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QUALIFIED MORTGAGES: EXAMINING THE
IMPACT OF THE ABILITY TO REPAY RULE

Tuesday, May 21, 2013

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON FINANCIAL INSTITUTIONS
AND CONSUMER CREDIT,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to notice, at 10:02 a.m., in room
2128, Rayburn House Office Building, Hon. Shelley Moore Capito
[chairwoman of the subcommittee] presiding.

Members present: Representatives Capito, Miller, McHenry,
Campbell, Pearce, Posey, Fitzpatrick, Westmoreland, Luetkemeyer,
Duffy, Stutzman, Pittenger, Barr, Cotton; Meeks, Maloney, Watt,
Hinojosa, Scott, Green, Ellison, Velazquez, Lynch, Capuano, Mur-
phy, Delaney, and Heck.

Ex officio present: Representative Hensarling.

Also present: Representatives Huizenga and Rothfus.

Chairwoman CAPITO. The subcommittee will come to order. With-
out objection, the Chair is authorized to declare a recess of the sub-
committee at any time.

I now recognize myself for 5 minutes for an opening statement.
In January, the Consumer Financial Protection Bureau (CFPB) re-
leased the final Ability-to-Repay rule for Qualified Mortgages
(QMs). This is a very important topic.

Called for by Title 14 of the Dodd-Frank Act, this 800-page rule
will potentially forever change the mortgage market in this Nation.
While the intent is to protect consumers from fraudulent mort-
gages, the practical implications of this rule could result in the con-
striction of mortgage credit for consumers.

I fear, and I have heard this anecdotally, that this approach of
“Washington knows best” will harm the very people that the rule
seeks to help: borrowers who are on the fringe of lacking access to
mainstream financial services.

Since the release of this rule, I have heard from many commu-
nity banks and credit unions in my district about the adverse effect
of this rule and the adverse effect on the communities that they
serve.

These financial services professionals are on the front lines of
lending in their communities. They know their customers and they
also know what type of financial products are appropriate for their
customers based on their unique circumstances.
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Many of them have expressed great concerns about their contin-
ued ability to serve their community’s needs for mortgage credit
under the regime established by the rule.

One of the most glaring concerns of the rule is the overly restric-
tive definition of what is a rural community. Bill Loving, who is
president and CEO of Pendleton County Bank in my district in
West Virginia, raised this issue at a subcommittee hearing last
month.

He said, “I think the members of this committee would be sur-
prised at what counties in their own States and districts fail to
qualify as rural. For instance, in the State of West Virginia, 26 out
of 55 counties fail to meet the definition of rural. Under any rea-
sonable definition, the entire State of West Virginia would be con-
sidered rural.”

I am certain my ranking member would consider my entire State
rural compared to where he lives. To assert that nearly half of the
State of West Virginia is not rural demonstrates a lack of famili-
arity with what constitutes a rural community.

Having an accurate rural definition is essential for community
banks and credit unions that currently offer balloon loans to their
customers.

Linda Ashley, who is president and CEO of Poca Valley Bank in
my district, recently wrote to me about the importance of this
project: “Balloon loans enable us to better manage interest rate
risk and balloon loans are a product with which our customer base
has been comfortable for many, many years. We encourage you to
help preserve our ability to serve our customers.”

There is a niche demand for these types of loans in rural commu-
nities. These loans allow borrowers who would not otherwise be
able to access credit to purchase a home. The decision of whether
or not a borrower should be able to access this type of credit is best
determined by the lender working with the individual borrower.
This type of labor-intensive relationship lending is the linchpin of
community-based lending.

I see my time is running out, so I am going to shorten my state-
ment and submit the rest of the statement for the record.

I would also like to submit letters from my community bankers
for the record. Without objection, it is so ordered.

There is a very real concern that the implementation of this rule
will result in less credit, less borrowing, and less availability of
mortgages for many of our constituents.

With that, I would like to recognize the ranking member of the
subcommittee, Mr. Meeks, for 3 minutes for an opening statement.

Mr. MEEKS. Thank you, Madam Chairwoman, for holding this
hearing today.

And I would like to thank the distinguished panel for being here
as we examine what is very important: the impact of the Ability-
to-Repay rule on Qualified Mortgages.

Sometimes, I come to hearings and you have in your mindset
what should or shouldn’t happen based upon what you have talked
about. Sometimes, you may come with a different perspective, and
in Washington, sometimes it might be a Democratic idea or it
might be a Republican idea.
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This is what we have to get right. I still believe in the American
dream. And the American dream is owning a home, and owning a
home can mean the difference for a family and a community.

It can mean the difference in someone’s getting an education and
not getting an education. And that is why it is tremendously impor-
tant that we get this as right as we possibly can.

I have never seen a perfect bill in my 14 years in this House of
Representatives, so I know that no bill is perfect, but this really
affects and can affect peoples’ lives, so how we get it done and how
we do it is important.

I have concerns when we start talking about the QM rule and
the QRM rule and the differences and it becomes complicated and
individuals don’t—especially some of the banks, small community
banks which did not cause the financial crisis that we entered into;
it seems as though they may be unfairly hurt by this.

In fact, I was talking to one banker last night who said, “Look,
we are just going to stop giving out mortgages altogether.” In fact,
they have, but they have made arrangements with Morgan Stan-
ley—they have Morgan Stanley in the bank—to do the mortgages
and they just got out of the business altogether because they said
they can’t take the risk of fines and not knowing what qualifies
a}rlld what doesn’t qualify because a lot of the rules are not clear to
them.

When you talk about whether or not the cap, the 3 percent cap
and what is included therein, it is not clear. And whether or not
you take in the whole person, as opposed to just having a cookie
box situation where you have to fall in this box and you are not
allowed to take in the consideration of the whole person, that cus-
tomer.

I have said it before in this committee and I say it again, if it
wasn’t for someone taking in the fact that my parents, their whole
situation, they would have never owned a home. Had they not
owned a home, I would not be sitting here today because that home
helped finance my and my sister’s education.

I want to make sure that we are not cutting out opportunities
for individuals who want to own a home which will make the com-
munity good, and which changes their lives and their children’s
lives for generations yet to come.

And I am concerned from what I have seen thus far and what
I am hearing from community banks and small banks that that
very well may happen if we don’t get this thing right.

So I will be looking forward to hearing from the witnesses as we
move forward, and I yield back the balance of my time.

Chairwoman CAPITO. Thank you.

I would like to recognize Mr. Duffy for 2 minutes for an opening
statement.

Mr. Durry. Thank you, Madam Chairwoman.

I want to address my comments at the CFPB in a broad sense.
I think this is an appropriate time after what has happened over
the last several weeks, the issues that have come out with the IRS
and the AP to reflect on the structure of the CFPB.

When my friends across the aisle in the House wrote this portion
of Dodd-Frank, they had talked about having a commission of bi-
partisan members to run the CFPB.
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The way the rule has come out, the CFPB is run by a single, po-
litically appointed Director. The CFPB is a very, very powerful
agency that has a huge impact on the kind of credit and access to
credit people in all of our districts receive.

And you look at that powerful agency and I think we can learn
some things from what happened with the IRS. You have an agen-
cy that is also very powerful that targets Americans for their polit-
ical beliefs, their political views, and it has a chilling effect on peo-
ple with that political view and belief to organize around that set
of ideas; it has a chilling effect. What has happened with the press?
You have had an attack on the AP, Fox News, I don’t know who
else; but they have told us that has had a chilling effect on their
ability to access information from informants and whistleblowers in
regard to how the government is working.

What relationship does that have to the CFPB? I have a chance
to talk to a lot of bankers, big and small, and they talk about the
exams that are going on from the CFPB that are nothing like the
other regulators do to them.

You are very powerful. You are very aggressive, and when I say,
“Golly, that is great information, we should expose this. Come on
in and testify. We want to hear your story,” guess what they say?
“No way, because we are afraid of the retribution. We are afraid
of the impact on our institution from the CFPB because we are
going to talk about what they are doing to us.”

Again, a powerful agency that has a huge impact on a very im-
portant segment of our economy shouldn’t be run by one director.
It should be bipartisan, so we have a whole set of people with dif-
ferent views overseeing what the agency is doing. I yield back.

Chairwoman CAPITO. Thank you. The gentleman yields back.

I would like to recognize Mr. Ellison for 3 minutes for an opening
statement.

Mr. ELLISON. Let me thank the chairwoman and the ranking
member for this excellent hearing; it is very important.

I think it has been said by some that if we have greater rules
regarding mortgages, and if rules contemplated now regarding
Qualified Mortgages go into place, it could result in fewer loans
and less borrowing. I must say, I hope so.

The fact is, there were a lot of loans that should not have been
issued in the last several years. Let’s never forget that we are not
here simply by accident. We are not here because people like regu-
lation; 4 million foreclosures happened.

As a matter of fact, 92 percent of subprime mortgages were rated
AAA, but then after the meltdown, nearly all of them were consid-
ered junk bonds.

So it is not entirely a bad thing that some mortgages which
seemed like a good idea before the meltdown may now be looked
at with greater scrutiny.

A great many of the products that we saw were predatory in na-
ture. As a matter of fact, 70 percent of the subprime loans from
2005 to 2007 were refis with features like exploding ARMs, nega-
tive amortization, and balloon payments.

Of course, balloon payments may be okay for some, but they
weren’t okay for all the people who got them. And we should be
more diligent in making sure that the product fits the customer.
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The products weren’t designed to extend credit to creditworthy
borrowers but to target vulnerable homeowners with little equity
built up in their homes.

Lenders often stood to gain more from a default and foreclosure
than the loan performed. And it was exactly this perversion of eco-
nomic incentives that led to a meltdown in the economy and the
foreclosure crisis that has only recently shown any sign of slowing.

In the wake of that crisis, there have been many injustices vis-
ited upon homeowners, and it is unlikely that many of the home-
owners and many Americans who were forced to bear the burden
of the economic crisis will ever be made whole.

But we did manage to do one thing right, and I think that is the
establishment of the Consumer Financial Protection Bureau. Now
as the ranking member very wisely said, there has never been a
perfect piece of legislation, there has never been a Federal agency
or a corporation that works perfectly.

Therefore, this committee will have the responsibility to monitor
and offer oversight, and where it appears that the agency is too ag-
gressive, we should say something. But where it appears that con-
sumers don’t have an advocate, we should say something there, too.
What we are striving for is balance, not to side with consumers or
producers, but balance.

I yield back.

Chairwoman CAPITO. The gentleman yields back.

I recognize Mr. Miller for 1% minutes for an opening statement.

Mr. MiLLER. Thank you, Madam Chairwoman.

We see the housing market starting to recover and the economy
is going with it, which I think we all agree is important. We need
to ensure that policies we pass in Washington don’t disrupt that in
a negative way, and that is the problem I have with QM today.

It is not a personal attack, I just think we need to look at the
reality of what we are doing out there. The ATR rule will govern
lending for the foreseeable future. I think none of us will disagree
with that comment.

The definition of QM, which is meant to protect consumers
versus predatory lending, is a good definition. In 2001, I started in-
troducing language that defined predatory versus subprime and
that should be a goal we have. But I am concerned that the QM
definition as written will probably hurt more people than it will
help.

I looked at a recent study by CoreLogic, and it said that mort-
gages made in 2010, half of them would not qualify under the QM
definition, and I have talked to loan originators up and down the
State, I have talked to GSA’s and they say those are some of the
best performing loans that they have on the books today because
they used good underwriting standards.

But the lenders I am talking to say that we will not originate
mortgages that do not fall under the QM label. I know that there
is a period we have to come into that in the GSE’s but I don’t think
it is going to happen. They are saying they won’t do it, and I think
the 3 percent point cap as determining the ability to repay a mort-
gage need to be more flexible.
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I think it is drawn too narrowly, but we need to identify modi-
fications to the QM that would make it workable in the market-
place, and I don’t believe it is today.

Like I said, the housing market is showing signs of recovery and
we need to make sure that eligible borrowers—I don’t want to be
making loans to people who can’t repay them, but the QM rule has
to be flexible enough to allow eligible buyers to buy homes.

And I see my time has expired. I yield back.

Chairwoman CAPITO. The gentleman yields back.

I would like to recognize Mrs. Maloney for 2 minutes for an open-
ing statement.

Mrs. MALONEY. Thank you.

And I welcome the witnesses. There were a number of provisions
within Dodd-Frank that tackled the important issue of consumer
lending, and the Qualified Mortgage rule is certainly among the
most important.

The CFPB in my opinion has worked diligently to write a fair
and balanced rule that followed the intent Congress laid out for re-
sponsible home lending.

No one disputes that in the years leading up to the financial
meltdown, mortgage lending got out of hand, and underwriting was
nonexistent. The new QM rule will ensure that borrowers are pro-
tected from the risky lending practices that contributed to so many
homeowners ending up in delinquency.

The Bureau has handled over 150,000 complaints. It has helped
6 million consumers reap over $400 million in refunds as a result
of enforcement actions against deceptive practices, all while testi-
fying before Congress at least 35 times.

I want to especially mention the rule that the chairlady and I
worked on to treat stay-at-home moms fairly in their access to
credit and credit cards, and the Bureau has worked diligently to-
wards its mission, and I look forward to hearing more about your
work in your testimony today.

And thank you.

Chairwoman CAPITO. Thank you.

I would like to recognize Mr. Westmoreland for 1%2 minutes for
an opening statement.

Mr. WESTMORELAND. Thank you, Chairwoman Capito, and
thanks for yielding and for holding this hearing.

I do not believe that I have ever heard a good word from my con-
stituents about the Qualified Mortgage rule. From homebuyers, I
hear many might not be able to qualify for a home because they
fall outside QM’s government-anointed standards.

From bankers, I hear that credit will not be available for some
borrowers and they have to prepare for possibly 30 years of poten-
tial litigation from borrowers who cannot repay.

Policies like QM are the most dangerous to economic freedom in
this country. If a borrower doesn’t fit into the government-approved
box, you pay higher prices. Ironically, for the minority and low-in-
come borrowers the QM rule will supposedly help, in reality, it will
limit the opportunities for these Americans to better their lives
through homeownership.

In the end, QM will create another housing bubble just like the
Clinton affordable housing goals of the 1990s created the 2008
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housing crisis. This country needs sensible housing regulation that
allows the market to set the price and the qualifications for eligible
borrowers.

I urge this committee to swiftly vote to repeal QM and to return
all Americans to their economic freedom.

And with that, Madam Chairwoman, I yield back.

Chairwoman CAPITO. The gentleman yields back.

Mr. Green, for 2 minutes.

Mr. GREEN. Thank you very much, Madam Chairwoman.

I thank you and the ranking member.

And I thank the witnesses for appearing.

Somewhere along the way, in the 1980s we ceased to qualify peo-
ple as homeowners and we started to qualify them as homebuyers.
In fact, the Internal Revenue Code provided certain advantages to
buying homes and selling them within a certain amount of time.

We decided that for some reason, it was not important to have
the person who qualified the purchaser, to maintain some relation-
ship such that that person wanted to be assured that the person
borrowing could in fact afford the loan.

This is how we got into the 3-27s, the 2-28s, the no-doc loans,
the loans that were in some ways making it available for those who
wanted to buy and flip and take advantage of the fact that the
market was moving, but it didn’t help people who wanted to simply
buy a home and live in a home, and many persons received mort-
gages that were not suitable for their circumstances.

I am proud to say that we have this Consumer Financial Protec-
tion Bureau. It is important that consumers have advocates for
them. There were allegedly agencies available to help consumers at
the time all of these things came into being, but for whatever rea-
son, they did not function efficaciously for consumers.

I am hopeful that we will achieve the balance that Member
Ellison called to our attention. Balance is important, but as we
achieve the balance, let’s make sure we continue to focus on the
consumer and make sure that the consumer receives the type of
product that he or she can afford.

I am also interested in a definition. I have heard many defini-
tions of community bank, community banks versus small banks,
and I am curious as to whether or not you have embarked upon
defining community banks versus small banks.

And finally, your Office of Servicemember Affairs; I care a great
deal about the persons who serve us in our military, and my hope
is that we will help protect them from some of those who seek to
encroach upon their financial circumstances with fraudulent items.

I thank you Madam Chairwoman, and I yield back.

Chairwoman CAPITO. Thank you.

I would like to recognize Mr. Fitzpatrick for 1% minutes.

Mr. FrrzpATRICK. Thank you, Madam Chairwoman.

As I have been meeting with bankers and credit unions in and
around my district, the conversation inevitably turns to this new
Qualified Mortgage rule.

Lenders in Pennsylvania are very concerned, and understandably
so, because they serve the community by making loans, and their
ability to provide that service depends on the ability to assess cred-
itworthiness. And there is concern that by constructing a box in
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which they must operate that is inappropriate, that qualified buy-
ers and borrowers won’t have access to credit.

We all want business to be successful and for capital to be avail-
able in our communities but when it comes to this issue, I mainly
want to ensure that responsible, working-class families in my dis-
trict can still buy their first home.

We are all unified in our opposition to ever going back to the pre-
bubble days; however, we can’t allow overregulation to dry up cred-
it for the families trying to participate in the American dream.

So I hope to receive those assurances here today. I look forward
to the testimony, and I yield back.

Chairwoman CAPITO. The gentleman yields back.

That concludes our opening statements. I would like to ask all
of the guests and Members to join with me in a moment of silence
of our thoughts and prayers for those victims and families in the
State of Oklahoma. Thank you.

[moment of silence]

Thank you.

I would now like to welcome our panel of distinguished wit-
nesses. Our first witness is Mr. Peter Carroll, the Assistant Direc-
tor for Mortgage Markets at the Consumer Financial Protection
Bureau.

Ms. COCHRAN. Actually, I will start and—

Chairwoman CAPITO. All right. Let me introduce you, then. Ex-
cuse me.

Ms. CoCHRAN. Thank you.

Chairwoman CAPITO. Ms. Kelly Thompson Cochran is the Assist-
ant Director for Regulations at the Consumer Financial Protection
Bureau. Welcome, and we will recognize you for your 5-minute
statement.

STATEMENT OF KELLY THOMPSON COCHRAN, ASSISTANT DI-
RECTOR FOR REGULATIONS, CONSUMER FINANCIAL PRO-
TECTION BUREAU

Ms. CocHRAN. Thank you, Chairwoman Capito, Ranking Member
Meeks, and members of the subcommittee for this opportunity to
testify about the Bureau’s Ability to Repay a Qualified Mortgage
rule and address the concerns that you have raised this morning.

I am Kelly Cochran, the Assistant Director for Regulations at the
Bureau, and my colleague, Peter Carroll, and I are honored to rep-
resent the Bureau here this morning.

During the years leading up to the mortgage crisis, too many
mortgages were made to consumers without regard for their ability
to repay the loans. Loose underwriting practices by some creditors
such as failure to verify the consumer’s income and assets, so-
called no-documentation loans, and qualifying consumers for loans
based only on their ability to repay low introductory interest rates
contributed to a mortgage crisis that led to this Nation’s most seri-
ous recession since the Great Depression.

Congress, in the Dodd-Frank Act, adopted a provision to protect
consumers from such irresponsible practices by requiring creditors
to make a reasonable, good-faith determination of consumers’ abil-
ity to repay their loans based on verified and documented informa-
tion.
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The Act also provides a presumption of compliance with this re-
quirement for a certain category of loans called Qualified Mort-
gages. However, the statute did not define how strong the pre-
sumption would be, for instance, whether it would function as a
Safe Harbor or could be rebutted upon certain showings by con-
sumers. And it also left significant discretion as to how Qualified
Mortgages would be defined.

The Federal Reserve Board issued a proposal to implement these
provisions prior to the transfer of authority to the Bureau in July
2011. In January of this year, the Bureau issued both a final rule
to implement these provisions and a proposal to make certain addi-
tional adjustments both to facilitate access to credit and to clarify
certain provisions defining Qualified Mortgages.

We are now working to finalize that proposal so that the new
rule as a whole can take effect on January 10, 2014. Our written
testimony contains a summary of the outreach that we conducted
in connection with the rulemaking and of the rule itself.

Today, we wanted to briefly highlight some of the major policy
considerations that underlie the features of the rule. Our first con-
sideration in crafting the rule was to protect consumers by pre-
venting the return to irresponsible lending practices.

The General Ability to Repay Standard is designed as a common-
sense measure to ensure that creditors use reliable information
when they are underwriting and that they evaluate consumers’
ability to make payments throughout the life of the loan.

Although this statute was not as specific with regard to docu-
mentation and the underwriting requirements for Qualified Mort-
gages, we felt that it was important to ensure that creditors also
consider consumers’ individual financial circumstances when mak-
ing Qualified Mortgages.

Accordingly, the rule requires that creditors consider consumers’
debts, incomes, and assets in making Qualified Mortgages in addi-
tion to meeting certain statutory limitations on loan features and
up-front costs.

At the same time, we also carefully consider the need for long-
term flexibility. We do not believe that it is possible by rule to de-
fine every circumstance in which a mortgage is affordable given
that underwriting is a highly complex and individualized process.

We therefore worked to structure the rule in a way that allows
room for a range of reasonable underwriting practices and models
that are used by different types of creditors today.

We were also concerned that as the mortgage market strength-
ens, the rule should provide appropriate safeguards without becom-
ing a straitjacket.

We balance these considerations in many places within the rule-
making, including both leaving flexibility under the general ability-
to-repay standards for reasonable underwriting practices and cre-
ating different types of Qualified Mortgages that use different sets
of safeguards to ensure that affordability is being appropriately
considered.

My colleague, Peter Carroll, will now discuss those Qualified
Mortgage provisions and some of the additional policy consider-
ations that went into their formulations.
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[The joint prepared statement of Ms. Cochran and Mr. Carroll
can be found on page 49 of the appendix.]

STATEMENT OF PETER CARROLL, ASSISTANT DIRECTOR FOR
MORTGAGE MARKETS, CONSUMER FINANCIAL PROTECTION
BUREAU

Mr. CARROLL. Thank you, Chairwoman Capito, Ranking Member
Meeks, and members of the subcommittee for this opportunity to
tesltify about the Bureau’s Ability to Repay and Qualified Mortgage
rule.

I am Peter Carroll, the Bureau’s Assistant Director of Mortgage
Markets. I am also honored to represent the Bureau here this
morning.

Building on our policy considerations, the Qualified Mortgage
provisions of the rule were the most complex part of the rule-
making. This was in part because the creation of a general ability-
to-repay requirement that carries potential liability for creditors
and asset needs has created anxiety in the market.

A 2008 Federal Reserve Board rule that requires assessment of
a consumer’s ability to repay certain higher-priced mortgage loans
does not appear to have a caused a significant increase in litiga-
tion; however, we recognize that concerns about liability under the
Dodd-Frank Act, the ability-to-repay requirement might cause
creditors to constrain their lending, particularly in the first few
years after the rule takes effect.

Access to mortgage credit is already constrained in this market
and we were concerned about unduly exacerbating these con-
straints throughout rulemaking, while still ensuring responsible
lending. Several features of the rule address this concern.

First, we provided for different types of Qualified Mortgages that
we expect will cover the vast majority of today’s mortgage market.
We created a general definition of Qualified Mortgage based on
bright line standards that include a 43 percent debt-to-income
ratio.

Second, we created a temporary Qualified Mortgage definition
based on eligibility for purchase or guarantee by the GSE’s while
they are in conservatorship and certain government agencies
whether those loans were sold or held on portfolio.

This definition makes it easier for creditworthy consumers with
debt-to-income ratios above 43 percent to access credit while the in-
dustry gets more comfortable with the rule.

Third, we calibrated the strength of the presumption of compli-
ance for Qualified Mortgages based on the loan’s pricing. We be-
lieve the Safe Harbor will provide certainty to creditors in the
prime market and the rebuttable presumption of compliance will
create strong incentives for more responsible lending in the
nonprime market.

At the same time, the rebuttable presumption preserves impor-
tant consumer remedies in the nonprime market.

Therefore, we believe that the Qualified Mortgage definition is
structured to encourage responsible credit in all parts of the mar-
ket over time.

As my colleague, Kelly, stated, we do not believe that it is pos-
sible by rule to define every instance in which a mortgage is afford-
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able, but we are also concerned that an overly broad definition
could stigmatize responsible nonqualified mortgages or leave insuf-
ficient liquidity for those loans which could restrict access to credit
for some consumers.

For this reason, we defined Qualified Mortgages to provide great-
er protection to consumers and certainty to creditors while leaving
room for a market for nonqualified mortgages where appropriate.

We will continue to watch the health of mortgage markets once
this rule takes effect to ensure it is working as we expect it will.
To address access to credit concerns, we also made changes to the
part of the rule that treats certain balloon payment loans as Quali-
fied Mortgages if they are originated and held in portfolio by small
creditors in rural or underserved areas.

We significantly expanded the definition of rural areas from the
Federal Reserve Board’s original proposal and made other adjust-
ments to make it easier for small creditors to continue making re-
sponsible balloon loans going forward.

Several elements of the proposed rule that we issued along with
the final rule, particularly the proposal to extend Qualified Mort-
gage status to certain portfolio loans by small creditors, are also in-
tended to address access-to-credit concerns.

Finally, we want to highlight that the Bureau has made an agen-
cy-wide commitment to provide implementation support for this
and our other mortgage rules. We did this in part because we real-
ized that such efforts are particularly important to small creditors
that do not have large legal and compliance teams.

We recognize that an efficient implementation process will ulti-
mately benefit consumers in the market as a whole. For example,
we have published a plain English summary of the rule and a com-
pliance guide designed particularly for smaller institutions that
will need to update their policies and procedures and provide train-
ing for staff on the rule.

We are also publishing clarifications to the rule as needed to re-
spond to questions from various stakeholders. We are coordinating
with other agencies to develop examination procedures and are de-
veloping videos, checklists, and other tools that might be useful to
creditors as they prepare for the implementation date.

Thank you again for the opportunity to appear before you today
and provide you with an overview of the Ability to Repay and
Qualified Mortgage rule. We would be happy to answer your ques-
tions.

[The joint prepared statement of Ms. Cochran and Mr. Carroll
can be found on page 49 of the appendix.]

Chairwoman CAPITO. Thank you.

Thank you both, and I will recognize myself for 5 minutes for
questioning.

You mentioned in your statement, Mr. Carroll, that you expect
over time to see markets developed for the nonqualified mortgage.
That sort of goes against anecdotally what I have seen and heard;
most folks who write mortgages feel if it doesn’t fall within the
QM, there is no way they are going to write the mortgages. What
evidence do you have that this market is going to develop around
this rule?



12

Mr. CARROLL. Chairwoman Capito, thank you very much for this
question.

The definition of the nonqualified mortgage space was something
that was definitely a major part of the work we did in defining the
Qualified Mortgage.

We are really trying to calibrate the definition of a Qualified
Mortgage based on feedback we received from broad sections of the
market, including both industry advocates as well as consumer ad-
vocates.

There was certainly consensus that a broad Qualified Mortgage
was needed, so the Qualified Mortgage would cover a broad sector
of the market. This was a key concern that was expressed to us
during the rulemaking process.

Also, that bright lines be created so that creditors knew how to
comply with whatever the Qualified Mortgage definition would be,
is something of which we heard a lot.

In the short term, while the market is recovering, we feel it is
very clear that the markets are going to be looking to the Qualified
Mortgage space. That is why we did extend our definition to cover
a majority of the market.

We are expecting that over time—based on our analysis, we do
think that it is possible to quantify the risks associated with non-
qualified mortgage lending—

C%lairwoman CAPITO. Could you move the microphone up close to
you?

Mr. CARROLL. I am sorry. Yes.

Chairwoman CAPITO. I might have to interrupt you here, because
I only have 5 minutes, but go ahead.

Mr. CARROLL. Sure. No, no, it is fine.

We do think it is possible to quantify the risks associated with
nonqualified mortgage lending. We think that is something market
participants will do over the course of the next few years as they
become comfortable with the rule, but in the short term, I think
we agree that a broad Qualified Mortgage space is going to be im-
portant—

Chairwoman CAPITO. So the statistics that I think Congressman
Miller pointed out, that 52 percent of the loans that were written
in 2010 would not fall into this Qualified Mortgage space, that is,
half the people are not going to be able to get a Qualified Mortgage
and therefore the lenders are going to be much less and probably
will be unable to write those mortgages.

I have a banker in West Virginia who has written 3,800 loans
a year. He says, “The QM rules will cause us to offer less credit
and generally the customers who will fall off the table are higher-
risk, lower-income customers, and West Virginia has many of
these.” And I think you will hear this concern expressed a lot.

One of the questions you mentioned is that the phase-in is going
to be complicated. You are reaching out to help institutions to do
that. Do you have any contingency plans that if we get up to Janu-
ary 10th and there is still mass confusion when this comes on
stream, you could push these dates back?

