four to five
times as high as that of a comparable borrower holding a CRA-type product. Though
CAP has some program-specific features, the results clearly suggest that the relative
higher default risk of subprime loans may not be solely attributed to borrower credit
risk, instead it is significantly associated with the characteristics of the products and
the origination channel in the subprime market. Thus, the results suggest that when
done right and responsibly, lending to LMI borrowers is viable proposition.
Borrowers and responsible CRA lending should not be blamed for the current housing
crisis.

Our results are consistent with recent regulatory action.™ Key features of subprime
loans—underwriting that ignores ability to pay, the inclusion of prepayment penalties,
escalating interest rates and hidden fees--make it difficult for families to stay current
on their mortgage payments. Federal Reserve rules issued in 2006 and recent
amendments to the Truth in Lending Act (Regulation Z) have banned negative
amortization for high-priced loans and most prepayment penalties. They have also
banned underwriting loans without regard to a borrower's ability to pay.
Unfortunately, broker origination also significantly increases default risk. However,
there is no Federal law and only a few states have sufficiently regulated the incentive
structure of the broker origination channel, especially the yield spread premium
which many have argued may lead brokers to originate loans that may not be in the
best interest of the borrower.

In the current economic situation, many borrowers holding subprime mortgages with
risky loan features are having difficulty making their current payments and many
have already been seriously delinquent or in default. One proposed solution has been
to modify troubled owner-occupied subprime loans with FHA-insured loans or more
sustainable fixed-rate products at a significant discount (Inside B&C Lending, 2008).
This research demonstrates that if subprime-like borrowers receive loans with prime
rather than subprime terms and conditions, their default rate would be much lower.

20



Because the mortgage industry was originally criticized for failing to serve lower-
income and minority households and more recently for flooding the market with
unsustainable mortgages with risky features, our findings are important for
policymakers. This research suggests that loans with prime terms and conditions
offered through special CRA lending programs provide LMI and minority
households, even those with somewhat imperfect credit histories, more sustainable
homeownership options than subprime loans.

While our results are interesting for understanding the performance difference
between subprime and CRA loans, we would like to emphasize that CAP has some
program specific characteristics. Though national in scope, CAP is geographically
concentrated in certain markets. In addition, this analysis focuses solely on home
purchase lending activities and borrowers with full or alternative documentation only.
As such, it is unclear whether or not our findings for the CAP program are applicable
to national population of CRA loans and the entire subprime market. However, CAP
borrowers are matched with subprime borrowers with similar risk profiles, focusing
in this way on the less risky portion of the subprime market. We have also excluded
from the analysis investor loans and low- or no-doc subprime mortgages, all of which
are generally associated with a higher credit risk. Further, if borrowers are indeed
steered to low- and no-doc loans in the subprime market even when they could have
documented their income, as has been asserted by some observers, this would suggest
that the increased risk of having one’s mortgage originate in the subprime market is
even greater than captured in this paper. As such, this research provides more
convincing evidence of the relative risk of the CRA-type loans and the impact of loan
features and origination channels on loan performance.

Endnotes:

! For more complete details of CRA regulations, see http://www.ffiec.gov/cra/default.html.

% The CRA assessment area for a retail-oriented banking institution must include “the areas in which
the institution operates branches and deposit-taking automated teller machines and any surrounding
areas in which it originated or purchased a substantial portion of its loans” (Avery et al. 2000, p. 712).

% As Alexander et al. (2002) suggest that some practices of possible gaming of brokers with lenders
include at least reporting the highest FICO score from the three bureaus, pulling a FICO score after
challenging a derogatory, and shopping for cooperative appraisers.

* Examples of guidelines that reduced cash required to close include: Lesser of $500 or 1percent from
borrower’s own funds; Maximum LTV of 98percent and maximum combined LTV (including soft
seconds) of 103percent; No reserves required.

> Examples of guideline flexibility with respect to credit history include: Demonstrate 6-month
satisfactory payment history with four sources of credit, either traditional or non-traditional; FICO
scores thresholds below 620 accepted in certain programs.

® Examples of underwriting flexibility in assessing the ability to repay include: Maximum total ratio of
debt payments to income ratio of 43 percent, or up to 45 percent if new housing payment is not more
than 25 percent higher than prior housing payment.

" Examples of offsetting or combined guideline flexibilities include: Maximum total ratio of debt
payments to income varies from 38percent to 48percent with borrowers with higher credit scores
allowed higher ratios; Higher downpayments or reserve requirements for borrowers with FICO below
620.
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& To qualify for the CAP program, borrowers must meet one of three criteria: (1) have income under 80
percent of the area median income (AMI) for the metropolitan area; (2) be a minority with income
below 115 percent of AMI; (3) or purchase a home in a high-minority (>30%) or low-income (<80%
AMI) census tract and have an income below 115 percent AMI.

° Other common matching algorithms include: nearest-neighbor matching, kernel matching, local
linear matching, Mahalanobis metric matching, Mahalanobis metric matching including the propensity
score, and difference in differences methods (see review in Guo et al. 2006 and Essama-Nssah, 2006).

19 Unfortunately, there are too few loans in the matched sample for retail-originated fixed-rate
mortgages (less than 20 for the one-to-one match for each category), which does not allow us to
conduct meaningful analysis, and so they were dropped from further analysis.

1 This assumption is also known as the exogeneity, or unconfoundedness, or ignorable treatment
assignment, or conditional homogeneity, or selection on observables assumption (Essama-Nssah,
2006).

