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INTRODUCTION

Predatory lending — exploitative high-cost loans to naive borrowers, resulting in soaring
rates of foreclosures — has dominated the headlines in recent years.! There is fierce debate over
how best to respond to this surge in predatory loans.? Too often, the debate over predatory
lending has been couched in moral terms. Opponents of predatory lending air exposés of
unscrupulous lenders and diabolical tactics. Industry supporters, on the other hand, question the
seriousness of predatory lending, blame borrowersfor their profligacy, and assert that existing

remedies suffice.

! The Coalition for Responsible Lending recently estimated that predatory lending costs U.S. borrowers $9.1
billion annually. ERIC STEIN, QUANTIFYING THE ECONOMIC COST OF PREDATORY LENDING (July 25, 2001)
(available at <www.responsiblelending.org/CostofPredLend.PDF>); cf. Robert E. Litan, A Prudent Approach To
Preventing “ Predatory” Lending 3-6 (Working Paper Feb. 2001) (tracing the corresponding growth in the subprime
market) (hereinafter “Litan, Prudent Approach”). One of the most noteworthy indicia of therisein predatory
lending has been an unprecedented rise in forecl osures across the country. Between 1990 and 1998, when interest
rates were dropping, the home foreclosure rate increased by 384 percent. See UNITED STATES CENSUS BUREAU,
STATISTICAL ABSTRACT OF THE UNITED STATES, BANKING, FINANCE AND INSURANCE, Table No. 823, “Mortgage
Ddinquency and Foreclosure Rates: 1980 to 1998” (1999). The bulk of these forecl osures actions involved
borrowers who had subprime -- including predatory -- loans. See Cathy L. Mansfield, The Road to Subprime ‘HEL’
was Paved with Good Congressional Intentions. Usury Deregulation and the Subprime Home Equity Market, 51
S.C. L. Rev. 473 (2000); see also NATIONAL TRAINING AND INFORMATION CENTER, PREYING ON NEIGHBORHOODS:
SUBPRIME MORTGAGE LENDING AND CHICAGOLAND FORECLOSURES 11-21 (Sept. 21, 1999) (available at
<http://www.ntic-us.org/preying/preying.html>) (hereinafter cited as “PREYING ON NEIGHBORHOODS”) (noting that
in metropolitan Chicago a one, foreclosures nearly doubled from 1993 to 1998. Subprime lenders and services
accounted for 1.4 percent of the foreclosuresin 1993, but 35.7 percent of the 1998 forecl osures).

Predatory lending is highly visible; however, gaps in reported data have hampered efforts to accurately
assess the extent of the problem. In December 2000, the Federal Reserve Board proposed remedying that gap by
expanding the types of data that must be reported on home mortgage loans under the Home Mortgage Disclosure
Act (HMDA), and by expanding the nonbank entities required to file HMDA reports. Under the proposed
regulation, HM DA reporting entities would have to report on al home mortgage refinancings, home improvement
loans and home equity lines of credit. In addition, lenders would have to report the annual percentage rates of these
loans, regardless whether the loans fell within the Home Ownership and Equity Protection Act or whether the loans
involved mobile homes. See Federal Reserve System, Proposed Rule, Home Mortgage Disclosure, 65 Fed. Reg.
78656 (Dec. 15, 2000).

2 See, e.g., Lending Group Forces Delay of Predatory Ordinance, NATIONAL MORTGAGE NEWS, Aug. 24,
2001 (available at <www.thebankingchannel.com/comm/story.jsp?story=TBCMJIK30Y OC>) (reporting statement
by trade association representative that “his group is willing to challenge any local effort to regulate”’ subprime
lending).



Condemning predatory lenders as immoral, however, does not tell us what needs to be
done. Similarly, criticizing borrowers for impulsive borrowing and spending does not take into
account the market failures that enable predatory lenders to flourish and exploit unsophisticated
borrowers. Nor does it address the serious negative externalities that predatory lending inflicts,
not only on borrowers, but on society at large in the form of bankruptcies, foreclosures, poverty
and deteriorating neighborhoods.

To advance the debate beyond the realm of moral accusations, we need to determine how
incentive structures in the home mortgage market have fueled predatory lending and how these
incentives can best be countered. Inthis article, we embark on these tasks. We argue that the
market incentives that historically led lendersto engage in credit rationing have given way to a
market where lenders can profit from exploiting new information asymmetries to the detriment
of unsophisticated borrowers. We further argue that government intervention is needed to curb
these lending abuses and propose aremedy — suitability — that is narrowly tailored to address
these harms.

The Article proceeds in four parts. Following thisintroduction, in Section |1, we identify
five problems associated with the various lending practices that have been characterized as
predatory. We define predatory lending as a syndrome of abusive loan terms or practices that
involve one or more of these five problems.

In Section |11, we begin by describing the information asymmetries that until recently led
to credit rationing. We then describe how changes in the financial services market have altered
the conventional home mortgage market. In particular, we argue that an increase in the amount
of capital available for mortgages due to securitization, increased incentives for lenders to

specialize in lending to low and moderate income borrowers and new information asymmetries



have made it possible for predatory lendersto thrive. We argue that the convergence of these
forces has produced three markets for home mortgages. a prime market, a legitimate subprime
market, and a predatory market.

The prime market provides mortgages to low-risk borrowers with strong credit histories.
L egitimate subprime lenders, who are usually nonbank?® lenders, cater to borrowers who have
experience shopping for credit but who, for one reason or another, lack the sterling credentials
needed to qualify for prime loans. Predatory lenders, on the other hand, target naive people who,
because of historical credit rationing, discrimination, the exodus of banks from inner-city
neighborhoods and other social and economic forces, are disconnected from the credit market
and hence are vulnerable to predatory lenders' hard-sell tactics.

In Section I11, we conclude by describing why predatory lenders have not been driven out
by competition. In sum, we contend that because of reputational and regulatory concerns, banks
and thrifts shy away from lending to borrowers who typically become victims of predatory
lenders. In addition, we argue that legitimate, nonbank subprime lenders, whom we would
expect to compete with predatory lenders, have adopted marketing strategies that do not reach
the victims of predatory lending.

Based on this understanding of the home mortgage market, in Section IV, we ask which
remedy or remedies would force predatory lenders to internalize the harm that they cause. To
that end, we evaluate extant remedies for redressing predatory lending, including market
vehicles, remedies sounding in contract or the Uniform Commercial Code, antifraud statutes,

disclosure laws, consumer education and counseling, price regulation, and antidiscrimination

8 Throughout the paper, the term “nonbank lenders’ refers to lending entities that are not federally insured
depository ingitutions.



laws. We conclude that neither market forces nor any of the remedies just described would
succeed in curbing predatory lending. Furthermore, price regulation would curtail the
availability of credit. Instead, adirect approach that addresses abusive loan terms and practices,
without re-imposing usury limits, would offer the best protection against predatory lending.

In the final part of the Article, Section V, we propose such aremedy: a duty of suitability
in subprime mortgage lending. In fashioning a suitability remedy, we draw on the suitability
requirement in securities and insurance to impose a similar obligation on subprime lenders and
brokers, albeit one that is tailored to the subprime mortgage market. This new duty of suitability
puts the onus of preventing predatory lending on those who can afford it most cheaply, i.e.,
predatory lenders and brokers, by authorizing the federal government and aggrieved victimsto
sue for loan reformation, disgorgement and damages. In addition, we propose formation of an
industry self-regulatory organization under federal supervision to promote the development of
best practicesrules. Our position is that suitability achieves the balance between the need to
curb predatory lending and the need to encourage beneficial market activity.

Il. “PREDATORY LENDING” DEFINED

In 2000, Senator Phil Gramm, then the chairman of the Senate Banking Committee,
famously asserted that predatory lending could not be addressed until it could be defined.* With
that remark, Senator Gramm shrewdly seized on the difficulties in defining predatory lending to
date, while stoking the flames that have surrounded any attempt at definition. Opponents of

reforms to redress predatory lending have maintained that in the absence of a definable problem,

4 See Michde Hdler & Rob Graver, Gramm Takes Stand Against Predator Bills, AM. BANKER, Aug. 24,
2000, at 1 (“Astheregulators themse ves admit, there isno definition of predatory lending. | don’t know how we
can hope to address the problem before we have decided what it is’); see also News Conference with Senator Phil
Gramm, Federal News Service (Jan. 22, 2001).



remedies are not needed.> Conversely, some community activists have brushed definitional
issues aside, reasoning that “you know predatory lending when you see it.”

Any serious attempt to address the problem of predatory lending, however, must be able
to describeit. To date, predatory lending generally has been described as a catalogue of onerous
lending practices, which are often targeted at vulnerable populations and result in devastating
personal losses, including bankruptcy, foreclosure and the loss of borrowers homes.®

These catalogues provide a useful starting point for detecting and describing the

pathologies that underlie predatory lending. When these lists are examined, five basic problems

° See, eg., In Reality, “ Predatory Lending” Isn't Easy to Define, NEws & OBSERVER (RALEIGH, N.C.), Oct.
24, 2000, at A10.

6 In one of the most exhaustive catal ogues of predatory lending practices, Patricia Sturdevant and William J.
Brennan, J., listed a broad array of exploitative terms and practices, including:

- racial targeting in advertising and loan solicitations

- loansin connection with home improvement scams

- kickbacksin the form of yield spread premiums

- dteering to high-cost lenders

- loan payments in excess of the borrowers' ability to repay, resulting in foreclosure (equity skimming)

- fraud on borrowers and on secondary market buyers via falsified loan applications, forged signatures,
inflated appraisals and the like

- high annual interest rates

- high points

- balloon payments

- negative amortization

- padded or duplicative closing costs and fees

- insurance packing and single premium credit life insurance

- excessive prepayment penalties

- mandatory arbitration clauses

- loan flipping (repeated refinancings by the same lender)

- refinancings of low- or no-interest mortgages at higher rates

- shifting unsecured debt into mortgages

- making loansin excess of 100 percent of the loan-to-value ratio of the underlying collateral

- abusive collection practices

- foreclosure abuses

See Patricia Sturdevant & William J. Brennan, J., A Catalogue of Predatory Lending Practices, 5 THE CONSUMER
ADVOCATE 4 (1999). Seealso Mansfield, supranote |, at 532-61.



emerge. We can thus define predatory lending as a syndrome of abusive loan terms or practices
that involve one or more of the following five problems:”

D loans structured to result in seriously disproportionate net harm to borrowers;

2 harmful rent seeking;

(©)) loans involving fraud or deceptive practices,

(4)  other forms of lack of transparency in loans that are not actionable as fraud; and

5) loans that require borrowers to waive meaningful legal redress.

Most, if not al, predatory loans combine two or more of these problems. Similarly, some
abusive terms or practices fall into more than one category. Rather than serving as a proposed
statutory definition, our definition of predatory loans is intended as a diagnostic tool for
identifying problematic loan terms that require redress.

In the overwhelming percentage of cases, predatory loans are a subset of subprime loans,
which are loans with higher interest rates that are designed for borrowers with impaired credit or
who do not otherwise qualify for loans in the conventional prime market.? Nevertheless,
legitimate subprime loans and predatory loans are analytically distinct. Legitimate subprime

loans do not display any of the five markers of predatory loans listed above. Conversely,

! Aswe argue later in this Article, predatory lenderstarget vulnerable consumers for financial exploitation,

often because of their race, gender, income or class. However, predatory |oans can occur in the absence of such
targeting and therefore we do not includeit as a defining feature.

8 See Testimony of Donna Tanoue, former Chairman of the FDIC, before the House Committee on Banking
and Financial Services, 2000 WL 19304112 (May 24, 2000). The Interagency Guidance on Subprime Lending
defines subprime lending as credit extensions “to borrowers who exhibit characteristics indicating a significantly
higher risk of default than traditiona bank lending customers.” Board of Governors of the Federal Reserve System
et al., Interagency Guidance on Subprime Lending 1 (Mar. 3, 1999); see also Board of Governors of the Federal
Reserve System, Expanded Interagency Guidance for Subprime Lending Programs (Jan. 31, 2001). Subprime loans
have higher interest rates to compensate lenders for the higher risk of default. See, e.g., Departments of the Treasury
and Housing and Urban Devel opment, Curbing Predatory Home Mortgage Lending 28 (June 20, 2000) (hereinafter
cited as“HUD-Treasury Report”).



predatory loans are not necessarily subprime. It is possible for prime interest loansto display
one or more of the problems that are common to predatory loans.