Ms. COCHRAN. If I can take that one, the Dodd-Frank Act itself
in Section 1400 sets certain requirements with regard to the imple-
mentation process.
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That provision required us, where rules are required to be pro-
mulgated under the statute, to issue them by January 21st of this
year. Also, it requires for required regulations, that they be imple-
mented within 1 year after they have been issued in final form.

That is why we are investing so much into the regulatory imple-
mentation process, to facilitate and support particularly with re-
gard to small creditors. We realize that they have a limited compli-
ance and legal staff, and it is important for us to do everything we
can to help meet that deadline.

Chairwoman CAPITO. So at this point, no. No contingency plans
to push back.

My last question is—I have a bank in the northern part of the
State which has a charitable organization sort of modeled after
Habitat for Humanity, but they help folks who really—it is under
$100,000 loans—would and it is a gift basically, but their cus-
tomers who have, that they vet very well and it is a wonderful
charitable program are not going to fall into this ability-to-repay
tranche and this bank is saying, “We are going to have to stop this
charitable program because we can’t take the risk.”

What kind of provisions do you have for exceptions to this where
you really—these folks are going to have no other way to get a
home, no other way to access credit without a charitable program,
confined to one county by a small and very benevolent family who
many years ago decided that housing was critical to these families?

Ms. COCHRAN. As we mentioned, at the time that we issued a
final rule we also issued a proposal to make certain additional ad-
justments. A number of those adjustments were focused on the po-
tential exceptions to the Ability to Repay and Qualified Mortgage
regime to address access to credit.

So this includes certain types of nonprofits, certain housing sta-
bilization programs, housing finance agencies, and other very spe-
cialized lenders that are specifically focused on low- to moderate-
income populations and making sure that they can access credit in
i%itua’cions where conventional lenders are not willing to make those
oans.

That proposal is still pending. We are working to finalize it as
quickly as possible because we think it is an extremely important
issue. It had not been proposed as part of the original rulemaking,
so we wanted to seek comment on it before finalizing, but we are
working very hard to tie that up.

Chairwoman CaApITO. Well, I would encourage you to move for-
ward on that.

And I will now recognize my ranking member for 5 minutes.

Mr. MEEKS. Thank you.

And let me say as I have heard on both sides we know that espe-
cially no-doc loans were the cause of this problem that we had, the
financial crisis. What my concern is, most of the loans that we saw
that caused the problem really were not issued by credit unions or
community banks.

Yet, it seems as though the rule as promulgated is going to have
a direct effect on them more so than anyone else. Now I know that
there was a comment period that was open where individuals could
raise comments and concerns in regards to what you were looking
at.
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So my question to you is, did you receive comments and concerns
from some of the community banks and the credit unions? What
were those? And are any reflected in some of the decisions that you
made when you promulgated the rules?

Ms. CocHRAN. Thank you so much for the question.

Yes, we received extensive comment from small community-based
creditors, banks, credit unions, and so on, both in the original rule-
making and as part of the concurrent proposal that I just men-
tioned.

So in the final rule, we made a number of adjustments to address
concerns that had been raised by these institutions, including sig-
nificantly increasing the size of the provisions for Qualified Mort-
gages that involve balloon payments.

Generally, the Dodd-Frank Act strongly disfavors balloon pay-
ment loans, but Congress did provide a provision that allows such
loans under certain circumstances to receive Qualified Mortgage
status if they are made by small institutions that are operating
predominantly in rural or in underserved areas.

We significantly increased the size of the definition, and in the
concurrent proposal we also sought additional comments about cre-
ating a fourth category of Qualified Mortgages that would be avail-
able to small creditors, regardless of whether they operated in
rural or underserved areas.

We recognize that these institutions are using relationship-based
lending, that is highly effective, that often leads to much lower
foreclosure rates, and we believed it was appropriate to propose a
separate category of Qualified Mortgages to recognize the fact that
these institutions, when they are holding the loans on portfolio,
have significant reasons to do a good job of underwriting, and are
serving their consumers well.

That proposal is still pending, but we are working to tie that off
as quickly as possible. We are very sensitive to concerns about how
this rule will impact small institutions. That is one of the main
reasons we went back out for comment to continue to consider how
the different parts of the rule were going to influence small institu-
tions.

We have also proposed increasing the threshold between Quali-
fied Mortgages that receive a Safe Harbor and those that receive
a rebuttable presumption for small creditors in light of the fact
that they often have higher costs of funds. So those are still live
issues, but we are taking them very seriously, and are hoping to
tie them off quickly.

Mr. MEEKS. On those live issues, for example, because that is
what I also have concern about where the debt to income capital
for 43 percent looks like it unduly reduces the credit for low- and
moderate-income borrowers especially, you have young people who
are buying homes for the first time or who still have student loans,
so this could just knock them out of the market altogether, of being
able to look forward to buying a home, and so that is a huge im-
pact, I would think.

Ms. CocHRAN. For the balloon Qualified Mortgage rules, which
have already been finalized, we require that small creditors con-
sider debt-to-income ratios but not be bound by a 43 percent
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threshold. We have proposed the same approach with regard to the
new category of small portfolio Qualified Mortgage.

As I said, we know that these institutions are using highly indi-
vidualized relationship lending models and that they are highly ef-
fective. We did not feel in that circumstance it was necessary to
provide a bright line threshold as long as they are considering con-
sumers’ debt, income, and assets.

Mr. MEEKS. I only have 39 seconds, so I don’t know if I can get
everything in.

My question is to Mr. Carroll, in that the CFPB addressed the
issue of affiliate discrimination in the calculation of fees and points
in the final QM rule, and I was wondering if that has been causing
a big issue in New York because of the pending costs and whether
or not that can be re-calculated?

Mr. CARROLL. Thank you, Congressman.

Affiliate fees are required by the statute to be included in the 3
percent point and fee cap. We did receive a lot of comments on this
issue.

On the one hand, there are arguments that affiliates create chal-
lenges to competition in the market for those services. On the other
hand, there are arguments that affiliates create a more stream-
lined process that can reduce costs in the market.

We have considered these arguments in our rulemaking and
right now we have reflected the statute’s requirement that those be
counted in the points and fees test.

Chairwoman CAPITO. Thank you.

Mr. Duffy, for 5 minutes.

Mr. DUFFY. Thank you, Madam Chairwoman.

Everyone on this committee, and probably in Congress, agrees
that we needed some changes to how our lenders were making
loans. Many of us are concerned about the no interest, the negative
amortization, the low or no downpayments. We weren’t verifying
income or assets. There were big problems that needed to be fixed,
and I think all of us would agree with that.

But I think what we are starting to see here too is an agreement
that we understand one size doesn’t fit all, and I know that we
have tasked you to try to make one size fit all, but you start to see
all of the problems that come from a government that is very large,
very expansive, and says, this is the cookie-cutter system that we
are going to make you work in.

And I think we see this pendulum swinging back and forth
where we had gone too far over, lax standards and that helped us
create the crisis.

Now I think with this rule we have swung the pendulum all the
way over to the other side, instead of maybe going back to some
of the standards that we used when the system actually worked.

When we talked about the five C’s—the character, capital, capac-
ity, collateral, and conditions—we did pretty well, and we actually
empowered people in this industry, our bankers to evaluate their
clients with sound standards to make good loans. That actually did
work.

Now, we have taken all of the discretion out of banking and real-
ly we can get rid of all of our bankers. You can just go fill out a
form online and submit it and it can be approved or denied based



16

on the very rigid standards that we have with the QM rule, and
that is one of my concerns with how rigid this is.

And I also have a concern that many of the loans that have been
made over the last several years wouldn’t fit this definition—many
of our mortgages wouldn’t fit this definition. Has the CFPB done
a study to look at the mortgages that have been made and what
percentage of them would fit within the QM rule that has been
drafted and the percentage that would not fit within your rule?

Mr. CARROLL. Yes, Congressman, we did do that study as part
of our cost-benefit analysis within our rulemaking. We did size the
market, and by our numbers, we got our general definition of a 43
percent debt-to-income ratio, and by our calculations, that is rough-
ly three-quarters of the market of recent vintages that is covered.
And that—

Mr. DUFFY. So three-quarters of the mortgages you analyzed
would have fit within your QM—

Mr. CARROLL. Within the Qualified Mortgage definition we have
laid out. Our objective with the rulemaking was to get closer to 100
percent, which was why we created this temporary definition for
loans that are eligible for insurance or purchase by the GSE’s or
FHA. When we size that in, we get closer to 100 percent of recent
year loans.

Ms. CoCHRAN. If I might add to that, on two aspects.

First, with regard to the analysis we did, the one area where we
could not model was with regard to the 3 percent points and fees
cap because we did not have the data for that.

We were able to consider the loan features and other under-
writing requirements, so we were able to build that in and model
it. And as the chairman mentioned, there have been, I think, other
analyses of these that have come to different percentages. We be-
lieve that our percentage and analysis was in fact correct and that
the overall number is above 90 percent.

One of the things that I wanted to mention about the flexibility
point is—and I discussed this in my original testimony—we
thought very hard about that issue and we really did not believe
that a one-size-fits-all approach makes sense.

So for instance, the ability-to-repay requirements provide a fair
amount of coverage with regard to using reasonable, reliable, third-
party methods, but even there, we provided flexibility for lenders
to use reasonable sources.

Also, the statute provides specific rules with regard to how you
calculate the monthly payments so that negative amortization
loans and so on are treated consistently.

But when it comes to considering underwriting criteria such as
how much you weigh debt-to-income ratio versus credit score
versus other features, the rule requires that it be considered, but
it does not dictate underwriting models.

We felt that it was extremely important to leave room for reason-
able underwriting practices in a range of models that are being
used today. So we were very carefully balancing it both on the abil-
ity-to-repay side and through the different types of Qualified Mort-
gages.

Mr. Durry. And I don’t know that the committee has received
that study—have you seen it, Madam Chairwoman?
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Chairwoman CAPITO. I do not have that study.

Mr. DurFy. Would you mind providing your analysis to the com-
mittee so we could take a look at what you have done?

Ms. COCHRAN. Absolutely. It is part of our Federal Register no-
tice on the final rule, but we can excerpt it and provide it to the
committee.

Mr. DurryY. Thank you, and I just want to make one other point
in my last 15 seconds.

There is a great concern in the part of the country where I live,
in rural Wisconsin, and the definition that allows for our rural bal-
loon mortgages.

I have a rural Wisconsin map here on the northwest corner, and
if you are driving between Chippewa and Taylor County or Rusk
and Chip or Dunn and Barron and Lincoln, listen, there is no dif-
ference.

It is farms as far as the eye can see for 30 miles on either side
of the county line. And it creates some real problems and disadvan-
tages within my community the way the rule is written.

Hopefully, we can consider some different standards on how we
are doing our balloon mortgages. I yield back.

Chairwoman CAPITO. Thank you. Mr. Watt?

Mr. WATT. Thank you, Madam Chairwoman, and Ranking Mem-
ber Meeks for convening this very important hearing.

I want to start by expressing my appreciation to the CFPB for
what I think is a very good effort in a very, very difficult terrain
and reminding the committee that one of the reasons that we
punted this responsibility to somebody other than this committee
or the Senate Banking Committee or the conference committee was
because of the difficulty of addressing all of these are very delicate
nuances.

We were operating in a period where obviously the pendulum
had swung way too far in the direction of allowing loans that
shouldn’t have been allowed to be made and there was concern that
we were going to swing the pendulum back too far in the opposite
direction.

And so our desire under this bill, of which Representative Miller
and I were the primary sponsors, initially at least, was to try to
find a new balance without constraining credit unduly, at least
credit to people who were worthy of getting credit, and still not
allow the kinds of abuses that had taken place in the marketplace.

So a lot of the the detail of this was really punted to the CFPB
and the Federal Reserve initially and then to the CFPB to work
out these nuances and the CFPB was very responsive in listening
to a whole range of people, including those of us who had advocated
aggressively for constraints on the market to clean it up back in
the opposite direction to define what a Qualified Mortgage was.

And I think we really got to a pretty good balance as an initial
proposition. Obviously, there are always going to be people second-
guessing whether you got the correct balance. Probably the people
we would prefer to see doing this wouldn’t be Members of Congress
sitting on this committee trying to do this.

I do want to ask about this 3 percent cap. I know the 3 percent
cap is in the law itself. You said you couldn’t model the 3 percent
cap because you didn’t have sufficient information.
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What would it take to do that model, because there are a lot of
questions being raised now about whether the 3 percent cap itself,
which is statutory, not something that the CFPB did, is an appro-
priate cap? What would it take to model that?

Mr. CARROLL. Thank you, Congressman.

It is a terrific question. I think what we would need is a rep-
resentative sample of affiliate fees across the country that would
represent just an ordinary course of typical mortgage trans-
actions—

Mr. WaTT. Okay, so you could undertake that study and help of
the committee going forward if the committee decided to look more
closely at where the 3 percent ought to be 3.25 percent or 3.5 per-
cent?

Mr. CARROLL. We would be very happy to provide technical as-
sistance, yes.

Mr. WaTT. Okay.

The second thing is that when we introduced the bill, Mr. Clay
on our side on this committee offered an amendment that struck
this differentiation between affiliated and unaffiliated title insur-
ance companies.

We actually supported Mr. Clay’s amendment and the bill we re-
ported out did not have this affiliated/unaffiliated dichotomy. You
have looked at that. Do you think that the affiliated/nonaffiliated
distinction serves a useful purpose at this point?

Mr. CARROLL. With regards to affiliated title?

Mr. WATT. Yes.

Mr. CARROLL. We have heard many comments, Congressman,
about affiliated title versus non-affiliated title. Specifically, in that
particular sector there could be safeguards in place that should be
considered, and that there is generally State oversight of the pre-
miums charged around affiliate title. We did hear those comments
during the rulemaking process and—

Mr. WATT. My time is up, but could you just submit to the com-
mittee some of the alternative approaches you think might be con-
sidered to address this affiliated/unaffiliated title issue?

Mr. CARROLL. I would be happy to follow up, Congressman.

Mr. WATT. Thank you so much.

Thank you, Madam Chairwoman.

Chairwoman CAPITO. Thank you.

Mr. Miller, for 5 minutes.

Mr. MILLER. Am I safe in saying that you are hearing bipartisan
unhappiness with your rule? If it is not—I think we can all raise
our hands saying we are on happy to begin with.

It appears to me that the rule is much more restrictive than the
legislation that enabled you to do what you are doing and I can’t
believe you can’t make this work without us having to pass a new
law to clarify a law that should have given you flexibility to make
it work.

So I think we are trying to tell you that we have a problem with
what we are hearing out there and you said you used—they said
three-quarters of the loans you reviewed met the QM rule. What
year were those loans made?

Mr. CARROLL. That was looking at 2011 loans.
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Mr. MILLER. Okay, so half of them in 2010, CoreLogic says would
not meet your QM rule. Three-quarters in 2011 don’t meet the QM
rule, and everybody, Freddie Mac and Fannie Mae, everybody is
saying that loans made in 2010 are performing very well. FHA’s
are performing very well.

So, that is problematic. It raises a big flag saying, hey guys, let’s
go back and see what we can do out there. You are going to get
us a copy of the study you used to make your determination, is that
correct? I heard you say that. Okay.

Recently, you gave a 7-year exemption to Freddie and Fannie to
implement the QM rule. Is that correct?

Mr. CARROLL. Yes, Congressman.

Mr. MILLER. That raises a huge concern on my part of why would
you give them 7 years if it is a good rule and then they are coming
back saying no, we are going to implement it immediately, which
is even more bothersome.

Can you please address that?

Ms. CocHRAN. If I might explain. We, as I mentioned, created
multiple definitions of Qualified Mortgage under the rule. The first
definition of Qualified Mortgage, the general definition, uses a 43
percent debt-to-income ratio. We did that because we received ex-
tensive comment from industry saying they needed bright lines to
determine exactly what was a Qualified Mortgage and what was
not.

This threshold, 43 percent, is the historical threshold that has
been used by the Federal Housing Administration and is familiar
to lenders. It is a relatively broad threshold compared to certain
other ones that are used and we felt it was an appropriate and fa-
miliar threshold to use.

At the same time, we realized there was concern that respon-
sible, creditworthy borrowers over 43 percent would have a difficult
time in the first few years after the regulation took effect—

Mr. MILLER. That is a concern right there.

Ms. COCHRAN. —in getting—

Mr. MILLER. And right on that point, we are in a very moderate
recovery, very moderate.

Ms. CoCHRAN. We were very concerned about that.

Mr. MILLER. Very sensitive. I am really concerned about it and
they are saying, FHA is saying no, we are going to implement it
day one. That has to create some concern for you because your
study obviously said we need to allow this more time.

So I am saying based on their decision to implement imme-
diately, I am asking you I think you are hearing the concern on
both sides to go back and look at it and say maybe we need to do
something a little differently than we have because every lender I
am talking to, everybody says we are not making any loans that
do not meet the QM rule.

Ms. CoCHRAN. Right.

Mr. MiLLER. That is a recipe for immediate disaster come—this
coming January, in my opinion. I am looking at a marketplace that
has been devastated for years. Now we are looking at—I would say
near the third quarter of last year you started to see it get a little
healthier.
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This year, you are even seeing a little better marketplace. Peo-
ples’ home values are starting to come back up a little bit. Should
we decide to implement a rule that devastates the lending industry
overall, those values are going to go right back down. I am not
mad—I am concerned.

Please don’t take my comments as a personal criticism. I am say-
ing that I am hearing both sides of this saying, “We have a huge
concern.” I am hearing the private sector saying, “We have a major
concern because we are not going to do anything that puts us out-
side of the QM rule,” and based on that, I think you need to do
something and also I heard a comment on the 3 percent cap on
points and fees—none of those were used in your study because
they weren’t implemented in so that didn’t even apply.

And I am not sure you knew what was supposed to be even put
into the 3 percent when you implemented the rule. Legislatively,
it was kind of—it allowed you a broad area to review before you
implemented that, and I am not certain that it is not critical that
you did that.

So I think that needs to absolutely be revisited. Mr. Watt also
said the same thing. We don’t have to go rewrite a law to give you
leeway that you already have, but I have a lot of questions and I
am not going to get to them because I am really concerned about
the comments you made because they are very enlightening and
they are not negative, they are just enlightening and the comments
that you are hearing us up here, we are very concerned and if we
don’t do something to modify this rule before January, I think you
see the same recipe coming that I see and it is not healthy. It is
not good and I would strongly encourage you to not force us to leg-
islatively change the rule to be more flexible in the rule.

I yield back the balance of my time.

Chairwoman CAPITO. Thank you

Mr. Green, for 5 minutes.

Mr. GREEN. Thank you, Madam Chairwoman.

Please permit me to extend to Mr. Cordray my best wishes, and
let him know that I am looking forward to a future meeting with
him.

Madam Chairwoman, I would like to, if I may, call to our atten-
tion an article in the New York Times entitled, “U.S. Consumer
Watchdog to Issue Mortgage Rules.” This article calls to our atten-
tion the following: “Mortgage bankers generally applaud the new
regulations saying they clear up uncertainty that has hung over
the home-lending business since the financial crisis.”

It goes on to say, “These rules offer protection for consumers and
a clear, safe environment for banks to do business. I understand
that you have not created a perfect rule. But I also understand that
we cannot allow the perfect to become an enemy of the good,” some-
thing we often say here.

So I am going to segue now to something else that I call to your
attention because I am concerned about servicemembers and I am
concerned that too many of them are still falling victims to scams.

Some might ask, how many is too many? One is too many, and
here are some of the things that cause me a good deal of consterna-
tion. I understand that the postdated check scam still looms large.
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Car titles are being utilized, too, as a part of scams. They have
businesses located just outside of military bases because they can’t
engage in on-base solicitation.

We still have retirement benefits that may be a part of scams.
They are being reassigned. Some of these scams originate in for-
eign countries. So could you just tell me quickly, are we looking at
the scams that are being perpetrated upon our military personnel?

Ms. CoCHRAN. Obviously, our Office of Servicemember Affairs is
taking the lead for the agency in working on all these issues. They
coordinate very closely with other parts of the Federal Government
and are trying to bring greater transparency and awareness to all
sorts of issues, including scams.

I believe that they have been aware and gathering information
about all of these issues, and we would be happy to relay your
question and provide more specifics. I don’t think either of us can
speak to the details of what they have learned.

Mr. GREEN. Thank you. I think that is a fair answer, because I
know what you came prepared to discuss today. I just could not
pass up the opportunity to speak up for servicepeople.

Ms. COCHRAN. It is something we take very seriously. We appre-
ciate it.

Mr. GREEN. Thank you very much.

Let’s move quickly to another topic that we brought up, commu-
nity banks versus small banks. I appreciate greatly the question
that the ranking member posed and I thought you gave an answer
that was acceptable, but could you kindly give me a quick indica-
tion as to whether or not you are making a distinction between a
com‘I)nunity bank and a small bank, and if so, what is that distinc-
tion?

Ms. CoCHRAN. We have looked at the impact on small creditors
throughout the Dodd-Frank Act mortgage rulemakings, and in a
number of places we have made accommodations or changes in the
way the rules apply to smaller institutions.

But we have done that in a context-specific setting. So we are not
applying a single definition in all circumstances. Instead, we are
looking at the particular activities at issue.

So for instance, in the Qualified Mortgage and escrow
rulemakings, we looked at a definition of small creditor that was
focused on what types of creditors might have difficulty in
escrowing and providing adjustable rate mortgages as compared to
balloon mortgages.

So we set one threshold there for those provisions and we are
proposing to continue that threshold with regard to the new cat-
egory of Qualified Mortgage. In the—

Mr. GREEN. If I may intercede just quickly, are you focusing
more on a small institution as opposed to a community bank?

Ms. CocHRAN. We are looking at a number of factors when we
set those thresholds. What we set as a threshold was $2 billion in
assets and that the institution along with its affiliates was origi-
nating no more than 500 first lien mortgages a year.

We were doing that because we were looking for institutions that
are using relationship-based lending that are accountable to a spe-
cific community, so not only are they holding these loans in port-
folio, but because of the nature of their lending practice, they have
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very strong incentives and very strong practices to protect con-
sumers.

In the servicing context, we also looked at and exempted small
servicers from certain parts of those rules.

Mr. GREEN. Let me intercede quickly to ask—

Ms. CoCHRAN. But we put a different definition there—

Mr. GREEN. —because I have 3 seconds—

Ms. COCHRAN. —based on—

Mr. GREEN. —quickly, I must ask, when will this new rule be
available for us to visit with you about?

Ms. CocHRAN. We are working to implement it as quickly as we
can. We will issue it shortly because we want to get it finished. We
know it is extremely important as people are working towards im-
plementation.

Mr. GREEN. It is, and I thank you very much.

I yield back, Madam Chairwoman.

Chairwoman CAPITO. Thank you.

Mr. Luetkemeyer, for 5 minutes.

Mr. LUETKEMEYER. Thank you, Madam Chairwoman.

Just one question, out of curiosity. Has either one of you ever
worked in the private sector and made a housing loan?

Mr. CARROLL. Congressman, I have worked in the private sector
serving banks.

Mr. LUETKEMEYER. Serving? What do you mean? Have you ever
made a house loan?

Mr. CARROLL. No. No, Congressman.

Mr. LUETKEMEYER. Ms. Cochran?

Ms. COCHRAN. I was in private practice mostly for financial insti-
tution clients prior to going into government.

Mr. LUETKEMEYER. But you never made a loan?

Ms. COCHRAN. No.

Mr. LUETKEMEYER. Okay.

Just out of curiosity—one of the things you are working through
this morning is the results of the low-doc loans. We went in and
we thought we were really bright. We wanted to start to make it
all quick and easy and available. The system was working and now
all of a sudden we have low-doc loans and now it is all messed up
and now we are trying to fix it. Is that roughly right?

Ms. CocHRAN. That was certainly one of the concerns—

Mr. LUETKEMEYER. One of the problems we have? Okay.

So as we try and fix this, you now have been directed by the law
that Congress passed to try to figure out how Qualified Mortgage—
to come up with a standard.

I guess the question is—and I have this difficulty sometimes with
a lot of individuals who serve in the bureaucracy from the stand-
point of interpreting those laws sometimes can be difficult and the
intent of Congress.

And when they make a rule, suddenly they believe that is the
glllly way that this rule can be made and they become very inflexi-

e.

Do you have enough flexibility that you believe with the way this
rule was or the law was propagated, the law was put before you
that you have the flexibility to be able to make the changes that
can accommodate the things we are talking about this morning?
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Ms. CoCHRAN. We structured the rule in a way that specifically
provided for flexibility. As—

Mr. LUETKEMEYER. I am not talking about the lenders. I am talk-
ing about you.

Ms. COCHRAN. Yes.

Mr. LUETKEMEYER. Do you have enough flexibility to go back and
make the changes we are talking about this morning?

Because we have talked about a lot of things. We talked about—
Mr. Watt talked about the 3 percent, Mr. Miller talked about a lot
of things with regard to this. Somebody else, I think it was Mr.
Duffy, talked about the rural definition here. There are a lot of
things that need to be worked on. Do you have enough flexibility
to make those changes and are you willing to do that?

Ms. CocHRAN. We have created a structure that we believe will
be helpful in considering where further adjustments are necessary
in the rulemaking. One of the things that we did, in addition to
creating the main definition of Qualified Mortgage and the tem-
porary definition of Qualified Mortgage, which is not an exemption
for Fannie and Freddie—

Mr. LUETKEMEYER. You are not answering my question. All due
respect, Ms. Cochran, you are not answering my question.

It is very simple. Do you have the flexibility and are you willing
to use it to make the changes we are requesting this morning and
discussing? Yes or no?

Ms. CocHRAN. We made the best decisions that we could in the
rulemaking process—

Mr. LUETKEMEYER. Okay. I will grant you have done—you have
made your decision. Now are you willing to go back and take a look
at changing it based on the things we are discussing this morning?

Ms. COCHRAN. We are continuing to consider a number of the
issues that were discussed this morning in the context of the con-
current proposal, and as I discussed we want to tie that off as
quickly as possible.

We do believe that we have flexibility there and we proposed
those changes to make sure that we address some of the concerns
that have been raised.

We have also structured the rules so that as the 7 years pro-
gresses and the temporary category of Qualified Mortgage would
come to a close, we would have the ability to look at the market,
how it is developing, if it is developing as we predicted, and make
adjustments to the rule at that time, if necessary.

Mr. LUETKEMEYER. Okay, so is there enough flexibility in the
rule then to allow you to do that? Or in the law? You feel you have
enough flexibility then apparently, is that right?

Ms. CoCcHRAN. We believe that we have flexibility to make impor-
tant decisions and that we are continuing to use that appropriately,
yes.

[laughter]

Mr. LUETKEMEYER. Okay. Well, no wonder we can’t get anything
done here. We can’t get a straight answer.

Okay, with regards to the level of participation you anticipate by
the different groups, agencies, you broke it down to different banks,
small lenders, big banks, mortgage lenders, and we have had two
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different, three or four different numbers around here this morning
with regards to participation.

It would seem to me by the definition of a Qualified Mortgage
and the Safe Harbor that it provides that those loans that are
made outside that Safe Harbor would then have an inordinate
amount of liability risk for the lender, will they not?

Do you not believe that will be the inference from protecting and
having Safe Harbor loans that are made that way and those obvi-
ously that are not? Wouldn’t you believe that would be the case?

Mr. CARROLL. Congressman, that is a very good question.

We calculated what we believe the litigation risk might be in our
1022 analysis for nonqualified mortgages and then the lesser
amount of litigation risk for Qualified Mortgages that carry rebut-
table presumption of compliance.

Mr. LUETKEMEYER. Where I am going with this is if there is
more risk, inherent risk with those mortgages that are made out-
side that, and the lenders then are less willing to do that, there
is going to be an access to credit problem.

If you have an access to credit problem, where are they going to
go? Some will go to agencies like FHA, which is making loans ac-
cording to this testimony we have heard in this committee, before
that are kind of like Freddie and Fannie were making, that are
kind of beyond the scope.

Now, we are going to wind up forcing them into a government
agency that is already in trouble. So, this is a self-fulfilling problem
with the way we are structuring this.

And I see I am out of time, I appreciate the indulgence of the
chairman.

Thank you.

Chairwoman CAPITO. Thank you.

I would like to state that without objection, members of the full
committee who are not members of this subcommittee may sit on
the dais and participate in today’s hearing.

I would also like to submit statements for the record from the
American Land Title Association; the Credit Union National Asso-
ciation; the Independent Community Bankers of America; the Na-
tional Association of Federal Credit Unions; the National Associa-
tion of REALTORS®; and the West Virginia Bankers Association.

Without objection, it is so ordered.

Mr. Ellison is recognized for 5 minutes.

Mr. ELLISON. Thank you, Madam Chairwoman, and Ranking
Member Meeks.

Please do convey my appreciation to Mr. Cordray. I hope he does
get confirmed. I think it will be for the benefit of the country.