12 To empirically test the impact on results of including/excluding LTV variables, we tried logistic
regression models with LTV variables. As expected, LTV ratio is highly significant in predicting the
use of subprime loans, with lower LTVs consistently and monotonically related to the use of subprime
loans. The match rate is lower than those reported in Exhibit 6, but the qualitative results on the
performance of mortgages do not change.

3 The HHI is constructed as the sum of squared market shares of firms in a zip code. Based on
HMDA data, we got the market share of firms in a census tract and then matched to corresponding zip
codes. When a census tract overlaps multiple zip codes, we assume the share of loans for the particular
firm is the same as the share of house units of the tract in this zip code. As such, the index ranges from
10,000 in the case of 100% market concentration to near zero in the case of many firms with equally
small market shares.

 We assume mortgage risk premium is determined by a set of borrower, neighborhood characteristics
in the propensity score estimation and loan characteristics that may influence pricing including LTV,
adjustable rates, and prepayment penalties. We ran OLS regressions for different cohorts and the R
squares of the four regressions range from 0.4 for the 2004 cohort to 0.61 for the 2003 cohort. The
regression results are available upon request.

> Home Ownership and Equity Protection Act bans balloon payments, negative amortization, most
prepayment penalties for high-rate/high-fee loans. The Revision of Regulation Z of Truth in Lending
Act in July 2008 further bans any prepayment penalties if the payment can change in the initial four
years and for high-priced loans prepayment penalties cannot last for more than two years.

18 Effective on October 1, the House Bill 2188 in North Carolina bans rate or yield spread premiums.
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Exhibit 1 Construction of Subprime Study Sample

# of Observations

Subprime
Step 1 Subprime Loans meeting the following criteria: home
purchase loans, first-lien; single family house, 30-year
amortization, conforming loans with a minimum loan amount of
$10,000 only 544,849
Step 2 Exclude loans with no or limited documentation or
missing information for the following variables: LTV, Fico
score, DTI, documentation 86,697
Step 3 Exclude loans not in zip codes with CAP activities
and loans without complete payment history 42,065

Note: based on authors’ calculation from LPS. Subprime loans here include B&C loans and high-cost
ARMs (with a margin greater than 300 basis points).
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Exhibit 2 90-day Delinquency Rate by Loan Types
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Exhibit 4 Descriptive Statistics (Mean or Percentage)

Variable CAP Subprime
Debt-to-income ratio*
DTI<28% 0.126 0.163
DTI 28-36% 0.278 0.158
DTI 36-42% 0.315 0.178
DTI>42% 0.281 0.501
FICO score*
<580 0.031 0.213
580-620 0.109 0.263
620-660 0.224 0.225
660-720 0.324 0.192
>=720 0.312 0.107
LTV*
<80% 0.037 0.369
80-90% 0.050 0.381
90-97% 0.090 0.167
>=97% 0.823 0.083
Loan characteristics
Loan_amt* 100.86 148.1
ARMs* - 0.903
Broker* - 0.808
Prepayment penalty* - 0.495
Note Rate* 6.66% 7.87%
Neighborhood/Local
characteristics
HHI index (in 10,000, 2005)* 0.051 0.036
Mean area FICO Score (2005)* 688.6 685.2
Share of minority * 0.293 0.482
Education distribution*
Share of less high school 0.199 0.239
Share of high school 0.318 0.283
Share of some college 0.272 0.292
Share of college and above 0.211 0.186
Geography: top 5 states
OH (22.3%) CA (19.2%)
NC (14.6%) TX (11.0%)
IL (12.6%) FL (10.1%)
GA (11.4%) IL (9.1%)
OK (5.8%) GA (5.3%)
Origination Year
2003 2,670 4,680
2004 2,581 18,380
2005 2,251 11,703
2006 1,719 7,302
N 9,221 42,065

Note: * Bivariate 3 test or t test significant at the 0.01 level.
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Exhibit 5 Logistic regression models predicting propensity scores

2003 2004 2005 2006

Coef. P-value Coef. P-value Coef. P-value Coef. P-value

dti<28

dti 28-36

dti 36-42
dti>42
cscore<580
cscore 580-620
cscore 620-660
cscore 660-720
cscore >=720

-0.172 0.088 0.006 0.941 0.616 0.000 1.324 0.000
-1.369 0.000 -1.252 0.000 -0.603 0.000 0.216 0.018
-1.411 0.000 -1.486 0.000 -0.837 0.000 -0.160 0.060

4632 0.000 3.943 0.000 4.182 0.000 1.900 0.000
2.040 0.000 2.237 0.000 2.846 0.000 1.245 0.000
1.431 0.000 1.121 0.000 1.438 0.000 1.021 0.000
0.850 0.000 0.550 0.000 0.632 0.000 0.483 0.000

loan_amt 0.012 0.000 0.013 0.000 0.011 0.000 0.010 0.000
qtr1 0.055 0.585 -0.553 0.000 0.606 0.000 1.137 0.000
qtr2 -0.019 0.843 -0.062 0.407 0.315 0.000 0.891 0.000
qtr3 -0.545 0.000 0.070 0.342 0.073 0.372 0.601 0.000
qtrd
HHI (in 10,000) -14.763 0.000 -18.747 0.000 -21.058 0.000  -23.296 0.000
area credit
score -0.004 0.046 -0.004 0.053 -0.002 0.438 0.000 0.937
pctmin -0.007 0.001 0.006 0.001 0.017 0.000 0.014 0.000
pct_less_high
pct_high -0.124 0.000 -0.077 0.000 -0.057 0.000 -0.144 0.000
pct_somecoll 0.062 0.000 0.049 0.000 0.054 0.000 0.015 0.037
pct_coll -0.082 0.000 -0.067 0.000 -0.058 0.000 -0.092 0.000
_cons 6.015 0.000 5.411 0.000 2.164 0.177 6.127 0.001
Pseudo R? 0.42 0.36 0.38 0.35
N=7,350 N=20,961 N=13,954 N=9,021
Exhibit 6 Description of matching schemes and resample sizes
N of original
Scheme Description of matching method sample N of the new sample
CAP CAP Subprime