While the definition of predatory loans is not restricted to the subprime market,® that is
where predatory loans are most prevalent. Accordingly, predatory loans in the subprime market
arethe focus of our analysis. In particular, because of the personal and social consequences of
default and foreclosure, we have identified loans secured by first or subordinate mortgages on
borrowers homes as the most pressing area of concern.

A. Loans Structured To Result In Serioudly Disproportionate Net Harm To
Borrowers

In the subprime market, numerous conventional underwriting standards have been
relaxed in order to facilitate loans to less creditworthy customers. Many of the standards that
have been relaxed redound to the mutual benefit of subprime lenders and borrowers.™ In some
instances, however, lenders have overridden conventional underwriting norms in order to
structure loans that inflict seriously disproportionate harm on borrowers, often in catastrophic
proportions. Because the harm seriously outweighs the benefit of those loans to borrowers and
society at large, such practices are predatory in nature.

The foremost example today involves violations of the norm that no mortgage shall be

made to anyone who, on the face of the loan application, cannot afford the monthly payments (a

o North Carolina attempted to grapple with this problem in its 1999 predatory lending statute, which

regulates certain predatory practices in all consumer loans under $150,000, regardless whether those |oans are high-
cost and thus subprime. See N.C.G.S. 88 24-1.1A(c)-(c2), (g), 24-1.1E(a)-(b), 24-10.2(b)-(e). Similarly, predatory
loans are not restricted to a single product line, but rather run the gamut of consumer loan products, from car loans
and credit card abuses to closed-end home mortgage loans.

10 Examplesinclude loans to borrowers with histories of late payments or bankruptcies or higher debt-to-
income ratios, and loans with higher loan-to-valueratios. See, e.g., JOHN WEICHER, THE HOME EQUITY LENDING
INDUSTRY: REFINANCING MORTGAGES FOR BORROWERS WITH IMPAIRED CREDIT 30, 34, 60-61 & table 4.4 (1997).



practice known as “asset-based lending”)."* These are the quintessential predatory loans and the
borrowers often suffer bankruptcy or lose their homes to foreclosure as a consequence.*
Asset-based loans are fundamentally repugnant because they violate widely shared
beliefs about the acceptable outer limits of mortgage lending. In the case of asset-based lending,
the foremost belief is that home mortgages should not be structured with the primary objective of
foreclosure. That belief isrooted in avariety of rationales. One is based on distributive justice,
i.e., that home ownership provides a basic necessity of life and should not be deprived as a result
of exploitation. Another related rationale, rooted in efficiency concerns, isthat homelessness
imposes unacceptably large negative externalities on society as well as on the homeless. Finally,
loans that result in bankruptcy and/or foreclosure pose undue risks of lossto ultimate holders of
those notes, raising concerns about economic efficiency and possibly systemic risk.™
Asset-based lending often spawns another abusive practice known as “loan flipping,” in

which lenders persuade homeowners to refinance their mortgages repeatedly at extremely short

1 Arguably, due to the high costs of foreclosure, lenders are not acting in their best interests when they make

loans without regard to borrowers' ability to repay theloans. Evidence, however, suggests the contrary. If
borrowers have sufficient equity in their homes when they default, lenders can repeatedly refinance the borrowers
loans upon default, each time tacking huge fees onto the principal. Alternatively, where lenders can convince
secondary market purchasersto purchase predatory loans, the lenders can foist future 1osses off on these
unsuspecting purchasers. See text accompanying notes __infra.

12 See, e.g., HUD-Treasury Report, supranote __, at 21, 22, 24-25, 27 n.12; Sturdevant & Brennan, supra
note  , at 37; Hargravesv. Capital City Mortgage Corp., Plaintiffs Statement of Points and Authoritiesin
Opposition to Defendant’ s Motion for Judgment on the Pleadings, or in the Alternative, for Summary Judgment, at
1, 19, Civ. No. 98-1021 (JHG)/(AK) (D.D.C.); Mortgage Bankers Association of America, Best

Practices/L egidative Guidelines: Subprime Lending, Legidative Guidelines 1 6 (available at
<http://www.mbaa.org/resi dent/lib2000/0525b.html>);

cf. Fannie Mae, Lender Letter No. 03-00 (Apr. 11, 2000) (“the borrower [must have] a reasonabl e ability to make
the mortgage payments and [must be] likely to do so0”). PREYING ON NEIGHBORHOODS, supra note , at 23-27
(suggesting that foreclosure ratesin Chicago are rising because “loans are being pushed upon borrowers who are not
able to repay them.”

13 Thislatter problem is endemic of the agency problems among brokers, lenders and secondary market
purchasers that we discuss later in this Article.



intervals, up to three or four timesayear.* Since the borrowers are usually cash-poor, any
prepayment penalties and “refinancing” charges are wrapped into the old principal and then
financed. Predatory lenders manufacture these situations by making asset-based loans in the
first place with payments that the borrowers cannot meet. When the borrowers default, asis sure
to happen, the lenders offer them an opportunity to escape foreclosure by refinancing. Flipping
offers borrowers temporary relief in the form of lower monthly payments by extending the loan
periods.”® Ultimately, however, the borrowers end up owing higher total principal and interest to
the lenders. Thus, “loan flipping” resultsin “equity stripping,” as owners' home equity declines
with each refinancing. As equity vanishes and tota loan balances rise, the borrowers' ability to
refinance with legitimate lenders drops. Eventually the borrowers leverage all of their equity and
then default, sometimes leaving secondary market purchasers holding the bag.*

Likewise, from borrowers perspectives, there is usually little economic rationale for
mortgages with negative amortization. Under negative amortization, scheduled payments are not
enough to cover the interest due, causing the outstanding principal to increase with time. Asa

result, borrowers who make regular payments actually lose equity in their homes as time goes

14

In December 2000, the Federal Reserve Board proposed prohibiting creditors or assignees of high-cost
loans under HOEPA from refinancing these loans within the first twel ve months unless the refinancings are in the
borrower’sinterest. The Board also €licited comment on whether prepayment penalties and points assessed in
refinancings by those creditors or assignees should be included in computing HOEPA' s trigger on points and fees.
See Federal Reserve System, Proposed Rule, Truth in Lending, 65 Fed. Reg. 81438 (Dec. 26, 2000) (hereinafter
“Federal Reserve, Truth in Lending).

15 See, e.g., HUD-Treasury Report, supranote __, a 21, 73-74; Jeff Bailey, A Man and His Loan: Why
Bennie Roberts Refinanced 20 Times, WALL St. J., Apr. 23, 1997, at Al; Sturdevant & Brennan, supranote  , at
39.
16 For unsuspecting secondary market purchasers who find themselves in this situation, the costs of
foreclosure usually erase any profit from the predatory loan. See generally Michael H. Schill, An Economic
Analysis of Mortgage Protection Laws, 77 VA. L. Rev. 489 (1991) (reviewing the costs associated with foreclosure).

10



on.” Other examples of loans that result in seriously disproportionate net harm to borrowers
include loans where lenders persuade borrowersto shift unsecured debt into mortgages in order
to strip the equity out of their homes or where lenders insist on financing higher principal
amounts than customers request.*® Still another refinancing abuse involves lenders who induce
homeowners to refinance no-interest or low-interest mortgages at higher interest rates without
economic justification.™

Similarly, the harm seriously outweighs the benefit where lenders steer naive borrowers

who qualify for prime-rate loans (or other loans on better terms) to costlier loans that are better

17

See, eg., HUD-Treasury Report, supranote , at 91-92. Reverse mortgages under the Home Equity
Conversion Mortgage program administered by HUD are an exception. These reverse mortgages permit elderly
homeownersto cash out their home equity in exchange for an income stream. Reverse mortgages are heavily
regulated, however, and are subject to mandatory counseling requirements. Seeid. at 92.

Concerns about the injurious effects of negative amortization led the Federal Reserve Board, pursuant to its
authority under HOEPA, to ban negative amortization in high-cost, closed-end home mortgage refinance loans. 12
C.F.R. §226.32(d). Today, mortgages with negative amortization provisionsare limited to loans that are not
covered by HOEPA.

18 See, e.g., Nina Simon, Predatory Lending From Around the Country: A Broad Range of Tools 3;
Sturdevant & Brennan, supranote  , at 40; Hargravesv. Capital City Mortgage Corp., Brief of the United States
as Amicus Curiaein Support of Plaintiffs Opposition to Defendant’s Mation for Judgment on the Pleadings or, in
the Alternative for Summary Judgment, at 1, 6, Civ. No. 98-1021 (JHG)/(AK) (D.D.C.); Teresa Dixon Murray,
Borrower Beware Predatory Mortgage Brokers Don’'t Give Terms Promised, Causing Some to Lose Their Homes,
PLAIN DEALER, Aug. 28, 2000, at 1C.

19 See Sturdevant & Brennan, supranote _, at 39-40. In the most egregious cases, lenders convince
borrowersto refinance their original zero-percent Habitat for Humanity loansin the early years of those mortgages.
Seg, e.g., Sandra Fleishman, Fed Favors Tougher Loan Rules; Abusesin Subprime Lending Are Targeted,
WASHINGTON PosT, Dec. 14, 2000, at E1; Joe McDermott, Predatory Lending Termed “ A Major Problem,” THE
MORNING CALL (ALLENTOWN), Dec. 10, 2000, at B1; Richard A. Oppe J. & Patrick McGeehan, Along With a
Lender, IsCitigroup Buying Trouble?, N.Y. TIMES, Oct. 22, 2000, at § 3, p. 1. The Federal Reserve Board's
December 2000 proposed rule under HOEPA would prohibit creditorsin the first five years of zero-interest rate or
other low-cost |oans from refinancing these 1oans with higher-rate loans, unless the refinancings were in the interest
of theborrowers. Federa Reserve, Truth in Lending, supranote  at 81438.

Of course, some refinancings at higher interest rates have a valid economic justification from the
borrowers perspectives. For instance, homeowners who have substantial equity in their homes and who obtained
their mortgages years ago at lower interest rates may wish to refinance, even though interest rates have risen, in
order to finance children’s college educations or home improvements. Absent other indicia of predatory lending,
these loans can be legitimate where the homeowners qualify to afford the monthly loan payments.

11



suited for customers with weaker credit ratings.”® Such steering is frequently fueled by “yield
spread premiums,” which are side payments by lenders to mortgage brokers for persuading
borrowersto agreeto higher interest rates when the lenders in fact are willing to extend credit to
the borrowers at lower rates.” In computing finance charges under the Truth in Lending Act
(TILA), lenders do not have to include yield spread premiums.?? Even when yield spread
premiums are disclosed, few, if any borrowers understand the purpose of those payments or the

fact that their interest rates are higher as aresult.

2 For ingtance, a Freddie Mac sudy reported that anywhere from between ten and thirty-five percent of

subprime borrowers qualified for prime-rate loans. See Freddie Mac, AUTOMATED UNDERWRITING: MAKING
MORTGAGE LENDING SIMPLER AND FAIRER FOR AMERICA’S FAMILIES ch. 5 & nn.5-6 (Sept. 1996) (hereinafter
“Freddie Mac, AUTOMATED UNDERWRITING”) (available at

<http://www.freddiemac.com/corporate/reportsymose ey/mosehome.html>). See also Sturdevant & Brennan, supra
note  ,at 37; Stein, supranote 1, at 9-10; cf. Fannie Mae, Lender Letter No. 03-00 (Apr. 11, 2000) (“Lenders
that offer higher cost products that are designed for less creditworthy borrowers should not steer applicantsto these
productsif they can qualify for alower-cost standard mortgage product”).

2 See, e.g., HUD-Treasury Report, supranote , at 40; Simon, supranote __, at 22-23. For adescription
of the finance charge for purposes of TILA, seetext accompanying note ___infra.