I would like to ask a question. There has been some discussion
about mortgages that may or may not be made that are outside of
the QM. I wonder if you could talk about those a little bit and what
the last several years has taught us about, I don’t know, no job,
no income, no money down-type loans, prepayment penalties, bal-
loon payments, 2-28s, 3-27s.

There is a reason that you guys have focused on certain types of
loans, to say these would be considered the safe ones, and there is
a reason why some are not.
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I wonder if you could elaborate on that, and I also wonder if you
could even discuss this question. The point has been made there
maﬁ be fewer loans made, some loans that were made may not be
made.

Is that necessarily a bad thing given some of the difficulties that
we have seen over the last several years with loans that probably
slllould?have never been made? Would you care to elaborate on that,
please’

Mr. CARROLL. Thank you, Congressman.

When we were creating the Qualified Mortgage definition, we
were working with a few kind of core principles.

At its core, it is an Ability-to-Repay rule where the objective of
the rulemaking is to eliminate some of the practices that were
problematic during the financial crisis.

So eliminating no-doc lending was an important part. Making
sure that when creditors do a debt-to-income ratio calculation they
are using the fully indexed rate, the actual rate, not the introduc-
tory or teaser rates. It is just some basic practices that creditors
do today and have been doing for a long time.

We did hear very broadly, in the midst of the rulemaking proc-
ess, that a broad Qualified Mortgage definition was important be-
cause, since the crisis, there has been a lot of concern about risks
of all shapes and sizes, whether they would be operational, credit,
interest rate, compliance-related, litigation-related.

And so, we did hear very broadly that a broad Qualified Mort-
gage was important particularly in this stage of the market’s recov-
ery. We have endeavored to try to do that and create a broad
Qualified Mortgage space, but we did also in the course of our
work, try to analyze what we think the risks would be in the non-
qualified mortgage space.

And when we run numbers, we find that in a normal market en-
vironment, that should be a fairly manageable risk that lenders
should be able to account for and really what it relates back to is
that when we draw a Qualified Mortgage space, we want to try to
draw standards that we think are reasonable.

So what is a reasonable debt-to-income threshold if we are going
to provide clarity and bright lines to industry? We locked onto 43
percent. We felt that was a standard that has served consumers in
the past.

It has represented an outer boundary of risk that the FHA has
used for a number of years and we felt that, as a core definition,
did cover a pretty broad set with about three-quarters.

We were challenged in the short term to try to find a mechanism
that would get us closer to 100 percent. That is why we did decide
to look to the standards of FHA and the GSEs to accomplish that,
and this is an important point.

We are talking about this extension definition. What we are real-
ly trying to accomplish is a way that we can, in this stage of the
market’s recovery, have a mechanism so creditors can extend be-
yond the 43 percent debt-to-income ratio. That was our objective
with this rulemaking.

Mr. ELLISON. Thanks a lot. I guess the only point I am trying
to make is I am glad my colleagues on both sides of the aisle are
concerned about making sure there is credit availability, but I hope
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we all also can agree that we believe there was a bunch of loans
that were done that probably never should have been done.

And I hope that we keep that in mind, too. Because we can go
back to the Wild West and that won’t be good either, so let’s keep
the balance concept in mind.

Also too, last month the CFPB fined 4 private mortgage insurers
about $15 million for illegal kickbacks. There have been other prob-
lems with inflated appraisals in other ways consumers overpaid.
Do you think a 3 percent cap on points and fees will make loans
more affordable and fair to borrowers?

Ms. COoCHRAN. As we mentioned, the 3 percent points and fees
cap is in the statute itself. It does allow for up to two bona fide
discount points in addition to that threshold depending on the rate
of the loan.

We believe that Congress was looking at the up-front costs to
consumers and concerns that potentially, where up-front costs are
very high, creditors and other participants in the process may not
be as focused on the long-term performance of the loan but rather
the up-front cost recovery.

So we have implemented that as directed by the statute and we
are continuing to consider some aspects of that rule in the concur-
rent proposal particularly as it relates to loan originator compensa-
tion.

Chairwoman CAPITO. Thank you.

Mr. McHenry, for 5 minutes.

Mr. McHENRY. Thank you, Chairwoman Capito.

Now, it is interesting, because so many of us have looked at the
Qualified Mortgage rule, the QM rule and realized that our com-
munity bankers and our community credit unions are telling us
that they are not going to lend outside of the QM standard—and
you are nodding your head.

You have heard this as well, and I am sure you have heard it
this morning but Citizen Cordray, Richard Cordray, I like to call
him “citizen” rather than “director” based on the non-Senate con-
firmed nature of his directorship, but Citizen Cordray said in front
of CUNA, the Credit Union National Association, a short time ago,
“I know that complying with our new regulations is a worry for
many of you, so allow me to make a few points clear. First, the cri-
teria for Qualified Mortgages are intended to describe only the
least risky loans that can be offered to consumers. But plenty of
responsible lending remains available outside of the Qualified
Mortgage space, and we encourage you to continue to offer mort-
gages to those borrowers you can evaluate as posing reasonable
credit risk. Those that lend responsibly, like credit unions, have no
reason to fear the Ability-to-Repay rule.”

Now, it is not clear to me based on my conversations with com-
munity bankers and credit union leaders that that is in fact true.

Right? So if Mr. Cordray claims that this question of the ability
to repay is all right, you are not going to be subject to it if you lend
outside of it. So why did the CFPB create the Qualified Mortgage
so narrowly, Mr. Carroll, if in fact the intent was to have lending
well beyond?
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Mr. CARROLL. Thank you, Congressman, for the question. I think
our objective was to try to make it broad, and it sounds like there
is some disagreement today if we have succeeded in doing that.

Our intention in developing the rule was to build a broad Quali-
fied Mortgage and it sounds like there has been some concern
about that.

Mr. McHENRY. Okay. So we will just disagree on that.

Let me ask you a separate question. Do you believe that lenders
are going to originate nonqualified mortgages?

Mr. CARROLL. We see it happening today—

Mr. McHENRY. No. It is happening today because is the QM rule
imposed upon institutions?

Mr. CARROLL. No, not until January.

Mr. McHENRY. Okay. So therefore, you are talking about pre-
QM, and it is artful. It is a very artful, nice answer, but tech-
nically, you are correct. Post-QM, let me restate the question. Do
you think the lenders are going to originate nonqualified mort-
gages?

Mr. CARROLL. We think some will, Congressman.

Mr. McHENRY. Some?

Mr. CARROLL. Yes.

Mr. McHENRY. Okay. Based on what belief?

Mr. CARROLL. We just believe that there will be lenders who are
going to make loans or that are, where they understand the nature
of the loans they are working with. For example, we have seen
some interest-only jumbo products that we suspect will continue
when the rule takes effect.

Mr. McHENRY. Which is how much of the marketplace?

Mr. CARROLL. It is not a very large—

Mr. McHENRY. Excessively small or incredibly small?

Ms. Cochran, let me ask you this question about legal liability.
If an institution offers a Qualified Mortgage, there are some liabil-
ity protections, right? And if they do not offer a Qualified Mort-
gage, what are the penalties?

Ms. CocHRAN. The statute provides a 3-year period during which
a consumer could bring an affirmative claim. The penalties are up
to 3 years of the finance charge within that phase.

If the consumer goes into foreclosure, they can also raise a claim
as an offset and again, penalties are limited to 3 years. So it is less
than what occurs under the current rule that is already in effect—

Mr. McHENRY. Let me ask you, if you have a box that gives legal
protection and then people—you have institutions lending outside
of that box, does that become a safety and soundness issue?

Ms. CocHRAN. We believe that if people are doing responsible
loans, this is manageable and appropriate. There is already an—

Mr‘; MCcHENRY. Does it go to safety and soundness for institu-
tions?

Ms. CocHRAN. There is already an ability-to-repay standard in
effect for higher-priced mortgage loans. Institutions that are man-
aging—

Mr. McHENRY. Higher-priced mortgage loans, okay.

Ms. COCHRAN. Yes, and institutions are managing that risk—

Mr. McHENRY. So those mortgages are a large portion of the
marketplace?
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Ms. COCHRAN. They are a smaller portion of the marketplace.

Mr. McHENRY. They are a very small portion of the marketplace.
So your reference points are very small and you are being artful
about your answers today.

We have deep concerns about the impact this is going to have
anld the CFPB’s mismanagement of a really overly burdensome
rule.

I yield back.

Chairwoman CAPITO. Thank you.

Ms. Velazquez?

Ms. VELAZQUEZ. Thank you, Madam Chairwoman. Please bear
with me. I am suffering from laryngitis.

Most of my issues and concerns regarding this rule have been
asked. Of course, I am very much concerned about the fact that the
private capital has yet to reenter the mortgage market and we
have to strike a balance between protecting consumers, and at the
same time, keep access to capital and credit flowing into under-
served communities.

I have a question that I believe has not been asked, and I would
like to address it to Mr. Carroll. CFPB’s final rule applies the legal
Safe Harbor to only low price loans whereas the high-priced loans
are tied to the rebuttable presumption.

Could you please explain the CFPB’s reasoning for selecting this
structure rather than instituting a single lender protection for QMs
across-the-board?

Mr. CARROLL. I would be happy to. Thank you for the question,
Congresswoman.

The statute required us to define a level of protection the credi-
tors would receive from the ability-to-repay liabilities if they make
a QM loan and so we had to navigate this question and we ended
up coming up with this bifurcation that says if the loan is a prime
loan, meaning the APR for the loan is within 150 basis points over
the average prime operate, we would provide it Safe Harbor status.

And if it is above that in the nonprime space, we would provide
the creditor with a rebuttable presumption of compliance. The in-
tent here was to say that if you are generally within the QM space
and you are working in the prime segment, these are borrowers
who have a little bit stronger credit profile, may not need as much
protection as consumers who are higher-priced who are in the
nonprime space, and so we thought it was appropriate to provide
a little bit of extra protection for the consumers in that nonprime
space so that they do have some remedies if the market is getting
into some of the subprime issues that we saw during the crisis.

Ms. VELAZQUEZ. Ms. Cochran, would you like to—

Ms. COCHRAN. Yes, we wanted to provide a certainty for the mar-
ket going forward. We wanted to provide strong incentives to pro-
vide safer loans, and we believe the rebuttable presumption Quali-
fied Mortgage strikes that balance.

It does provide incentives for lenders to provide Qualified Mort-
gages at the same time it preserves consumers’ rights in the event
that there is a problem. We think such problems would be ex-
tremely rare, but we thought it was important to preserve that
flexibility.

Ms. VELAZQUEZ. Thank you.
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Thank you, Madam Chairwoman. I yield back.

Chairwoman CAPITO. Thank you.

Mr. Pittenger, for 5 minutes.

Mr. PITTENGER. Thank you, Madam Chairwoman.

Thank you, Mr. Carroll and Ms. Cochran, for your testimony.

I would like to pick up or where Congressman McHenry left off.
Given that the FHA decision, that Fannie and Freddie would only
lend or only buy QM mortgages, do you believe that the lenders
will continue to lend given that they have to hold these loans on
their balance sheet?

Mr. CARROLL. Congressman, I am sorry, which loans were you
referring to? I couldn’t hear; I apologize.

Mr. PITTENGER. Loans outside the Qualified Mortgages.

Mr. CARROLL. Outside the Qualified Mortgages. Particularly in
the short-term, we heard loud and clear from industry that non-
qualified mortgages will be a smaller part of the market in the
short term.

That is precisely why we endeavor to create both the general def-
inition for a Qualified Mortgage as well as this temporary exten-
sion. At least for the next few years, while the market is continuing
its recovery, what we hear from most creditors is that they are
going to want to stick to the Qualified Mortgage space while they
get acclimated to the rules and get acclimated to the possible risks
associated with doing non-QM loans.

We do feel that over time, people will acclimate to that risk,
which is why we created this temporary extension which covers, by
our calculations, not including points and fees, roughly three-quar-
ters of the market.

So that would be a significant retrenchment from what we now
think is the vast majority of the market, the three quarters of the
market where we have a significant delta.

We intend to monitor the market to make sure that the rule that
we have constructed is operating as we expect it to, and it is some-
thing we need to keep tabs on as it moves forward, but we do think
that over time, people will get acclimated with those risks and we
will see a market for non-QM loans.

Mr. PITTENGER. You will assess that over time and make adjust-
ments if needed?

Ms. CocHRAN. Right. We expected that it would develop in
niches and specific parts of the market over time as people get
more comfortable and see specific business opportunities that make
sense for their models.

The thing that is helpful about the temporary category of Quali-
fied Mortgage is that it is based on eligibility for purchase or guar-
antee or insurance by the designated entities.

It does not actually have to be purchased by them. And we be-
lieve that provides a good balance that will allow people to get com-
fortable both with portfolio loans and securitized loans.

So it is an important bridge and a mechanism for us to continue
to assess how the market evolves. We know there are a number of
other capital, regulatory, and economic conditions that are affecting
the market causing uncertainty and this gives a bridging mecha-
nism and breathing room for the market to evolve and for us to
continue to assess as that temporary provision comes closer to—
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Mr. PITTENGER. Okay.

Let me move on to something else. Given the severity of the
damages associated with violating the ability-to-repay requirement,
in writing this rule, did you consider the effect on the safety and
soundness of small banks and credit unions that hold nonqualified
mortgages on their balance sheets?

Ms. CocHRAN. The statute sets the remedies that are provided
here, and as I started to say earlier, the remedies are actually
more narrow than what is provided under existing rules today for
higher-priced mortgage loans. Under those remedies, because of the
way the rules were written, all finance charges are recoverable.

In the Dodd-Frank Act, Congress specifically limited it to a 3-
year period, which we thinks helps significantly in terms of being
able to model litigation risk.

So yes, that is obviously something that we looked at. We looked
at litigation risks. We consulted with the prudential regulators and
they are of course continuing to evaluate that issue as well.

Mr. PITTENGER. But you do believe that this could lead to further
deterioration of the community banks?

Ms. CocHRAN. We are working very hard to structure the rule
both in the final rule and the concurrent proposal to accommodate
and recognize that small community banks provide critical access
to credit and that their processes and practices are very responsible
and should be accommodated within the scope of the regulation. So,
we are working very hard to make sure that it does work for small
banks as well as other types of lenders.

Mr. PITTENGER. I hope you will continue to talk to them, espe-
cially the ones I talk to.

Thank you. I yield back the balance of my time.

Chairwoman CAPITO. The gentleman yields back.

Mr. Hinojosa?

Mr. HINOJOSA. Thank you.

Thank you, Chairwoman Capito and Ranking Member Meeks, for
holding this important hearing.

And thank you to the distinguished panel members for sharing
your insights this morning.

We cannot forget how the housing market bubble happened.
Shortly, let me say that unaffordable and balloon mortgages were
sold to families who were not fully aware of the terms. We also saw
agents targeting communities of color to push their most predatory
mortgage products.

Fast-forward to 4 million foreclosures and the housing market
meltdown, and we are now faced with ensuring that these unsafe
practices never happen again.

With the mortgage rules written by the CFBP, including the
Qualified Mortgage rule discussed today, we begin the long process
of creating a healthy housing market for the long term. There is
a thin line between too little regulation and too much. It seems to
{ne that the QM rule released by the CFBP comes close to that
ine.

My first question is for Mr. Carroll. Some of us have constituents
in rural areas such as in my congressional district in deep south
Texas or places where there just aren’t that many institutions that
are able to extend credit to worthy borrowers.
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In our districts, it actually makes sense for borrowers to have
terms like balloon payments or other specialized products they
work out with their local banker. As the chairman of the rural
housing caucus, I have been fighting for affordable quality housing
in rural America for over a decade.

What kind of exceptions exist in the Qualified Mortgage rule for
small or rural lenders operating in these areas so that they can
participate?

Mr. CARROLL. Thank you, Congressman, for the question.

We do recognize that rural communities in particular have been
hit hard by the financial crisis and that the creditors who serve
them have also had a difficult run during the recovery.

We have tried to do a few things in the rulemaking process to
address smaller creditors operating in rural areas who have these
challenges. One is, we have attempted to increase the coverage of
designated rural areas for the purposes of treating balloon mort-
gages as Qualified Mortgages. My colleague, Assistant Director
Cochran, mentioned this earlier.

We also have proposed, as part of a concurrent proposed rule, an
exemption for small creditors where, if you are within $2 billion in
assets, you don’t originate more than 500 loans a year, and you
hold the loans in portfolios, as long as the loan meets the Qualified
Mortgage features of a fixed-rate loan or an adjustable rate mort-
gage, and some of the other protections built into QM, they can
have an easier method of getting Qualified Mortgage status, mean-
ing they don’t have to look specifically to the 43 percent DTI. They
can use their own DTI measure and they have an easier access to
the Safe Harbor; a little bit broader space in the pricing where we
used 350 basis points over APOR rather than 150.

And we think these are some methods for providing some relief
to small creditors. We would be happy to hear from your office if
you have views on it.

Mr. HINOJOSA. My second question will be directed to Ms. Kelly
Cochran.

I am going to give you a picture of a congressional district that
I represent which is in deep south Texas, 250 miles from San Anto-
nio, South to McAllen Edinburg, and in the middle, the coastal
bend has what they call the Eagle Ford Shale Oil and Gas Mine,
which is bigger than Alaska’s mines.

In the last 2 years, the actual production has been twice as much
as was estimated, so that of the 8 counties I represent, 4 of them
only have plus or minus 10,000 people, and they have lots of banks
because Karnes County, as an example, received $2 billion in royal-
ties and they have 10,000 people.

So the banks in that area have plenty of money, yet they are not
lending money. Do we in Congress need to soften up the regula-
tions because first, they said there wasn’t enough money to meet
the requirements. Now, they have lots of money, and they are still
not lending money. So tell me, what do we have to do in Congress
to open it up?

Ms. CocHRAN. I think—obviously, I wouldn’t purport to advise
Congress on what it should do, but I can say some of the ways in
which the Bureau is thinking about these issues.
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As Pete talked about, we have expanded the definition of rural
and underserved under the regulation. The way it was proposed
originally, it would have covered counties that only included 3 per-
cent of the United States population.

We increased that to 9 percent and we also made a number of
other adjustments with regards to balloon payment loans to make
it easier for these institutions to keep lending.

As Pete mentioned, we also have a concurrent proposal which is
looking at a number of issues with regard to small creditor impact
and ways that we can accommodate them within the rule.

In general, this is a very complicated area. We are very sensitive
and thinking very hard about it. One issue that is difficult is that
there are so many different ways to define “rural.”

Different Federal agencies do it differently for many purposes.
So, we know there are a number of issues here. We are working
very hard and we will be happy to report back to you as we are
tying off this concurrent proposal on what other measures we have
adopted that may be helpful here.

We would be happy to provide technical assistance.

Mr. HINOJOSA. My time has run out, and I yield back.

Chairwoman CAPITO. Thank you.

Mr. Pearce?

Mr. PEARCE. Thank you, Madam Chairwoman. I appreciate you
holding this hearing.

And I appreciate the participation of the witnesses today.

The subject of the high-cost loans is something that I wonder
about. What is the logic behind that? The logic behind the concept
of high interest or high-cost loans and why we are going to regulate
those?

Ms. CocHRAN. High-cost loans—are you talking about under
the—

Mr. PEARCE. Section 1431, I think.

Ms. CoCHRAN. With regard to high-cost mortgages under the
Home Ownership and Equity Protection Act (HOEPA)? HOEPA is
an existing regime that applies to certain lows depending on their
points and fee—

Mr. PEARCE. Yes, just get down to the fine-tuning part of why is
it there.

Ms. COCHRAN. It was there because there were a number of prac-
tices with regards to refinancing that were problematic in prior
decades. Congress enacted a law—

Mr. PEARCE. Okay, just trying to stop corruption from occurring,
basically the high-cost people jacking up stuff. So who on your staff
is a specialist on manufactured housing?

Ms. CocHRAN. We have a number of people who have worked on
manufactured housing—

Mr. PEARCE. No, who is a specialist? Who is the one that rep-
resents this loan type as you have these discussions? What is their
name?

Ms. CocHRAN. We had a team of people who were—

Mr. PEARCE. Now, do you lead that team?

Ms. CoCHRAN. They report to me. Yes.
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Mr. PEARCE. Okay. So you understand the economics of origi-
nating loans? Basically, it costs the same thing to originate a
$200,000 loan as a $20,000 loan?

Ms. COCHRAN. We analyzed this question through other rules.
We do understand, and we adjusted the thresholds for points and
fees based on the size of the loan because we realize that was a
concern.

The Dodd-Frank Act changed the thresholds and changed the
coverage for high-cost mortgages. We implemented the statute as
directed and have made adjustments—

Mr. PEARCE. So you are telling me that the people who quit mak-
ing trailer house loans are interpreting incorrectly? Because they
are coming under the high-cost loans now because the cost of origi-
nation of the loan is the same.

Whether it is $200,000 house or a $20,000 mobile home, that per-
centage then mathematically works out to be above the threshold
and so a lot of the—most of the banks in New Mexico have quit
making new loans for trailer houses.

Fifty percent of the people in New Mexico live in trailer houses,
so you have effectively shut off the mortgage market to basically
half of New Mexico.

We have an average income of $31,000 to $35,000, something in
that range. So what you have is a de facto war on the poor, and
I just wonder if anybody up there is thinking about it, and who is
the person saying, we can’t quite do this because they are shutting
off these poor people who were making $20,000 and $30,000 loans,
they are just in there trying to get into something.

So who is it? Is that you, Ms. Cochran?

Ms. CocHRAN. We looked at this issue intensively during the
rulemaking for the high-cost mortgage loans, and I would be happy
to talk to you about our analysis.

Mr. PEARCE. I would be happy for you to—

Ms. CocHRAN. We made adjustments with regard to both the
points and fees and the rates thresholds for high-cost mortgages to
account for the fact that manufactured housing has certain unique
features and also that smaller loans in general have certain costs
to originate.

It is something we thought a lot about, that we requested data
on, and that we looked at very hard. We have heard from some
people that they will cease to make loans if they are above the
threshold.

Mr. PEARCE. I will just tell you that almost every bank in New
Mexico, and in fact, the one bank who still does it, Texans are com-
ing across trying to borrow money out of New Mexico. So across the
State line, it is the same.

The second—and by the way, I would gladly invite you to our of-
fice to discuss this because it is a serious problem for us.

Ms. CocHRAN. We would welcome that. Thank you.

Mr. PEARCE. The second question is, so you have these QMs and
then do you have a Director, with Mr. McHenry’s footnote, who
says, don’t worry about it. Who is going to decide who should have
worried about it?
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In other words, if people make nonqualified mortgages, who is
going to decide whether or not they come up against some action
or not. Is that the agency? Is that you all?

Ms. COoCHRAN. If there is a violation, it could be—

Mr. PEARCE. No, no, no. Mr. Cordray says, go ahead and do those
loans outside the QM. We have created a little box here, but go
ahead and feel free to step outside. Who is going to decide you
shouldn’t have stepped outside the box?

The reason I am asking the question is we have an Administra-
tion that is willing to check your Internal Revenue Service returns.
They are willing to subpoena all of the records for all of the AP,
not just the one or two people, but everybody in the entire work-
room. They have released information on the whistleblowers and
“Fast and Furious” and tried to discredit them.

And I wonder, is the same Administration going to be the one
who decides who shouldn’t have stepped outside the box and who
should have stayed in the box?

That is my question, but I think it is more rhetorical.

Chairwoman CAPITO. Thank you.

Mr. Scott, for 5 minutes.

Mr. ScorT. Thank you very much, Madam Chairwoman.

I am one of the cosponsors of H.R. 1077, and I am trying to work
with this issue. Let me just ask you, why didn’t you, the CFPB, ad-
dress the issue of affiliate discrimination and the calculation of fees
and points in the final QM rule?

Ms. CocHRAN. The Dodd-Frank Act specifically requires that af-
filiate fees be counted towards the cap on up-front points and fees
for qualified—

Mr. ScorT. Could you do me a favor and just move your micro-
phone a little bit closer?

Ms. COCHRAN. Yes, I'm sorry.

The Dodd-Frank Act mandated treatment of affiliate fees with
regard to the 3 percent threshold for Qualified Mortgages. There
are a number of places in Dodd-Frank where Congress made a de-
liberate policy decision with regard to treatment of affiliates of
creditors and brokers.

Given that very clear policy choice had been made throughout
the statute, we did not feel it was appropriate for us to vary from
that. We implemented that provision as provided in the statute be-
cause Congress had made the decision.

Mr. ScoTT. Do you think it doesn’t make sense to discriminate
against affiliates on the basis of these fees? To do so reduces the
competition and the choice of title services and insurance providers.
Can the CFPB do with this without repurposing the rule?

Ms. CoCHRAN. As Pete mentioned, we have received a great deal
of comment on this issue on both sides. We recognize they are very
strongly held views. We—as we said—believed, given the clear
mandate from Congress, that it was our responsibility to imple-
ment that.

Mr. ScoTT. So is it being considered?

Ms. CocHRAN. No, it is not. We would certainly not be able to
do it without a re-proposal as a matter of administrative law that
simply—
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Mr. ScotrT. Wait a second. You would be able to do it if you re-
ceived some help from Congress, is that right?

Ms. CocHRAN. Congress made a very clear policy choice. If Con-
gressd changes that policy choice, we would implement it as di-
rected.

Mr. ScorT. Okay, now let me ask you about Fannie and Freddie.
What is the rationale of the CFPB for including Fannie and
Freddie loan level price adjustments in the calculation of the fees
and the points?

Mr. CARROLL. Thank you, Congressman. That is a good question.
Loan level price adjustments is a topic that has come up during our
Qualified Mortgage rulemaking—

Mr. Scort. Maybe it is me, and I need to clean out my ears. If
you will just talk louder; I can’t quite hear you. Go ahead.

Mr. CARROLL. At the end of the day, loan level price adjustments
are additional costs imposed based on the credit profile of the bor-
rowers. The more credit risk posed by the consumer, the more fees
will be charged whether they may be charged as an up-front fee to
the consumer or may be factored into the interest rate.

This was a tricky one for us, but when we look at these types
of charges, we don’t see them like bona fide third-party charges,
which are just services like title or appraisal; we see them as
charges that are fairly integral to the rate itself, to the product
itself being offered to the consumer and these are ultimately costs
that are borne by the consumer.

They may manifest through, in this case, the GSE is charging a
fee to the lender for their guarantee services, but that could just
as easily be, in the private label space, an aggregator who also
originates loans.

We felt, given that these price adjusters are really specific to the
consumer, that they are borne by the consumer and paid for by the
consumer at origination, we thought it was appropriate to keep
them in the rules so that the rule would function as we expected
it to.

Mr. ScotrT. Would you consider changing that policy?

Mr. CARROLL. We would always consider having a conversation
with Members of Congress to understand your concerns and have
a dialogue on that.

Mr. ScorT. Now, let me ask you about escrows. Would escrows
for taxes and insurance ever be included in the calculation of fees
and points?

Ms. COCHRAN. No, we don’t believe so.

Mr. Scott. Why?

Ms. COoCHRAN. Because those are collections of charges to be paid
along the life of the loan distinct from the up-front points and fees
that are charged in connection with the origination of the loan.

Mr. Scort. Okay.

Thank you very much, Madam Chairwoman.

Chairwoman CAPITO. Mr. Fitzpatrick?

Mr. FrrzrpATRICK. I thank the Chair, and I very much appreciate
the hearing.

I hope we can all agree that small community banks did not
cause the mortgage crisis of 2008. When I am back home in my dis-
trict in Pennsylvania meeting with local lenders, they tell me that
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the QM rule is or will essentially and assuredly take away the
judgment that they have and have always had as local lenders and
will otherwise drive credit for qualified borrowers.

One lender back home tells me that a main concern, and I think
the CFPB has heard this several times, is that by branding a mort-
gage as “qualified,” you are essentially saying that all mortgages
that don’t meet that criteria are “unqualified.”

Even if the intent is not to create categories of desirable or unde-
sirable and not desirable mortgages, that is essentially what is
happening. So the question is, who is going to want to have or to
hold an “unqualified” mortgage?

Community banks often have certain niche programs that are
perfectly legal but serve small consumer bases because it is specifi-
cally tailored for those consumers’ or customers’ needs, and when
the CFPB introduces qualified and unqualified Mortgages, they are
disregarding the necessity of these programs and penalizing the
local and community banks that know their customers, know them
well, what they want, and what is in their best interest.

So my question for either Mr. Carroll or Ms. Cochran is, was
there any consideration for or would you be opposed to providing
exemptions for small institutions that keep these mortgages in
thei;r own portfolios? And what is the chance that is going to hap-
pen?

Ms. CocHRAN. If I could address that in a couple of ways.