Match1 Nearest 1-to-1 using caliper=0.1 9,221 5,558 5,558

Match2 Nearest 1-to-1 using caliper=0.25c 9,221 6,349 6,349

Match3 Nearest 1-to-many using caliper=0.1 9,221 3,943 35,971

Match4 Nearest 1-to-many using caliper=0.25¢ 9,221 3,944 36,236

Note: For the one-to-one nearest neighbor with caliper match, the subprime loan with the closest
propensity score within a caliper for the first CAP loan was selected after the sample was randomly
ordered. We then removed both cases from further consideration and continue to select the subprime
loan to match the next CAP loan. For the one-to-many match, subprime loans were matched with CAP
loans with the closest propensity score within a caliper after all the loans were randomly sorted.
Instead of removing the matched cases after matching as in the one-to-one match, we kept the matched
CAP loans in the sample and continued to find the matching CAP loan for the next subprime loan.
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Exhibit 7 Significance tests of the resamples

Variable Match 1 Match3
Debt-to-income ratio CAP Subprime CAP Subprime
DTI<28% 0.229 0.221 0.223 0.218
DTI 28-36% 0.261 0.249 0.242 0.233
DTI 36-42% 0.375 0.391 0.397 0.403
DTI>42% 0.135 0.139 0.138 0.146
FICO score
<580 0.047 0.049 0.165 0.164
580-620 0.15 0.155 0.251 0.241
620-660 0.256 0.241 0.296 0.292
660-720 0.305 0.305 0.165 0.164
>=720 0.242 0.25 0.123 0.139
LTV (* for match 1)
<80% 0.042 0.314 0.044 0.305
80-90% 0.062 0.276 0.066 0.282
90-97% 0.11 0.209 0.117 0.208
>=97% 0.786 0.201 0.773 0.204
Loan characteristics
loan_amt* 1094 109.7 112.0 113.2
ARMs* 0.864 0.880
Broker* 0.696 0.682
Prepayment penalty* 0.413 0.422
Note Rate* 0.066 0.078 0.066 0.078
N 5,558 5,558 3,943 35,971*

Note: * Bivariate y” test or t test significant at 0.01 level. **Statistics based on Match 3 are weighted
average and the weight is the inverse of number of subprime loans that matched to one CAP loan.

Exhibit 8 Performance measures of the new samples

Whole sample 2003-2004 Sample 2005-2006 Sample
%
% of 90- % prepayme
day % prepayment % of90-day  prepayment % of 90-day nt
CAP 8.98 18.46 7.64 25.73 10.94 7.84
Subprime 19.81 38.27 12.97 50.06 29.81 21.04
N 11,116 6,600 4,516

Note: Observation period is from origination to March 2008; if a loan was 90-day delinquent and then
prepaid, it is considered as a 90-day delinquency only.
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Exhibit 9 MNL regression results of default and prepayment (Match 1 in Exhibit 6)