2 See, e.g., Kenneth M. Lapine, Referral Fees and Other Compensation Issues Under the Real Estate
Settlement Procedures Act of 1974, in BANKING LAw (1998); Ralph J. Rohner & Fred H. Miller, TRUTH IN LENDING
121, 187-88 (2000). Courts are divided over whether yield spread premiums are prohibited kickbacks or legitimate
payments for goods and services under RESPA, 12 U.S.C. 88 2601(b)(2), 2607(a), (c). Compare Cul pepper v.
Inland Mortgage Corp., 132 F.3d 692 (11" Cir. 1998) (yield spread premiums are prohibited kickbacks; reversing
grant of summary judgment for lender); DuBose v. First Security Sav. Bank, 974 F. Supp. 1426 (N.D. Ala. 1997)
(denying lenders’ motion for summary judgment on groundsthat yield spread premiums may beillegal referral
fees); Martinez v. Weyerhaeuser Mortgage Corp., 959 F. Supp. 1511 (S.D. Fla. 1996) (same); Mentecki v. Saxon
Mortgage, Inc., 1997 U.S. Dist. LEX1S 1197, No. 96-1629-A, dip op. (E.D. Va. Jan. 10, 1997) (denying lender’s
motion to dismiss; borrowers stated a claim that ayield spread premium violated the anti-kickback provisions of
RESPA); Moses v. Citicorp Mortgage, Inc., 982 F. Supp. 897 (E.D.N.Y. 1997) (same) with Barbosa v. Target
Mortgage Corp., 968 F. Supp. 1548 (S.D. Fla. 1997) (ayield spread premium was a lawful payment for services).
See also Robert M. Jaworski, Overages: To Pay or Not to Pay, That isthe Question, 13 BANKING L.J. 909 (1996)
(questioning legality of yield spread premiums under RESPA); Leonard A. Bernstein, RESPA Invades Home Equity,
Home Improvement and Mobile Home Financing, 48 CONSUMER FIN. L.Q. 194, 197 (1994) (same).

In 1999, the Department of Housing and Urban Devel opment (HUD) issued a policy statement on the
legality of yield spread premiums paid by lenders. 64 Fed. Reg. 10079 (Mar. 1, 1999). HUD does not consider
yield spread premiumsillegal per se. Rather, the legality of those paymentsis to be judged according to two
guestions: (1) were goods, services or facilities actualy provided for the compensation paid?; and (2) were the
payments reasonably related to the value of those goods, services or facilities? 1d. at 10085-86.

12



B. Harmful Rent-seeking

Although predatory loans can include prime-rate loans, predatory lending more
commonly entails higher subprime interest rates and fees. High costs are not problematic per se.
However, when subprime lenders use their market power to charge rates and fees that exceed the
rates and fees they would obtain in a competitive market, they extract harmful rents from
borrowers.*® Such rent-seeking is another common feature of predatory lending.

From the viewpoint of distributive justice, interest per se and high interest in particular
have been condemned as usurious since ancient times because they impose heavy costs on those
who are least able to pay them. With experience, however, it has become apparent that subprime
loans to riskier borrowers entail increased costs that lenders must be able to recoup. Subprime
loans historically have had higher rates of delinquency, default and foreclosure than loans in the
prime market.** Asaresult, they carry higher interest rates to compensate for the increased
risk.”® In addition, higher interest rates, either alone or with prepayment penalties, compensate
lenders for the fact that subprime loans “tend to be prepaid at a much faster rate than prime
mortgages.”*

Origination costs and servicing costs of subprime loans are higher aswell. Subprime

loans are more expensive than prime loans to originate because they require closer scrutiny of

= See, eg., 3 THENEW PALGRAVE DICTIONARY OF ECONOMICS AND THE LAW 315-22 (Peter Newman ed.

1998) (commenting that “[r]ent seeking is unproductive; it destroys value by wasting valuable resources’). For
discussion of how subprime lenders can exert such market power, see Section ___infra.

2 See WEICHER, supranote , at 56-57 & table 4.1, 69, 74-88; HUD-Treasury Report, supranote _ , a
28; see also Sturdevant & Brennan, supranote |, at 38 (“Predatory lenders may chargerates of 19 to 25 percent,
or 2 timesrates being charged for conventional mortgages, which are usually obtainable at rates of 7 to 7.5
percent”).

% See generally Dwight M. Jaffee & Thomas Russall, Imperfect Information, Uncertainty, and Credit
Rationing, 90 QUARTERLY J. ECON. 651 (1976).

% HUD-Treasury Report, supranote ___, at 28; see also WEICHER, supranote ___, at 69.
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income and credit history and result in a lower percentage of approved applications.”
Concomitantly, subprime mortgage loans on average are substantially smaller than prime
mortgages. Their smaller average loan size makes the origination costs for subprime loans
higher than prime loans, not only in absolute dollars but also as a percentage of loan amounts.?®
Likewise, servicing costs are higher because subprime borrowers are more likely to default than
their prime counterparts and loan administration requires more constant vigilance.?

While subprime loans generally are more expensive than prime loans for legitimate
reasons, the high cost of subprime loans may also evince rent-seeking in certain cases. The
practice of steering prime borrowersto high-cost lenders is one example of pricing that is
designed to harmful extract rents. Rents can also inhere in added fees and closing costs,
including fees for items such as credit reports and document preparation that exceed market
rates.* Other forms of padding are even more blatant. Lenders may bill borrowers for
duplicative charges, fees for services never rendered or surcharges on government recording
fees® Inasimilar manner, credit life insurance and similar types of insurance have been singled
out for pricing abuses. The insurance abuses are rife and range from premium charges that are

high relative to actual loss payouts, single-premium payments for insurance that extends beyond

2 See WEICHER, supranote __, at 67; HUD-Treasury Report, supranote , at 28. Thisassumes, of

course, that underwriting is actually performed, which isnot always true in asset-based |oans by predatory lenders.

2 See WEICHER, supranote ___, a 61-62, 67, 69-70; HUD-Treasury Report, supranote ___, at 28.

2 See WEICHER, supranote___, at 56-57 & table 4.1, 69, 74-88; HUD-Treasury Report, supranote __, at
28.
%0 See Sturdevant & Brennan, supranote  , at 38-39. In arecent study of settlement fees, Mark Shroder
found “huge deviationsin total lending and title fees paid for transactions’ of similar value to sellers. He further
found that higher fees for particular lineitems correlated positively with higher fees for other lineitems, suggesting
that “some people are candidates for high fees in both title insurance and lending.” Mark Shroder, The Value of the
Sunshine Cure: Efficacy of the RESPA Disclosure Strategy 14-15, Figure 2, Table 4 (Working Paper Apr. 14, 2000).
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the life of the loan, policies issued to borrowers who do not qualify for insurance® and insurance
policies written on total indebtedness, not on repayment of the principal.*

C. Fraud Or Deceptive Practices

The most blatant forms of predatory lending involve the age-old problem of fraud. All of the
deceptive practices in this category are in violation of existing laws, such as state fraud statutes,
state consumer protection laws, state fiduciary duties or federal disclosure statutes such as
TILA®* or the Real Estate Settlement Procedures Act (RESPA).*

Lending fraud comes in endless varieties and is only limited by the ingenuity of the
perpetrator. Nevertheless, recent incidents in the home lending market can be divided into two
basic types of fraud. The first type of fraud consists of deception aimed at borrowers.* Among
the many types of deception that have been reported in this regard, the more notorious include
fraudulent disclosures, failures to disclose information as required by law, bait and switch tactics,

and loans made in collusion with home repair scams. Fees may be financed without the

8 See Sturdevant & Brennan, supranote _, at 38-39.

32 Older homeowners, for example, often do not qualify for credit life insurance due to advanced age.

3 See HUD-Treasury Report, supranote  , at 81, 88 & n.85, 89, 91; Sturdevant & Brennan, supra note
___, a 39; Unscrupulous Lenders Exploit Poor, Elderly, ATLANTA JOURNAL-CONSTITUTION, Dec. 13, 1998, at R4;
cf. Freddie Mac, Seller Guide Bulletin, Single-Premium Credit Insurance Products (Apr. 21, 2000) (available at
<http://www.freddiemac.com/selI/sel bul tn/421indltr.html>) (prohibiting prepaid single-premium credit life
insurance in mortgages sold to Freddie Mac); Fannie Mae, Lender Letter No. 03-00 (Apr. 11, 2000) (same for
mortgages sold to Fannie Mae). See generally National Association of Insurance Commissioners, A BACKGROUND
STUDY OF THE REGULATION OF CREDIT LIFE AND DISABILITY INSURANCE (1970); National Consumer Law Center,
COMPUTING RATES FOR CREDIT LIFE INSURANCE AND CREDIT ACCIDENT AND HEALTH INSURANCE (Feb. 6, 1976).

34 15 U.S.C. 88 1601 et seq,

% 12 U.S.C. §8 2601 et seq.
% See generally HUD-Treasury Report, supranote _, at 24, 79-90; Expanded Interagency Guidance for
Subprime Lending Programs, supra note ___; Hargraves v. Capital City Mortgage Corp., Brief of the United States
as Amicus Curiaein Support of Plaintiffs Opposition to Defendant’s Mation for Judgment on the Pleadings or, in
the Alternative for Summary Judgment, at 1, 6-13, Civ. No. 98-1021 (JHG)/(AK) (D.D.C.); Lara Becker et al., Some
Subprime Lenders are Causing Pain for Residents, DEMOCRAT AND CHRONICLE, Feb. 27, 2000, at A1.
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borrowers knowledge, title in their property may be secretly conveyed or liens on their homes
may be deliberately concealed. Borrowers may be defrauded into thinking that they must buy
credit life insurance in order to proceed to closing or that alender is officially affiliated with a
federal agency such as the Veterans Administration or FHA. Brokers may dupe borrowers into
believing that they are acting in the best interests of the borrowers when their real financial
loyalties are to the lenders. Brokers and lenders may lure borrowersto closing by promising to
finance needed home repairs to fix housing code violations or to refinance loans later on at lower
rates.

The other type of fraud consists of deception that is aimed at capital sources, such as
secondary market purchasers of loans,* federal loan guarantors and sometimes even loan
originators themselves. Such fraud typically takes the form of falsified loan applications or
inflated real estate appraisals.® For instance, alending officer may induce an unsuspecting,
impoverished borrower to sign a blank loan application, which the mortgage broker or lender
then falsifies to paint a glowing picture of the borrower so that the loan easily can be resold on
the secondary market. Similarly, unscrupulous lenders may commission inflated appraisals to
support afederal loan guarantee; unscrupulous mortgage brokers may do the same to justify a
higher amount of principal. 1n most cases, the borrowers are unaware of the fraud and generally

are the secondary victims. This second form of fraud is symptomatic of agency problems that

37 All references to the secondary market in this Article denote the market for the sale of mortgage-backed

securitiesto investors, either through private placements or public offerings. Ingtitutional investors such as banks
and thrifts and government-sponsored entities such as Fannie Mae and Freddie Mac purchase mortgage-backed
securitiesin private placements. The public can invest in mortgage-backed securities through public offerings.

3 See, e.g., HUD-Treasury Report, supranote __, a 21-22, 80; Sturdevant & Brennan, supranote___, at
37; Patrick Barta, Is Appraisal Process Skewing Home Values?, WALL ST. J,, Aug. 13, 2001, at A-1 (hereinafter
“Barta, Is Appraisal process Skewing”).
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characterize lenders, borrowers, mortgage brokers, federal loan guarantors and the secondary
market, as we will describe.

D. Other Forms Of Lack Of Transparency That Are Not Actionable As Fraud

In other mortgages that are devoid of fraud, lack of transparency may till be aproblem. In
contragt to loans involving fraud, this group of loans involves misleading omissions that are
currently countenanced by law.