First of all, of course, Qualified Mortgage is the term used in the
statute so we have continued to use that. I think there are impor-
tant pieces of consumer education that will come with this rule as
we get closer to implementation to make sure the consumers un-
derstand what a Qualified Mortgage is, and what it is not.

In terms of small lender programs, there are three different
types of Qualified Mortgages under the final rule and we have pro-
posed a fourth category of Qualified Mortgage that is specifically
for small creditor portfolio loans.

Many of the loans that small institutions make will fall within
the definition of Qualified Mortgage, and the reason we proposed
a fourth category is that we believed it was appropriate to look at
this, because we realized that relationship lenders, small commu-
nity institutions, have many reasons and business models that are
of great service to consumers.

They provide critical access to credit and they have extremely
low foreclosure rates, and typically very responsible lending prac-
tices. We wanted to make sure that we encouraged and accommo-
dated that type of lending within the scope of the rule and so we
have thought very hard to both, in the balloon payment context
and with regard to this new proposal, which we are hoping to final-
ize as quickly as possible, to accommodate exactly those kinds of—

Mr. FITZPATRICK. So, you have just described the community
lenders in my area of southeastern Pennsylvania. Do you agree
that those lenders did not contribute to or create the mortgage cri-
sis of 20087 We agree on that, correct?

Ms. CocHRAN. Exactly. And as I mentioned, their foreclosure
rates, their lending, their profile of the data shows that they have
generally very responsible models. We wanted to accommodate and
recognize that within the course of the rule.
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Mr. FITZPATRICK. And those lenders most likely to hold the loans
in their own portfolio, correct?

Ms. CocHRAN. Right. Both of the Qualified Mortgage provisions
for small creditors, both the balloon payment and the proposed new
category, are specifically for portfolio loans.

Mr. FITZPATRICK. So why not just exempt the small community
bankers from the rule? Why not?

Ms. COCHRAN. We believe that balance is important. This strikes
the appropriate balance by providing greater protection, greater
certainties for those creditors, recognizing their good models, and
at the same time providing in the event that there is an abuse,
that there is a small creditor that is not operating under those
same practices, a consumer would have an ability to seek redress
in such situations.

Mr. FrrzpPATRICK. I yield back.

Chairwoman CAPITO. Mr. Capuano?

Mr. CApUANO. Thank you, Madam Chairwoman.

Mr. Carroll, Ms. Cochran, I have heard a lot of detail today and
a lot of concern. I think some of it is legitimate. I am sure you
share some of the same concerns. My first, and possibly my only
question, is kind of simple.

I am interested in the availability of credit. Several million peo-
ple got mortgages last year.

There is no doubt that a handful of them probably shouldn’t have
gotten a mortgage. They are going to get into trouble. My question
is, have you made an internal judgment as to how many fewer
loans will be made when this rule is adopted next year?

How many people who got loans this year do you expect to not
be able to qualify next year, not be able to get loans next year, I
guess?

Mr. CARROLL. We think it will be small, Congressman.

I think that we have tried to calibrate this rule so that again,
going back to this notion of a broad QM, is to provide minimal dis-
ruption to the market in the short term while we are transitioning
into this—

Mr. CapuANO. When you say small, can you give me—1 percent,
10 percent, 20 percent?

Mr. CARROLL. The vast majority are covered in the Qualified
Mortgage space. We expect those loans will continue to get made.

There may be some loans on the margins that banks would have
to do as a nonqualified mortgage and choose not to because they
don’t match our Qualified Mortgage—

Ms. CoCHRAN. Part of it is that the lending practices have
changed so much from the height of the build-up to the crisis that
we think things like no-doc loans—

Mr. CAPUANO. I am not—that is why I asked about last year. 1
didn’t ask about 2008. I can’t imagine anybody in their right mind
would want us to go back to the 2008 standard, and if they do, I
think they should say so.

So I am using last year because I am not sure we are at the right
point yet but I am just trying to get an idea. I think most of us
would see that last year was a pretty tight market and most mort-
gages being made are probably pretty conservative lately.
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And I guess I am just trying—the reason I ask is because there
is one number out here that suggests 48 percent of the loans made
in 2010 would no longer be made because banks will stop making
them.

If that is the number, obviously I think that should concern a lot
of people and I am just wondering if you have a competitive num-
ber—I am not going to hold you to a specific number; a range, any-
thing.

Mr. CARROLL. Yes, let me describe the distinction, I think, be-
tween our numbers and some of the other numbers that might be
in the market. We put our core definition at roughly three-quarters
of the market being covered by QM and then adding this exten-
sion—

Mr. CAPUANO. The explanation can come later. I am just looking
for a relatively simple answer if there is one.

Mr. CARROLL. I—

Mr. CAPUANO. Do you have a number, an estimated number, as
to how many people who got loans in the last year or the year be-
fore, whatever your base your might be—how many of them would
not be able to get loans next year? Either based on QM or because
the people will not be making nonqualified mortgages.

Mr. CARROLL. Based on QM, we think it will be a small number.
I would say though at the same time there is the potential for cred-
it to continue to loosen in the market on the basis of factors that—

Mr. CApUANO. Good. I am glad you said that. I agree with you.
When you say small, I need to get—is it less than 10 percent? Less
than 5 percent?

Mr. CARROLL. Yes, less than 10 percent. I would put the number
in my office and our calculations around the 5 percent margin, at
most.

Mr. CapuANO. That is good. Thank you for the answer. I guess
the next question I have really is, what if you are wrong?

What if this 48 percent number is right? And you find it out,
after a period of adjustment all of a sudden come March of next
year and mortgages given have plummeted, do you have the ability
to make quick adjustments to your rules?

And again, I know how long it takes to make a rule, have you
allowed yourself a back door out of this rule to make an emergency
declaration or whatever? What if you are wrong?

I am not arguing that you are. I am not qualified to make that
argument. What if they are right and you are wrong and all of a
sudden most of America can no longer get a loan or if there is a
hole—an unforeseen one for trailers or whatever it might be? Do
you have the ability to make a quick, even if temporary, adjust-
ment to your rule to address something that maybe your estimates
were wrong on?

Ms. CoCHRAN. Yes, we would have to go through certain proce-
dures to do a quick adjustment.

We are in the process of making quick clarifications to the rule
now as different interpretive issues come up and we can do some
of these procedures in the event that there was a problem.

I think a lot of the debate is really about what happens as the
temporary provision expires. As we discussed, that is a longer-term
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question. We specifically set the outside threshold at 7 years be-
cause the Bureau is required to do a thorough—

Mr. CAPUANO. When you say quick, could you again, give me a
general idea, for the sake of discussion, come February 15th, all of
a sudden the entire country agrees that okay, you have tightened
up too much, 3 percent should be 4 percent or whatever it might
be. If you decide February 1st that you agree, everybody agrees
that it has to be changed, when can you change it? March 1st, June
1st, next January?

Ms. CocHRAN. We would have to look at the specific cir-
cumstances. Generally, we have to provide a brief notice and com-
ment period before we would change a rule.

Mr. CapuaNO. How brief?

Ms. CoOCHRAN. Obviously, there are different circumstances
under which the Administrative Procedure Act can allow expedited
process—

Mr. CAPUANO. Yes, but you are not—I am a defender of the
CFPB and I am concerned about some of the details and that is all
well and good, but for me details—we will work out what we can
do.

What I am concerned with is okay, with all of the best interests
at heart, with all of your best estimates, I am not qualified to say
that your estimates are wrong. I mean, they are estimates. That
is what they are based on. And you are just more qualified than
I am.

My concern is if you are wrong and it takes 9 months to adjust
that problem, then we are possibly on the brink of another eco-
nomic crisis that could be averted.

All T am asking is, have you built in or will you build in a back
door in case you are wrong? Not because I think you are wrong,
but if you decide you are wrong, and say, “Oh my God, the esti-
mates were wrong,” and it happens.

On occasion, even I have made a mistake that I have wanted to
correct, and I am simply asking, have you allowed yourself the op-
portunity to do that and if it is 6 months, I have a problem.

Ms. COCHRAN. The circumstances depend on what happens, but
we do have more flexibility than that—

Mr. CapuaNoO. That is not an answer.

Ms. COCHRAN. —it would not be a matter of 9 months—

Mr. CApUANO. I appreciate—

Chairwoman CAPITO. The gentleman’s time has expired. Thank
you.

Mr. CApUANO. Not good for a friend.

Chairwoman CApPITO. Mr. Barr?

Mr. BARR. Thank you, Madam Chairwoman.

Mr. Carroll, Ms. Cochran, thanks for your testimony today.

I think what you are hearing today is not any kind of objection
to the idea that there was some response that was warranted to
the mortgage subprime prices, but more concern that the over-
reaction involved here is something that is depriving the market,
the mortgage marketplace of flexibility, depriving consumers of ac-
cess to mortgage credit, which is what you all spoke to at the very
beginning in terms of what you all want to avoid.
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But what I want to do is talk about, and I would encourage you
to take back to the Bureau, some of the bipartisan concerns that
have been expressed here today, and I would like to echo or follow
on the comments from the gentleman from Texas, Mr. Hinojosa, in
talking about the rural designation issue.

My district in central and eastern Kentucky includes a number
of counties that are manifestly rural, but fall outside of the rural
designation under your QM rule.

So my question would be to you all, obviously Kentucky bankers,
bankers all across this country use balloon mortgages to mitigate
interest risk, interest rate risk, balloon loans held in portfolio give
consumers significant interest rate flexibility.

With these rural communities—and in my case, Bath County,
Kentucky, is a rural community but for whatever reason the CFPB
does not recognize it as a rural community, a rural county.

In light of this feedback that you are getting from both sides of
the aisle, what is the CFPB doing to revisit this definition of rural?
Are you thinking about changing the definition through maybe use
of the rural housing loan program definition, or I have heard a
process whereby interested parties could petition the Bureau to be
considered rural? What are you doing to address this problem?

Ms. CoCHRAN. As we discussed, there is a concurrent proposal
out right now that is looking at small creditor issues with regard
to access to credit, not just in the question of rural balloons, but
more broadly.

We are looking at that and looking at our options and how then
we can appropriately balance those considerations. We have heard
a great deal of comment about the rural definition in particular.

There are a lot of interesting ideas about different ways to define
it, and over time, that is something I think that we want to con-
tinue to consider.

We are looking holistically at this right now. We cannot talk
about a pending proposal, but our goal is to get it out as quickly
as possible. We are extremely sensitive to what we are hearing
about consumers on this issue and we are working to strike an ap-
propriate balance that will preserve access to credit.

Mr. BARR. When you talk about regulatory straitjackets, this is
what we are talking about. When you define Bath County, Ken-
tucky, as nonrural, you are just flat out wrong. So please consider
that and take that back to the Bureau.

One quick additional question: I hear frequently from our bank-
ers that they are receiving mixed signals from regulators, particu-
larly with respect to the Community Reinvestment Act mandates
and the QM rule. And so what I want to ask you all is what assur-
ances can you give to Kentucky community banks that they will
not receive a negative CRA audit if their mortgage lending deci-
sions reflect compliance with your QM rule?

Ms. CoOCHRAN. The Community Reinvestment Act is adminis-
trated by other agencies, not the CFPB. We have been working
with the prudential regulators and other appropriate Federal regu-
lators throughout our rulemaking process to coordinate and get
their feedback on our QM rule and also as they think about impli-
cations of QM for their—
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Mr. BARR. Do you acknowledge that there is a conflict? Do you
acknowledge that there is a conflict between the requirements of
the CRA and your Qualified Mortgage rule?

Ms. COCHRAN. I have not studied this issue in detail. I would not,
at this point, be comfortable saying that there is a conflict. I can
say that it is something we would be happy to take back as we con-
tinue our discussion with prudential regulators to continue to dis-
cuss and make sure that agency coordination is appropriate.

In general, we think that is an important issue throughout the
rulemaking. We would be happy to follow up with you about spe-
cifically what you are hearing on CRA.

Mr. BARR. We are hearing it. We are hearing it very loud and
clear, and what is really a problem is the contradictory messages
that lenders are receiving from the regulators.

My final question is on cost of compliance. Lenders are obviously
going to be tasked in implementing the QM rule with systemati-
cally and comprehensively documenting that even though they
have followed safe and sound practices, they have to prove that
they followed the prescribed underwriting processes to determine
that the borrower has the ability to repay.

Have you all analyzed the cost of compliance of documenting fol-
lowing all of the requirements to achieve a Safe Harbor status, and
what additional compliance costs that is going to impose on some
of these small community banks that simply don’t have the staffing
that would be required to properly implement this rule?

Ms. COCHRAN. Yes, we did consider, as Pete talked about earlier,
the cost of compliance and other impacts of this regulation. Our
sense is that, given how much underwriting practices have
changed, this is not a significant deviation from what people are
doing now.

Obviously, there are always concerns when a new rule comes in
and people need to calibrate and make sure that they are in com-
pliance. That is why we are working so hard on the regulation im-
plementation efforts, to make sure that we facilitate that process
as much as we can.

We are very sensitive to the concerns of small institutions on
this, and that is why we are providing a compliance guidance and
videos and all of the other things that Pete talked about.

Mr. BARR. My time has expired. I yield back.

Chairwoman CAPITO. Mr. Murphy?

Mr. MURPHY. Thank you, Madam Chairwoman. And thank you
both for your testimony.

Back to this 3 percent rule. It looks like originally the threshold
was $75,000 and now it is $100,000. Number one, how did you
come to raise it? What happened there?

And then number two, did you think of tying this to an average
cost for an area, considering that New York City might be different
than a rural area in my district?

Ms. CoCcHRAN. We looked at this issue and we received extensive
comment on it. We did what analysis we could around the costs to
try and calibrate properly. I don’t know that we got a suggestion
specifically about average costs in specific areas, so that might be
something that would be helpful to follow up on.
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It certainly was a concern and we adjusted significantly from the
proposal because we thought more flexibility was needed. We un-
derstand that there are certain costs in originating a loan that
don’t vary much based on the principal side and so we were trying
to accommodate that rule in how we set the threshold. So it is
something to which we are very sensitive.

Mr. MurpHY. Okay, so you would be open to perhaps tying it to
an average rate for a market, because as was mentioned earlier,
there are a certain amount of fixed costs that do go into issuing
these mortgages?

Ms. CocHRAN. We did the best analysis we could with the infor-
mation we had. I would be very interested in talking to you about
the idea. Obviously, it is something we have to look at.

Mr. MURPHY. Okay. One more question. With this Safe Harbor
approach, the CFPB is giving lenders the ability to know and say
that certain people meet this ability-to-repay standard. Does this
create an implicit inability to repay for loans that are outside QM?

Ms. CocHRAN. No, as we have discussed, we have really set the
long-term threshold for Qualified Mortgage in a way that we be-
lieve was important to recognize and acknowledge that there are
responsible good loans to be made outside of the Qualified Mort-
gage space.

We believe it is appropriate for those loans to be considered on
an individualized basis without a presumption that they automati-
cally comply. We believe that there is significant responsible credit
in that and, over time, creditors will see those opportunities and
expand into that space.

In the short term, while they are figuring that out and getting
comfortable, we have also expanded the definition of Qualified
Mortgage to provide the bridge as we discussed earlier.

Mr. MURPHY. So the complaints I am hearing from community
bankers and credit unions, do you think they are temporary or do
you think they are justified?

Ms. CocHRAN. We know this is a difficult time. We know that
there is uncertainty around this rule and a number of other condi-
tions in the market. And we believe those concerns are real and
they will affect business decisions in the short run.

That is why we structured the rule to provide a transition mech-
anism over time. We do believe that, as conditions become more
certain, as other pieces fall into place and people get more com-
fortable with the rule, they will feel more comfortable expanding
into other parts of the market.

We really tried hard to design a rule that would, in the long-
term, provide accessible credit in all parts of the market. Obvi-
ously, that is a balancing act and it is a difficult process to manage
over time with so many sources of uncertainty, but we believe this
is a good framework for doing that.

Mr. MURPHY. Have you all sort of come up with some ideas and
theories for what you can do if you do see in a year or 2 years, kind
of adding on to what Mr. Capuano said, that we can do to loosen
up to ensure that the private sector does in fact enter the market
if we see in a year that they are really not because of the cost?

Ms. CocHRAN. We will continue to monitor the market on an on-
going basis. That is part of the Bureau’s basic mission and also an
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important part of the accountability after any rulemaking. So we
expect we will continue to monitor over time and specifically at the
5-year mark, when the Bureau is required to do a very extensive
evaluation of significant rules. So we certainly expect that would
happen before the expiration of the 7-year period for the temporary
definition.

We also expect to be doing this on an ongoing basis. This is a
core part of our mission, and if we start to see things that are not
developing as we expected, then obviously we would have to con-
sider whether adjustments would be appropriate.

Mr. MURPHY. Okay, great. Thank you.

Chairwoman CAPITO. Mr. Westmoreland?

Mr. WESTMORELAND. Thank you. I think Mr. Luetkemeyer asked
you both if you have ever made a loan and I think both of your
answers were no. What experience professionally or just in life
have you had to come up with what a qualified borrower was if you
never made a loan? Have you ever made a loan to anybody in your
family or to anybody?

b 1(\1/11". CARROLL. No, Congressman, I have not made a loan to any-
ody.

Mr. WESTMORELAND. Ms. Cochran?

Ms. COCHRAN. No.

Mr. WESTMORELAND. Okay. So how do you go about figuring out
who is a qualified borrower?

Mr. CARROLL. First, we are working with the statute and when—

Mr. WESTMORELAND. No, I am talking about—what if somebody
came in, what makes them a qualified borrower? Is it how much
he owes, what his credit history is, who his mom and dad are—
what gave you that insight to say, all right, this guy would be a
qualified buyer, and this guy is not.

Ms. COCHRAN. So, if I may address it. The statute set out and
directed the Bureau to define what is a Qualified Mortgage. It did
not tell us to define what is a qualified borrower. And as I talked
about in my original opening testimony—

Mr. WESTMORELAND. It is kind of the same thing. If you have
somebody who fits the Qualified Mortgage, isn’t he going to be a
qualified buyer?

Ms. CoCHRAN. What we believed was important was to create
flexibility. As I said in the beginning, we don’t believe that by rule
we can define every single instance of an affordable mortgage. Un-
derwriting was too complex for that and it is too individualized.

So what we were doing was defining a class of loans where it
made sense to presume that the creditor had properly evaluated
the ability to repay. Overall, that would provide flexibility so that
creditors will make that determination using reasonable standards.

Mr. WESTMORELAND. But you are creating the rules, right?

Ms. CocHRAN. Yes. We are doing it the way Congress directed
us to do in defining Qualified Mortgage, but we very specifically did
not consider that to be defining the outer limits of what is a quali-
fied borrower.

We believe that is best left to the market. What we were trying
to do was implement the statutory provisions in a way that pro-
vided certainty for the market so that they could go ahead and use
reasonable practices to continue doing what they do best.
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Mr. WESTMORELAND. Okay.

Now, Mr. Carroll, you had previously been at Overture. Is that
correct?

Mr. CARROLL. Correct.

Mr. WESTMORELAND. And when did you leave Overture?

Mr. CARROLL. 2011

Mr. WESTMORELAND. 2011. Did Overture come up with a pro-
gram or somebody at Overture come up with a program where
Fannie Mae could reduce their approval time from say 30 days to
30 minutes or less?

Mr. CARROLL. The company, Overture Technologies, was involved
in developing automated underwriting capabilities and credit risk
models for a variety of different banks.

Mr. WESTMORELAND. Okay. So you cut the time down from 30
days processing to 30 minutes or less.

Mr. CARROLL. One of the features of automated underwriting is
to create a more efficient underwriting—

Mr. WESTMORELAND. Okay. So you can do a qualified borrower
in less than 30 minutes. What kind of documentation did you have
to get or how long did it take to fill out this online application to
get this Qualified Mortgage or buyer or whatever you want to call
it in less than 30 minutes? Was it like a no-doc loan?

Mr. CARROLL. The underwriting programs that were used by the
customers of the company ranged from full documentation pro-
grams to Alt-A programs and subprime programs.

Mr. WESTMORELAND. So you could do a full documentation and
have it approved in less than 30 minutes online? That is amazing.

Mr. CARROLL. Well, it just—

Mr. WESTMORELAND. Great technology.

Mr. CARROLL. The technology was very good to do full docu-
mentation decisioning, but you still have to go and look at the pa-
perwork after the fact.

Mr. WESTMORELAND. Okay.

Ms. Cochran, you previously worked at a law firm and did litiga-
tion, as far as I guess borrowers or consumers? What kind of law-
suits were you involved in or who did you sue?

Ms. CoOCHRAN. Generally, my claims were financial institutions
that were defending against lawsuits. I also did a fair amount of
regulatory counseling and how to comply with Federal consumer fi-
nancial law for those same clients as well as some other types of
litigation that were not related to the financial sector.

Mr. WESTMORELAND. So these consumer financial laws that you
were defending—

Ms. CocHRAN. I was generally working as a defense attorney for
financial institutions which had been sued for violations of the
Truth in Lending Act or other statutes and regulations, and work-
ing with them both in defense of the lawsuit and in counseling
them in terms of ongoing compliance requirements under those reg-
ulations and statutes.

Mr. WESTMORELAND. So you actually represented the institutions
that were being sued by consumers?

Ms. COCHRAN. Yes, in many cases I did.

Mr. WESTMORELAND. So now you are on the other side of the
fence.
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I yield back.

Chairwoman CAPITO. Mr. Heck?

Mr. HEcK. Thank you.

I think my question is most appropriately addressed to Ms. Coch-
ran. I am trying to better understand that this issue of what hap-
pens to what is incentivized in the way of lending practices vis-a-
vis QM and non-QM.

And what I can’t quite get my arms around is what the change
will be next year for borrowers in terms of their rights of action
under non-QM versus what it is today.

Ms. COCHRAN. So, under the rules that were adopted by the Fed-
eral Reserve Board, the ability-to-repay requirement applies today
to higher-priced mortgage loans. If there is a violation of that loan,
the consumer can sue and recover all of their finance charges.

The Dodd-Frank Act basically expands that requirement so it ap-
plies to the broader mortgage market, not just higher-priced mort-
gage loans, and it limits the remedies so that only up to 3 years
worth of finance charges will be recoverable in the event that there
is a successful suit.

As we have talked about before, there are different gradations
here with regard to Qualified Mortgage, Safe Harbor, and rebut-
table presumption, inability to repay, but that is the basic frame-
work that applies to the statute.

Mr. HEck. I didn’t follow you.

Ms. CocHRAN. Okay.

Mr. HECK. I am trying to understand if I am a non-QM borrower
next February—

Ms. COCHRAN. Right.

Mr. HECK. —on what kind of an expanded basis can I sue my
lender versus today?

Ms. CocHRAN. Today, the ability-to-repay requirements only
apply to a higher-priced mortgage loan. After January, they would
apply more broadly to the market in general. If the loan was not
a Qualified Mortgage so it was originated under the general ability-
to-repay standard, then in that case, the consumer remedies would
be up to 3 years of finance charges in the event that the consumer
was successful on the suit.

Mr. HECK. And today they—

Ms. CocHRAN. Today, they can recover the entire length of fi-
nance charges, so depending on when the suit was brought, that
could actually be a larger amount of money. It depends on the cir-
cumstances of the case.

Mr. HEcK. Thank you, I think. I also want to ask about the loans
and fees. First of all, quickly, did I understand you correctly that
the 3 percent is actually specifically stipulated in Dodd-Frank?

Ms. CocHRAN. It is. The statute provides for up to 2 bona fide
discount points in addition to the 3 percent depending on the rate
of the loan, but that is the general threshold.

Mr. HEcCK. Part of what I don’t understand is how we have over
time allowed for increasing Federal regulation of title insurance
and what I don’t understand is how that relates to the foundational
insurance regulation law, namely McCarran-Ferguson.

I don’t understand how it is that we can say regulation of insur-
ance is up to the States in exchange for which you are not subject
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to antitrust but then first I gather it was in HOEPA and now in
this we effectively have intruded upon that territory. Do you follow
me?

Ms. CoCHRAN. The statute provides that affiliate fees in certain
circumstances count toward the threshold for Qualified Mortgage
and the threshold for a high-cost mortgage.

So in the case of title insurance that is affiliated with the cred-
itor, that would count towards those thresholds. That was the deci-
sion that Congress made in the Dodd-Frank Act, with regard to
Qualified Mortgages, and as we discussed earlier, we have imple-
mented that as the statute directed us.

Mr. HECK. Does that in any way compromise the underlying cov-
enant of McCarran-Ferguson?

Ms. COCHRAN. I am not sure that I am qualified to speak to that.
I think it is a decision that Congress made in the Dodd-Frank Act
based on a number of policy parameters, and I don’t know all that
went into that decision. We have implemented the statute as di-
rected.

Mr. HEcK. Thank you very much.

Thank you, Madam Chairwoman. I yield back the balance of my
time.

Chairwoman CAPITO. Thank you. I believe that concludes our
hearing.

The Chair notes that some Members may have additional ques-
tions for this panel, which they may wish to submit in writing.
Without objection, the hearing record will remain open for 5 legis-
lative days for Members to submit written questions to these wit-
nesses and to place their responses in the record. Also, without ob-
jection, Members will have 5 legislative days to submit extraneous
materials to the Chair for inclusion in the record.

The hearing is now adjourned. And thank you both.

[Whereupon, at 12:17 p.m., the hearing was adjourned.]
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"Qualified Mortgages: Examining the Impact of the Ability to Repay Rule"

May 21, 2012

Good moming, and thank you Chairwoman Capito and Ranking Member Meeks for holding this
important hearing and allowing me the opportunity to participate today. As someone who
worked in the housing industry, this is very important to me and more importantly, to our

constituents.

We are here today to discuss the Qualified Mortgage (QM)/Ability to Repay Rule as mandated
by the Dodd-Frank Wall Street Reform Act. The QM rule is the primary means for mortgage
lenders to satisfy its “ability to repay” requirements. Additionally, Dodd-Frank provides that a
QM may not have points and fees in excess of 3 percent of the loan amount. As currently
defined, “points and fees™ include (among other charges): (i) fees paid to affiliated (but not
unaffiliated) title companies, (ii) salaries paid to loan originators, (iii) amounts of insurance and
taxes held in escrow, (iv) loan level price adjustments, and (v) payments by lenders to
correspondent banks, credit unions and mortgage brokers in wholesale transactions. As a result
of this problematic definition, many affiliated loans, particularly those made to low- and
moderate-income borrowers, would not qualify as QMSs and would be unlikely to be made or
would only be available at higher rates due to heightened lability risks. Consumers would lose
the ability to choose to take advantage of the convenience and market efficiencies offered by
one-stop shopping.

I, along with Ranking Member Meeks, introduced bipartisan legislation that would clarify the
way "points and fees” are calculated. Our legislation, H.R. 1077, the Consumer Mortgage
Choice Act, is narrowly focused to promote access to affordable mortgage credit without
overturning the important consumer protections and sound underwriting required under Dodd-
Frank’s “ability to repay” provisions.

Mrs. Chairwoman, thank you again for holding this important hearing and I look forward to
hearing from the witnesses today.
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Introduction

Thank you Chairman Capito, Ranking Member Mecks, and members of the Subcommittee for
this opportunity to testify about the Bureau’s Ability-to-Repay/Qualified Mortgage rule. We are
honored to represent the Bureau here this morning to present an overview of the rule, our
rulewriting process, and some of the policy considerations that shaped its development.

During the years preceding the mortgage crisis, too many mortgages were made to consumers
without regard to their ability to repay the loans. Loose underwriting practices by some
creditors—including failure to verify the consumer’s income or assets {so called “no-doc” loans)
and qualifying consumers for mortgages based only on their ability to pay low “teaser” interest
rates that would allow monthly payments to jump to potentially unaffordable levels after the first
few years—contributed to a mortgage crisis that led to the nation’s most serious recession since
the Great Depression.

The Dodd-Frank Act protects consumers from such irresponsible practices by requiring creditors
to make a reasonable, good faith determination based on verified and documented information
that consumers have a reasonable ability to repay their mortgages. The provision effectively
extends to most of the mortgage market a 2008 Federal Reserve Board rule that prohibits
creditors from making “higher-priced mortgage loans™ without assessing consumers’ ability to
repay the loans. The Dodd-Frank Act also established a presumption of compliance with the
ability-to-repay requirement for a certain category of loans called “qualified mortgages.” The
Board proposed a rule to implement these requirements before authority passed to the Bureau to
finalize the rule. In January, the Bureau issued a final rule to implement the statute and provide
further clarity as to what will be required of ereditors. The rule will take effect on January 10,
2014.

In developing the final rule, the Bureau considered the record, including nearly 2,000 comment
letters. We also received additional information and new data pertaining to the proposed rule.
For this reason, we reopened the comment period to further encourage dialogue and gather
feedback on the new data. We also reached out to stakeholders to gain a better understanding of
potential impacts on small creditors, for example, by holding a roundtable.