2003-2004 Sample 2005-2006 Sample
Model 1 Model 2 Model 1 Model 2
Variable Coef. P>z Coef. P>z Coef. P>z Coef. P>z
Default put 0.041 0.000 0.044 0.000 0.050 0.000 0.052 0.000
dti 28-36 0.581 0.000 0.585 0.000 0.083 0.528 0.093 0.480
dti 36-42 0.632 0.000 0.599 0.000 0.025 0.847 0.018 0.890
dti>42 0.323 0.029 0.522 0.000 -0.241 0.065 0.015 0.907
cscore<580 2414 0.000 2.196 0.000 1.682 0.000 1.477 0.000
cscore 580-620 1.991 0.000 1.790 0.000 1.278 0.000 1.057 0.000
cscore 620-660 1.471 0.000 1.286 0.000 1.033 0.000 0.907 0.000
cscore 660-720 0.634 0.000 0.512 0.001 0.448 0.004 0.388 0.011
unpaid balance (in log) -0.357 0.000 -0.266 0.008 -0.163 0.079 -0.066 0.482
loan age (in log mon) 1.007 0.000 1.084 0.000 1.043 0.000 1.093 0.000
area credit score -0.010 0.000 -0.009 0.000 -0.012 0.000 -0.010 0.000
average interest rate -0.128 0.346 -0.142 0.299 0.522 0.000 0.507 0.000
area unemp rate 0.044 0.120 0.045 0.106 0.045 0.120 0.025 0.393
y2003 (y2005) -0.078 0.389 -0.153 0.097 -0.607 0.000 -0.491 0.000
subprime 1.592 0.000 1.596 0.000
sub_arm 0.540 0.004 0.361 0.033
sub_arm&ppp 1.546 0.028 1.898 0.000
sub_bro 1.945 0.000 1.446 0.000
sub_bro&ppp 1.985 0.000 1.527 0.000
sub_bro&arm 1.661 0.000 1.898 0.000
sub_bro&arm&ppp 1.987 0.000 1.818 0.000
cons 0.818 0.544 -0.963 0.482 1.291 0.347 -1.241 0.371
Prepay put -0.015 0.000 -0.013 0.000 -0.007 0.061 -0.006 0.185
dti 28-36 0.289 0.000 0.301 0.000 -0.045 0.760 0.015 0.920
dti 36-42 0.348 0.000 0.354 0.000 0.058 0.683 0.149 0.311
dti>42 0.015 0.825 0.119 0.088 -0.300 0.030 -0.175 0.248
cscore<580 0.142 0.322 -0.001 0.996 -0.090 0.663 -0.012 0.956
cscore 580-620 0.080 0.321 -0.006 0.945 0.237 0.069 0.274 0.045
cscore 620-660 0.323 0.000 0.262 0.000 -0.193 0.131 -0.140 0.285
cscore 660-720 0.149 0.005 0.139 0.008 -0.076 0.521 -0.114 0.344
unpaid balance (in log) 0.329 0.000 0.298 0.000 -0.055 0.537 -0.117 0.201
loan age (in log mon) 0.459 0.000 0.512 0.000 0.697 0.000 0.699 0.000
area credit score 0.001 0.381 0.002 0.091 0.007 0.001 0.008 0.001
average interest rate -0.197 0.007 -0.187 0.011 0.200 0.203 0.188 0.237
area unemp rate -0.016 0.338 -0.022 0.185 -0.029 0.409 -0.031 0.375
y2003 (y2005) -0.021 0.640 0.029 0.519 0.278 0.003 0.317 0.002
subprime 0.922 0.000 1.238 0.000
sub_arm 0.611 0.000 1.132 0.000
sub_arm&ppp 1.685 0.000 2.289 0.000
sub_bro 0.437 0.000 1.207 0.001
sub_bro&ppp 0.979 0.000 -0.241 0.510
sub_bro&arm 1.080 0.000 1.660 0.000
sub_bro&arm&ppp 1.340 0.000 0.947 0.000
cons -11.241 0.000 -11.612 0.000 -11.908 0.000 -11.495 0.000
Log likelihood -16790.3 -16683.1 -8262.9 -8157.0
N N=192,179 of 6,600 loans N=93,646 of 4,516 loans

Note: sub_arm represents subprime retail originated ARMs without prepayment penalty;
sub_ arm&ppp represents subprime retail originated ARMSs with prepayment penalties;

sub_bro represents subprime broker originated fixed-rate mortgages without prepayment penalties; sub_bro&ppp represents
subprime broker originated fixed-rate mortgages with prepayment penalties;

sub_bro&arm represents subprime broker originated ARMs without prepayment penalties; sub_bro&arm&ppp represents

subprime broker originated ARMs with prepayment penalties.
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Exhibit 10 MNL regression results of default and prepayment (Match 3 in Exhibit 6)

2003-2004 Sample 2005-2006 Sample
Model 1 Model 2 Model 1 Model 2
Variable Coef. P>z Coef. P>z Coef. P>z Coef. P>z
Default subprime 1.448 0.000 1.616 0.000
sub_arm 0.482 0.003 0.189 0.208
sub_armé&ppp 1.658 0.000 2.073 0.000
sub_bro 1.721 0.000 1.418 0.000
sub_bro&ppp 1.770 0.000 1.581 0.000
sub_bro&arm 1.638 0.000 1.906 0.000
sub_bro&armé&ppp 1.843 0.000 1.833 0.000
cap
Prepay subprime 0.940 0.000 1.308 0.000
sub_arm 0.666 0.000 1.192 0.000
sub_armé&ppp 1.544 0.000 2.220 0.000
sub_bro 0.510 0.000 1.235 0.000
sub_bro&ppp 0.901 0.000 -0.451 0.111
sub_bro&arm 1.052 0.000 1.751 0.000
sub_bro&armé&ppp 1.385 0.000 1.073 0.000
cap
N N=341,367 of 16,604 loans N= 528,292 of 23,310 loans

Note: see note in Exhibit 9 for the definition of different loan products.

There should be 8 dummies for different combinations of loan features but the sample sizes of the
buckets of retail-originated fixed-rate subprime with and without prepayments are too small, which

does not allow us conduct meaningful analysis.

Exhibit 11 Estimated cumulative default and prepayment rate
(24 months after origination for a borrower with impaired credit score of 580-620)

2004 Origination

2006 Origination

Default prepayment Default prepayment

CAP 4.08% 10.34% 13.32% 7.47%
Subprime 16.28% 22.81% 47.04% 17.69%
sub_arm 6.53% 17.93% 16.82% 20.82%
sub_armé&ppp 13.48% 41.43% 43.30% 39.42%
sub_bro 24.15% 13.92% 40.61% 18.76%
sub_bro&ppp 23.33% 22.48% 47.84% 4.74%
sub_bro&arm 17.30% 25.37% 51.00% 24.27%
sub_bro&arm&ppp 21.82% 30.40% 53.78% 13.36%

Note: see note in Exhibit 9 for the definition of different loan products. The predicted cumulative
default and prepayment rate is as of 24 months after origination for a borrower with a FICO score
between 580-620 and holding a mortgage originated in 2004 or 2006, with the mean value of other

regressors. The estimation is based on regression results in Exhibit 9.
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Exhibit 12 MNL Regression Results of Default and Prepayment
(with proxy of unobservable heterogeneity)