In most mortgages, federal law requires the disclosure of certain loan terms or costs,
either under TILA* or RESPA.* Both statutes seek to supply consumers with standardized cost
information about mortgage loans in order to facilitate comparison shopping. TILA does so by
requiring lenders to disclose two key figures, the finance charge and the annual percentage rate
(APR). The finance charge purportsto measure the total cost of credit in dollars, including
interest payments, points, origination fees and private mortgage insurance. The APR provides a
different measure of total credit cogs by translating the lump sum finance charge into an
effective interest rate per year.*

RESPA seeks to provide consumers with adequate disclosures about closing costs for
mortgages. Under RESPA, lenders must provide borrowers with two different disclosure

statements. In the good faith estimate of settlement costs (GFE), lenders must provide borrowers

% 15 U.S.C. 88 1601 et seq.
40 12 U.S.C 88 2601 et sq.
4 See generally HUD & Federal Reserve Board, Truth in Lending Act and the Real Estate Settlement

Procedures Act, Joint Report to Congress, Executive Summary | (July 1998) (available at
<http://www.federalreserve.gov/boarddocs/rptcongresstila.pdf>) (hereinafter cited as “HUD-Fed Joint Report”);
Rohner & Miller, supranote  , at 179.
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with an itemized estimate of the closing costs. Later, at the closing, lenders must provide a
HUD-1 settlement statement that reflects the actual closing costs that borrowers must pay.*

Both RESPA and TILA have loopholes that hinder effective disclosure. Under TILA,
significant cods are excluded from the finance charge and APR, meaning that the reported total
cost of credit istoo low. These exclusions include fees for credit reports, appraisals, inspections
by lenders, flood certifications, document preparation, title searches and title insurance, as well
as notary fees, recording fees and government taxes.*® RESPA'’s disclosure system has flawsin
timing and enforcement. GFEs do not have to be provided until three days after application,
after an application fee has already been paid. Furthermore, since lenders face no liability for
errors on the GFE or the HUD-1 settlement statement, estimates sometimes bear little
relationship to actual costs. Both flaws mean that GFES are not useful tools for comparison
shopping.* Similarly, while borrowers may request their HUD-1 settlement statements a day
before closing, they do not need to be informed of that right and there is no requirement that
advance settlement statements be accurate.”

Other pricing practices that are not regulated by TILA and RESPA hamper transparency

aswell. Inthe prime mortgage industry, points generally are accompanied by areduction in the

42

See generally HUD-Fed Joint Report, supranote , Executive Summary 1.

” Seeid. at VII-XI.
4 Seeid. at XI. Inarecent survey of GFEs, economist Mark Shroder found that many of the GFEs were off
by “afair amount” and that aminority of borrowersreceived “large underestimates.” Shroder, supranote  , a
12.
45 See HUD-Fed Joint Report, supranote __, Executive Summary X1X. HOEPA provides somewhat
stronger protections for the scant one percent of subprime laws that fall within its coverage. Under HOEPA, the
lender must make certain written disclosures three days before closing. See 12 C.F.R. §226.32; notes -
infra and accompanying text.
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interest rate®® The purpose of this tradeoff is to afford borrowers the option of defraying part of
the cogt of borrowing by paying a liquidated sum up-front in points in exchange for lower
interest payments in the future. For similar reasons, conventional lending norms state that
prepayment penalty provisions go hand-in-hand with reductions in interest rates.”’

The rationale for these norms is to afford borrowers a choice in how they wish to defray
the time-price differential of money. Legitimate lenders provide such achoice. Predatory
lenders, in contrast, subvert this conventional tradeoff by layering points or prepayment penalties
on top of high interest rates on atake-it-or-leave-it basis. In competitive loan markets, market
forces and disclosures are generally sufficient to curb such abuses. Inthe market for predatory
loans, however, disclosures are usually incomprehensible and market forces do not provide

sufficient constraints against that conduct, for reasons that we will explain.

46 See, e.g., Kathleen E. Keest & Elizabeth Renuart, THE CosT OF CREDIT REGULATION AND LEGAL

CHALLENGES 163 (2d ed. 2000) (“points are usually treated as a discount withheld from the loan, thusreducing the
amount that the borrower receives’) (footnote omitted) (herenafter cited as “THE CosT oF CREDIT”); Sturdevant &
Brennan, supranote __, at 38; WEICHER, supranote ___, a 67 (in the legitimate subprime market, “[t]he higher
the interest rate a borrower iswilling to pay, the fewer points may be charged, and conversdy”).

4 See In Reality, “ Predatory Lending” Isn't Easy to Define, supranote  (“[p]lease keep in mind that
having no prepayment penalty is a double-edged sword: it helps with eiminating prepayment penalties at the price
of amuch higher interest rate”); WEICHER, supranote ___, at 71-74.

Under the HOEPA, the Federal Reserve Board limits prepayment penalties for high-cost, closed-end home
mortgage refinance loans. Prepayment penalties are only allowed if they arein effect for no more than five years
following closing, if the refinancing is performed by someone other than the original lender or an affiliate, and if the
consumer’ stotal monthly debts at closing (including the HOEPA [oan) do not exceed half of her verified monthly
grossincome. 12 C.F.R. 8 226.32(d). Loansthat are outside of HOEPA'’ s coverage are not subject to these
restrictions on prepayment clauses.
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E. Loans That Require Borrowers To Waive Meaningful Legal Redress

Many home mortgage loans, particularly subprime loans, contain non-negotiable,
mandatory arbitration clauses that bar the borrowers from seeking judicial redress.*® Some
clauses may prohibit borrowers from joining plaintiff class actions against lenders. Other clauses
shift lenders’ attorneys’ fees on to the borrower.*
[1. MARKET SEGMENTATION AND PREDATORY LENDING

As we have suggested, the pathologies that epitomize predatory lending are the product
of market failures in the subprime mortgage market. In this section of the paper, we describe
how changes in the financial services market have altered the conventional home mortgage
market and given rise to predatory lending. In particular, we argue that today’ s home mortgage
market is replete with information asymmetries that predatory lenders have exploited to the
detriment of borrowers who are disconnected from the credit market.

We begin with a discussion of the conventional theory of the market for home mortgages
and the impact of historical lending practices on low and moderate income (LMI) borrowers.
Later, we examine the ways in which securitization, new mortgage products, and incentives for

lenders to focus on LMI borrowers have altered the home mortgage market. We then explain

8 See Shelly Smith, Mandatory Arbitration Clauses In Consumer Contracts. Consumer Protection and the
Circumvention of the Judicial System, 50 DePAuL L. R. 1191, 1191-92 (2001) (discussing the problems with
mandatory arbitration clauses in consumer contracts).

49 See HUD-Treasury Report, supranote __, at 99.

In therecent case of Green Tree Financial Corp.-Alabamav. Randolph, ~ U.S.  ,121 S, Ct. 513
(2000), which involved a TILA claim by a borrower against a mobile home finance lender, the [oan contained a
mandatory arbitration clause that was silent asto arbitration procedures, costs and fees. The borrower sought to
invalidate the arbitration clause, arguing that she did not have sufficient resources to pay if the arbitration eventually
resulted in fees. In a5-to-4 decision, the Supreme Court rejected her claim for lack of evidence of prohibitive fees:
“[W]here, ashere, aparty seeks to invalidate an arbitration agreement on the ground that arbitration would be
prohibitively expensive, that party bears the burden of showing thelikelihood of incurring such costs.” _ U.S. at
_,121 S Ct. at 522. Whilethe Court suggested that prohibitive filing fees or charges by the arbitrator would
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predatory lenders’ emergence and how they have been able to exploit information asymmetries
to the detriment of many LMI borrowers. Inthe concluding section, we explain why the market
will not correct these inefficiencies.

A. The Conventional Theory Of The Market For Home Mortgages

In a market with full information about borrowers characteristics, we would expect that
the price™ of aloan would reflect the risk presented by the borrower. All else being equal and
with full information, for every borrower, lenders could determine a loan price that would be the
risk-adjusted equilibrium price. The reality, however, is that lenders do not have full information
about the risk that borrowers will default, the costs of foreclosure if they do default and the net
amount recoverable in the event of foreclosure. Asaresult, lenders cannot accurately identify
borrowers who present the greatest risk and cannot price loans accurately based on risk.

Twenty years ago, Stiglitz and Weiss recognized that this lack of information creates an
adverse selection problem that prevents the market for mortgages from clearing.® The key to
this adverse selection problem is that high interest rates deter the borrowers who are risk-averse
and who present alow risk of default. Conversely, high interest rates are less likely to deter

borrowers who are willing to take on high levels of risk and who present a greater risk of

provide grounds for striking down an arbitration clause, it created a Catch-22 by requiring litigants to proceed to
arbitration in order to adduce proof that they face excessive fees at al.

%0 The price of loansincludes the nominal interest rate, points, insurance and all other fees associated with a
loan.

5t Joseph E. Stiglitz & Andrew Weiss, Credit Rationing in Marketswith Imperfect Information, 71 AMER.
EcoN. Rev. 393 (1981) (hereinafter Stiglitz & Weiss, Credit Rationing); Joseph E. Stiglitz & Andrew Weiss,
Macro-Economic Equilibrium and Credit Rationing (NBER Working Paper Series No. 2164, 1987). For an
expanded discussion of the Stiglitz and Weiss model, see William C. Gruben, et al., Imperfect Information and the
Community Reinvestment Act, ECON. Rev. 27, 30-31 (Summer 1990).
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default.®> Thus, according to Stiglitz and Weiss, if lendersraise interest rates, they will attract
loan applicants who present elevated risks of default and they will deter borrowers who present
lower default risks.*®

Given that lenders cannot identify the less risky borrowers and that high interest rates will
deter the very borrowers whom they seek to attract, lenders will set the price of loans below the
market-clearing rate> Lenders further reduce their risk by limiting the amount that borrowers
can borrow.*® This has the effect of creating an additional safeguard against default by risky
borrowers and deters risky borrowers that want to borrow more money than lenders will permit.*
The result under the Stiglitz and Weiss model is that: (1) the demand for loans will exceed the

supply; (2) to the extent that lenders can identify applicants’” who are high default risks, *® the

52 Lessrisk-averse borrowers will be more likely to assume loan obligations that they cannot meet. This may

be because they have an inflated sense of their ability to meet their loan obligations, they are by nature risk-taking,
they do not understand the loan terms and/or the personal costs of default may be low for them. For an analysis of
the private costs of default, see Jan K. Brueckner, Mortgage Default with Asymmetric Information, 20 J. R.E.
FINANCE & ECON. 251, 252 (2000).

53 See Michadl Klausner, Market Failure and Community Investment: A Market-Oriented Alternative to the
Community Reinvestment Act, 143 U. PENN. L. Rev. 1561, 1566-68 (1995) (observing that if lenders were to make
loans to the highest bidders, the lenders would be loaning to the riskiest and least risk-averse borrowers).

> Stiglitz & Weiss, Credit Rationing, supranote___, at 394,

% This could be done through loan-to-value ratios or through across-the-board limits on the maximum sze of
loans.

%6 See Brueckner, supranote |, at 252, 264.

5 Sometimes it isnot possible to observe therisk presented by borrowers, e.g., if borrowers do not participate

in the credit economy and, therefore, have no credit history. Even where it may be possible to evaluate the risk
borrowers present, the cost of obtaining and eval uating the relevant information may exceed the benefit of extending
credit to these borrowers. See Klausner, supranote _, at 1568.

%8 The determination that borrowers arerisky can be based on array of different factors. It could be that the

borrowers have weak or no credit histories. In other cases, borrowers may not have financial information in aform
that is easy for lendersto assess or there may be arisk that the underlying collateral will not retain its value.
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lenders will reject their applications for loans; and (3) among the remaining applicants in the
gueue, who are observationally indistinct, some will receive loans and other will not.*

Until the late 1980s, the home mortgage market behaved as Stiglitz and Weiss predicted.
Federally insured banks and thrifts dominated the market for home mortgage loans.®® There was
minimal risk-adjusted pricing,®* each bank was limited in the amount of funds it could lend® and
demand exceeded supply.® Most importantly, for the purposes of this paper, credit rationing
significantly constrained the amount of mortgage capital available to low and moderate income
borrowers. Thisis because LMI borrowerstend to present greater risks of default than their

more affluent counterparts.®

% Thereason that lenders will not lend to all observationally indistinct borrowers isthat when lenders set the

price of loans at arate below the market clearing level, the amount of funds that they can raise to lend is limited.
The margina cost of procuring additional fundsthat would meet the demand of the excluded, observationally
indistinct borrowers would exceed the marginal benefit that would accrue from lending to them. For amodel of this
phenomenon, See Stiglitz & Weiss, Credit Rationing, supranote , at 397.

The theory of credit rationing persists even if borrowers are able to provide collateral. For adiscussion of
therole of collateral in credit rationing, see Dwight M. Jaffee & Franco Modigliani, A Theory and Test of Credit
Rationing: Reply, 66 AM. ECON. Rev. 918 (1976).