With the help of public feedback and our data analysis, we concluded that, in today’s market,
access to credit remains so constrained that some consumers, even those with strong credit, may
have difficulty refinancing or buying a home. For this reason, we designed the rule not just to
ensure more responsible lending by curtailing certain problematic practices, but also io
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encourage creditors to provide responsible loans to consumers in all segments of the covered
market. We recognized that, while providing transition mechanisms and certain bright-line
standards can help industry adjust to the new rule, it was also important to provide flexibility for
a range of reasonable underwriting practices as the mortgage market changes over time. So the
rule strikes a careful balance between providing bright lines to give certainty and clarity to
creditors while also allowing flexibility for the mortgage market to evolve and innovate in ways
that encourage the provision of responsible credit. We know that there is much work to do as
industry works to implement the rule. However, we believe that the broad positive feedback we
have received in response to the rule—and to our processes for rulewriting and implementation
support—suggest that the rule will help the market over time reach a more sustainable
equilibrium for both consumers and providers of responsible credit.

Ability-to-Repay Determinations

The final rule implements the statutory requirement that creditors make reasonable, good faith
determinations of consumers” ability to repay their mortgages at the time the loan is made.
While the final rule describes certain minimum requirements for creditors making such
determinations, it does not dictate that they follow particular underwriting models. Rather, the
Bureau believes that—subject to certain floors created by the Act—it is entirely appropriate for
creditors to employ a variety of standards to evaluate their customers’ repayment ability.

At a minimum, the rule requires creditors to evaluate the borrower’s income, savings, other
assets, and debts, Creditors must generally use reasonably reliable third-party records to verify
the information they use to evaluate these factors, which means creditors can no longer make
“no-doc” leans. The rule also provides that monthly payments must generally be calculated by
assuming the loan is repaid in substantially equal monthly payments during the loan term. For
adjustable-rate mortgages, the monthly payment must be calculated using the higher of the fully
indexed rate or an introductory rate. This means that creditors can no longer qualify borrowers
based only on low introductory “teaser” rates,

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

By rooting out reckless and unsustainable lending without dictating specific underwriting
models, we believe the rule protects consumers and strengthens the housing market while

preserving flexibility for creditors.

Qualified Mortgages

The final rule also implements the statutory provision creating a category of loans called
“qualified mortgages”™ that are entitled to a presumption that the creditor making the loan
satisfied the ability-to-repay requirements because they are subject to additional safeguards.
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The Act did not specify whether the presumption of compliance for qualified mortgages is
conclusive {i.e., creates a safe harbor) or whether it can be rebutted by the consumer. The final
rule provides a safe harbor for loans that satisfy the definition of a qualified mortgage and are not
“higher-priced” (which is similar to the pricing threshold defined by the Board’s 2008 rule). The
final rule provides a rebuttable presumption for higher-priced qualified mortgages, but defines
with particularity the grounds for rebutting that presumption, to provide additional certainty to
creditors and consumers. The line the Bureau is drawing is one that has long been recognized as
a rule of thumb to separate prime loans from subprime loans and we believe it strikes the
appropriate balance between providing certainty to creditors making qualified mortgages and
extending important protections to consumers in riskier loans.

Although Congress defined some of the criteria for these qualified mortgages, it also recognized
that it may be necessary for the Bureau to prescribe further specifics. As such, the final rule
implements the statutory criteria, which generally prohibit loans with negative amortization,
interest-only payments, balloon payments, or terms exceeding 30 years from being qualified
mortgages. “No-doc” loans also cannot be qualified mortgages. Qualified mortgages also
cannot have upfront costs in points and fees above the level specified by Congress.

The rule also establishes general underwriting criteria for qualified mortgages. For example, the
rule requires that the loans be underwritten based on the highest monthly payment that will apply
in the first five years of the loan. Most importantly, the rule provides that the consumer’s total
monthly debts—including the mortgage payment and related housing expenses such as taxes and
insurance-—cannot add up to more than 43 percent of the consumer’s monthly gross income.

The appendix to the rule details the calculation of debt-to-income for these purposes. The
Bureau believes that these criteria will protect consumers by ensuring that creditors use a set of
underwriting requirements that generally safeguard affordability. At the same time, these criteria
provide bright lines for creditors who want to make qualified mortgages.

in defining the boundaries of qualified mortgages, the Bureau did not intend to stigmatize loans
that fall outside those boundaries or to signal that responsible lending can or should take place
only within the qualified mortgage space. Quite the contrary, the final rule makes clear that the
Bureau expects over time to see markets develop for non-qualified mortgages. At the same time,
we recognize that, in light of the current state of the mortgage market, creditors and investors
remain concerned about managing risks and may initially be reluctant to make loans that are not
qualified mortgages, even if such loans were responsibly underwritten.

The final rule therefore provides for a second, temporary category of qualified mortgages that
have more flexible underwriting requirements so long as they satisfy the general product feature
requirements for a qualified mortgage (no negative amortization, interest-only, or balloon
payments and meet the loan term restriction and points and fees cap) and also satisfy the
underwriting requirements of Fannie Mae or Freddie Mac (the government sponsored entities, or
(GSEs) or certain federal agencies. This temporary provision will phase out over time as the
various federal agencies issue their own qualified mortgage rules and, at the latest, after seven
years. The temporary provision for GSE loans also will expire if GSE conservatorship ends.
The Bureau will continue to observe the health of the mortgage market going forward to ensure
the availability of responsible credit outside the qualified mortgage space.
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Small Creditors

The Bureau recognizes that, with few exceptions, community banks and credit unions did not
engage in the type of risky lending that led to the mortgage crisis. At the same time, the Bureau
knows these institutions may be more likely to retreat from the mortgage market if the
regulations implementing the Dodd-Frank Act are too burdensome, which could restrict access to
credit for some borrowers. For this reason, the Bureau tailored the final rule to encourage small
creditors to continue providing certain credit products, while carefully balancing consumer
protections.

For example, the final rule implements a special provision in the Dodd-Frank Act that would
treat certain balloon-payment loans as qualified mortgages if they are originated and held in
portfolio by small creditors operating predominantly in rural or underserved areas. This
provision is designed to assure credit availability in rural areas, where some creditors may only
offer balloon-payment mortgages. Loans are only eligible if they have a term of at least five
years, a fixed interest rate, and meet certain basic underwriting standards; debt-to-income ratios
must be considered but are not subject to the 43 percent general requirement. The Bureau
significantly expanded the definition of rural and made other adjustments to the original
proposed rules to make it easier for small ereditors to continue making responsible balloon loans
going forward.

In addition, at the same time it issued the final rule, the Bureau proposed amendments to the rule
to accommodate mortgage lending by smaller institutions—particularly for portfolio loans made
by small creditors—including those operating outside of what are designated as rural or
underserved areas. The proposal generally would treat these loans as qualified mortgages even if
the loans exceed the 43 percent debt-to-income ratio, as long as the creditor considered debt-to-
income or residual income before making the loan, and as long as the loans meet the product
feature and other requirements for qualified mortgages. This proposed provision would cover
institutions that hold less than $2 billion in assets and, with affiliates, extend 500 or fewer first
lien mortgages per vear. The Bureau estimates that approximately 9,200 small institutions, such
as community banks and credit unions, would likely be affected by the proposed definition. The
Bureau expects to issue a final rule on this aspect of the proposal shortly.

The Bureau has also made an agency-wide commitment to provide implementation support, in
part because we realize that such efforts are particularly important to small creditors that do not
have large legal and compliance teams. We recognize that a smooth, efficient process will
ultimately benefit consumers and the market as a whole. For example, at the same time we
issued the final rule, we published a plain-English summary of the rule on our website. We have
also published a compliance guide designed particularly for smaller institutions who will need to
update their policies and procedures and provide training for staff on the ability-to-repay rule.
We are also publishing clarifications to the rule as needed to respond to questions and inquiries
from various stakeholders in an effort to ease implementation burdens. We are coordinating with
other agencies to develop examination procedures and are developing videos, checklists, and
other tools that may be useful to creditors as they prepare for the implementation date.
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Policy Considerations

As outlined above, several policy considerations helped to shape development of the ability-io-
repay rule, and in particular the definition of qualified mortgage. That definition was the most
complex part of the rulemaking, in patt because the creation of a general ability-to-repay
requirement that carries potential Hability for both creditors and assignees has caused some
anxiety in the market. Although we found no evidence that the existing ability-to-repay
requirement under the 2008 Federal Reserve Board rule has caused a significant increase in
litigation, we recognized that concerns about the liability regime in the Dodd-Frank Act might
cause creditors to tend to constrain their lending, particularly in the first few years after the rule
takes effect.

The first consideration was to protect consumers by ensuring that certain practices such as “no-
doc” loans and underwriting based solely on initial “teaser” rates would not return in future
credit cycles. The general ability-to-repay requirements are designed as common sense measures
to ensure that creditors use reliable information in their underwriting process and calculate
monthly payments appropriately, while leaving flexibility as to how various factors are
considered in the underwriting process. We also considered consumer protections carefully in
the context of qualified mortgages, where the statute left flexibility for the Bureau to determine
appropriate documentation and underwriting requirements. We believed it was important to
ensure that creditors consider consumers’ individual financial situations with regard to debts,
income, and assets before extending qualified mortgages, too.

The second consideration was how to ensure access to responsible eredit in all parts of the
market, particularly given anxiety levels regarding litigation risk. Several features of the rule are
designed to address this concern, including calibrating the strength of the presumption of
compliance with the ability-to-repay requirements based on whether a qualified mortgage
exceeds the threshold for “higher-priced.” We believe the safe harbor will help to provide
greater certainty to creditors operating in the prime market, and that the rebuttable presumption
will create strong incentives for more responsible lending in the non-prime space as well. Atthe
same time, the rebuttable presumption also preserves certain consumer remedies in the unlikely
event that a qualified mortgage loan did not leave the consumer with sufficient residual income
to meet monthly living expenses.

The general definition of qualified mortgage is also structured in a way to encourage responsible
credit in all parts of the market over time. We do not believe that it is possible by rule to define
every instance in which a mortgage is affordable, given that underwriting is a highly complex
and individualized process. We were also concerned that an overly broad definition of qualified
mortgage could stigmatize non-qualified mortgages or leave insufficient liquidity for such loans,
which would curtail access to responsible credit for consumers.

Accordingly, we defined the general category of qualified mortgages, including the bright-line
43 percent debt-to-income ratio, in order to provide greater protection to consumers and certainty
to creditors, while also allowing room for the market to grow for non-qualified mortgages. We
also created the temporary definition of qualified mortgage based on eligibility for purchase or
guarantee by the GSEs and several federal agencies, primarily to make it easier for creditworthy
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consumers with debt-to-income ratios above 43 percent to access credit over the next several
years while the industry adjusts to the new rulemaking requirements. Our changes to the
balloon-payment qualified mortgage provisions and several elements of the concurrent proposal
that we issued in January, particularly the proposal to extend qualified mortgage status to certain
portfolio loans by small creditors, are also designed to address access to credit concerns.

The third major consideration was to attempt to balance the desire for short-tenm certainty with
the need for long-term flexibility that can benefit consumers and responsible creditors alike.
Because we do not believe it is possible to define by rule every instance in which a mortgage is
affordable, we sought to structure the rule in a way that allows room for a range of reasonable
underwriting models used by different types of creditors in today’s market. We were concerned
that as the mortgage market strengthens, the rule should function to provide appropriate
safeguards without becoming a straightjacket. We balanced these considerations in many places,
both in leaving flexibility for reasonable underwriting practices under the ability-to-repay
standard and in crafting different types of qualified mortgages that use different sets of
safeguards to ensure that affordability is being appropriately considered.

Conclusion

In carrying out our statutory requirement to issue the Ability-to-Repay/Qualified Mortgage rule,
we have worked hard to strike the appropriate balance between ensuring more responsible
lending, providing certainty to the mortgage market, enhancing access lo responsible credit, and
preserving flexibility for the mortgage market to evolve and innovate over time. We have been
encouraged by the largely positive feedback to the rule. While we are proud of the work that we
have done, we understand that much work remains for the market to adjust to our rule, other
regulatory initiatives, and changes in economic conditions. For that reason, we are committed to
continuing to observe the health of the mortgage market to ensure that our rules are working to
help speed the recovery from the financial crisis while preserving access to credit.

Thank you for asking us to testify today. We would be happy to answer your questions.
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Subcommittee on Financial Institutions Subcommittee on Financial institutions

and Consumer Credit and Consumer Credit
House Financial Services Committee House Financial Services Committee
U.8. House of Representatives U.S. House of Representatives
Washington, DC 20515 Washington, DC 20515

RE: Statement for the Record
Dear Chairman Capito and Ranking Member Meeks:

On behalf of the American Land Title Association (ALTA)' thank you for holding this important
hearing entitied "Qualified Morigages: Examining the Impact of the Ability to Repay Rule.” The importance
of getting the ability to repay/Qualified Mortgage (QM) rule right cannot be understated for the future
health and success of our mortgage market. This hearing should give the subcommittee important
information to measure the success of the Consumer Financial Protections Bureau's final rule and help
the subcommittee determine whether amendments to the relevant sections of the Dodd-Frank Wall Street
Reform and Consumer Protection Act are necessary.

ALTA is eager to serve as a resource on issues related to title insurance and real estate closings.
As the subcommittee considers proposals to amend the QM provisions of Dedd-Frank, including the
Consumer Mortgage Choice Act (H.R. 1077), and other proposals impacting title insurance, we thought it
would be helpful to provide the subcommittee with an overview of title insurance including how title
insurance and real estate closings are regulated by state and federal laws,

What is Title Insurance?

Title insurance plays a fundamental and essential role in facilitating ownership and investment in
real estate in the United States. Real estate is the largest asset class in the United States. For most
Americans their home is their single largest investment. Title insurance protects the American dream of
homeownership.

Title insurance is an indemnity against financial loss from defects in title o real property and from
the invalidity, unenforceability or lack of priority of morigage liens. Title insurance is a fundamental
consumer protection that shields consumers from the risk that they dor't own their property.

In any real estate transaction, the buyer wants to be cerfain that he or she will ultimately be
acquiring ownership (or title) of the property subject only to those liens and encumbrances they know
about and are willing to accept. The sefler wants to be certain that he or she will not be contractually liable
to the buyer if the title conveyed is subject fo any claims of title. The mortgage lender wants to be certain

" The American Land Title Association, founded In 19807, is a national trade association and voice of the real estate settlement
services, abstract and fitle insurance industry. ALTA represents more than 4,300 member companies. ALTA members operate in
every county in the United States to search, review and insure fand titles to protect home buyers and morigage lenders who invest
in real estate. ALTA members include fitle insurance companies, title agents, independent abstracters, ttle searchers and attomeys,
ranging from small, ona-county operations {o large national {itle insurers.

3671 ® 800-787-ALTA

1828 L Streer, N ® Suite 705w Washingron, DC 20036 & (2021296-3671 = 202-296
E-mail: service@alinorg 8 Web: wwwaltnorg 8 Fax: 888-FAX-ALTA ® Local Fax: (202)223-5843
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that the buyer, whose purchase is being financed, will have title to the property and that the mortgage
lender will obtain a valid and enforceable morigage lien that is not subject to any other lien or claim that
could adversely affect the priority of their morigage interest. In the United States., all of this is done
through title insurance.

in general, there are two main types of title insurance policies, both of which are typically issued
after the closing of a real estate or morigage refinance transaction: an owner’s policy and a loan policy.
The owner's policy insures the buyer's ownership interest in the real property while the loan policy
protects the lender's interest. In virtually all areas of the country, if an owner's policy is issued in the
fransaction, the cost of a loan policy that is "simultaneously issued” with the owner’s policy involves a
relatively small additional charge to the cost of the owner’s policy.

Both types of policies protect against defects that may be found in public records but were not
discovered during the search of those records or their significance was not appreciated, and also against
those non-record defects that even the most comprehensive search of the records would not reveal.
These risks include, among others:

» fraud or forgery in the execution of documents in the chain of title (in deeds, mortgages, morigage
satisfaction pieces, elc);

s mistakes in interpretation of wills, divorce decrees, bankruptcy court directives and other legal
documents;

o the execution of documents by minors or incompetent persons who could not legally convey
property interests;

s the existence of undisclosed heirs who did not consent o a prior transfer;

«  deeds executed under an expired power of attorney or on behalf of someone who has died; and

= nistakes in the recording or indexing of documents in the public records.

A key feature of both policies is the duty to defend. Under the policy, the title insurer is obligated
to pay for the costs of defending the title as insured against any covered claim. In addition, the ttle insurer
also has the right to cure any claim that is presented.

How Does Title Insurance Work?

Title insurance is fundamentally different from other types of insurance, such as homeowners or
life insurance. Understanding these differences can help correct some of the misconceptions about the
product,

Indemnification against past events instead of future events

Homeowners, auto, life, health and professional lines of insurance indemnify the policyholder
against events that occur after the policy has been issued — such as a fire, an accident, a death, atrip to
the doctor or a professional liability claim. Title insurance protects against existing title defects that arose
before the policy is issued. While the claim may not be asserted until after the policy is issued, it has to be
based on legal rights established before the policy was issued,

One-time cost vs. yearly renewals

Most other forms of insurance provide protection for a limited period of time on a prospective
basis, and the policy must be periodically renewed. With other forms of insurance, if the policy s not
renewed and the premiums are not continued to be paid, the policy lapses. Title insurance is issued for a
one-time premium. There are no renewals. The owner's policy protection extends for as fong as the
owner or their heirs own the property or has flability in connection with the properly. The insured lender's
protection extends as long as there is a balance due on the loan secured by the mortgage.
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Underwriting

Unlike property and casualty companies which underwrite their policies based actuarial data, the
underwriting of title insurance operates almost entirely on the basis of identifying, evaluating, and
addressing title problems before the policy is issued.” This demonstrates two methods of insuring title.
On the one hand, an insurer could use revenue from a one-time premium primarily to identify and, if
possible, eliminate tile risks prior to the issuance of the policy and therefore reduce the likelihood of
having to pay claims. Alternatively, an insurer could perform little or no search, examination and
correction and use the revenue from a one-time premium primarily to pay claims that will inevitably arise.
Consumaers and lenders benefit when a risk is identified and eliminated to provide a certain, secure, and
peaceful use of the property they acquire.

This curative action includes obtaining releases or pay-offs for discovered lisns (e.g., prior
morigage liens, child and spousal support liens, judgment liens, tax liens, homeowner's association
debts, mechanic liens); obtaining releases for deeds and morigages, and correcting typographical
recording and indexing errors that could create problems (misspelied names, incorrect legal descriptions).

On the basis of the title examination, a commitment to insure is then sent to the prospective
policyholder. it sets forth the conditions that must be met for a title insurance policy to be issued such as
documents to be produced {(8.g., the execution of a deed, the execution of a new mortgage in favor of the
buyer's lender), items to be removed (payoff of morigages, judgments, liens, taxes, municipal bills), and
exceptions to be taken from policy coverage found during the title search and examination process.

Losses and expenses

Title insurance losses are considerably lower than other forms of insurance and title insurance
operating expenses are considerably higher than other forms of insurance. When title insurance losses
are combined with operating expenses, the overall profitability of title insurance and property & casualty
insurance is similar. In title insurance, operating expenses include the cost of the title search, examination
and curative work performed before a policy is issued to prevent potential claims.

Unlike other lines of insurance, it is possible (and from the consumer and lender's standpoint
desirable) for the title company to discover and correct all potential claims before issuing the policy. By
spending a high proportion of their revenue on the title search, examination, and curative functions, which
result in fewer losses and claims, title insurance helps promotes certainty in the ownership of real estate.
This makes title insurance unique. Low claims are good for consumers.

How is Title Insurance Regulated

Title insurance is primarily regulated by state insurance law. However, federal law and state real
property statutes and customs also govern the industry. Since real property and morlgage laws are
different from state to state, title insurance practices also differ from one state to the next.

State departments of insurance regulate both title insurance practices and rates. Virtually all
states regulate title insurance rates by making sure that rates they are not excessive, inadequate or
unfairly discriminatory. In addition, most states require that rates be filed with or set by the slate insurance
department.

? just as no homeowner's insurance company would insure a house if it knew at the time that a fire was raging in the
basement, a title insurer will not insure against a significant lien or claim it knows fo exist and o be enforceable against the property.
Having informed the prospective insured in its prefiminary commitment that the matter will be excepled from policy coverage, itis up
to the prospective insured to decide whether to accept that defect as a limitation on the title, to negotiate with the seller for its
removal, or to decline to go ahead with the transaction if the defect is serious enough (e.g., it could affect the marketability of the
property}.
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State regulators coordinate together through the National Association of Insurance
Commissioners {NAIC) Title Insurance Task Force. The NAIC explains the purpose and structure of
insurance regulation to include: company licensing, producer licensing, product regulation, financial
regulation, market regulation and consumer services.

With the long loss nature of the policy coverage, there are an array of solvency requirements
imposed on title insurers including heightened capitalization and reserve requirements. Title insurance is
one of the few lines of insurance that is required o be monoline. With a monoline statute, a licensed fitle
insurer is not permitied to offer any other line of insurance. Monoline restrictions prevent insurance
companies from mixing title insurance risks with other kinds of insurance risks. These restrictions were
imposed for the benefit of policyhoiders to ensure the solvency of title insurers whose policies remain in
effect for indefinite periods of time. This structure served as an effective backstop during the housing
crisis. Finally, it is important to note that rates and solvency are interrelated. When rates are increased,
the risk of insolvency decreases. When rates are decreased, the risk of insolvency increases.

Title insurance and real estate closings are also governed by the Real Estate Settlement
Procedures Act (RESPA), which is a federal consumer financial law regulated by the Consumer Financial
Protection Bureau (CFPB) under the Dodd-Frank Act. RESPA requires that consumers receive
disclosures at various times in a real estate or mortgage refinance transaction and outlaws kickbacks that
increase the cost of settlement services.

ALTA looks forward to continuing to serve as a resource to Financial Services Committee
members, staff and any other interested party regarding title insurance and real estate closings. We
welcome the opportunity to inform public policy, respond to questions and correct misconceptions about
title insurance. If you have any questions about this statement or would like further information, please
contact Justin Ailes, Vice President of Government and Regulatory Affairs at {202) 261-2937 or

justin@alta.org.

Sincerely, "
.

7
Mi:che‘iievt/f Korsmo

Chief Executive Officer
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The Honorable Shelley Moore Capito
Chairman
Subcommittee on Financial Institutions and Consumer Credit
Committee on Financial Services
U.8. House of Representatives
. Washington, D.C. 20515

" Dear Chairman Capito:

On behalf of the Credit Union National Association (CUNA), thank you for holding a
hearing entitled: “Qualified Mortgages: Examining the Impact of the Ability to Repay
Rule.” CUNA is the largest credit union advocacy organization in the United States,
representing nearly 90% of America’s 7,000 state and federally chartered credit unions
and their 96 million members.

Earlier this year, the Consumer Financial Protection Bureau (CFPB) issued a final
“Ability to Repay™ rule to implement provisions of the Dodd-Frank Wall Street
Reform and Consumer Protection Act regarding a borrower’s ability to repay a
residential mortgage loan and establishing requirements for “qualified mortgage”
under the Truth in Lending Act, Regulation Z.

Under the rule, creditors generally must consider eight underwriting factors for a
residential mortgage loan to assess the borrower’s ability to repay the loan: current or
reasonably expected income or assets; current employment status; the monthly
payment on the covered transaction; the monthly payment on any simultaneous loan;
the monthly payment for mortgage-related obligations; current debt obligations,
alimony and child support; the monthly debt-to-income ratio or residual income; and,
credit history. Creditors must generally use reliable third-party records to verify the
information they use to evaluate the factors. These are factors that credit unions
generally consider in granting loans.

1t is important to note that credit unions also make every effort to tailor a loan product
that meets our member’s needs, and do so in a way that minirizes risk and default.
While the CFPB has made several changes to the rule in response to our concerns, we
continue to have several issues with the rule. These are concerns that we have already
raised with the CFPB.

| First, for a loan to be considered a “qualified mortgage™ the consumer’s total monthly
%debt to total monthly income at the time the loan is made cannot be higher than 43%.

amiaisas

CREDIY UNIONS®

§oPD Box 431 | Madison, WUSTROT043T | 5750 Mineral Foind Road | Modison, Wi 537058454 | Paone: 6082314800
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We believe this ratio should be expanded. Credit unions often write mortgage loans
for members that have a 45% debt-to-income ratio and may even go as high as a 50%
debt-to-income ratio under certain limited circumstances. Even so, our mortgage
losses remain very low.

Second, for a mortgage to be considered a “qualified mortgage” total points and fees
generally may not exceed 3% on a loan of $100,000 or greater. While these amounts
are indexed for inflation, these limitations may be problematic for some credit unions.
As the loan amount decreases, certain fees cannot decrease alongside of it — some fees
are fixed and are not dependent upon the size of the loan. Therefore, the smaller the
loan amount, the easier it is for fees to constitute a higher percentage of the total ioan.
This is especially true as the fees are currently defined as including loan originator
compensation, and affiliate and non-affiliate fees.

Finally, credit unions should be allowed to continue writing non-qualified mortgage
loans where necessary and appropriate for their members, without retribution from
examiners In order that creditworthy borrowers with debt-to-income ratios somewhat
above 43% can still have access to mortgage credit. CFPB Director Richard Cordray
has recently indicated that he agrees with this position.

However, CUNA understands that there may be little interest on the investment side
for non-qualified mortgage loans. Also, examiners may be critical of credit unions and
assess their CAMEL ratings accordingly if credit unions do not make mortgages that
meet the Qualified Mortgage standards. We believe credit unions should retain the
flexibility they currently have to either hold a loan in portfolio or sell it on the second
mortgage market based on the needs of the credit union to manage its assets and
obligations.

On behalf of America’s 7,000 credit unions and their 96 million members, thank you
again for holding today’s hearing.

Best regards,

Bill Cheney
President & CEO



61

"%@ BA May 21,2013

1615

INDEPENDENT COM"’;UN‘ Ty Qualified Mortgage Rule Will
BaNKERS of AMERICA Jeopardize Access to Credit

On behalf of the 7,000 community banks represented by the Independent Community Bankers of
America (ICBA), thank you for convening today’s hearing titled: “Qualified Mortgages:
Fxamining the Impact of the Ability to Repay Rule.” We appreciate this opportunity to submit
this statement for the record. Reform of the qualified mortgage/ability-to-repay ("QM”) rule is a
key plank of ICBA’s Plan for Prosperity: A Regulatory Relief Agenda to Empower Local
Communities.

Balloon Morigages Play Essential Role in Rural Communities

Community banks are responsible mortgage lenders that did not participate in the abuses that
contributed to the financial crisis. Community banks help borrowers in rural communities where
non-traditional loans such as balloon mortgages are prevalent due to the unique nature of rural
properties. These loans are not eligible to be sold into the secondary market and are kept in
portfolio, which gives community banks a vested interest in the quality of these loans and aliows
them to work out a solution directly with the borrower if repayment problers arise. In addition,
these loans often meet the regulatory definition of “higher priced mortgage loans.” Because the
{oans cannot be securitized they must be funded through retail deposits which include higher cost
certificates of deposits, and this results in a higher interest rate. The regulatory definition is
heavily weighted toward the pricing that Fannie Mae and Freddie Mac set based on their ability
fo access capital and funding markets that are not available to community banks. In addition, in
today’s historically-low interest rate environment, it is more likely that a reasonably-priced loan
will meet the Federal Reserve’s definition of “higher priced.”

QM Rule Does Not Adequately Protect Community Bank Balloon Morigoges

While the CFPR’s QM rule allows balloon loans made by small creditors that operate
predominantly in rural or underserved areas to be qualified mortgages, the Bureau’s definition of
“rural” is too narrow and assumes an entire county is either rural or non-rural, which is
inherently inaccurate. As a result, too many communities are denied rural status and
unnecessarily cut off from access to credit. When a balloon loan does not receive QM safe
harbor protection, the lender is exposed to undue litigation risk. Many community banks are not
willing to assume that risk and will exit the mortgage lending business.

Community Bank Qualified Mortgage Swrvey

Because of the significance of the QM rule to community bank mortgage lending, ICBA recently
conducted the Community Bank Qualified Mortgage Survey to gather data on the impact of the
CFPB’s new rule. The survey, which is attached to this statement in full, found that provisions
for balloon-payment mortgage loans and rural community banks in the new rule need to go

L Street NW, Suite 800, Washington, DC 20036 = 202-659-8111 ® Fax 202-659-9216 ® www.icha.org
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further to adequately protect the customers of many Main Street community bank lenders. In
particular:

»  Among the 75 percent of respondent community banks that currently make balloon-
payment mortgage loans, less than half (46 percent) would qualify for the rule’s provision
for balloon mortgages.