2003-2004 Sample 2005-2006 Sample
Model 1 Model 3 Model 4 Model 1 Model 3 Model 4

Variable Coef. P>z Coef. P>z Coef. P>z Coef. P>z Coef. P>z

Default put 0.041 0.000  0.041 0.000  0.041 0.000 0.050 0.000 0.049 0.000 0.049 0.000
dti 28-36 0.581 0.000 0571 0.000 0.582  0.000 0.083 0.528  0.081 0.543 0.078 0.560
dti 36-42 0.632 0.000 0.606 0.000 0.632 0.000 0.025 0.847 0.024 0859 0.018 0.893
dti>42 0.323 0029 0349 0019 0323 0.030 -0.241 0.065 -0.232 0.077 -0.243 0.063
cscore<580 2414 0.000 2271 0.000 2413  0.000 1.682 0.000 1628 0.000 1.690 0.000
cscore 580-620 1.991 0.000 1.921 0.000 1.990  0.000 1.278 0.000 1237 0.000 1.274 0.000
cscore 620-660 1471 0.000 1422 0.000 1471 0.000 1.033 0.000 1015 0.000 1.032 0.000
cscore 660-720 0.634 0.000 0.614 0.000 0.634 0.000 0.448 0.004  0.441 0.004 0448 0.004

unpaid balance (in 0357 0000 -0.308 0.002 -0.357 0000 -0.163 0079 -0.122 0240 -0152 0.114
loanage (inlogmon) ~ 1007 0000 0996 0000 1007 0000 1043 0000 1040 0000 1042  0.000

area credit score -0.010  0.000 -0.010 0.00 -0.010 0.000 -0012 0000 -0.012 0.000 -0.012  0.000
average interestrate  -0.128  0.346 -0.143 0297 -0.128 0.348 0522  0.000 0518 0.000 0.522  0.000
area unemp rate 0.044 0120 0.038 0.186 0.044 0.121 0045 0120 0.044 0121 0.045 0.120
y2003 (y2005) 0078 0389 -0.097 0289 -0077 0393 -0607 0000 -0.602 0.000 -0.608 0.000
rate_sp 0.075  0.033 0.038 0.274
rate_resid -0.002  0.961 0.020 0.573
subprime 1592 0000 1446 0.000 1594 0.000 159 0.000 1515 0.000 1559  0.000
cons 0818 0544 0268 0846 0814 0546 1291 0347 0719 0.629 1.237 0.371
Prepay put -0.015 0000 -0.014 0.000 -0.014 0.000 -0.007 0061 -0.018 0.000 -0.018  0.000
dti 28-36 0289 0000 0291 0.000 0297 0.000 -0.045 0760 -0.062 068 -0.139  0.356
dti 36-42 0348 0000 035 0.000 0360 0.000 0058 0683 0082 0579 -0.049 0.739
dti>42 0015 0825 -0.008 0906 0.002 0975 -0300 0030 -0123 0.386 -0.299  0.031
cscore<580 0142 0322 0264 0068 0117 0405 -0090 0663 -0.734 0.001 -0.022 0.916
cscore 580-620 0080 0321 0136 0099 0.072 0376 0237 0069 -0.18 0.187 0.139  0.298
cscore 620-660 0323 0000 0361 0000 0324 0000 -0193 0131 -0.373 0.004 -0211 0.102
cscore 660-720 0149 0005 0.158 0.003 0143 0.007 -0076 0521 -0.159 0.181 -0.080  0.497

unpaid balance (in 0329 0000 0309 0000 0335 0000 -0055 0537 0338 0002 0129 0.157
loanage (inlogmon) ~ 0459 0000 0466 0000 0464 0000 0697 0000 0679 0.000 0688  0.000

area credit score 0.001 0381 0000 0626 0001 0350 0007 0001 0008 0000 0006 0.012
average interestrate  -0.197 0.007 -0.184 0.012 -0.186 0.011 0.200 0203 0.163 0304 0.186  0.241
area unemp rate 0016 0338 -0014 0408 -0.014 0385 0029 0409 -0.022 0528 -0.022 0.527
y2003 (y2005) -0.021 0640 -0.023 0613 -0019 0675 0278 0003 0273 0.003 0.239 0.010
rate_sp -0.068  0.000 0.399  0.000

rate_resid -0.059  0.002 0.367  0.000
subprime 0922 0000 1.004 0.000 0977 0.000 1238 0000 0505 0.000 0.601 0.000
cons -11.24 0.00 -10.74 000 -11.39 0.00 -11.91 0.00 -17.37 0.00 -12.46 0.00
Log likelihood -16790.3 -16780.3 -16785.1 -8262.9 -8211.7 -8219.2

Note: Model 1 is the same as the one in Exhibit 9. rate_sp represents the difference between the
mortgage note rate and the average interest rate of 30-year fixed-rate mortgages from the Freddie Mac
Primary Mortgage Market Survey in the same month. rate_resid represents the residue of the risk
premium variable from OLS models of risk premium.
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Two Federal Reserve economists examine whether available data support critics' claims that the
Community Reinvestment Act spawned the subprime mortgage crisis.
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As the current financial crisis has unfolded, an argument that the Community Reinvestment Act (CRA)
is at its root has gained a foothold. This argument draws on the fact that the CRA encourages
commercial banks and savings institutions (collectively known as banking institutions) to help meet the

credit needs of lower-income borrowers and borrowers in lower-income neighborhoods.ll Critics of the
CRA contend that the law pushed banking institutions to undertake high-risk mortgage lending.