€0 As one author described the market: “the banking system had a monopoly on the liquid assets of the
nation.” Lowell Bryan, The Risks, Potential and Promise of Securitization, in A PRIMER ON SECURITIZATION 171-72
(Leon T. Kendal & Michael J. Fishman, eds. 1996). Finance companies and other nonbank lenders wrote home
loans, but they only represented a fraction of the home mortgager market.

61 John V. Duca & Stuart S. Rosenthal, Do Mortgage Rates Vary Based on Household Default
Characteristics? Evidence on Rate Sorting and Credit Rationing, 8 J. REAL ESTATE FINANCE & ECON. 99, 107
(1994).

62 Leland C. Brendsd, Securitization’s Role in Housing Finance: The Special Contributions of the
Government Sponsored Enterprises, in Kendall & Fishman, supra note , a 19,

& Lewis S. Ranieri, The Origins of Securitization, Sources of its Growth, and its Future Potential, in Kendall
& Fishman, supra note , at 32,

64 Keith N. Hylton & Vincent D. Rougeau, Lending Discrimination: Economic Theory, Econometric
Evidence, and the Community Reinvestment Act, 85 Geo. L.J. 237, 259 (1996); Klausner, supranote __, at 1568.

While there was some rate sorting in the past, i.e., offering borrowers different loan prices based on their
observable levels of risk, the overwhelming evidence reveals that credit rationing had the effect of rationing most
LMI borrowers out of the home mortgage market. Stiglitz & Weiss, Credit Rationing, supranote __, at 406; Duca
& Rosenthal, supranote ___, at 101-02.

23



B. Changes In The Home Mortgage Market

Beginning in the 1980s, several changes in the financial services market led to an
increase in the amount of capital available to lend and spurred the emergence of new types of
lenders. The most important changes were the securitization of home mortgages, the availability
of new mortgage products and incentives for lendersto increase their lending activity in LMI
neighborhoods.

1 Securitization

Freddie Mac spearheaded the securitization movement in the 1970s in an effort to
increase the amount of available mortgage capital. Widespread securitization by government-
sponsored entities (GSES)® and the private sector began in the 1980s and by 1993, sixty percent
of home mortgage loans were securitized.®® In the process, securitization single-handedly
transformed the financial services market. It is now routine for lenders to originate loans and sell
them to secondary market institutions, which provide a steady stream of capital to lend.*

Securitization is the process of converting packages of home loans into securities that are

backed by collateral in the form of loans.®® The first step in the securitization processis for a

& The most well-known GSEstoday are Fannie Mae and Freddie Mac.
€6 Brendsdl, supranote __, at 17-19. During the same time period, investment fund managers were looking
for new investment vehicles and mortgage-backed securitiesfit the bill. Leon T. Kendall, Securitization: A New
Erain American Finance, in Kendall & Fishman, supra note ,a 2-3.

o7 Securitization not only generates more mortgage capita, it also adds value by reducing risks and costs
through diversification. For example, by pooling individual loans, the collective risk of a package of loans
defaulting is less than the average risk of any one loan going into default.

In addition, once loans are securitized, under the holder in due course rule, borrowers typically cannot
defend non-payment on the grounds that the lenders engaged in unlawful activity related to the loan, for example, by
committing certain types of fraud on borrowers. Seenotes infra and accompanying text. This hasthe effect of
increasing the value of the loans upon securitization.

&8 Tamar Frankel, Securitization (Asset-Backed Securities and Structured Financing), in FINANCIAL PRODUCT
FUNDAMENTALS: A GUIDE FOR LAWY ERS 4-2 (1999).
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lender to make loans to borrowers. The loans then are bundled and transferred to an entity, often
known as a “special purpose vehicle’ (SPV) that passively holds the loans.®® The SPV adds
credit-enhancements that have the effect of reducing the risks associated with defaults.” The
SPV then creates and issues the mortgage-backed securities and sells the securities to investors.™
The proceeds from the sale of the securities are passed on to the entity that sold the loans less the
expenses that the SPV incurred. 1n some cases, the SPV services the loans, i.e., collects the loan
payments, and distributes the proceeds to the investors.” Other times, the seller of the loans
retains the servicing rights.

Securitization, by making possible a constant flow of money to the home mortgage
market, has dramatically altered the business of mortgage lending. Banks and other lenders do
not suffer from liquidity restraints and more funds are available to lend borrowers.

Securitization also has created opportunities for nonbank Ienders to enter the home mortgage
market.” Lenders no longer need to be large financial institutions with significant deposits and
capitalization. Rather, thinly-capitalized mortgage bankers and finance companies can originate

loans for sale on the secondary market.™

69 These entities may take anumber of different organizational forms, e.g., trusts, corporations, or

partnerships. Frankel, supranote  , at 4-4.
70 Examples of credit enhancements are insurance and third-party guarantees. Frankel, supra note , a 4-
15; Kendall, supranote a 4. Inaddition, secondary market purchasers can require recourse provisions,
which also reduce the risks associated with default.

n When loans are securitized by government-sponsored entities, the GSEs purchase and package the loans,
create the securities and market the securities through brokers. Brendsdl, supranote _, at 21.

2 Asdiscussed infra at note and accompanying text, when sdllersretain servicing rights, they have a
greater interest in the quality of theloans.

& Brendsd, supranote __, at 24.

“ Id.
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2. Expanded Mortgage Products

Historically, lenders primarily offered cookie-cutter, fixed-rate loans. Coincident with
the expansion of the home mortgage market in the early 1980s, Congress enacted the Depository
Institutions Deregulation and Monetary Control Act of 1980 (DIDMCA)™ and the Alternative
Mortgage Transactions Parity Act of 1982 (AMTPA),” both of which paved the way for the
proliferation of new mortgage products.”

In DIDMCA, Congress extended the favorable variable rate ceiling for national banks to
all federally insured banks and thrift institutions™ and preempted all state usury ceilings on
“interest, discount points, finance charges, or other charges’ for loans secured by first mortgages
on debtors' homes, including conventional homes and mobile homes.” Asaresult, lenders who
wanted to charge higher rates had new incentives to refinance first mortgages, rather than to offer
junior mortgages, whether home equity lines or otherwise, that were subject to state usury laws.®

Along asimilar vein, in AMTPA, Congress extended the liberal mortgage lending

regulations for federally chartered depository institutions to most lenders making senior and

" Pub. L. No. 96-221, 94 Stat. 164 (1980).

e Pub. L. No. 97-320, 96 Stat. 1469 (1982).
77 See generally Office of Thrift Supervision, Advance notice of proposed rulemaking, Responsible
Alternative Mortgage Lending, 65 Fed. Reg. 17811, 17813-14 (Apr. 5, 2000).

78 12 U.S.C. 88 1463(g), 1785(g), 1831d(a); seealso 12 U.S.C. § 85. That change permitsinsured depository
ingtitutions of all typesto set interest rates as high as one per cent over the discount rate on ninety day commercial
paper in effect at the Federal Reserve District in which theingtitution “islocated.” 1d.

7 12 U.S.C. § 1735f-7a.
80 Although Congress permitted the states to enact laws opting out of federal preemption, only sixteen did
S0, either in part or in whole. See THE CosT oF CREDIT, supranote _, at 64, 72-74; Julia Patterson Forrester,
Mortgaging the American Dream: A Critical Evaluation of the Federal Government’s Promotion of Home Equity
Financing, 69 TULANE L. Rev. 373, 398-400 (1994) (hereinafter “ Forrester, American Dream” ); Mansfidd, supra
note __ , at 492-520.
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junior residential mortgages.® These regulations preempted old restrictions that limited lenders
to making fixed-rate, amortizing mortgages.®* Asaresult, lenders received the green light to
make adjustable rate mortgages, mortgages with balloon payments and non-amortizing
mortgages where borrowers pay off the interest but not the principal.
3. Incentives To Lend To LMI Borrowers

Both market incentives and federal initiatives have made it appealing for some lendersto
focus on LMI borrowers. Inthe past, credit rationing excluded many potential LMI borrowers
from the home mortgage market. Asaresult, there have been high levels of demand for loans
and little competition from traditional lenders in LMI neighborhoods. In addition, many LMI
homeowners experienced arise in their wages and home values in the 1990s.®* Lenders have
tapped into borrowers' increased cash flow and have secured their loans with borrowers
increased equity.

In terms of federal initiatives, one piece of legislation that has encouraged lendersto

focus on LMI borrowers is the 1992 Federal Housing Enterprise Financial Safety and Soundness

8l 12 U.S.C. §8 3801 et seq.
82 Congress gave states an opt-out provision, but only six states chose to exercise that option. See THE Cost
OF CREDIT, supranote ___, at 64, 72-74, 109-111; Office of Thrift Supervision, Advance notice of proposed
rulemaking, Responsible Alternative Mortgage Lending, 65 Fed. Reg. 17811, 17813-14 (Apr. 5, 2000); Forrester,
American Dream, supranote  , at 400-01. The act authorizes lendersto make alternative mortgage loans aslong
asthetransactions are "in accordance with” appropriate and applicable OTSregulations. OTSisgiving
consideration to whether to amend those regulations in some way to deter predatory loans. See Responsible
Alternative Mortgage Lending, supra, a 17815-16.

8 Arthur Kennickell et al., Family Finance in the U.S:: Recent Evidence from the Survey of Consumer
Finances, 83 FED. REs. BuLL. 1, 5 (January 1997); Glenn B. Canner et al., Recent Devel opments in Home Equity
Lending, FED. RES. BULL. 241, 249 (April 1998) (hereinafter “Canner et al., Recent Developments’).

Low and moderate income borrowers are the fastest growing group of borrowers in the mortgage market.
Keith N. Hylton, Banks and Inner Cities. Market and Regulatory Obstaclesto Development Lending, 17 YALE J. ON
ReG. 197, 205 (2000) (citing John R. Wilke, Giving Credit: Mortgage Lending to Minorities Shows a Sharp 1994
Increase, WALL ST. J., Feb. 13, 1996, at Al).
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Act,® pursuant to which the Department of Housing and Urban Development (HUD) sets
affordable housing lending goals for Freddie Mac and Fannie Mae. The 1996-2000 goals issued
pursuant to the Act required that forty-two percent of Freddie Mac’s and Fannie Mag' s loan
purchases come from low and moderate income households. The goal for 2001 was fifty
percent.® Additional HUD mandates required that Fannie Mae and Freddie Mac significantly
increase their purchases of loans from high minority and/or low-income census tracts®® The
HUD goals expanded the market for lenders who originate loans in LMI neighborhoods with the
intention of selling their loans to Fannie Mae and/or Freddie Mac. Similarly, the Community
Reinvestment Act (CRA) created incentives for bank and thrift holding companies to originate or
purchase loans in LMI neighborhoods in order to improve their CRA examination ratings and
prospects for merger approval.®

Federal Housing Administration (FHA) insurance through HUD creates an additional

incentive® for lending in LMI neighborhoods by reducing the cost to lenders of default. The

84 12 U.S.C.A. §4501, et seq. (1992).

& Fannie Mae, HUD' s Proposed Affordable Housing Goals. Fannie Mae’'s Comment Letter (May 8, 2000) at
110 (hereinafter “Fannie Mae, Comment Letter”).