» For respondent community banks that consider themselves to be rural banks, 44 percent
do not qualify as “rural” under the rule’s definition.

= Among the community banks that do not qualify for the balloon exception, most are
disqualified primarily on the basis of the definition of “rural” (43 percent).

»  Respondent community banks hold an average of 64 percent of originated residential
mortgage loans in their portfolio for the life of the loan. The majority of respondent banks
(52 percent) hold at least 80 percent or more of the loans originated for the life of the
loan.

= Most respondents {64 percent) indicate they make higher-priced mortga
provide escrow accounts for them (as required by federal regulation).

ge loans and

Atiached to this statement is a state-by-state map of rural county designations, Members of this
committee may be surprised at the rural county designations within thelr own states and
concerned that many areas of the state are not covered.

ICBA is encouraging the Bureau o expand the definition of rural to inchude all counties outside
metropolitan statistical areas and all towns with fewer than 50,000 residents. ICBA is also
encouraging the Burcau to extend the safe harbor conclusive presumption of compliance for
community bank mortgage loans held in portfolio with annual percentage rates up to the higher
of the average prime offer rate plus 3.5 percent or the community bank cost of funds plus 4
percent, subject to the Home Ownership and Equity Protection Act threshold.

A Clean Fix is Needed

However, ICBA is pressing for a clean solution, rather than complex and unbalanced rural
designations requiring tortuous analysis by the CFPB. Our preferred solution relies on the natoral
incentive of lenders to ensure that loans held in portfolio are affordable to the borrower and to
work with the borrower should they encounter difficulty in repayment.

ICBA’s Plan for Prosperity solution to this new regulatory threat is simple, straightforward, and
will preserve the community bank lending model — safe harbor “qualified mortgage™ status for

community bank loans held in portfolio, including balloon loans in rural and non-rural areas and
without regard to their pricing. When a community bank holds a lean in portfolio it holds 100
percent of the credit risk and has every incentive o ensure it understands the borrower’s
financial condition and to work with the borrower to structure the loan properly and make sure it
iz affordable. Withholding safe harbor status for loans held in portfolio, and exposing the lender
to litigation risk, will not make the loans safer, nor will #t make underwriting more conservative,
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it will merely deter community banks from making such loans in the many counties that do not
meet the definition of rural and where a bank’s cost of funds results in “higher priced
mortgages.”

The CLEAR Relief Act

ICBA thanks Representative Blaine Luetkemeyer, a former community banker, for including a
provision in the CLEAR Relief Act (H.R. 1730} that would accord qualified mortgage status to
mortgages originated and held in portfolio for at feast three years by a lender with less than $10
billion in assets. ICBA strongly supports the CLEAR Relief Act because it contains this
provision in addition to other key mortgage and non-mortgage provisions of the Plan for
Prosperity, and we encourage this committee to consider it.

Thank you again for the opportunity to submit this statement for the record. ICBA looks forward
to working with this committee to reform the QM rule to properly recognize the importance to
our rural economies and housing market of balloon loans originated by community banks and
held in portfolio.

Attachments

+  Community Bank Qualified Mortgage Survey
» State-By-State Rural County Designation Maps (blue counties are rural; yellow are

non-rural}

1615 L Street NW, Suite 900, V
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Community Bank Qualified Mortgage Survey: Summary of Findings

ICBA conducted a survey to gather data on the impact of the accommodations for community
banks in the CFPB’s Qualified Mortgage/Ability to Repay rule. ICBA requested information on
community banks’ residential first-lien mortgage lending activities for 2012

ICBA distributed the survey to its membership between February 7 and February 14, 2013 and
requested that the survey be directed to the member of bank staff best prepared to answer
questions on the topic. ICBA received 380 responses, a response rate of approximately 8%.

For the purposes of our analysis, respondent community banks were selected for peer groups
based on their responses to questions on their asset size and the geographic areas served.

Key Findings

» Among the 75% of respondent community banks that currently make balloon
mortgages, less than half (46%) would qualify for the balloon mortgage exception to
the Qualified Mortgage/Ability to Repay rule.

s For respondent community banks that consider themselves to be rural banks, 44%
do not qualify as “rural” under the rule’s definition.

» Among the community banks that do not qualify for the balloon exception, most are
disqualified primarily on the basis of the definition of “rural” (43% overall) or
limited by a combination of the 500 loan annual originations cap and the definition
of “rural” (9% overall).

e Among respondent community banks, an overall average of 64% of originated
residential mortgage loans are held in the bank’s portfolio for the life of the loan.
The majority of respondent banks (52%) hold at Jeast 80% or more of the loans
originated for the life of the loan.

e Only 33% of the respondents originate and hold ARMs in portfolio. Smaller
community banks are less likely than average to originate and hold ARMs in
portfolio.

e Most respondents (64%) indicate they make higher-priced mortgage loans and
provide escrow accounts for them (as required by federal regulation).

May 9, 2013
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Mortgage Originations

Most of the responding banks (90%) originated fewer than 500 mortgage loans in 2012. Almost
all responding banks with less than $100 million in assets did so (98%). Most banks with $101-
$250 million in assets originated fewer than 500 mortgages (95%).

While the balloon exception is for banks with up to $2 billion in assets, larger community banks
find it more difficult to qualify for the exception based on the number of mortgages originated.
Nearly one-fourth (24%) of respondent banks with $251-500 million in assets will be unable to
use the balloon exception because they originate more than 500 mortgages. Only 55% of banks
with more than $500 million in assets originate fewer than 500 loans, so 45% of banks in this
category will be unable to qualify for the balloon exception based on the number of originations
(Figure 1).

Figure 1: How many residential first-lien mortgage loans did your bank originate during the
calendar year 20127

s Under $100 million  ®$101-$250 million & $251-5500 million & $501 million or More

Less than 500

500-1000

More than 1000

0% 20% 40% 60% 80% 100%

Loans Held in Portfolio
Among respondent community banks an overall average of 64% of residential mortgage loans

are held in the bank’s portfolio for the life of the loan. The majority of respondent banks (52%)
hold at least 80% or more of the loans originated for the life of the loan (Figure 2).

Larger community banks hold a smaller percentage of loans in portfolio for the life of the loan.
Among respondent banks with more than $250 million in assets, 46% of originated loans are

May 9, 2013
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held in portfolio for the life of the loan, compared to 65% for banks with $101-250 million and
72% for banks with less than $100 million in assets. Also, rural banks hold a higher percentage
of originated loans in portfolio (68%) compared to suburban (53%) or urban (43%) banks
(Figure 2). When we examine the data as the percentage of respondents that fall within
percentage ranges, the same trends are apparent (Figure 3 & 4).

Figure 2: What pereentage of the Toans originated in 2012 are to be retained in the bank's portfolio
for the life of the loan? - Mean

Under $100 million
$101-$250 million
$251-5500 million

$501 mithion or more

Urban
Suburban

Rural

Q 10%  20%  30%  40%  S0%  60% 0%  80%

Figure 3: What percentage of the loans originated in 2012 are to be retained in the bank’s portfolio
for the life of the Jean? — Percent within Ranges by Asset Size

@ Under $100 million m$101-$250 million | $251-5500 million @ $501 million or more

0-20%
20-40%
40-60%
60-80%
62% "
80-100% S
o 104 20% 30% 40% 50% 60% 70%

May 9, 2013
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Figure 4: What percentage of the loaus originated in 2012 are to be retained in the bank’s portfolio
for the life of the loan? — Percent within Ranges by Gesgraphy
& Urban W Suburban @ Rural

44%
0-20% §

20-40%
40-60%
60-80%
80-100%

0% 10% 20% 30% 40% 50% 0%

Adjustable Rate Mortgages

Asset size makes little difference to the percentage of adjustable rate mortgages (ARMs) with all
peer groups close to the overall average of 36%. However, banks that report serving urban
markets made fewer ARMs as a percentage of overall loans than other banks (29%, Figure 5).

Figure 5: What percentage of your banl’s residential first-lien mortgage loans held in portfolio
have adjustable rates (ARMs)?

Under $100 million 36%
$101-$250 miflion
$251-$500 million

$501 million or more

Urban
Suburban

Rural
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One-third (33%) of respondent banks indicate they have no ARMs in their portfolio and
institutions with less than $250 million in assets are even less likely to have ARMS in their
portfolio (Figure 6 & 7).

Figure 6: What pereentage of vour bank’s residential first-lien mortgage losns held in portfolio
have adjustable rates (ARMSs)? — Percent within Ranges by Asget Size

@ Under 5100 million  ®$101-5250 million 8 $251-5500 million & $501 million or more
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Figure 7: What percentage of your bank’s residential first-Hen mortgage loans held in portfolio
have adjustable rates (ARMs)? — Percent within Ranges by Geography
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Higher-priced Loans

Bank asset size has a more substantial impact on loan pricing. For respondent banks with less
than $100 million in assets, most loans (74%) have an APR that exceeds the APOR by more than
1.5 percentage points. For banks serving rural areas, 62% of loans exceed the APOR by 1.5
percentage points and 22.5% exceed the APOR by more than 3.5 percentage points (Figure 8).
This reflects the higher cost of funds and operations for smaller banks and rural banks.

Figure 8 What percentage of residential first-lien mortgage loans originated by your bank have an
Annual Percentage Rate (APR) that exceeds the Average Prime Offer Rate (APOR) for mortgage
by the following amounts?

@ Under $100 million #3$101-$250million ® $251-$500 million & $501 miilion or More

1.5 - 3.4 percentage points
greater than the APOR

3.5 percentage points or more
greater than the APOR

0% 10% 20% 30% 40% 50%

Most respondents (64%) indicate they make higher-priced mortgage loans and provide escrow
accounts for them (as required by federal regulation, Figure 9). Fewer banks with less than $100
million in assets provide escrow accounts, with one-third (33%) indicating they do not provide
‘higher-priced loans because they cannot or choose not to satisfy the escrow requirements.

May 9, 2013
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Figure 9: Does your bank currently provide escrow accounts for loans deemed to be higher-priced
morigage loans?

#® Under $100 miflion  # $101-5250 million # $251-5500 million & $501 million or more

YES, we provide escrow accounts for these
loans and maintain the accounts in-house.

YES, we provide escrow accounts for these
loans but outsource the servicing for the
5CrowW accounts.

NO, we don't provide higher-priced loans
because we cannot or choose not to satisfy
the escrow requirements.

NO, we don't provide higher-priced loans
regardless of the escrow requirements.

¥ ¥ T - ¥ 1

0% 10% 20% 30% 40% 50% 60% 70% 80% 90%

Most respondents (62%) have had a borrower request an escrow account, with institutions with
more than $250 million in assets being more likely to have had such a request (more than 80%).
The majority of respondents (55%) provided at least one escrow account at the borrower’s
request during 2012, but most often less than five (24%).
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Balloon Morigages

Most respondents (73%), including a majority of banks in all peer groups, currently make
balloon mortgages. Many that do not currently make balloon loans may do so in the future (5%).
Simaller banks are more likely to currently make balloon mortgages (Figure 10).

Figure 10: Does vour bank currently effer balloon mortgages?

& Make balloon mortgages ® May in future

Under $100 million
$101-5250 mitlion
$251-5500 million

$501 million or More

Urban
Suburban

Rural

0% 20% 40% 60% 80% 100%

Among survey respondents that currently make batloon mortgages less than half (46%) of
community banks would qualify for the balloon mortgage exception. Approximately half of
community banks with less than $100 million in assets, between $101-8250 miilion in assets and
indicating that they serve rural areas would qualify (Figure 11). Few larger community banks
would qualify, including only one-in-three (33%) of community banks with $251-$500 million
in assets and one-in-twelve (8%) community banks with more than $501 million in assets would
qualify.
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Figure 11: Percentage of Community Banks Qualifying for Balloon Mortgage Exception by Peer
Group

Under $100 million
$101-5250 million
$251-5500 million

$501 million or more

Urban
Suburban
Rural

0% 10% 20% 30% 40% 50% 60%

Community banks that do not qualify for the exception are disqualified primarily on the basis of
the definition of “rural” (43% overall) or a combination of the number of originations and the
definition of rural (9% overall). Only 1% of banks are disqualified based solely on the number of
originations.

Most banks with less than $250 million in assets that currently make balloon mortgages but
would be unable to qualify for the exception are disqualified by the definition of rural. Larger
banks with more than $250 million in assets are likely to be disqualified by both the number of
originations and the definition of rural (Figure 12). Given the impact of these factors the $2
billion asset cut-off has little meaning, and few community banks with $501 million - $2 billion
in assets will qualify for the balloon exception.
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Figure 12: Percentage of Community Banks Disqualified for Balloon Mortgage Exception by
Qualifving Factor

e Originations only 8 Rural definition only Both originations and "rural” definition

Under $100 million
$101-5250 million
$251-5500 million

$501 million or more

Urban
Suburban

Rural

0% 10% 20% 30% 40% 50% 60% 70%

Qualifying under the Rural Definition

Most small and rural banks originate loans in only one or a handful of counties, with 92% of
banks with less than $100 million in assets serving 5 or fewer counties and 98% of banks in this
size category serving 10 or fewer counties. For rural banks, 72% serve 5 or fewer counties and
90.5% serve 10 or fewer counties.

Overall, fewer than half of respondgm banks (47%) indicate they make more than 50% of
mortgage originations in qualifying counties in neither a metropolitan statistical area (MSA) nor
an adjacent micropolitan statistical arca under the definition of rural in the Ability-to-
Repay/Qualified Mortgage rule.

Significantly, among banks that indicate they serve rural areas, 56% make more than 50% of
their mortgage loans in qualifying counties — that means 44% of respondent rural banks will not
meet the standard of “rural” in the QM rule. Only 5% of respondent banks with more than $500
million in assets indicate that they will meet this requirement (Figure 13).
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Figure 13: Does yvour bank provide over 56% of its residential fivsi-lien mortgage loans in counties
that are neither in a metropolitan statistical area (MSA) nor in a micropelitan statistical area

? - Yes Responses

adiacent {0 an MS/

Under $100 milion
$101-8250 million
$251-$500 million

$501 million or more

Urban
Suburban
Rural

30% 0% 50% 60%

fud
&

0% 10%
If the definition of rural were expanded to include all counties outside MSAs, more banks would
qualify as rural, including 21% of banks with more than $500 million in assets. However, banks
serving urban and suburban markets in addition to rural markets will continue to find it difficult
10 qualify for the exemption.” And 36% of banks that characterize themselves as rural still
would not meet the QM definition of rural (Figure 14).

Figure 14: Does your bank provide over 50% of its residential first-lien mortgage loans in counties
that are outside an MSA (even if some are in micropolitan counties)? - Yes Responses

Under $100 miflion
$101-5250 miliion
$251-$500 million

$501 million or more

Urban
Suburban L
Rural 64%

10% 20% 30% A0% 50% 60% 70%

' Among banks serving rural areas, 11% indicate they also serve urban areas and 19% indicate they also serve
suburban areas. This degree of overlap is shightly higher than previous ICBA surveys, including the 2012 ICBA
Community Bank Overdraft Study (7% and 18% respectively) and the 2011 Community Bank Payments Survey
(9% and 18%, respectively).
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The majority of banks of all asset size groups except those with less than $100 mitlion in assets
have most of the branches located inside an MSA (Figure 15).

Figure 15; Percentage of Branches Located in MSA from FDIC Summary of Deposits 2011

® Less than 5100 million W S101-5250 million | $251-5500 million
i $501 million-§1 billion 5 51.1-82 hillion

0-25% :

25-50%

50-75%

centage of Branches in MSA

Per

75-100%

7 1
0% : 40% 50% 0%

May 9, 2013



77

LIBA

INDEPENDENT COMMUNITY
BANKERS of AMERICA®

Detailed Data on Mortgage Lending in Rural Areas

Banks with under $100 million and $101-250 million in assets originate an average of half of
their morttgage loans in qualifying counties that are in neither an MSA nor an adjacent
Micropolitan Statistical Area (52% and 50% respectively, Figure 16).

Figure 16: What percentage of the residential first-lien mortgage loans originated in 2012 were
located in counties meeting the following deseription? Neither in MSA nor in Adjacent
Micropolitan - Mean

Under $100 million
$101-5250 million
$251-5500 million

5501 million or more

Urban

Suburban

Rural
T i T H 4]
0% 10% 20% 30% A0% 50% 50%

Banks with less than $500 million in assets originate an average of more than 50% of their
mortgage loans outside of MSAs (Figure 17).

Figure 17: What percentage of the residential first-lien mortgage loans oviginated in 2012 were
located in counties meeting the following deseription? Not in MSA - Mean

Under $100 million |
$101-$250 million
$251-8500 million

$501 million or more

Urban )
Suburban

Rural »

However, 47% of banks with less than $100 million in assets and 48% of those with $101-250
million in assets originate fewer than 40% of their loans in qualifying counties. For banks with
$251-500 million in assets, 60% originate less than 40% of mortgage loans in qualifying counties
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{Figure 18). This means most banks larger than $250 million in assets will not qualify under the
structure of the current definition, even if the threshold is shifted significantly.

Figure 18: What percentage of the residential first-lien mortgage loans oviginated in 2012 were
Incated in counties meeting the following description? Neither in MSA nov in adjacent micropolitan
- Percent within ranges

® Under $100 million 85101-$250 million 8 $251-5500 million & $501 million or more

0-20%

20-40%

40-50%

50-60%

60-100%
Qé(w 10% 20% ‘30‘% 40”6 SG% 60% 7 O/c 8(‘;0(

Few community banks with more than $500 million in assets will meet the 50% standard, with
only 5% making more than 50% of mortgage loans in qualifying counties. An additional 14% of
banks with more than $500 million in assets make between 40-50% of their mortgage loans in
qualifying counties.

Including Micropolitan Statistical Areas adjacent to MSAs in the definition of rural might be
expected to increase the number of banks that qualify for the exception; however, the impact is
limited. While the average percentage of mortgages originated outside MSAs is below 50% for
all assets size peer groups under $500 million in assets, when respondents are grouped into
ranges, few banks fall near the threshold (Figure 19).
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Figure 19: What percentage of the residential fivst-Hen mortgage loans originated in 2012 were
foeated in counties meeting the following description? Not in MSA - Percent within Ranges

@ Under $100 million @ $101-$250 million @ $251-5500 million & $501 million or more
0-20% |
20-40%
A0-50%
50-60%

60-80%

80-100%
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Balloon Lending Alternatives

Some banks would consider providing ARMs as an alternative to balloon loans (36%) or
increasing ARM lending (29%). However 19% of respondents indicate they would greatly limit
mortgage lending or exit the business altogether if restrictions on balloon lending become too
burdensome, with the impact greatest among banks with less than $100 million in assets (34%)
and those serving rural areas (21%, Figure 20-21).
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Figure 20: If federal vestrictions on balloon mortgage loans became too burdensome would your
bank ever consider providing ARMSs as an alternative? By Asset Size

8 Under $100 miflion 8 5101-5250 million & $251-5500 million % $501 million or more

YES, our bank would consider providing ARM
loans

NQ, our bank would not offer ARM loans

YES, our bank would increase ARM loans

NO, our bank would not increase ARM loans

NO, we will greatly imit or exit the mortgage
business

0% 10% 20% 30% 40% 50%

Figure 21: If federal restrictions on balloon morigage loans beeame too burdensome would your
bank ever consider providing ARMSs as an alternative? By Geography

@ Urban ® Suburban # Rural

YES, our bank would consider providing ARM
loans

NG, our bank would not offer ARM loans
YES, our bank would increase ARM loans

NO, our bank would not increase ARM loans

NO, we will greatly limit or exit the mortgage
business

0% 10% 20% 0% A40% 50%
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Appendix A: Selected Banker Text Responses

We have one bank location in Sauk Centre, MN with a population of 4,300 but are pulled into an MSA
area for Stearns County because St. Cloud, MN is located 45 miles away. We are as rural as it gets, but
not per MSA's standards. We only have 3 stoplights, tractors drive down main street and we are
surrounded by farm land - how much more rural can you get? Thank you.

We provide a good mortgage borrowing option for all of our customers that cannot qualify for fixed rate
secondary market borrowing, These loans balloon periodically and are always made and maintained at
market rates. These are cur bread and butter customers that come into the bank every month. We need
them to survive as a smaller independent community bank. We are not out to take advantage of the
customners we rely on for our existence.
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An arbitrary floor of $2 billion is not sufficient for Banks in Montana. It is a Jarge state with low
population, and this level would exclude our two largest institutions ($78 in size). These fwo institutions
still serve a great portion of Montana - much of which is rural. We need a consistent floor applied across
the regulations.

1) The vast majority of our residential mortgage are "outside the box" of one or more secondary market
guidelines (acreage, mixed use, D/ ratios, etc.) 2) 20% down (or equity on refinances) is required on all
residential mortgage loans. 3) In our 100+ year history, the Bank has never initiated foreclosure on any

residential mortgage loan.

The balloon loans that we are making are to consumers who otherwise would not be eligible for
mortgage credit for various reasons. We are taking additional risk by making these loans and we provide
a valuable service to our customers by doing so. 1 know that we are considered to be in an MSA but we
are very rural and 1 don't think we should be subjected to the new rules.

Sometimes the current appraisal underwriting guidelines create a lot of problems for borrowers because
of the lack of sales of similar type properties because we are 50 rural. We end up having to find other
alternatives to Freddie and Fannie. That includes booking loans on our books instead of selling them,

The current HPML regulations are extremely burdensome on our staff & also confusing for the average
customer. Most customers do not understand why we have to escrow, why we give them some of these
disclosures, or why they have to wait so long to close their loan. As we are forced to escrow more &
more loans, it may become necessary for our bank to hire one or two more employees to keep up with
this regulation alone. That's a huge expense for a bank our size!
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Our bank will not make a loan that would be classified as a higher-priced mortgage due to the additional
regulatory burden required by these mortgages Including escrow requirements. Requests that would
result in a Migher-priced Mortgage are either modified or we simply refuse to make the loan.

If the definition of urban includes a micropolitan county then our bank is going to have serious problems.
We operate in Randolph County, Missouri which has an approximate population of 25.000. To consider
us anything other than rural is absurd.

We are located in rural southern Carlton County, MN which is included in the Duluth MSA which makes
no sense. 1.5% over the APOR & 3.5% for 2nd REMs. How are we supposed to make payroll, maintain
capital and get any ROE? Where do theses APOR's come from? FANNIE & FREDDIE? Is that really
fair considering their source of funding & ours? If they need to cover losses they fire up the printing
press. Our regutators would just padlock our door being we're not "too big to fail”. Serry Thad te vent a
little. Thanks for doing this survey. I hope the Feds will turn up their hearing aids and get a grip on
reality.

You are absolutely correct that rural has been defined too narrowly and will keep the majority of banks
from qualifying.

Our bank began offering escrow accounts in 2012, so the APR's on our mortgages will likely increase in
the future. The only mortgages we offer have balloon features because we service our loans and cannot
risk long term fixed rates. The vast majority of our mortgage borrowers would not qualify for 15 - 30
year, fixed, low rate loans. Their default risk is higher, therefore, requiring a higher interest rate.
Otherwise, these potential home owners will have to continue renting.
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We are a small community bank located in Houston County, Minnesota with the City of LaCrosse, W1
located across the river (the real MSA). We are totally NOT a metropolitan area. We have an ag
concentration with approximately 80% of our loan portfolio in ag related loans. We do in-house balloon
loans for borrowers who do not qualify for a secondary market loan due to a ding in their underwriting
(approximately 10% of our portfolio). None of the balloon loans are over 30 days delinquent. We will
discontinue offering in-house loans if we cannot offer balloon loans. We are considering discontinuing
loans not qualifying for the secondary market already, due to required escrow accounts, which we do not
offer. Rates on this type of loan do not reflect risk, due to limiting the interest rate by not offering escrow

accounts.

We agree that rural is too narrowly defined, and that once again we find a regulation intended fo help the
consumer that will actually prevent the consumer from getting financing.

Our bank has 2 offices located in the eastern, rural portion of Pottawattamie County, 1A (which is part of
the Omaha/CB MSA), so, even though we are certainly in a "rural” farming area, and the population of
our 2 communities is less than 1,400 people, we are explicitly excluded from the "rural” exemption due
1o a large city located in our county, approx 20 mi away. Qur bank has 10 employees covering 2 offices.
We have 3 loan officers, one of which is our only mortgage loan officer - in other words, we have a
mortgage department of "1". Due to staggering regulatory burden placed on community banks during the
recent mortgage reform, our bank has had to stop offering consumer owner-occupied loans. Recent
mortgage revisions and prohibitions have made mortgage lending not only impractical, but impossible
for a small community bank such as ours.

We are a small community bank, but we regularly do more than 500 first mortgage originations per year.
We believe that this number should be increased for the exemption. We also think that the 43%
maximum on the debt-to-income is too restrictive to seff-employed borrowers along with S-corp. or sole
proprietors,
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We currently do not fall in the exception because only 43% of our loan originated fall within the
definition of rural/underserved. Many of these counties are located adjacent to a metro area; however,
clearly should be considered rural or underserved. 1 think the rural underserved classification should be
re-examined.

Most loans are HPML and balloon. We offer no ARM's now and only started escrow to try to service the
mortgage need in our community for those loans not qualifying for the secondary market because of
appraisal issues, acreages, sole proprietorship needing income verification, time in job, etc. We want to
make mortgage loans to our customer base, but it is becoming extremely difficult and expensive to be
compliant. We have a strong history and virtually no delinquencies but are being overpowered by
compliance regulation.
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3138 10th Street North
Arlington, VA 22203-2148
70352247701 800.336.4644
F1 703.524.1082

{ nafcu@nafcu.org

National Association of Federal Credit Unlons | www.nafeu.org

May 20, 2013

‘The Honorable Shelley Moore Capite The Honorable Gregory Meeks

Chaitman Ranking Member

Subcommittee on Financial Institutions Subcommittee on Financial Institutions
and Consumer Credit and Consumer Credit

House Financial Services Commitiee House Financial Services Committee

United States House of Representatives United States House of Representatives

Washington, D.C. 20515 Washington, D.C, 20515

Rer Credit Union concerns with the CFPR’s Ability-to-Repay Rule

Dear Chairman Capito and Ranking Member Meeks:

On behalf of the National Association of Federal Credit Unions (NAFCU), the only trade
association that exclusively represents the interests of our nation’s federal credit unions, 1 write
today in conjunction with tomorrow’s hearing, “Qualified Mortgages: Examining the Impact of
the Ability- to-Repay Rule.” NAFCU member credit unions and their 95 million member-owners
appreciate the subcommittee’s timely focus on this complex final rule scheduled to take effect in
January of 2014,

As members of the subconuniftee are aware, a host of mortgage related rules have been
promulgated and taken individually or in their cumulative effect, will undoubtedly alter the
mortgage market in unintended ways. The ability-to-pay rule is of partienlar concern moving
forward as the stringent requirements contained in the final rule will require credit unions to
make major investments and incur significant expenses. Accordingly, as indicated by NAFCU
member credit unions in our recent Economic and Credit Union Moritor Survey, nearly 44% of
respondents said they will cease originations of non-qualified morigages (QM). Another 44%
indicated they will reduce originations that fall outside of the QM guidelines,

NAFCU has taken advantage of every opportunity available to discuss with the Consumer
Financial Protection Bureau (CFPB) aspects of the ability-to-repay rule that are likely to be
problematic for credit unions and their members. While credit unions understand the intention of
the rule and importance of hindering unscrupulous mortgage lenders from entering the
marketplace, we cannot support the ability-fo-repay rule in its current form. A major issue, for
example, is the underwriting criteria that dictates a consumer have a total debi-to-income ratio
that is less than or equal to 43 percent in order for that loan to be considered a QM. NAFCU
believes this arbitrary threshold will prevent otherwise healthy bormowers from obtaining

NAFCU | Your Direct Connection to Education, Advocacy & Advancement
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obtaining mortgage loans and will have a particularly serious impact in rural and underserved
arcas where consumers have a limited number of financial service options, In addition, as the
subcommittee is aware, the rule excludes from the definition of QM those morigage loans with
terms exceeding 30 years. By definition this punishes credit unions and their members if a
longer-term product is the best choice under a particular set of certain circumstances.

Before the ability-to-repay rule goes into effect, we also urge the subcommittes to seview and
address the definition of “points and fees” contained in the rule. As currently defined, “points
and fees” will include, among other charges, fees paid to affiliated title companies, salaries paid
to loan originators, amounts of insurance and taxes held in escrow, loan level prices adjustments,
and payments by lenders to correspondent banks, credit unions and mortgage brokers in
wholesale transactions, As a result of this {roublesome definition many affiliated loans,
particularly those made to low= and moderate-income borrowers, would not qualify as QMs and
would be unlikely to be made or would only be available at higher rates due fo heightened
liahility risk. NAFCU supports Rep. Huizenga’s biparlisan legislation— the Consumer Morigage
Choice Act (LR, 1077) — that would satisfactorily address this important aspect of the ability-to-
repay rule.