This article discusses key features of the CRA and presents results from our analysis of several data
sources regarding the volume and performance of CRA-related mortgage lending. On balance, the
evidence runs counter to the contention that the CRA lies at the root of the current mortgage crisis.

Assessing banks in context

The CRA directs federal banking regulatory agencies, including the Federal Reserve, to use their
supervisory authority to encourage banking institutions to help meet the credit needs of all segments of
their local communities. These communities, referred to hereafter as CRA assessment areas, are defined
as the areas where banking institutions have a physical branch office presence and take deposits,
including low- and moderate-income areas. The banking agencies periodically assess the performance of
banking institutions in serving their local communities, including their patterns of lending to lower-
income households and neighborhoods, and take the assessments into consideration when reviewing the
institutions' applications for mergers, acquisitions, and branches.

The CRA emphasizes that banking institutions fulfill their CRA obligations within the framework of
safe and sound operation. CRA performance evaluations have become more quantitative since 1995,
when regulatory changes were enacted that stress actual performance rather than documented efforts to
serve a community's credit needs. However, the CRA does not stipulate minimum targets or even goals
for the volume of loans, services, or investments banking institutions must provide. While it is fair to
say that the primary focus of CRA evaluations is the number and dollar amount of loans to lower-
income borrowers or areas, the agencies instruct examiners to judge banks' performance in light of 1)
each institution's capacity to extend credit to lower-income groups and 2) the local economic and market
conditions that might affect the income and geographic distribution of lending.

Timing and originations

Before we turn to our analysis of CRA lending data, we have two important points to note regarding the
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CRA and its possible connection to the current mortgage crisis.

The first point is a matter of timing. The current crisis is rooted in the poor performance of mortgage
loans made between 2005 and 2007. If the CRA did indeed spur the recent expansion of the subprime
mortgage market and subsequent turmoil, it would be reasonable to assume that some change in the
enforcement regime in 2004 or 2005 triggered a relaxation of underwriting standards by CRA-covered
lenders for loans originated in the past few years. However, the CRA rules and enforcement process

have not changed substantively since 1995.2 This fact weakens the potential link between the CRA and
the current mortgage crisis.

Our second point is a matter of the originating entity. When considering the potential role of the CRA in
the current mortgage crisis, it is important to account for the originating party. In particular, independent
nonbank lenders, such as mortgage and finance companies and credit unions, originate a substantial
share of subprime mortgages, but they are not subject to CRA regulation and, hence, are not directly
influenced by CRA obligations. (We explore subprime mortgage originations in further detail below.)

The CRA may directly affect nonbank subsidiaries or affiliates of banking institutions. Banking
institutions can elect to have their subsidiary or affiliate lending activity counted in CRA performance
evaluations. If the banking institution elects to include affiliate activity, it cannot be done selectively.
For example, the institution cannot "cherry pick" loans that would be favorably considered under the law
while ignoring loans to middle- or higher-income borrowers.

In the next section, we discuss the data analysis we undertook to assess the merits of the claims that the
CRA was a principal cause of the current mortgage market difficulties. The analysis focuses on two
basic questions. First, what share of subprime mortgage originations is related to the CRA? Second, how
have CRA-related subprime loans performed relative to other loans? We believe the answers to these
two questions will shed light on the role of the CRA in the subprime crisis.

CRA-related lending volume and distribution

In analyzing the available data, we consider two distinct metrics of lending activity: loan origination
activity and loan performance. With respect to the first question posed above concerning loan
originations, we determine which types of lending institutions made higher-priced loans, to whom those

loans were made, and in what types of neighborhoods the loans were extended.” This analysis therefore
depicts the fraction of subprime mortgage lending that could be related to the CRA.

Using loan origination data obtained pursuant to the Home Mortgage Disclosure Act (HMDA), we find
that in 2005 and 2006, independent nonbank institutions—institutions not covered by the CRA—
accounted for about half of all subprime originations. (See Table 1.) Also, about 60 percent of higher-
priced loan originations went to middle- or higher-income borrowers or neighborhoods, populations not
targeted by the CRA. (See Table 2.) In addition, independent nonbank institutions originated nearly half
of the higher-priced loans extended to lower-income borrowers or borrowers in lower-income areas
(share derived from Table 2).

In total, of all the higher-priced loans, only 6 percent were extended by CRA-regulated lenders (and
their affiliates) to either lower-income borrowers or neighborhoods in the lenders' CRA assessment

areas, which are the local geographies that are the primary focus for CRA evaluation purposes. The
small share of subprime lending in 2005 and 2006 that can be linked to the CRA suggests it is very

unlikely the CRA could have played a substantial role in the subprime crisis.

http://www.minneapolisfed.org/publications papers/pub display.cfim?id=4136 3/31/2010



Did the CRA cause the mortgage market meltdown? - Community Dividend - Publication... Page 3 of 5

To the extent that banking institutions chose not to include their affiliates' lending in their CRA
examinations, the 6 percent share overstates the volume of higher-priced, lower-income lending that

CRA examiners would have counted.? It is possible, however, the examiners might have considered at
least some of the lower-income lending outside of CRA assessment areas if institutions asked that it be
considered in their CRA performance evaluations. No data are available to assess this possibility;
however, the majority of the higher-priced loans made outside of assessment areas were to middle- or
higher-income borrowers. In our view, this suggests it is unlikely that the CRA was a motivating factor
for such higher-priced lending. Rather, it is likely that higher-priced lending was primarily motivated by
its apparent profitability.