8 Id.

87 See, e.g., HUD-Treasury Report, supranote __, at 106.

Thereis some dispute whether the CRA actually is responsible for increased home mortgage lending to
LMI borrowers. For adiscussion of attempts to study the impact of the CRA on low and moderate income lending,
see Saly R, Merrill et al., 111 HOUSING FINANCE FOR LOW AND MODERATE INCOME HOUSEHOLDS: INNOVATIONS IN
THE UNITED STATES AND AROUND THE WORLD 14-17 (2000). See also ROBERT E. LITAN et al., THE COMMUNITY
REINVESTMENT ACT AFTER FINANCIAL MODERNIZATION: A BASELINE REPORT 69 (2000) (assessing the impact of
the CRA on LMI lending) (hereinafter “LITAN et al., BASELINE REPORT”); Eric S. Belsky et al., The Impact of the
Community Reinvestment Act on Bank and Thrift Home Purchase Mortgage Lending (unpublished paper) (March
2001) (finding that the CRA has been effective in increasing home purchase mortgages in LMI neighborhoods); but
see Drew Dahl et al., Does the Community Reinvestment Act Influence Lending? An Analysis of Changesin Bank
Low-Income Mortgage Activity (unpublished paper) (May 2000) (calling into question the impact of regulatory
pressure on low and moderate income lending); Keith N. Hylton & Vincent D. Rougeau, The Community
Reinvestment Act: Questionable Premises and Per Verse Incentives, 18 ANN. REV. BANKING L. 163 (March 1999)
(chalenging the efficiency of the CRA).
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majority of borrowers who are covered by FHA insurance are low to moderate income
households.®* If and when these FHA-insured borrowers default, the FHA reimburses the
lenders for their foreclosure costs and expenses related to the sale of covered property.® In
addition, FHA insurance reimburses lenders for the outstanding interest that accrues between
default and foreclosure, property taxes and maintenance costs.” Given that many LMI
borrowers have elevated risks of default, the increased availability of FHA insurance decreases
the downside risk to lenders.*
4. The New Market Structure

The changes in home mortgage market have made it possible for borrowers of all risk
levelsto work with an array of different loan originators and select from a menu of loan products
offered by both prime and subprime lenders. An irony of these market changes isthat they have
contributed to the emergence and success of predatory lenders. Conceivably, predatory lenders
now can originate predatory loans in LMI neighborhoods and sell them to private secondary

participants and, conceivably, the GSEs. Fannie Mae and Freddie Mac.*® Likewise, they can find

8 In January 2001, HUD announced an increase of nine percent in the size of the mortgagesthat it insures.

HUD Raises Ceiling on FHA Mortgages, PORTLAND OREGONIAN (Jan. 14, 2001).
8 Low and moderate income borrowers accounted for seventy percent of FHA insured loansin 1998. See
Merrill et al., supranote .

0 Terrence M. Clauretie & Thomas Herzog, The Effect of State Foreclosure Laws on Loan Losses: Evidence
from the Mortgage Insurance Industry, 22 J. MONEY, CREDIT & BANKING 225 (1990).

Thisreduction in transaction costs also has the perverse effect of reducing the costs to predatory lenders of
foreclosure. HUD-Treasury Report, supranote _ , at 21.
o Terrence M. Clauretie & Mée Jameson, Interest Rates and the Foreclosure Process. An Agency Problemin
FHA Mortgage Insurance, 57 J Risk & INSURANCE 701, 701-02 (1990).
92 These savings are not inconsequential. The period between default and foreclosure sale easily can take as
long asa year.
9 In response to this risk, Fannie Mae and Freddie Mac ingtituted controls to help them to identify predatory
lenders and |oans containing predatory terms. See David Andrukonis, Address to the Neighborhood Relnvestment
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potential loan purchasers among banks that seek to fulfill their CRA obligations by purchasing
loans made to LMI borrowers* Similarly, predatory lenders can make predatory, FHA-insured
loans and insulate themselves somewhat from the cost of defaults.®® Lastly, as we discussinfra,
AMTPA has enabled predatory lenders to peddle complex and predatory loan productsthat are
difficult for inexperienced and unsophisticated borrowers to understand.

We contend that as a result of the changes in the home mortgage market, the market has
segmented into three mortgage markets: a prime market, a legitimate subprime market and a
predatory market.*® The prime market looks much like its historical predecessor. It continues to
cater to low-risk borrowers, who obtain loans from traditional banks and thrifts as well as from
the new breeds of lenders. Although prime lenders still set interest rates below the market

clearing rate to attract borrowers who present low risks of default,”” more of the observationally

Corporation Training Conference (February 23, 2000) (transcript available at
<www.freddiemac.com/speeches/pred_spch.html>); Fannie Mae, Comment Letter, supra note , at 30, 167-69.

94 Nothing in the CRA restricts banking entities from fulfilling their CRA aobligations by purchasing or
originating loans that contain predatory terms. Remarks by Donna Tanoue, former Chairman, FDIC, before the
Bank Adminigrative Institute Conference, Arlington, Va., June 19, 2000 (available at
<http://www.fdic.gov/news/speeches/chairman/sp19June00.htmi>); (“[t]he problem isthat our examination
procedures today concentrate on where aloan was made without regard for the characteristics of theloan™); Adam
Wasch, CRA Assessment Methods Need Update, Seidman Says, Calling It Top Regulatory Issue, BNA BANKING
Rep., Oct. 16, 2000, at 497; Adam Wasch, Demaocrats Propose CRA Update Bill Supporters Say Gore Would Sgn,
BNA BANKING REP., July 24, 2000, at 131. See generally Patricia A. McCoy, BANKING LAW MANUAL: FEDERAL
REGULATION OF FINANCIAL HOLDING COMPANIES, BANKS AND THRIFTS § 8.03[1][b] (2d ed. 2000).

% The FHA has become aware of thisrisk and is now taking steps to identify predatory lenders who work
with FHA-€eligible borrowers. HUD-Treasury Report, supranote___, at 11; John B. O’ Donndll, FHA Begins Acting
on Complaints of “ Flipping;” U.S Wil Demand Redress for Exploited Homeowners, THE BALTIMORE SUN, May
20, 2000, at 4-B; see also 66 FED. ReG. 38302-10 (July 23, 2001) (listing dozens of administrative actions HUD

took againgt mortgagees who engaged in predatory lending in violation of FHA requirements).

% For adiscussion of a paralel phenomenon in the consumer credit industry, see Lynn Drysdale & Kathleen
E. Keest, The Two-Tiered Consumer Financial Services Marketplace: The Fringe Banking System and its Challenge
to Current Thinking about the Role of Usury Laws in Today's Society, 51 S.C. L. Rev. 589 (2000).

o7 For reasons discussed infra at text accompanying notes , banks and thrifts tend to continue to focus
their direct lending activities on prime borrowers and, to the extent that they do engage in risk-adjusted pricing, itis
often limited to prime borrowers.
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indistinct borrowers in the Stiglitz and Weiss queue are able to obtain credit. There are two
reasons for this change. The first isthat lenders now have longitudinal data and sophisticated
credit scoring and underwriting models that make it possible for them to engage in more accurate
risk assessment of people who, in the past, were observationally indistinct.®® The second factor is
securitization itself. Securitization has reduced the marginal cost of procuring additional capital
to lend and consequently lenders are less constrained in terms of the amount of money that they
can lend.*”

Borrowers who present elevated risk levels, including people with impaired credit, can
now look to the subprime market for credit, where they can take advantage of the influx of
mortgage capital and flexible, subprime loan products.’® Subprime lenders charge these
borrowers interest and fees that exceed the rate that traditional prime borrowers pay,

commensurate with the higher risk that they present.’® Most subprime lenders are nonbank

% For example, Fannie Mae' s Desktop Underwriter provides for more accurate risk assessment. Fannie Mae,

Comment Letter, supra note , & 166-68.

Arguably, lenders’ enhanced ability to assess risk and the increased availability of mortgage capital should
lead to risk-based pricing, in which the terms of any loan would reflect the unique risk that a borrower presents
based on the lender’ srisk-assessment model.  For reasons discussed infra, banks and thrifts may be reluctant to
charge higher interest rates for riskier borrowers and thus limit their direct lending to prime borrowers. Just the
same, some commentators contend that as automated underwriting becomes more commonplace in the subprime
market, the prime and subprime markets will integrate and risk-based pricing will become the norm. See MAKING
FAIR LENDING A REALITY IN THE NEW MILLENNIUM 23-27 (A. Bogdon & C. Bell, eds. 2000).

9 As Stiglitz and Weiss' s modd predicted, an increase in the ability to assess risk and a decrease in the
marginal cost of obtaining capital to lend hasled to reduced credit rationing in the prime market. Stiglitz & Weiss,
Credit Rationing, supranote___, at 397.

100 In recent years, the subprime market has grown tremendoudly. The percent of home purchase mortgages
issued by prime lenders dropped from 95 to 86 percent between 1993 and 1998. During this same period of time,
subprime lenders tripled the number of loansthey issued. Glenn B. Canner & Wayne Passmore, The Role of
Soecialized Lendersin Extending Mortgages to Lower-Income and Minority Borrowers, FED. RES. BuLL. 709, 709-
10 (November 1999). Subprime lendersissued fewer than one percent of mortgagesin the early 1990s. By the end
of 1997, oneindustry expert estimated that subprime lendershad captured in excess of ten percent of the home
mortgage market. WEICHER, supranote___, at 37.

101 See Canner et al., Recent Developments, supranote __, at 244.
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entities'® that emerged as the result of securitization. We refer to the subprime lenders who do
not engage in predatory practices as legitimate subprime lenders.

The third market is the predatory loan market. The borrowersin this market are people
who, because of historical credit rationing, discrimination, and other social and economic forces,
are disconnected from the credit market.'® They have arange of credit ratings and some actually
would qualify for prime loans.’® Others may have blemished credit histories and rightly are
classified as subprime borrowers. Still others may be able to afford modest loan payments, but
cannot afford large loans with high interest rates. The final group of borrowersin the predatory
loan market cannot afford any credit regardless of the terms. In the predatory loan market,
brokers and originators exploit borrowers disconnection to the credit market and make loans
with predatory terms.

C. Market Failures And Predatory Lending

The fact that there are subprime and prime-eligible borrowers who are entering into
predatory loans suggests that the home mortgage market is inefficient. In this section of the
paper, we identify the inefficiencies that have impeded the evolution of a price-competitive home

mortgage market and enabled predatory lenders to thrive. We begin by discussing how

102 Thisisnot to say that banks limit their lending to prime borrowers. Increasingly, evidence suggests that

banks have a presence in the subprime market, including participating in predatory lending, through their
subsidiaries and through the purchase of subprime loans and/or securities backed by subprime mortgages. Seee.g.,
Evan M. Gilreath, The Entrance of Banks into Subprime Lending: First Union and the Money Sore, 3 N.C.
BANKING INSTITUTE 149 (1999).

108 Cf. Associates Home Equity Services, Inc. v. Troup, No. A-3410-00T 1F, 2001 N.J. Super. LEXIS 318, at
*8n.2 (N.J. App. July 25, 2001) (citing expert testimony that a*“dual housing finance market existsin New Jersey
for therefinance and homerepair loans’ market).

104 See Freddie Mac, AUTOMATED UNDERWRITING, supranote ___, ch. 5 & nn.5-6 (estimating that between
ten and thirty-five percent of subprime borrowers qualified for prime-rate |oans); see also Howard Lax et al.,
Subprime Lending: An Investigation of Economic Efficiency 16 (Working Paper December 21, 2000) (empirically
finding that there are borrowers with subprime loans who do not present elevated levels of risk).
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predatory lenders can exploit information asymmetries to the detriment of borrowers who are
disconnected from the market. We then discuss why lenders and secondary market participants,
both of whom ostensibly have an interest in countering the information asymmetries in the
market, will not take stepsto correct them. In the concluding portion, we explain why
competition among banks, thrifts, legitimate subprime lenders, and predatory lenders has not
eliminated the market for predatory loans.

1 Information Asymmetries. Opportunities For Predatory Lenders And
Brokers

The emergence of new market intermediaries has led to a significant increase in
information asymmetries among brokers, lenders, secondary market participants, and borrowers.
For example, lenders and secondary market purchasers have different levels of knowledge about
borrowers’ risk and different levels of commitment to accurate risk assessment.'® This enables
lenders to gain an advantage by withholding information from secondary market purchasers.
Our main concern here is with the information asymmetries'® that exist between inexperienced
borrowers who are disconnected from the credit market, and predatory lenders and brokers. An
understanding of the nature of these information asymmetries and the ways that lenders can
exploit them s critical to our analysis. Thisis because any proposals to redress predatory
lending should be designed to counteract market inefficiencies that make predatory lending
possible.

Lenders and brokers have extensive knowledge about the credit market and mortgage

products. In contrast, the typical victims of predatory lenders are unsophisticated about their

105 See Brendsd, supranote___, at 26 (noting that when lenders originated and held loans, the lenders were

more committed to maintaining quality).