Thank you for holding this important hearing and for providing us with the opportunity to
comment on the ability-to-repay rule on behalf of our member credit unions. If you have any
questions or would like further information about any of these issues, please do not hesitate fo
contact me ot NAFCU ? Vice Prcsident of Legislative Affairs Brad Thaler by telephone at (703)

Smcmgiy /7 / JWW
f///%m, /, / l,/j// \/&/

é‘m aftic Hunt
Vice President of Regulatory Affairs and General Counsel

ce: Members of the Subcommittee on Financial Institutions and Consumer Credit
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INTRODUCTION

On behalf of the 1 million members of the National Association of REALTORSY (NAR), who are
involved in all types of real estate transactions, thank you for holding this very important hearing on
the Qualified Mortgage (QM)/Ability to Repay (ATR) rule.

The Dodd-Frank Wall Street Reform Act established the QM as the primary means for mortgage
lenders to satisfy its “ability to repay” requitements. NAR has been generally supportive of the
Consumer Financial Protection Bureaw’s (CFPB) ¢fforts to craft a QM rule that is not unduly

ictive and provides a safe harbor for lenders making QM loans. NAR has had policy supporting
the idea that lenders measure a consumer’s ability to repay a loan since 2005.

res

However, Dodd-Frank also provides that a Qualified Mortgage (QM) may not have points and fees
in excess of 3 percent of the loan amount. As currenty defined by Dodd Frank and in the
Consumer Finandial Protection Agency’s (CFPB) final regulation to implement the “ability to repay”
requirements, “points and fees” include (among other charges): (i) fees paid to affiliated (but not
unaffiliated) drle companies, (i) salaries paid to loan originators, (i) amounts of insurance and taxes
held in escrow, (iv) loan level price adjustments (LLPAs), and (v) payments by lenders to
correspondent banks and mortgage brokers i wholesale transactions.

As a result of this problematic definition, many loans made by affiliates, particulardy those made to
low- and moderate-income borrowers, would not qualify as QMs. Consequently, these loans would
be unlikely to be made or would only be available at higher rates due to heightened liability risks.
Consumers would lose the ability to choose to take advantage of the convenience and market
efficiencies offered by one-stop shopping.

It has been argued that CFPB has the authority to fix this problem. However, it is very clear that the
CIPB feels constrained by Congtess’s apparent intent and the language of Dodd-Frank particularly
As the Bureau indicated in its statement in the January 2013 final rule:

with regard to affiliates.

The Bureas is adopting § 226.32(b)(1)(i#i} as propesed but renumbered as § 1026.32(b)(1) (). T4
section T03(bb){d) specifically mandates that fees paid fo and retained by affiliates of the creditor be
inclyded in points and jees. The Burean acknowledses that including fees paid to affiliates in points and fees
conld matke i more diffienlt for creditors nsing affiliated service providers to stay mnder the poinis and fees
cap for qualified mortgages and that, as a result, creditors conld be disincented from using afftlated service
providers. This is especially true with respect fo affeliated litle insurers because of the cost of title insurance.
Oun the other hand, despite RESPA’s reguiation of fees charged by affiliates, concerns have nonetheless been
raised that fees paid to an affiliate pose greater risks o the consumier, since affiliates of @ creditor may wof
hare fo compete in the market with other providers of a service and thus may charge bigher prices that get
passed on fo the consumer. The Bureau belfeves that Congress weighed these competing
s paid fo affiliates.
Thic approach is further reflected throughout tithe XIV', which repeatedly amended TILA Jo treat fees paid
to affiliates as the equivalent to fees pacd 1o a creditor or lpan originator. See, .., Dodd-Frank At
sections 1403, 1417, 1412, 1474, and 1431, For example, as noted above, TIL.A section
129C()2HC)E), as added by section 1412 of the Dodd-Frank Act, provides that for purposes of the
qualified morigage points and fees fest, bona fide third-party charges are excluded other than charges
“etained by *¥* an affiliate of the oreditor or morigage originator.” Similarly, TIL.A section
129B)(2)(B)(i), added by section 1403 of the Dodd-Frank Act, restricts the payment of poinis and fees

2
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bt permits the payment of bona fide third-party charges wnless those charges are “relained by an affiliate of
the creditor or originator.” In light of these coas!dem tions, the Buresu doc:s ot believe

there is sufficient justification to us
Bureau canpot find, given Congress’s clezr a’ftemyﬂaaoa, £b,at cxcladm affiliate

fees from the ca!cu]atzozx of ] g_somts and 1%65 Is necessa azy o ggtogg et fo eﬁ‘éc‘mgtc the

gpmg]tzacc therewith, ([ Swpphasis addea /)

For this reason, NAR believes that only Congress can fully rectify the law’s discrimination against
affiliates, small and mid-size lenders, community banks, and credit unions in the caleulation of fees

and points.

H.R. 1077 - THE CONSUMER MORTGAGE CHOICE ACT

HL.R. 1077, introduced by Representatives Huizenga (R-MI), Bachus (R-AL), Royee (R-CA), Stivers
{(R-O}, Meeks (ID-NY), Scott (ID-GA), Clay (D-MO), and Peters (D-MI), addresses this
discrimination against smaller lenders, brokers, and lenders with affiliates in the caleulation of fees
and points for purposes of meeting the 3% cap on fees and points in the Ability to Repay/Qualified
Mortgage (QM) provisions of Dodd-Frank. The bill helps maintain consumer choice in sele cting

the type of mortgage originator best able to meet their mortgage credit needs.
Key Components of H.R. 1077
T'he key components of HL.R. 1077 include:

® The bill removes affiliate title chatges from the calculation of fees and points. The title industry
is heavily regulated and competitive. 1t does not make sense to discriminate against affiliates on
the basis of these fees. To do so would only reduce competition and choice in ttle services and
insurance providers.

FFurthermore, owners of affiliated businesses can carn no mote than a proportionate return on
their investment under RESPA. RESPA also pmhibits referral fees or any compensation at all

for the referral of settlement services. As a result, there 1s no steering incentive possible for

individual settlement service providers such as mortgage brokers, loan officers or real estate
professionals.

® The bill removes a manner of counting fees and poiats that would unfairly discriminate against
Mortgage Banking and Mortgage Brokerage entitics by only counting as fees and points monies
paid directly by the consumer to the originator, be they a broker or a mortgage bank loan officer.

e The bill removes from the caleuladon of fees and points Fannie Mae and Freddie Mac Loan
Level Price Adjustments (LLPAs). This money is not revenue to the lender. These adjustments
are essentially risk based pricing established by the GSEs and can sometimes exceed 3 points in

! Federal Register /Vol. 78, No. 20 /Wednesday, Jamuary 30, 2013 /Rules and Regulations pg. 6439, It is also on page
33 of the pdf version- hitpy/ Jvvww gpoagov/{dsve pkg /FR-2013-00-30/pd £/ 2015-00730.pdl
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and of themselves. Including these LLPAs would limit access to affordable mortgage credit to

many borrowers or force borrowers into FHA or Non-QM loans unnecessarily.

s The bill removes from the calculaton of fees and points escrows held for taxes and insurance,
The tax portion is a clarification of poor language in Dodd-Frank. Ia the case of insurance,
insurance. They are not retained and

these escrows are held to pay third party homeowner
cannot be retained under RESPA since RESPA requires excess escrows o be refunded.

This bill is essential to maintain competition and consumer choice in mortgage origination. Without
this legislation, onc-quarter to as much as one-half of loans currently being originated would likely
not be eligible for the QM safe harbor and would likely not be made or would be concentrated
amongst the largest retail lenders whose business models are protected from the fees and point
“rirnination in most cases since their retail branch employees are not compensated on a
significant. Therefore, NAR believes that

definiton di

per transaction basts or if they are, the amount is not

Congress should pass HR 1077 before the “ability to repay” provisions take effect in January 2014
g I . Pay J )

OTHER AREAS OF CONCERN

43 Percent Debt to Income Limit (DTT) - The biggest area of concern with regard to the
underwriting standards for QM will be jumbo loans with DTT in excess of 43% and other loans
patticularly when the exception for GSE loans expires. For lower loan amounts, FHA and other
government backed loans will be the only loans that will satisty the QM safe harbor when DT
exceeds 43%. Pven if the GSE exception is maintained, jumbo loans and non-GSE or government
backed loans will be subject to the 43% DTT cap making them more costly or less likely to be made.

QM and Qualified Residential Mortgage (QRM) -~ NAR believes that assuming the concerns
above are addressed, the QRM (which does not require risk reteation by securitzers) should be
constructed to match the QM. Dodd-Frank establishes that the QRM can be no broader than the
QM, but it does not say it cannot be substantially the same. NAR has conducted significant research
and has determined that the further imposition down payment requirements and tighter debt-to-
income and credit standards will great] o credit without creating substantial
improvements in loan quality. For this reason, Congress should support, and regulators should

establish, a QRM that substantially mitrors the QM.

decrease acce

CONCLUSION

The National Association of REALTORS® supports a broad QM rule that does not discriminate
against affiliates, smaller lenders, community banks, or credit unjon. Furthermore, NAR supports a
QM rule that gives consumers maximum choice in service providers. Finally, NAR supports 2 QM
and QRM rule that does not needlessly cause credit to be more costly or unobtainable.

We are already in a tight credit environment. The QM and other rules effectively ban the types of
products and processes that led to the mortgage crisis. Congress and the CFPB should improve the
QM rule to ensure that consumers who have the ability to repay their loans will have the access to
affordable credit they deserve.
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Via email fo: aaron.sporck@mail. hounse,zov

Mr. Aaron Sporck

Honorable Shelley Moore Capito

Subcommittee on Financial Institutions
and Consumer Credit

2129 Rayburn House Office Bldg.

Washington, D.C. 20515

Dear Aaron and Chairman Capito:

Thank you very much for the opportunity to submit additional comments concerning the
Ability to Repay and Qualified Mortgage Standards. In reviewing the comments previously
provided to Chairman Capito regarding these regulations by other financial institutions, we have
identified a couple of additional issues which are worthy of discussion. We also generally agree
with the comments and concerns expressed about the new rules and share in the concerns
previously communicated to the Subconumittee. We would offer these additional comments for
the Subcommittee’s consideration. We have utilized summaries of the regulations provided by
the American Bankers Association (“ABA™) in this material to ensure a consistent description of
the applicable requirements.’

Backeround

On January 10, 2012, the Consumer Financial Protection Bureau (“CFPB”) officially
issued the final Ability to Repay and Qualified Mortgage Standards under the Truth in Lending
Act. This final rule implements Sections 1411, 1412, and 1414 of the Dodd-Frank Act and
created new TILA section 129C, which establishes, among other things, new ability to repay
requirements, alternative methods to ensure compliance with such requirements, and certain new
limits on prepayment penalties. The rule is effective January 10, 2014. The Ability to Repay
final nule implements the most important mortgage related legislative reform of the Dodd-Frank
Act, and is expected to significantly impact real estate finance activities going forward. The
objective of the law is to ensure reasonable and good faith determinations in loan underwriting.
Pursuant to this legislation, the mie sets forth comprehensive legal standards to govern the

' ABA Staff Analysis: Ability-to-Repay and Qualified Mortgage Standards Under TILA, January 2013,

WesBaneo, Ine,

1 Bank Plaza

Wheeling, WV 26003-3562
{304} 234-5000

{FOI30382.1} Fax: (304} 232.5060
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underwriting of residential morigage loans, requiring creditors to follow precise guidelines
regarding the consideration and evaluation of a borrower’s repayment capacity.

Under the rules issued by the CFPB, a lender extending a residential mortgage loan must
make a reasonable and good faith determination of a borrower’s ability to repay the loan or
otherwise face very significant monetary consequences. This rule first sets forth the regulatory
elements defining this ability to repay standard. Second, the rule implements legislative
provisions that provide that creditors originating gualified mortgages (“QM”) would have special
protection from lability under the Ability to Repay requirements. The rule defines the
qualification criteria for a QM, and the standards that lenders must follow to access its legal
protections. The rule also describes an exemption for refinancing non-standard mortgages, and
allows other additional and temporary protections for certain riskier mortgages.

We are aware that the CFPB solicited comments on proposed revisions to the final rules
that would extend QM protection to specifically defined categories of cormumity banks and
credit unions. We are also aware of the subsequent comment letters provided by numerous
organizations, including the comments provided by the ABA in its letter of February 25, 2013
and we join in their comments that the definition of small lender is too narrow, as therein
defined. Both the $2 billion limit and the 500 loan Hmils are simply too low. As the ABA
suggested, to have a meaningful impact on credit availability for borrowers served by small
portfolio lenders, the limit should be expanded to cover a more accurate representation of a small
portfolio lender. Lenders with up to $10 billion in assets and with loan limits of at least 2,000
loans should be used as the applicable bench marks, As noted by the ABA, setting the asset size
fower will have the impact of unnecessarily curtailing credit availability for many community
banks, including WesBanco. Perhaps even more harmful will be setting the loan limit cut off too
low. If a lender is based with the cutoff of their ability to gain the QM if they exceed the 500
loan limit, they will likely limit the number of loans they are willing to make, particularly low
dollar loans. This could have the unintended consequence of making it more difficult for rural
and underserved borrowers who are seeking small loans ($40,000 or less) which are not
generally purchased by the secondary market. A more reasonable loan limit number for baoks in
the $10 billion asset range is 2,000 loans per year. This is still a modest number, but allows
enough breathing room for small lenders to serve all of their community without the risk of
losing the protection of the QM safe harbor,

Supplemental Comments

There are several sections of these proposed rules which pose particular concerns for
West Virginia banks. Though West Virginia has a non-judicial foreclosure process, Courts in
West Virginia have recently entertained a broader array of tort claims in defense to foreclosure
actions filed in the form of tort cases either in a direct response to the initiation of a trustee sale

{POIISIRL L}
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under a deed of trust or as an adversary proceeding in bankrupicy as a counter attack to the
enforcement of a secured lien by a lien creditor. The relative explosion of these cases in the last
two years in state and federal courts in West Virginia is causing a significant increase in expense
to secured creditors in pursuing their legal remedies, significantly delaying the transfer of real
estate int foreclosure proceedings thereby reducing the value of homes through neglect and
abandonment and significantly increasing the expenses for financial institutions in pursuing
routine default claims. The proposed rules have several troubling provisions which will
exacerbate this litigation explosion and create further uncertainty and delay in the process of
collection of past due loans and enforcement of credit instruments.

Penalties and Liability Provisions

The new Ability to Repay provisions broadly cover consumer credit transactions that are
secured by a dwelling, as currently defined under TILA §1026.2(2)(19). See §226.43(a). The
final rule does not contain descriptions or elaborations of the penalty and liability provisions
applicable to the Ability to Repay provisions. These provisions are, however, relevant for a full
assessment of the impact of these rules. The legislation sets out the following penalty
provisions: ’

i.  Section 1416 of the Dodd-Frank Act amended TILA section 130(a) to
provide that consumers who bring timely action against creditors for
viplations of the Ability to Repay requirerents may be able to recover
special statutory damages equal to the sum of all finance charges and fees
paid by the consumer.

ii. The statute of limitations is three years from the date of the ocourrence of the
violation,

iii. Notwithstanding the statute of limitations, TILA section 130(k) provides that
when a creditor, assignee, or other holder initiates a foreclosure action, a
consumer may assert a violation of the Ability 1o Repay requirements as a
matter of defense by recoupment or setoff. There is no time limit on the use
of this defense, but the amount of recoupment or setoff is limited with regpect
to the special statutory damages to no more than three years of finance
charges and fees.

As noted above, there is no time limit on the use of the Ability to Repay as a defense by
recoupiment or setoff even though the amount of the recoupment or setoff is limited with respect
to the special statutory damages to no more than three years of finance charges and fees. This
provision greatly expands the opportunity to raise consumer damage claims in routine mortgage

{POTIERL )
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foreclosure cases and will significantly increase litigation in consumer loan enforcement actions.
It is within the framework of these additional penalty and Hability provisions, with essentially no
statute of limitations with respect to assertion as a matter of defense by recoupment or setoff, that
we frame our comments which follow,

Ability to Repay Standard

The objective of this rule is to assure that consumers are offered and receive residential
mortgage loans on terms that reasonably reflect their ability to repay the loans and that are not
unfair, deceptive or abusive. The basic directive of the Ability to Repay rule is that creditors
may not make a Joan that is a covered transaction unless the creditor makes a reasonable and
good faith determination at or before consummation that the consumer will have a reasonable
ability to repay the loan according to its terms. The rule goes on {o provide eight underwriting
factors that need to be met for non-QM loans.

Our concern centers on the legal standard of “reasonable and in good faith”. The Dodd-
Frank Act and the final rule prohibit a creditor from making a covered transaction unless the
creditor makes a reasonable and good faith determination, based on verified and documented
information, that the consumer has a reasonable ability to repay the loan according to its terms.
Whether a particular abilify to repay determination is reasonable and in good faith will depend
on the underwriting standards adopted by the creditor, and on the facts and circumstances of an
individuat extension of credit and how the creditor’s underwriting standards were applied to
those facts and circumstances.

Part of the problem stems from the fact that post closing behavior is specifically included
as a criteria upon which the creditor’s judgment will be measured. Comment 43(c)(1)-1 lists
elements that may be evidence that a creditor’s ability to repay determination was reasonable and
in good faith. Included in those elements are whether the consumer demonstrated actual ability
to repay the loan by making timely payments, without modification or accommodation, for a
significant period of time after consummation or, for an adjustable rate, interest only, or negative
amortization mortgage, for a significant period of time after recast. It is Iudicrous to base an
analysis upon a creditor’s reasonable and good faith determination under a facts and
circumstances standard by considering the payment history of the borrower after the time the
determination is to be made and which is based in part on the volition of the borrower to make
the payments legally required of the borrower. An astute borrower, or a well coached borrower,
can obtain a loan, voluntarily default on the loan and then assert that the creditor breached the
Ability to Repay standard and therefore is entitled to damages and attorney fees.

The second problem with this rule is that any moedification or accommodation of credit
extended to a borrower who encounters difficulties after inception of the loan would create an

[POT3SINLY
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element of viclation of the rule thereby motivating banks not to make modifications or
accommodations in credit facilities after the effective date of the loan to avoid a claim that the
credifor thereby breached its duties under the Ability to Repay rule.

One additional problem arising from comment 43(c){1)-2 deals with the question of
“reasonably anticipated” issues which could affect the consumer’s ability to repay. The
conument notes that creditors are required to make a predictive judgment at the time of
consummation of the loan that a consumer is likely to have the ability to repay a loan in the
future. A change in the consumer’s circurnstances after consummation (for example, a
significant reduction in income due 10 a job loss or a significant obligation arising from a major
medical expense) that cannot be “reasonably anticipated” from the consumer’s application or the
records used to determine repayment ability” is not relevant in determining a creditor’s
compliance with the rule. The problem with this comment is that it is qualified by the proviso
that the change in circumstances could not have been “reasonably anticipated” by the creditor at
the time of the consumer’s application.

The proviso permits a consumer to assert at a later time after closing the loan that the
consumer communicated 1o a creditor some potential change in circtmstances such as an
impending layoff, the expiration of a labor agreement, future surgery, a medical condition for
which the consumer was recelving treatment, an anticipated divorce or the illness of a family
member, all of which could have an impact on the ability of the consumer to repay a loan in the
future. As we will note in the following section, this issue is significant since the rule permits
oral statements by the borrower to be used to demonstrate knowledge of the creditor,

The rule should require some type of disclosure by the consumer of any anticipated future
circumstances which might impact the borrower’s ability to repay of which the borrower is
aware at the time of application. Absent such a clarification, a creditor is completely at the
mercy of the imagination of the borrower, or the borrower’s counsel, of “reasonably anticipated”
future circumstances of which the creditor should have been aware. Litigation cases are replete
with filings alleging that the party “knew or should have known™ standard which puts creditors
clearly in an indefensible position.

This issue is exacerbated by the legal standards set forth under the qualified mortgage

rules. Some background on the qualified mortgage rules follows with additional comments tying
the two sections Together,

{POI3938LIY
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Qualified Mortoage
Overview:

The Dodd-Frank Act sets forth TILA section 129C(b), providing that loans that meet
certain requirements shall be deemed “qualified mortgages,” and entitled to a presumption of
compliance with the ability to repay requirements. The purpose of the QM provision is to define
a category of loans with delineated standards that eliminate risky terms and ensure safe loans for
consumers. To this end, the final rule defines QM through three general catepories. First, the
QM focuses on prohibiting certain risky features and practices (such as negative amortization
and interest-only periods or underwriting a loan without verifying the consumer’s income).
Second, the QM establishes limits on certain loan costs. Finally, the QM establishes cerlain
underwriting criteria {verification and documentation of income and fully amortizing schedules
based on maximum rates of the loan) for covered loans.

The final rule bifurcates the QM info two segments. It provides a safe harbor (where
compliance is deemed conclusive) for loans that satisfy the definition of a QM and are not
“higher-priced mortgage loans.” Second, the final rule provides a rebuttable presumption (where
compliance can be challenged in court) for loans that meet the QM conditions but qualify as
“higher priced mortgage loans,” as described below. The term “higher priced mortgage loan”
(“HPML”) is generally defined by the Board’s existing TILA regulations, as set forth in the 2008
HPEML rule.*

Rebuttable Presumption:

The final rule provides that consumers may show a violation with regard to a subprime
qualified mortgage (HPML loans) by showing that, at the time the loan was originated, the
consumer’s income and debt obligations left insufficient residual income or assets to meet living
expenses. The analysis would consider the consumer’s monthly payments on the loan, loan
related obligations, and any simultancous loans of which the creditor was aware, as well as any
recurring, material living expenses of which the creditor was aware.

In the Rule’s preamble, the Bureau explains that under the rebuttable presumption
standard, a consumer can rebut the legal presumption by showing that, in fact, at the time the
loan was made the conswmer did not have sufficient income or assets (other than the value of the
dwelling that secured the transaction), after paying his or her mortgage and other debts, to be
able to meet his or her other living expenses of which the creditor was aware. In short, the

* Higher priced mortgage loans are defined under TILA as loans with an annual percentage rate (APR) equal to or
greater than the Average Prime Offer Rate (APOR) by 1.5 percentage points for first-lien loans, or 3.5 percentage
points for subordinate lien loans for a comparable transaction.

{POI35382.1}
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Bureau is limiting the ability to rebut the presumption to the specific issue of insufficient residual
income or assets other than the dwelling.

Guidance accompanying the rule notes that the longer the period of time that the
consumer has demonstrated actual ability to repay the loan by making timely payments, without
meodification or accommodation, after consummation or, for an adjustable rate mortgage, alier
recast, the less likely the consumer will be able to rebut the presumption based on insufficient
residual income,

The final rule does not preclude the use of oral evidence in rebuttable presumption cases,
to impeach evidence contained in the loan file. The Bureau believes that courts will determine
the weight to be given to such evidence on a case-by-case basis,

The supplementary information that accompanies the Rule makes clear that oral
communications between a borrower and ¢reditor may also factor into the underwriting analysis
for purposes of determining QM status:

A consumer may seek to show that a loan does not meet the requirerents
of a qualified mortgage by relying on information provided orally to the creditor
or loan originator to establish that the debt-to-income ratic was miscalculated.
Alternatively, a consumer may seek to show that the creditor should have known,
based upon facts disclosed orally to the creditor or loan originator, that the
consumer had insufficient residual income to be able to afford the mortgage.

As you can see, the rule again permits post loan closing behavior through voluntary
payments by the borrower to be considered in judging the decision of the creditor to approve the
loan under the Ability to Repay rule. More importantly, it permits the use of oral evidence in
rebuttable presumption and QM cases to impeach evidence contained in the loan file. Thisisa
serious flaw in the regulations since the determination which would be made by a court
subsequent to the loan closing specifically require the court to consider matters of which the
creditor was aware and permits the borrower to assert oral evidence 1o refute or assert matters
which were not disclosed or considered by the creditor at the time of making the decision.

This express provision permitting oral evidence to modify written documents and
agreements is contrary to established law and runs contrary to American jurisprudence. It makes
these cases relatively indefensible in that an astute borrower, or a borrower adequately coached,
could easily assert that he disclosed any number of potential issues which could affect the
borrower’s ability to repay and therefore that the creditor should have been aware and reasonably
anticipated those issues impacting the borrower’s ability to repay. The combination of these
rules together with the express commentary noting that it does not preclude the use of oral
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evidence creates an impossible legal environment in which federally insured financial
institutions, or any good faith creditors, would be deterred from pursuing enforcement of credit
instruments. 1t also exposes them to damages and attorney’s fees which are not otherwise
available to borrowers.

Laughlin Plan

You also asked that we address the Bank’s administration of the Laughlin Plan and our
concerns about the impact upon that program of the ability to repay and qualified mortgage rules.

The Laughlin Plan is actually a charitable trust created under the Will of George A.
Laughlin and is administered by the Bank as Trustee of the Trust. The general purpose of the
Trust, as set forth in the Will, was to encourage the heads of large families to own their own
homes by providing financial aid to the heads of those families residing in Ohio County, West
Virginia, who are sober, industrious and have good general character. The financial aid is to be
made available to those who, without the aid of such assistance, would find it difficult, if not
impossible to acquire homes of their own.

The Laughlin Plan provides interest free loans to heads of households and single parent
families with at least 2 or more children during the term of the loan. The Trust provides life and
accident insurance on the borrower and fire and flood insurance, where applicable, at no cost to
the borrower. The Bank has used the Laughlin Plan to assist in the construction of new homes
under certain Habitat for Humanity’s programs, as well as purchasing existing homes for
purposes of the Laughlin Plan. The Bank currently has approximately 100 loans in which such
families participate through which it is providing interest free loans that made homes available to
first-time home buyers as well as those who previously owned a home but do not currently own a
home. Laughlin loans are not made available to applicants who already own a family residence
or have the ability to purchase a home through a conventional mortgage. The Trust pays all of
the closing costs associated with the sale of the property.

‘We have concerns about the administration of the program in light of the proposed
exemptions as the exemptions which are proposed do not seem to be broad enough to cover the
program. The proposed exemptions related to non-profit creditors is found in Section
1026.43(a)(3)(v). As described in the commentary, the proposal exempts ereditors
... designated as non-profit organizations under Section 501(c)(3) of the Internal Revenue
Code, provided that the extension of credit is to a consumer with income that does not exceed the
qualifying limit for moderate income families as is established pursuant to Section 8 of the
United States Housing Act of 1937, that during the calendar year preceding receipt of the
consumer’s application, the creditor extended credit no more than 100 times, and only to
consumers with income that did not exceed the above qualifying limit, and that the creditor

{POI3O382 1}
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M. Aaron Sporck
May 24, 2013
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determines, in accordance with the written procedures, that the consumer has the reasonable
ability to repay the extension of credit.” The qualifications to the proposed exemption limit its
usefulness and, in our judgment, do not provide a clear exemption which would permit the Bauk
to safely continue the program without necessarily complying with the ability to repay rule
which will preclude its availability to certain borrowers. Thus, we do not believe that the current
proposed exemption will be sufficient to provide the Bank, in its capacity as Trustee of the
testamentary trust, with the ability to continue to administer the program as currently constituted.
This is unfortunate as this has helped low and moderate income families in Ohio County, West
Virginia, obtain access to home ownership.

Coneclusion

The impact of these rules will significantly narrow the willingness of financial
institutions to extend credit outside of the qualified mortgage standards and severely restrict
consumers’ access to credit. If banks can only safely offer QM loans, credit will be reduced for
low to moderate income lending which will impact fair lending results and CRA performance
under the lenders test. We are alarmed at the erosion of established legal standards in the search
for enhanced consumer protection and would ask Congress to address these rules in some
meaningful manner.

The number of exceptions belng proposed by the CFPB serves as its own indictment of
the regulations. Before the regulations can even go into effect, numerous exceptions have been
created and, as noted in the CFPR’s own commentary, these exceptions have been created to
preclude a severe curtailment of credit. The scope and nature of the exceptions, and the
complexity and structure of the rules are eliminating the exercise of discretion by community
banks in tailoring loan products to meet the needs of their customers. This will have an impact
of greatly reducing credit opportunities for consumers. Equally as important, we appear to be
creating another Internal Revenue Code replete with complexity and exceptions which will
significantly increase the costs of compliance and greatly reduce consumer choices and
opportunities.

We would be happy to meet and discuss these comments in further detail if that would be
of assistance to you.