It is also possible that the remaining share of higher-priced, lower-income lending may be indirectly
attributable to the CRA due to the incentives under the CRA investment test. Specifically, examiners
may have given banks "CRA credit" for their purchases of lower-income loans or mortgage-backed
securities containing loans to lower-income populations, which could subsequently affect the supply of
mortgage credit.

Although we lack definitive information on banks' CRA-induced secondary market activity, the HMDA
data provide information on the types of institutions to which mortgages are sold. The data suggest that
the link between independent mortgage companies and banks through direct secondary market
transactions is weak, especially for lower-income loans. (See Table 3.) In 2006, only about 9 percent of
independent mortgage company loan sales were to banking institutions. (Figure not shown in table.)
And among these transactions, only 15 percent involved higher-priced loans to lower-income borrowers
or neighborhoods. In other words, less than 2 percent of the mortgage originations sold by independent
mortgage companies in 2006 were higher-priced, CRA-credit-eligible, and purchased by CRA-covered
banking institutions.

Analyzing loan performance

To assess the relative performance of CRA-related, higher-priced loans, we use data from First
American LoanPerformance (LP) on subprime and alt-A mortgage securitizations to compare
delinquency rates for subprime and alt-A loans in lower-income neighborhoods relative to those in
middle- and higher-income neighborhoods. The LP data do not provide information on borrower income
or the type of originating institution, but do indicate the ZIP Code of the property, which we use to

group loans into neighborhood income categories.i/ The results indicate that the 90-days-or-more
delinquency rate as of August 2008 for subprime and alt-A loans originated between January 2006 and

April 2008 is high regardless of neighborhood income, with delinquency rates comparable across

neighborhood income categories. (See Table 4.)@

In order to gauge more precisely the possible effects of the CRA, we use the LP data again and focus
attention on the subset of ZIP Codes that are similar, in principle, except for their relationship to the
CRA. Specifically, we focus only on ZIP Codes right above and right below the CRA eligibility
threshold. (A neighborhood meets the CRA threshold if it has a median family income equivalent to 80
percent or less of the median family income of the broader area.) As such, the only major difference
between these two sets of neighborhoods should be that the CRA focuses on one group and not the
other. This analysis indicates that subprime loans in ZIP Codes that are the focus of the CRA (those just

below the threshold) have performed virtually the same as loans in the areas right above the threshold.”
(See Table 5.)

To gain further insight into the risks of lending to lower-income borrowers or areas, we also compared
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the performance of first mortgages originated and held in portfolio under the nationwide affordable
lending programs operated by the NeighborWorks® America (NWA) partners to the performance of
loans of various types as reported by the Mortgage Bankers Association of America. Many loans
originated through NWA programs are done in conjunction with banking institutions subject to the
CRA, so the performance of these loans provides another basis to address the relationship between the

CRA and the subprime crisis. Along any measure of the severity of loan delinquency or the incidence of

foreclosure, the loans originated under the NWA program have performed better than subprime loans.®

(See Table 6.) Although the performance of loans in the NWA portfolio provides one benchmark to
compare the performance of CRA-related loans with other loans, it is only one portfolio of such loans;
further research of this type could provide a stronger base from which to draw conclusions.

Another way to measure the relationship between the CRA and the subprime crisis is to examine
foreclosure activity across neighborhoods that are classified by income. Data made available by
RealtyTrac on foreclosure filings from January 2006 through August 2008 indicate that most foreclosure
filings (e.g., about 70 percent in 2006) have taken place in middle- or higher-income neighborhoods.
More important, foreclosure filings have increased at a faster pace in middle- or higher-income areas

than in lower-income areas that are the focus of the CRA.” (See Table 7.)

Two basic points emerge from our analysis of the available data. First, only a small portion of subprime
mortgage originations is related to the CRA. Second, CRA-related loans appear to perform comparably
to other types of subprime loans. Taken together, the available evidence seems to run counter to the
contention that the CRA contributed in any substantive way to the current mortgage crisis.

Neil Bhutta and Glenn B. Canner are economists in the Division of Research and Statistics at the Board
of Governors of the Federal Reserve System. The views expressed are those of the authors and do not
necessarily reflect those of the Board of Governors or members of its staff-

1/ Lower-income households are determined by comparing the income of the household to the median
family income of the metropolitan statistical area (MSA) or statewide non-MSA in which the property
being purchased or refinanced is located. "Lower" is less than 80 percent of the median, "middle" is 80
to 119 percent, and "higher" is 120 percent or more. Lower-income neighborhoods are determined by
comparing the median family income of the census tract where the property being purchased or
refinanced is located to the MSA or statewide non-MSA median family income. Income categories for
census tract classification have the same numerical thresholds as those applied for households.

2/ The change in the CRA rules in 2005 focused primarily on reducing burden for smaller lenders and
expanding the focus of the CRA to include some middle-income census tracts in distressed rural areas.
No changes were made that encouraged lenders to relax their underwriting standards.

3/ A higher-priced loan is defined as a loan where the spread between the annual percentage rate on the
loan and the rate on Treasury securities of comparable maturity is above designated thresholds. For first-
lien loans, the focus of attention in this article, the designated threshold is 3 percentage points. For
junior-lien loans, the threshold is 5 percentage points. The definition was adopted as part of Regulation
C (the regulation that implements the Home Mortgage Disclosure Act) and was intended to identify
loans that fell in the subprime portion of the mortgage market.