106 Information asymmetries also exist between brokers and lenders, and lenders and secondary market

participants, aswe discussinfra.
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options.™ Many of them historically were excluded from the home mortgage market because of
credit rationing. They may need credit, but may not be aware that they are eligible for loans.
Many do not know that there are alternative sources of less expensive credit. And when lenders
and brokers give these borrowers estimates and loan documents, the borrowers may not be able
to comprehend the information. Predatory brokers and lenders take advantage of these
information asymmetries and induce borrowers to commit to loans that are predatory. When the
borrowers cannot repay these loans, the predatory lenders reappear on their doorsteps, offering
the borrowers an opportunity to escape foreclosure by refinancing (“flipping”) their loans.*®
Each time the borrowers refinance,*® the lenders tack huge “refinancing” fees and prepayment
penalties on to the original principal. The fees and penalties mount with each refinancing and
eventually many borrowers leverage all their equity. Upon default, the lenders collect their

profits at foreclosure.™°

107 Seelaxetal., supranote a2 (finding that risk isthe key factor determining whether borrowers
loans are prime or subprime, but also finding that “borrowers demographic characteristics, knowledge, and
financial sophistication . . . play a statistically and practically significant role in determining whether they end up
with subprime mortgages’). For afuller discussion of these issues, seenotes___ infra and accompanying text.

108 HUD-Treasury Report, supranote __, at 74.

109 When borrowers cannot meet their loan obligations, they have to choose between defaulting and
refinancing. Asthey drain their equity and increase their payment obligations, their ability to obtain loans from
prime lenders drops.

110 Any strategy based on realizing the price through foreclosure is risky because the profits from the predatory
loans may be offset by the costs of foreclosure, and because thereisarisk of deflating housing values. See
generally Schill, supra note __, at 489 (reviewing the costs associated with foreclosure).
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2. Taking Advantage Of Information Asymmetries: Locating And Marketing
Predatory Loans To Disconnected Borrowers

a | dentifying Communities And People To Target

In order to exploit these information asymmetries, predatory lenders need to identify
people who are disconnected from the credit economy and therefore, are unlikely or unable to
engage in comparison shopping. The people most likely to meet these criteriaare LMI people™
of color**? who, because of credit rationing, discrimination, and other social forces, have not had
experience with legitimate lenders.”® It isrelatively easy for predatory lenders to identify these
potential borrowers. They can use HMDA datato identify areas of cities in which there is
minimal or no lending activity by prime lenders. They can also use census datato find
neighborhoods with high percentages of people of color and LMI residents.

Not all LMI borrowers are disconnected from the credit market and thus vulnerable to the
wiles of predatory lenders. Just the same, there may be practical reasons why even LMI
borrowers with past experience with lenders fall prey to predatory lenders. This may be because
they have become infirm or feel that it is not safe to venture far from their homes.*** They may

not have phones needed for comparison shopping and applications or, if they have them, they

1 Although it is possible that more affluent borrowers could fall prey to predatory lenders, affluent borrowers

typically have the financial meansto hire attorneys to review loan documents and sufficient market experience and
sophistication to protect themselves.

12 Predatory lenders particularly target LMI people of color. See, eg., Lax etal., supranote a8
(finding that subprime borrowers tend to live in low-income nel ghborhoods with disproportionately high
concentrations of people of color). For ingance, in one lawsuit againg a predatory lender, the evidence revealed
that the lender’s predatory loan activity was primarily in low-income neighborhoods of color and that the lender did
“little or no business in predominantly white [low-income] neighborhoods.” HUD-Treasury Report, supra note
at 22.
13 Approximately thirteen percent of American households do not have any relationship with a bank; the bulk
of these people have low to moderate incomes. Kennickell et al., supranote  , at 7. Lessthan haf of African-
American households maintain checking accounts. Peter P. Swire, Equality of Opportunity and Investment in
Creditworthiness, 143 U. PenN. L. Rev. 1533, 1536 (1995).

114

HUD-Treasury Report, supra note ,a 39, 72.

35



may find it difficult to understand people over the phone.**> Likewise, they may not have access
to transportation that could bring them to the offices of legitimate lenders. These concerns are
heightened for disabled people and senior citizens.™'® More affluent borrowers facing these
obstacles can enlist friends or family members who have the resources to help them understand
and shop for loans.

Armed with these various incentives to lend in LMI neighborhoods, predatory lenders
procure information that enables them to identify specific individuals™’ with equity in their
homes and pressing needs for money.™® They can search registries of deedsto identify
homeowners who do not have mortgages or who are close to paying off their mortgages.**® From

the local tax office, they can learn of homeowners who have outstanding taxes'® and, therefore,

15 LITAN et al., BASELINE REPORT, supra note , at 18.

116 An AARP study found that over half of all people over fifty do not comparison shop before taking out
loans. American Association of Retired Persons, AARP Consumer Home Equity/Home Improvement Lending Survey
4 (November 2000).

1 Anecdotal evidence suggests that predatory lenders and brokers focus on refinancing and second
mortgages. Thisis because they target homeowners who are not necessarily shopping for mortgages and obtain loan
commitments before the borrowers become aware of other avenues for obtaining loans. Predatory lenders identify
homeowners through title records and then approach them to refinance or take out second mortgages. This
marketing strategy is less effective in capturing home purchasers who are already in the market for mortgages and
aremore likely to comparison shop.

18 One way that lenders identify people who are unsophisticated and need money is through what are known
as“live checks.” Lenders send unsolicited checks to potential borrowers with aletter explaining that if the
recipients cash the checks, they will be entering into loans with the lenders. Theinterest rates on these loans are as
high as 29 percent. Lenders know that the recipients who cash the checks are willing to borrow money at high
interest rates, presumably because they do not have access to legitimate lenders. The lenders then approach the
borrowers and offer to refinance their homes, wrapping in the previously unsecured debt. Interview with Lisa
Donner, Campaign Director, ACORN (August 17, 2001) (interview notes available from authors).

19 Timothy C. Lambert, Fair Marketing: Challenging Pre-Application Lending Practices 87 Geo. L.J. 2181,
2191 (1999).

120 For an example, see Steve Jordon, Lending Agency Convicted of Predatory Lending Practices, OMAHA
WORLD-HERALD, January 23, 2001. In Cleveland, alender sent out notices the week that rea estate property taxes
were due, saying that property owners taxes might be overdue and offering loansto cover their overdue taxes and
other expenses. Teresa D. Murray, Notices Alarming Property Owners, THE PLAIN DEALER, July 21, 2001, at C1.
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may need money. From municipal offices, they can identify homeowners who have been cited

for housing code violations and thus may be in need of home repair loans. They can drive

through neighborhoods and identify homes with sagging porches, aged roofs and peeling paint.**
b. Predatory Lenders Marketing Tools

Predatory lenders approach the people whom they have identified as potential borrowers
and endear themselves with charm and solicitude that mask their guile. They consciously exude
an aura of expertise and success, intimidating customers from questioning the advisability of the
loans they are offering. Predatory lenders specifically cultivate the appearance of friendship,
causing customersto believe that sales representatives have their best interests at heart. The
seeming show of friendship makes it even harder for customers to ask hard questions.

The way in which predatory lenders exercise market power isto persuade borrowersto
proceed to closing, and to do so before their competitors knock on the door.? To accomplish
this, predatory lenders have a host of marketing tools at their disposal. Some lenders resort to
out-and-out fraud. Other, more sophisticated lenders make truthful disclosures as required by
law, but use a variety of hard-sell tactics. Many of these hard-sell tactics capitalize on LMI
borrowers' lack of experience with this new breed of lenders and their complex products.

Predatory lenders pressure naive borrowers to commit to loans under the pretext that
their opportunity to borrow will soon vanish. The coup de grace lies in persuading customers to

sign their loan applications; once they have signed the applications, customers have a strong

Cf. Lambert, supra note , a 2186-89 (1999) (discussing different sources lenders can tap to identify potentia
borrowers).

121 Forrester, American Dream, supranote ___, at 389.

122 See, e.g., Associates Home Equity Services, Inc. v. Troup, No. A-3410-00T1F, 2001 N.J. Super. LEXIS

318, at *5 (N.J. App. July 25, 2001) (noting evidence that a home improvement contractor “arranged alimousine to
transport” homeownersto lender’ s * office to close theloan™).
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psychological urge to justify their decisions, rather than second-guess them.*?® Inthe end, the
borrowers commit to the loans, grateful for the lenders personal service and willingness to loan
them money.

C. Predatory Lenders Products

As we have already discussed, the information asymmetries between lenders and brokers,
and borrowers are greatest when the borrowers are disconnected from the credit market. These
borrowers are least able to understand the terms of their loans'** and associated risks. In
addition, they often do not know how to seek help understanding loan documents and identifying
important questions to ask lenders. Predatory lenders take advantage of borrowers' lack of
sophistication and lack of access to financial advice and insert loan terms that are not
transparent'® and that would not be acceptable to more experienced borrowers.

In the prime market, borrowers with the best credit can obtain conventional rate
mortgages with payment terms that are relatively easy to analyze. The prime market features
conventional fixed-rate mortgages with interest rates that do not fluctuate, thereby assuring
borrowersthat they will have the same payments for principal and interest every month for the
life of the loan. Although the prime market does offer balloon payments and adjustable rate
mortgages, these mortgages are alternativesto the fixed-rate variety and are left to the discretion
of borrowers. Prepayment penalties are likewise rare in the prime market. Thus, prime

borrowers who are contemplating a fixed-rate loan can calculate with assurance the due date and

123 Cf. Donald C. Langevoort, Selling Hope, Selling Risk: Some Lessons for Law from Behavioral Economics

About Stockbrokers and Sophigticated Customers, 84 CALIF. L. Rev. 627, 649-55 (1996); (describing similar sales
tactics and behaviora responses in the securities industry).

124 Lax et al., supra note , a 10.

125

HUD-Treasury Report, supranote ___, at 60.
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amount of each payment due under their loans. Their ability to repay hinges solely on their
future income and not on changes in the wider economy such as interest rate movements.

In contrast to prime mortgage products, predatory lendersrarely sell plain vanilla, fixed-
rate mortgages with easily understood payment terms. Most predatory loans contain terms that
require borrowers to make difficult probabilistic computations about the likelihood and
magnitude of future market events'® that are entirely outside their control. For example,
predatory loans often feature adjustable rate mortgages (ARMS) whose interest rates and,
therefore, monthly payments fluctuate. In order for borrowersto predict their monthly mortgage
payments in any rigorous way, they would have to calculate the probability of changes in interest
rates for each period in the life of the loan, and determine how the projected changes in the
interest rates would affect their monthly payments. Introductory teaser rates, which also are
common in predatory loans, exacerbate matters by masking true interest rates and lulling loan
applicants into a false sense of security about their ability to repay. Predicting interest rate
movements confounds even the brightest financial analysts. Thus, the prevalence of adjustable
rate mortgages in predatory loans makes it difficult for borrowersto predict their ability to meet
their monthly payments with any confidence.

To compound the market uncertainty associated with adjustable rate mortgages, the
ARMs that predatory lenders market often contain onerous provisions that increase the risk to

borrowers equity. For example, ninety-eight percent or more of subprime home loans contain

126 In this way, the technological advances that have hel ped lenders better assess credit risk and predict
movementsin the market with respect to more complex products have served to exacerbate, rather than ease,
informational asymmetries suffered by borrowers. Cf. John C. Coffee, Jr., Brave New World?: The Impact(s) of the
Internet on Modern Securities Regulation, 52 Bus. Law. 1195, 1196 (1997) (commenting on the harmful effect of
earlier technological advancesin securities trading on uninformed traders).
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substantial prepayment penalties that exceed the liquid resources of most LMI borrowers.*?” On
their face, prepayment penalties only become problematic if borrowers seek to refinance their
loans on their own initiative. The reality, however, isthat in the subprime market, prepayment
penalties spring to life when borrowers default or are forced to refinance on less favorable terms
in order to avoid default. Because borrowers with ARMs and prepayment penalties cannot
predict with confidence their ability to meet their loan obligations, they cannot predict the
likelihood that they will trigger the prepayment penalties.

A smaller subset of subprime loans involves balloon payments, which require
probabilistic computations of a different nature. With balloon payments, the date and amount of
the balloon payments are certain.® What is unknown at the outset, however, is whether market
conditions and borrowers' future financial situations will permit them to refinance with
affordable terms when the balloon payments come due. While the availability and cost of future
credit isaconcern for all borrowers with balloon payments, it is a particular concern for
borrowers with limited access to credit on affordable terms.® Finally, predatory loans often
authorize special fees and higher interest rates if borrowers default. When loans are
consummated, borrowers cannot know whether they will fall behind on their loan payments and

incur these additional fees or higher interest rates.