Yours very truly,

%ﬁéw

4/
AMES C. GARDILL
JCGleab

{POIIDIB2Y
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Dear Chairwoman Capito, Ranking Member Meeks, and Members of the Subcommitiee:

The Real Estate Services Providers Council, Inc. (RESPRO™) appreciates the opportunity to
provide testimony on issues raised in the Subcommittee’s May 21, 2013 hearing entitled
“Qualified Mortgages: Examining the Impact of the Ability to Repay Rule™.

RESPRO? is a national non-profit trade association of providers from all segments of the
residential home buying and financing industry, including real estate brokerage firms,
homebuilders, mortgage lenders, financial institutions, and title agents/underwriters. The
common bond of RESPRO™ members is that they offer a diversified menu of services
(commonly referred to as “one-~stop shopping™) for home buyers and home owners through
wholly-owned subsidiaries or through joint ventures with other providers, both of which are
designated under the Real Estate Settlement Procedures Act (RESPA) as “affiliated business
arrangex*nentsf"]

During the May 21 hearing, certain Subcommittee Members asked witnesses from the Consumer
Financial Protection Agency’s (CFPB) why affiliated businesses are discriminated in the “points
and fees” definition used to determine which loans qualify as Qualified Mortgages (QMs). This
unnecessary discrimination against affiliated businesses and other inequities in the Final Rule’s
“points and fees” cap would be rectified by the Consumer Mortgage Choice Act (H.R. 1077),

o

which was introduced in the U.S. House of Representatives on March 12, 20137

! Recognizing the potential benefits that affiliated businesses can offer consumers, Congress amended
RESPA in 1983 to exempt from the 1974 law’s referral fee prohibition (12 U.S.C. § 2607(a)), the return
of an ownership interest (e.g., a dividend based on stock ownership) in an affiliated business as long as
the following conditions are met:

»  The person who refers business to an affiliated business discloses at or before the time of the referral
the existence of the arrangement to the person being referred;

e The referred person is not required to use any particular provider of settlement services; and

e The only thing of value that is received from the arrangement, other than certain other payments
permitted under RESPA Section 8(c), is a return on the ownership interest or franchise refationship.

See 12 U.S.C. § 2607(c)(4). In 1996, the United States Department of Housing and Urban Development
(HUD) issued a RESPA Policy Statement setting forth certain guidelines on affiliated businesses. HUD
stated that the affiliated business exemption was not intended to apply to “sham” arrangements that are
not “bona fide” providers of settlement services, and attempted to provide guidance to affiliated
businesses as to what factors HUD considers when making this determination. See HUD Statement of
Policy 1996-2, Regarding Sham Controlled Business Arrangements, 61 Fed. Reg. 29,258 (June 7, 1996)
(“HUD Sham Joint Venture Guidelines™).

? H.R. 1077 was introduced as bipartisan legislation by the following sponsors: Representatives Huizenga
(R-MI), Bachus (R-AL), Royce (R-CA), Stivers (R-OH), Meeks (D-NY), Scott (D-GA), Clay (D-GA),
and Peters (R-MI), HL.R, 1077 excludes from the definition of “points and fees “all title charges,
regardless of whether they are charged by an affiliated company, provided they are bona fide and
reasonable.” It also addresses other inequities in the “points and fees” definition by (1) preventing double-
counting of loan officer compensation; (2) clarifying that funds held in escrow for taxes and insurance are
excluded; {3) excluding loan level price adjustments (LLPAs) charged by Fannie Mae and Freddie Mac;

2
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RESPRO® supports the Consumer Mortgage Choice Act because it will alleviate the negative
impact that the “points and fees” definition in the Final Rule will have on mortgage affordability
and availability, particularly in low-income and moderate income marketplaces, without
compromising the goals of the Dodd-Frank Act.

L

The Consumer Benefits and Cost-Competitiveness of Affiliated Businesses

The affiliated business model is not new in the home buying and financing industry.
Over the last several decades, real estate brokerage firms, homebuilders, and mortgage
lenders increasingly have recognized the value of using affiliated companies to ensure
that each transaction is completed as quickly and efficiently as possible. According to an
economic study performed by CapAnalysis Group LLC, 3 the national market share of

19,

affiliated title companies alone is 26.3%.

Consumer surveys have consistently shown that consumers who use one-stop shopping
programs that affiliated businesses offer appreciate their benefits. In a 2010 Harris
Interactive survey, home buyers said that using affiliates saves them money (78%),
makes the home buying process more manageable and efficient (75%), prevent things
from falling through the crack {73%), and is more convenient (73%) than using separate
services.' These results are consistent with a 2002 survey of 2,052 recent and potential
home buyers, which found that 64% of home buyers who had recently used one-stop
shopping programs had a better overall experience with their home purchase transaction.”

Economic studies over the last two decades have shown that affiliated title services are
competitive in cost compared to unaffiliated title services. The CapAnalysis study
referred to above analyzed title and title-related charges in more than 2200 HUD-1
Settlement Statements in 2003 and 2005. It concluded that title premium and other title-
related settlement charges were statistically the same whether offered by affiliated or

unaffiliated businesses.

The CapAnalysis Study reinforced an earlier national economic study on the costs of
affiliated vs. unaffiliated title services. The economic research firm of Lexecon, Inc.
analyzed title and closing costs of over 1000 home sales transactions for both affiliated
and unaffiliated title agencies during a one-week period in September 1994, Like

and (5) excluding lenders’ compensation to correspondent banks, credit unions, and mortgage brokerage

firms.

* Donald L. Martin PhD. & Richard E. Ludwick, Jr. PhD., CapAnalysis Group LLC, “Affiliated Business
Arrangements and Their Effects on Residential Real Estate Settlement Costs: an Economic Analysis”
(Oct. 10, 2006).

* Harris Interactive, “One-Stop Shopping Consumer Preferences” (2010), performed by Harris Interactive
and commissioned by the National Association of Realtors (NAR).

* Murray Consuiting, “Consumer Perspectives on Realty-Based One-Stop Shopping™ (2002).

3
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CapAnalysis, Lexecon concluded that title services for transactions involving affiliated
title companies were competitive with those provided by unaffiliated title comp&nicg.6
The Department of Housing and Urban Development (HUD) reviewed the Lexecon
findings and stated the following:

RESPRO®, an association of controlled businesses, commissioned a study by an
independent contractor, Lexecon, Inc ... [The study may be] biased in favor of the
average have Jower prices than their competitors. Consumers may benefit additionally
from reduced shopping time and related hassles.” {Emphasis added).

i The Negative Impact of the 3% “Points and Fees” Cap on Mortgage Affordability
and Availability

Title XIV of the Dodd Frank Act provides that a mortgage loan would #or be a QM for
purposes of the Act’s Ability to Repay standards if the total “points and fees™ paid by the
consumer in the transaction exceed 3% of the Joan amount.®  In determining what “points
and fees” are included in the 3% cap, Congress adopted (with slight variations) the
“points and fees” definition under the Home Owners Equity Protection Act (HOEPA),
which counts fees retained by a mortgage lender’s affiliated company towards the 3%
cap, but not fees paid to an unaffiliated third party.”

Therefore, loans in which a consumer uses a mortgage lender’s affiliated title company
would much more likely exceed the cap and therefore disqualify as a QM -- gven if the
costs of the services offered by the affiliated company are equal to or less than the cost of
equivalent services from unaffiliated companies.

¢ Lexecon, Inc., Economic Analysis of Restrictions on Diversified Real Estate Services Providers (Jan. 3,
1995). Lexecon found that affiliated title services were 2% lower than unaffiliated title services but
concluded that this percentage was “statistically insignificant™

" HUD Economic Analysis accompanying HUD's 1996 Sham Joint Venture Guidelines. HUD found that
because there likely was an attempt by the provider to convince the consumer to use the affiliated services
that consumers who used unaffiiated title providers likely had a greater propensity to price shop
compared 1o those who preferred the one-stop convenience of using an affiliated provider. Thus, it
concluded that the price of unaffiliated title providers in the sample was likely biased downward below
the actual average market price for unaffiliated title providers because those providers likely were
patronized by “price shoppers” in the sample.

* Dodd Frank, Pub. L. 111=203, §§ 1411, 1412, 124 Stat. 1376, 2142-2148 (2010).

® See id {relying on the HOEPA definition of “points and fees,” Section 103(aa)(4) of the Truth in
Lending Act (TILA) (13 US.C. § 1602(aa)(4)), as amended by Dodd Frank, Pub. L. 111-203, § 1431(c),
124 Stat. 1376, 2159 (2010)). The Dodd-Frank House-Senate Conference Committee did not report out
the “Clay amendment”, a provision in Title X1V of the House-passed version of Dodd-Frank that would
have corrected the diserimination against affiliated title fees by excluding them from the 3% HOEPA
“points and fees™ threshold to the same extent as unaffiliated title fees. The House had passed the Clay
amendment on two previous occasions as part of legislation never acted upon by the Senate.

4
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H not corrected by the January 10, 2014 effective date of the final QM rule, the inclusion
of affiliated title fees — but not unaffiliated title fees — in the 3% QM “points and fees”
cap would decrease competition in the mortgage market that would negatively impact
mortgage affordability and availability. The impact would be greatest in low- and
moderate-income marketplaces and on first-time home buyers.

To assess the potential impact of the 3% QM cap, RESPRO® conducted a Member
Survey on October 1, 2012. Collectively in 2011, respondents originated nearly 60,000
closed-end loans and issued more than 255,000 title policies through affiliated title
companies serving customers of affiliated and unaffiliated creditors.

All respondents would be impacted by the 3% QM cap because of the requirement that
charges paid to affiliated settlement service companies must be included in the “points
and fees” calculation. Collectively, they originated a total of 17,920 loans in 2011 that
would have exceeded the 3% QM cap, representing 34% of all loans originated by the

respondents.

Not surprisingly, RESPRO® Survey respondents reported that the percentage of loans in
which the total amount of fees exceeds the 3% cap increases with lower loan amounts.
Survey data showed that the average loan amount that exceeded the 3% QM cap ranged
from $80,100 to $175,901.

The 2012 Survey also inquired how a mortgage lender with an affiliated title company
would respond if faced with a loan that would exceed the 3% QM “points and fees” cap
due to its inclusion of affiliated title fees. RESPRO™ specifically asked members whether
they would choose to (1) continue offering mortgages but not offer affiliated title services
in conjunction with loans that would exceed the 3% QM cap (“non-qualifying
mortgages”™); or (2) offer title services but not mortgages.

Many respondents were real estate brokerage firms and homebuilders that offer their
customers mortgages and title services through affiliated companies. The majority of
these respondents reported that they would discontinue offering non-qualifying
mortgages through their affiliated mortgage company, but would continue to offer
affiliated title services to consumers who purchase their homes. Because of the negative
consequences of originating a non-qualifying loan, they reported that it would be
important to have certainty as to which loans would exceed the applicable thresholds.
The cost of mortgage origination services is highly dependent on the customer’s
individual decisions and is more difficult to predict on an aggregate basis, while title fees
can be more easily predicted since title premiums either are regulated or must be filed in
the majority of states.

Survey respondents reporting that they would discontinue offering non-qualifying
mortgages through their affiliated mortgage company collectively offered 19,977
mortgages for $966,270 in 2011. These respondents collectively would have
discontinued offering 6,750 mortgages (over 10% of the Survey sample) had the
discriminatory QM threshold been in place.

s
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Other RESPRO® members reported that they would discontinue offering affiliated title
services on non-qualifying loans. RESPRO" believes that the potential reduction in the
market share of affiliated title companies alone would create an upward pressure on title
fees that would reduce mortgage affordability. For example, when Kansas enacted a faw
in 1992 that caused realty-based affiliated title companies in the state to shut down their
opm'ati(?:?s, the remaining title firms filed rates the following year that were 50-60%
higher. "

I, The Exemption of Certain Affiliated Fees Would Not Undermine the Goals of Dodd-
Frank

Not only are there compelling reasons to exempt certain affiliated fees from the QM
“points and fees™ cap, there is no justification for including them.

The definition of “points and fees™ already requires that any charge that is not
“reasonable” shall be included in the respective thresholds under the Ability to Repay
standard and HOEPA."!

There are numerous ways for federal regulators to enforce this “reasonableness”
requirement for title charges. First, because RESPA prohibits a mortgage lender from
requiring a consumer to use an affiliated title company, federal regulators can compare
closing documents in which both affiliated and unaffiliated title providers are used by a
mortgage lender. Second, 44 states require that title insurance rates be set by the state,
approved by the state, or filed with the state, which enable federal regulators to determine
if the affiliated title fees are reasonable. Ofthe remaining six states and the District of
Columbia, one (lowa) does not recognize fitle insurance. * Third, web sites provide
easily obtainable information on the costs of title insurance and title searches for all
states.

In summary, This unnecessary discrimination against affiliated businesses and other inequities in
the Final Rule’s “points and fees” cap would be rectified by the Consumer Mortgage Choice Act
(H.R. 1077), which was introduced in the U.S. House of Representatives on March 12, 2013,

" The economic firm of Anton Financial Economics researched title and closing rates in Wichita County,
Kansas (the largest county in Kansas) before and after the effective date of the Kansas legislation, and
found that the two largest unaffiliated title companies in Wichita County (in which affiliated businesses
operated) subsequently raised their rates 50-60% in their first filings after the legislation took effect.
[note: T would delete the following in this footnote: Anton Economics, Inc., Economic Issues Relating to
the Title Insurance Industry in Minnesota: Would Further Regulation be Helpful? (1992). Anton
Financial Economics, Inc. researched the price of title services in the Minneapolis-St. Paul marketplace in
1992 by sampling 16 firms that together operated 77 offices in the Twin Cities area (70% of the offices in
the marketplace) and concluded that affiliated title companies in the Minneapolis-St. Paul marketplace
charged approximately $13 less for title services than unaffiliated title companies.

TOTILA section 103(bbY@)CXE).

2 AM. Best, Report to National Association of Insurance Commissioners (NAIC).
&
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In view of the reasons stated above, RESPRO™ urges members of the Subcommittee to support
the Consumer Mortgage Choice Act (H.R. 1077) because it will alleviate the negative impact
that the “points and fees” definition in the Final Rule will have on mortgage affordability and
availability, particularly in low-income and moderate income marketplaces, without
compromising the goals of the Dodd-Frank Act.

RESPROY appreciates this opportunity to provide testimony. If you have any questions, feel free
to contact me at 202-862-2051, Ext. 210 or at sjohnson@respro.org.

Sincerely,
Wosweon € fohans

Susan E. Johnson, Esq.
Executive Director
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Questions for the record from Rep. Keith Ellison
CFPB Staff: Peter Carroll and Kelly Cochran

May 21, 2013

Question: Using Unemployment Insurance databases to verify income and employment

®

Al

Al

How do lenders verify that information such as tax refurns and pay stubs that are

provided by borrowers are accurate?
Lenders have various options. For example:

« Lenders can use one or more commercial services that are repositories of employment
and/or income information. Our understanding is that some of these services receive
the data from private sector employers through the national payroll
processors. Generally these databases do not cover the full population.

s Lenders can also request a verification of income through the IRS using the Income
Verification Service (http://www.irs.gov/Individuals/Income-Verification-Express-
Service). The IRS provides return transeript, W-2 transcript and 1099 transcript
information.

Are there ways to use existing databases to make it easier for borrowers to demonstrate
their credit worthiness rather than carrying in a shoebox full of receipts?

There are some ways borrowers may demonstrate their credit worthiness using
information not typically reported to the three national credit reporting companies. It is
our understanding that utility and telecommunications companies routinely field inquiries
from employers, lenders, landlords, and other screening services to verify that a
consumer has been paying bills. These companies' responses are often governed by state
utility regulators and sometimes require that the consumer also be on the phone to verify
that the inquiry is valid.

Many of the largest utility and telecommunications participate in a cooperative data
repository called the National Consumer Telecommunications and Utility Exchange
(NCTUE). This is a consumer reporting agency owned by its furnishers and that its
members use to identify when consumers have not paid bills, It is our understanding that
the NCTUE historically only collected negative information, but has recently begun
collecting positive payment history from members that could be used to verify when a
consumer has an open account in good standing. We do not know at present what
services NCTUE is planning to provide with respect to reporting this information to non-
member entities such as lenders.
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Utilities and telecommunications companies are able to report to the three national credit
repotting companies {TransUnion, Equifax, and Experian); however, most do not. This is
for a variety of business reasons and, in some cases, state utility regulations may prohibit
reporting. Thus there is very limited information on consumers’ utility and
telecommunications payment histories at the national eredit reporting companies at
present.

There are a number of rental history databases. We understand that most collect negative
information for tenant screening purposes but that a few collect positive rental history as
well. Coverage is generally limited to data reported from the largest property
management companies. As most landlords are very small businesses, the rental market
is quite fragmented and there are no databases that can practically obtain positive rental
history from more than a small portion of landlords.

e Eleven states enacted laws allowing third party consumer veporting agencies access to
state Unemployment Insurance databases if requested lo do so by the consumer.

o Has this access to the State Workforce Agencies database been discussed within
the CFPR and/or as part of the Smart Disclosure Task Force?

A, We are not aware that the Smart Disclosure Taskforce has discussed this. However, we
believe working groups or staff of federal agencies participating in the Smart Disclosure
Taskforce may be assessing opportunities to develop databases that could provide real-
time income verification using IRS data. The Smart Disclosure Taskforce is an initiative
of the White House. The CFPB, along with other independent agencies, has been a
participant in some task force-sponsored activities, but we may not be aware of all of the
activities the Task Force has undertaken.

o Would the CFPB be willing to work with My. Ellison’s office to make sure that
states that enact legislation are able to use their Unemployment Insurance
databases (o help consumers access affordable credit?

A. We would be pleased to provide technical support on these questions.

Question: Kickbacks and high payments

e (One of the reasons for placing a cap on fees for morigages was the prevalence of
kickbacks, high fees and other costs that were harmjul to borrowers in many different
areas including appraisals, private morigage insurance and title insurance, Could you
briefly detail some of the abuses that the gualified mortgage is intended to prevent? Are
vou satisfied that the limits within the qualified mortgages will make it easier for

borrowers fo aveid these high-priced and unnecessary fees?
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A. Section 1412 of the Dodd-Frank Act provides that, in general, a qualified mortgage
cannot have points and fees that exceed 3 percent of the total loan amount and directs the
Bureau to prescribe different limits for smaller loans. The statute also provides that
certain privaie morigage insurance premiums and charges paid to affiliates of creditors
for items such as appraisals and title insurance are included in points and fees. The final
rule implemented these provisions. The Bureau expects that many creditors generally
will prefer to make qualified mortgages. Accordingly, the general 3 percent limit on
points and fees for qualified mortgages likely will exert some downward pressure on such
charges. To the extent that creditors prefer to originate qualified mortgages, the
underwriting requirements for qualified mortgages, in conjunction with the limits on
points and fees, should help ensure that creditors are appropriately concerned about the
jong-term sustainability of loans and less able to impose excessive upfront charges as a
method of ensuring that their loans are profitable.

Question: Performance of Manufactured housing loans.

s Some have asserted that buyers of manufactured homes should pay higher costs than
those of site-built homes. What data do you have that demonsirates the delinquency and
Joreclosure rates of buyers of manufactured homes? How does that data compare to
those of site-built homes by similar borrowers? Why would manufactured home
horrowers be entitled to less protection than other home buyers?

A: Data reported under the Home Mortgage Disclosure Act (HMDA) indicate that loans
{for manufactured homes are more likely than site-built homes to have relatively high
interest rates, even after controlling for differences in loan size, borrower income, and
other factors reported in HMDA that may differ systematically between owners of
manufactured homes and other homeowners. This difference may reflect other factors
that are not captured in the HMDA data, including not only differences in predicted loan
performance of manufactured housing loans compared with other loans but also
differences in credit scores and collateral value. Data on the performance of
manufactured home loans are quite Jlimited. A recent study by the Corporation for
Enterprise Development provides suggestive evidence that many manufactured home
loans perform similarly to general mortgage portfolios (see
http://efed.org/knowledge_centerfresource directorv/efed publications/directory/toward
a_sustainable and responsible expansion of affordable morteages for manufactured

homes), but the Bureau has not reviewed that study in depth.
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(Y

In your final rule issued on January 10, 2013, you noted that creditors may, but are
not required to, increase the inferest rate charged o the consumer 1o offsel the
impact of the LLPA instead of increasing their upfront costs.
a. If a creditor decides (o increase the rate (o cover the LLPA, is that cost also
included in the points and fees calculation? Why or why not?
b, If not, why the different treatment (upfront payment of costs vs. financing the
cosis) for what appears (o be the same charge?
¢ Stnce tndustry is concerned about the inclusion of upfront LLPA costs in the
points and fees calculation, is recouping the cost via an inferest rate increase
(if it is not included in the points and fees calculation) a viable and/or a
practical alternative fo easing the pressure they claim they will feel on points
and fees? If yes, please explain.

A: H LLPAs are imposed as an interest rate increase, rather than as additional discount
points, the interest rate increase is not counted toward the points and fees threshold under
the Bureau’s rule. The statutory definition of points and fees expressly exeludes interest.
It bears noting that more traditional (less granular) forms of risk-based pricing and other
forms of upward pricing adjustment, which also are manifested either as interest rate
increases or as discount points, also are counted toward the points and fees threshold only
when imposed as discount points. Accordingly, as the Bureau noted in the final rule’s
preamble, imposing LLPAs in the form of interest rate increases often does offer
creditors a means of limiting the impact of LLPAs on points and fees. The Bureau
recognizes that interest rate increases result in greater periodic payments for consumers.
Therefore, there necessarily is an upper limit on the extent to which creditors can increase
consumers’ interest rates, whether to cover LLPAs or otherwise: Consumers who already
are at or near their maximum permissible debt-to-income ratios, bevond which they
cannot qualify for the credit, will have little to no room for the payment of LLPAs {or any
other upward pricing adjustments) through increased interest rates. In those cases, the
ioans may not meet the qualified morigage requirements, but the Bureau considers it
appropriate that such loans be evaluated individually under the general ability-to-repay
standards.

3. Industry participants have objected to the way compensation for mortgage brokers is
calcudated under the rule. However, others are concerned that altering that
calculation may lead to the return of vield spread premiums and steering behaviors
by lenders.

a. Can you explain the way mortgage compensation s calculated in points and
Jees test and why the CFPB chose that structure?

b. Doees counting such compensation put mortgage brokers at a competitive
disadvantage when compared to their retail lending counterparts? If so,
please explain.

c. Given the Federal Reserve Board's 2010 rule, which prohibits lenders from
basing compensation on the inferest rate or other loan ferms (i.e., yield
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Hearing on “Qualified Mortgages: Examining the Impact of the Ability to Repay Rule”

Subcommittee on Financial Institutions and Consumer Credit
May 21, 2013

Questions for the Record Submitted by Representative Melvin L. Wart

The Dodd-Frank Wall Street Reform and Consumer Protection Act requires that for
residential mortgages, creditors make a determination that a consumer has a reasonable
ability to repay the loan. However, the Act presumes compliance with the ability to repay
requirements for qualified mortgages. One of the features of the qualified morigage is a
“points and fees” test. Under this lest, a foan cannot be a qudlified morigage if the points
and fees paid by the consumer exceed three percent (3%) of the total loan amount. Some in
the industry have expressed concerns that the current guidelines for calculating “points and
fees” (i.e., the inclusion of affiliated title fees, Loan Level Price Adjustments (LLPAs}) and
loan originator compensation) will make originating loans for some consumers unaffordable
Jor the lender.

1. Loan Level Price Adjustments (LLPAs) charged by Fannie Mae and Freddie Mac are
currently counted Yowards the “points and fees” calculation.
a. Can you explain the rationale for their inclusion?

A: LLPAs are essentially a very sophisticated form of risk-based pricing that existed,
first in the subprime market, well before the government-sponsored enterprises (GSEs)
began applying them to conforming transactions. Historically, LLPAs may have been
imposed by secondary market investors or directly by creditors themselves. With respect
to GSEs, LLPAs are transaction-specific pricing adjustments added to the baseline
pricing currently available from Fannie Mae or Freddie Mac to reflect risk factors
attributable to an individual consumer’s credit-risk profile (e.g., credit score) and the
specific transaction’s characteristics {e.g., loan-to-value ratio), In that sense, LLPAs
function no differently from more traditional risk-based pricing and other upward pricing
adjustments (whether risk-based or not), which always entail either increasing the interest
rate or charging additional discount points. When imposed as discount points, such
charges have always been included in both the finance charge and points and fees, and
this is true notwithstanding that more traditional discount points, like LLPAs, ultimately
may have been “charged” by a secondary market investor. The Bureau sees LLPAs as no
different in principle and therefore treats them just as any other component of overall
loan pricing. The Bureau does not consider it appropriate to treat LLPAs as a third-party
settlement charge, such as an appraisal or credit report fee, because LLPAs are a key
component of loan pricing and therefore should be reflected either in the interest rate or
in points and fees. Creditors can choose to build LLPAs into the interest rate if that
makes it easier to satisfy the points and fees limit for qualified mortgages, as discussed
below in the response to the next question.
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spread premiums) and also prohibits loan originators from receiving
compensation from both the consumer and the lender, are there still
opportunities within the mortgage brokers andfor lenders’ compensation
structure that could lead to the return of vield spread premivms and/or
steering behavior? [f so, please explain.

A. Section 1431 of the Dodd-Frank Act amended TILA to require that “all compensation
paid directly or indirectly by a consumer or creditor to a mortgage originator from any
source, including a mortgage originator that is also the creditor in a table-funded
transaction,” be included in points and fees. The Bureau implemented this provision by
adopting a rule requiring that all compensation paid directly or indirectly by a consumer
or creditor to a loan originator that can be atiributed to that transaction at the time the
interest rate is set is included in points and fees. However, to prevent double counting
compensation that already is included in points and fees and to reduce the compliance
burden, the Bureau excluded certain types of compensation from points and fees. Thus,
under the regulation, points and fees do not include loan originator compensation paid by
a consumer 1o a mortgage broker when that payment has already been counted toward the
points and fees threshold as part of the finance charge. Points and fees also do not
include compensation paid by a mortgage broker to an employee of the mortgage broker
because that compensation is already included in points and fees as loan originator
compensation paid by the consumer or the creditor to the mortgage broker. Finally,
points and fees do not include compensation paid by a creditor to its loan officers. With
respect to the last exclusions, the Bureau concluded that there were significant
operational challenges to calculating individual employee compensation accurately early
in the loan origination process, and that those challenges would lead to anomalous results
for consumers. In addition, the Bureau concluded that structural differences between the
retail and wholesale channels lessened risks to consumers. The Bureau therefore decided
to exclude from points and fees compensation paid by retail creditors to their loan
originators when the rule takes effect in January of 2014, although it is still continuing to
study the issue. Points and fees do include compensation paid by a creditor to a loan
originator other than an employee of a creditor (i.e., a mortgage broker), as well as
compensation paid by a consumer (though, as noted above, only once).

Counting in points and fees compensation paid by a creditor or consumer o a mortgage
broker may make it more difficult for mortgage brokers (as compared to retail loan
officers) to originate loans with up-front charges and still remain under the qualified
mortgage points and fees Jimits and the high-cost mortgage threshold. Nevertheless, even
in transactions in which a mortgage broker’s compensation is two percentage points of
the loan amount—which the Bureau understands to be at the high end of mortgage broker
commissions—ithe creditor would still be able to charge up to one point in up-front
charges that would count toward the qualified mortgage points and fees limits, under
certain circumstances. Moreover, the creditor may reduce the costs it needs to recover
from origination charges or through the interest rate by having the consumer pay the
mortgage broker directly. In addition, creditors in the wholesale channel that prefer to
originate only qualified mortgages in many cases will have the flexibility to recover more
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of their origination costs through the interest rate to ensure that their transactions remain
below the points and fees limits.

As adopted by the Board, effective in 2010, and as retained by the Bureau in 2013,
Regulation Z prohibits a foan originator from influencing a consumer to accept a credit
transaction available from a particular creditor, over those available from other creditors,
to obtain greater compensation than the loan originator would receive from the other
creditors, where doing so is not in the consumer’s interest. In general, because this rule
contemplates a loan originator “steering” a consumer to transact with one out of two or
more prospective creditors, the rule primarily affects mortgage brokers rather than
individual loan originators employed by retail creditors. During the Bureau’s rulemaking
process leading to the January 2013 final rule, consumer advocates nevertheless
expressed concern that, particularly in the subprime market, loan originators could
specialize in originating transactions with above-market interest rates (from all creditors
with which they do business), with the expectation they could arrange to receive above-
market compensation for all of their transactions notwithstanding the rule’s prohibition
on steering to a particular creditor to maximize their compensation. Including
compensation paid by creditors to mortgage brokers in points and fees may reduce the
potential consumer injury from such practices by limiting the ability of creditors to
impose high up-~front charges and also pay high loan originator compensation and still
remain under the points and fees Himits applicable to qualified mortgages.

O