4/ About one-fifth of the higher-priced loans extended in the banking institutions' local communities
were extended by their affiliates.

http://www.minneapolisfed.org/publications papers/pub display.cfim?id=4136 3/31/2010



Did the CRA cause the mortgage market meltdown? - Community Dividend - Publication... Page 5 of 5

5/ We classity ZIP Code-based delinquency data by relative income in two different ways. First, we use
information published by the U.S. Census Bureau on income at the ZIP Code Tabulation Area (ZCTA)
level of geography. Because the ZCTA data provide an income estimate for each ZIP Code, delinquency
rates can be calculated directly from the LP data based on the ZIP Code location of the properties
securing the loans (see www.census.gov/geo/ZCTA/zcta.html). Second, we calculate delinquency rates
for each relative income group (lower, middle, and higher) as the weighted sum of delinquencies divided
by the weighted sum of mortgages, where the weights equal each ZIP Code's share of population in
census tracts of the particular relative income group. Relative income is based on the 2000 census and is
calculated as the median family income of the census tract divided by the median family income of its
MSA or a nonmetropolitan portion of the state. The two approaches yield virtually identical results.

6/ A virtually identical relationship across neighborhood income groups is found if the pool of loans
evaluated is expanded to cover those originated between January 2004 and April 2008. The only
material difference is that the levels of delinquency are lower for both subprime and alt-A loans for the
larger sample of loans. Such a relationship is expected, since loans that are relatively long-lived tend to
perform well over time.

7/ See footnote 6.

8/ No information was available on the geographic distribution of the NWA loans. The geographic
pattern of lending can matter, as certain areas of the country are experiencing much more difficult
housing conditions than other areas. Also, no information was available on the age of the loans, which
can have an important effect on performance.

9/ These data are reported at the ZIP Code level. We calculate the statistics by relative income group in
Table 7 as before; see footnote 6. Foreclosure filings have been consolidated at the property level, so
separate filings on first- and subordinate-lien loans on the same property are counted as a single filing.

Data Tables

Table 1: Higher-Priced Lending by Institution Type, 2005-2006

Table 2: Profile of All Higher-Priced Loans., 2005-2006

Table 3: Loans Originated by Independent Mortgage Companies and Sold to Depositories:
Distribution by Loan Price and Neighborhood Income Group

Table 4: 90-Days-Plus Delinquency Rates by Relative ZIP Code Income

Table 5: 90-Days-Plus Delinquency Rates for ZIP Codes Just Above and Below the CRA Threshold

Table 6: Comparative Data on Single-Family First Mortgage Home Loans, as of June 30, 2008
Table 7: Foreclosure Filing Activity by Relative Neighborhood Income Group
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LETTER OF TRANSMITTAL

The President
The President of the Senate
The Speaker of the House

Sirs and Madam:

The United States Commission on Civil Rights transmits this report, An Examination of Civil Rights
Issues With Respect to the Mortgage Crisis, pursuant to Public Law 103-419. The purpose of the report
is to examine whether federal efforts to increase homeownership rates among minority and low-income
individuals may have unintentionally weakened underwriting standards and lending policies to the point
that too many borrowers were vulnerable to financial distress and heightened risk of default, thereby
setting conditions for the current mortgage crisis. It also examines the policies of federal agencies in
enforcing prohibitions against mortgage fraud and lending discrimination.

To that end, the Commission studied federal policies aimed at increasing low-income and minority
homeownership, including the Community Reinvestment Act and the Department of Housing and
Urban Development’s lending goals for government-sponsored enterprises (GSEs) Fannie Mae and
Freddie Mac, and the critiques regarding the relationship of such policies to the mortgage crisis. As
part of its analysis, the Commission also considered the impact of the growth of securitization on
lending practices, including the availability of subprime mortgages and other kinds of credit, as well as
the manner in which such credit was made available on the secondary market. This analysis involved
gathering information from the GSEs and some eleven federal agencies with various levels of regulatory
responsibility over the housing market and lending standards.

The Commission also looked at issues of predatory lending, mortgage fraud, and lending discrimination
and assessed the efforts of eight federal agencies with responsibility for enforcing the Fair Housing and
Equal Credit Opportunity Acts to combat such practices. The result, we hope, will contribute to the
growing body of literature for consideration by policy makers as they examine whether existing lending
policies require revision, modification, or elimination to avoid a future similar crisis while enhancing the
possibility that the American dream of homeownership remains an attainable goal for low and middle-
income Americans.

On August 7, 2009, the Commission approved this report. The vote was as follows: Chapters 1-5 and
the appendix were approved by Commissioners Reynolds, Thernstrom, Kirsanow and Taylor, with
Commissioners Yaki, Melendez, Heriot and Gaziano abstaining. The Commission declined to adopt
findings and recommendations to this report with six Commissioners voting against adoption, and with
Vice Chair Thernstrom and Commissioner Melendez abstaining. The report includes a joint statement
and separate rebuttal statements submitted by Commissioners Melendez and Yaki, a separate statement
by Vice Chair Thernstrom, and a joint rebuttal statement by Commissioners Gaziano, Reynolds,
Kirsanow, and Taylor.

For the Commissioners,

WL o)

Gerald A. Reynolds
Chairman
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