127

HUD-Treasury Report, supra note , a 93.
128 Balloon payments can be uncertain, however, when they contain hidden fees or unpaid interest dueto
missed payments or negative amortization.

129 See, e.g., Associates Home Equity Services, Inc. v. Troup, No. A-3410-00T1F, 2001 N.J. Super. LEXIS
318, at *32 (N.J. App. July 25, 2001) (Homeowner “was confused because of the number and complexity of the
documents. When she asked [the lenders' attorney] if the principal balance [would] be duein fifteen years, the
attorney told her not to worry about it").



Most borrowers, whether they are LMI borrowers or more affluent, are risk-averse and
measure the benefits of entering into loans against the downsides, i.e., the increased debt burden
and therisk of default and foreclosure. Almost everyone who engages in this calculation,
however, “discount[s] risks whose likely occurrence is some time away.”** Such discounting
may be rational because most mortgage borrowers, including LMI borrowers, have never lost
their homes to foreclosure before. Just the same, LMI borrowers may be more likely to make
unintentional errorsin discounting because of their tight finances and the complex, probabilistic
terms of their subprime loans. The consequences of such errors are more devastating for LMI
borrowers, who have fewer personal and familial resourcesto draw upon if they misjudge the
risks that they can afford.

In short, the borrowers whom predatory lenders target end up committing to complex
mortgages with probabilistic terms, while prime borrowers, who are generally more
sophisticated, can take advantage of straightforward, fixed-rate mortgages without any penalty
provisions or contingent price terms.** In the end, the victims of predatory lenders sign
documents without having a clear sense of the terms of the contracts, how much they borrowed,
what they have purchased, the terms of repayment, or the risks they have assumed.

3. Efforts By Lenders And Secondary Market Participants To Protect
Themselves Against The Risks Of Predatory Lending Will Not Correct
Market Inefficiencies
Borrowers are not the only market actors who can be harmed when predatory lenders and

predatory brokers exploit information asymmetries. Predatory brokers deceive lenders about

130 Langevoort, supranote ___, at 640.

131 Compare Henry T.C. Hu, llliteracy and Intervention: Wholesale Derivatives, Retail Mutual Funds, and the
Matter of Asset Class, 84 Geo. L.J. 2319, 2363-64 (1996) (making the point that unsophisticated investors in the
securities markets can invest in safe money market funds or government bonds in which return of capital is

essentially guaranteed and does not require complex probabilistic calculations).

41



borrowers' true credit risks, and predatory lenders similarly deceive secondary market
purchasers. Asaresult, both lenders and secondary market participants can assume more risk
than they intend and may be faced with unexpectedly high numbers of loans in default.

In this section, we describe how brokers can deceive lenders, and lenders can deceive
secondary market participants. In addition, we posit why lenders and secondary market
institutions will not correct the information asymmetries and thereby curb predatory lending.
Our basic argument isthis: (1) some market participants do not have sufficient incentives to
monitor other actors; (2) it is often difficult for lenders and secondary market participants to
identify predatory lenders and brokers; and (3) even when lenders and/or secondary market
actors have incentives and the ability to implement safeguards, the protections do not trickle
down to benefit consumer victims of predatory lending.

Lenders who sell loans on the secondary market often use brokers'® to market their
products.**® These brokers have little incentive to insure that borrowers are creditworthy because
they do not bear therisk of loss in the event of default.*** Brokers do, however, have an
incentive to deceive lenders regarding borrowers ability to pay. Thisis because lenders
typically compensate brokers only for loans that the lenders approve, based on the interest rate
and the size of theloans.”* For example, predatory brokers may write loans with very high

interest ratesthat borrowers cannot afford and then falsify borrowers' credit histories to indicate

152 The mortgage broker industry estimates that brokers originate over haf of all home mortgages. Patrick

Barta, Land Grab? Why Big Lenders are so Frightened by Fannie and Freddie, WALL St. J., April 15, 2001.

138 HUD-Treasury Report, supra note , a 37. By using brokers, lenders reduce their overhead

substantially because they do not have to pay for office space, support staff or empl oyee benefits.
134 Id. at 40.

13 Mansfield, supra note , a 534; HUD-Treasury Report, supranote___, at 40.
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to the lenders that the borrowers have the financial wherewithal to meet their loan obligations.**
Brokers stand to benefit from such fraud in three ways: (1) loans are made that otherwise would
have been denied, thereby generating commissions for the brokers; (2) these commissions are
larger than normal because the face amount of the loans often is more than borrowers can afford;
and (3) the brokers may earn yield spread premiums.*® Meanwhile, lenders have assumed the
risk of loans that are almost certain to default.

Lenders who sell loans on the secondary market may not care whether brokers deceive
them about borrowers' default risks because the lenders do not bear the ultimate risk of loss.**®
In this situation, there are reduced incentives for lenders to police the brokers they use. Even
when lenders retain predatory loans generated through brokers, if the lenders themselves are
predatory, they can still make tidy profits by repeatedly refinancing the properties to strip
borrowers' of their equity, and then foreclosing.**

Lenders who are not predatory may find it difficult to identify and exert control over

predatory brokers. They can inadvertently finance predatory loans'* through brokers and not

136 HUD-Treasury Report, supra note , a 22; seealso Barta, Is Appraisal Process Skewing, supra note

___at A-1 (writing that “[s]ince brokers at times collect fees based on loan size and have little or no gakein
whether the mortgage defaults, they could be tempted to pressure appraisers to come up with bigger values’).
137 Stanley D. Longhofer, Measuring Pricing Biasin Mortgages, ECON. COMMENTARY 1-2 (Aug. 1, 1998)
(explaining that many lenders allow their brokersto negotiate with borrowers for arate higher than the minimum
price on the rate sheet and that they allow brokers to retain any points borrowers pay over the minimum they
require); see also Stanley D. Longhofer & Paul S. Calem, Mortgage Brokers and Fair Lending, ECON.
COMMENTARY 2 (May 15, 1999) (noting that lenders provide the brokers with rate sheets that state the minimum
price for loans); notes supra and accompanying text.

138 Cf. Barta, Is Appraisal Process Skewing, supra note , & A-1 (noting that since lenders can now sell
loans on the secondary market, they should be less concerned about the accuracy of property appraisals).

139 Of course, thisisnot possible when brokers deceive lenders by inflating the amount of equity borrowers
have in their property.

140 These typically are loans for which the brokersinflated the borrowers' income streams to suggest that that
they could afford the payments when, in fact, they could not.
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learn of the predatory nature of the loans for some time because borrowers generally do not
default immediately. In addition, if a broker originates predatory and non-predatory loans, it
may be difficult for alender to determine whether any particular default was bad luck or the
result of apredatory loan. Even in the best case scenario, where alender identifies and
terminates its relationship with a predatory broker, the broker can always find another predatory
lender with which to work and predatory lending will continue.

Principal-agent problems also arise because lenders have greater access than secondary
market purchasers to information about borrowers' creditworthiness and loan purchasers rely on
lenders’ assurances about credit quality. Lenders who sell the loans that they originate to the
secondary market make their profits from high origination fees and not interest. Thus, their
incentives to maintain credit quality are low relative to those of the loan purchasers. This
information asymmetry and reduced commitment to creditworthiness creates incentives for
lenders to obscure from secondary market purchasers the true risk of borrowers defaulting'** and
enables the lenders to make substantial profits from up-front points and fees.

Secondary market institutions can protect themselves'*? to some extent from deception by

lenders. For example, secondary market actors can insert recourse provisions, requiring that

141 Wayne Passmore & Roger W. Sparks, Automated Underwriting and the Profitability of Mortgage
Securitization, 28 REAL ESTATE ECoN. 285 (2000).

142 The securities market is beginning to look at therisks created by information asymmetries. Some investors
are demanding unbundling of loan packages so that they can have greater information on the risks associated with
individual loans. See Mark L. Korell, The Workings of Private Mortgage Bankers and Securitization Conduits, in
Kendal & Fishman, supranote  , at 99. Othersarerequiring that lendersretain theloan servicing rights, in
which case the lenders would have someinterest in creditworthiness because servicing costs rise with therisk of
default. In addition, secondary market participants can protect themselves from losses through insurance,
diversifying their risk, recourse provisions and bonding.

For adiscussion of how the secondary market can insulate itself against the risks created by inadequate

incentives to assure credit quality, see Neil D. Baron, The Role of Rating Agenciesin the Securitization Process, in
Kendall & Fishman, supra note , & 85; see also Karen B. Gelernt, Comment: Avoiding Predator Risk in the
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lenders take back loans in the event of borrower default. Recourse provisions will not
necessarily deter predatory lending. If defaulting borrowers have sufficient equity in their
property, the lenders can take back the loans pursuant to the recourse provisions, flip the loans a
few times, each time tacking on huge fees, and eventually foreclose. Alternatively, if the lenders
are undercapitalized and secondary market institutions try to invoke recourse provisions
following widespread defaults, the lenders can declare bankruptcy or dissolve. Of course, if
lenders continuously misinform loan purchasers about risk, the lenders’ ability to sell loans on
the secondary market will decline.*”®* However, lenders, like brokers, can tuck predatory loansin
with bundles of good loans, i.e., with low default risks, making it difficult for secondary market
participants to detect the lenders’ predatory lending activities. For these reasons, of the various
measures that legitimate lenders and secondary market participants can implement to protect
themselves from predatory brokers and lenders, none has the intended or consequential effect of
adequately protecting the borrowers who are victims of predatory lending.

4. Deterrents To Banks And Thrifts Making Loans To Borrowers Who Are
Disconnected From The Credit Market

If, in fact, there is unmet demand in LMI neighborhoods and borrowers are entering into

loans with inflated fees that do not reflect their risk levels, banks, thrifts and legitimate subprime

Secondary Market, AM. BANKER, July 7, 2000, at 9 (outlining measures secondary market participants should take
when evaluating |oan packages and originators).

An unanswered question is the extent to which secondary market actors could be liable for the predatory
lending activities of the lenders from whom they buy loans. See Robert Julavits, Legal Risks Move Up Financial
World's Food Chain, AM. BANKER, April 12, 2000, at 1 (discussing predatory lending claims brought against
trustees and underwriters).

143 Market for B & C Servicing on the Rise, NATIONAL MORTGAGE NEWS, Sept. 22, 1997; Brendsdl, supra
note , a 26.
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lenders should be entering the market™* and stimulating competition. This has not occurred. We
posit that this disequilibrium has arisen because there are disincentives for banks and thrifts to
enter the subprime market and because the business models that legitimate subprime lenders
employ prevent them from identifying many of the potential borrowers who ultimately become
victims of predatory lenders.
a Reputational Concerns

Banks and thrifts are community institutions with valuable reputations. They may
perceive that even legitimate subprime lending could damage their reputations. Subprime loans
entail a greater risk of default either because of risks associated with the particular borrowers or
the risk that the assets securing the loans will depreciate because of unstable prices'® in LMI
neighborhoods. When applicants present higher risks, lenders will either charge higher, risk-
adjusted prices or reject the applicants. Either response could evoke community protests that the

lenders are being unfair.**® Furthermore, in some cases, the only way to realize the price of a

144 Only two percent of FDIC insured banks have significant subprime loan portfolios. Mark Maremont &

William M. Bulkeley, FDIC Seizes Chicago-Area Thrift Institution, WALL St. J., July 30, 2001, at C1.
145 If neighborhood housing prices are dropping or there is a probability that they will drop in the future, the
value of borrowers' collateral will decrease. See Robert B. Avery et al., Information Dynamics and CRA Strategy,
EcoN. COMMENTARY (February 1997) (available at <http://www.clev.Federal Reserve
Board.org/research/com97/0201.htm>) (hereinafter “Avery, et al., Information Dynamics’).

146 Thereis evidence that banks fed uncomfortable charging high interest rates because they are concerned
that the public will perceive them as“unfair.” Hylton & Rougeau, supra note , a 258 (citing David D.
Haddock & Fred S. McChesney, Why Do Firms Contrive Shortages? The Economics of Intentional Mispricing, 32
ECON. INQUIRY 562, 566-68 (1994)).
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loan is through foreclosure.™” Banks often find foreclosure socially repugnant as well as
unprofitable, and worry that multiple foreclosures could hurt their reputations.**®

Banks and thrifts also are concerned that if their regjection rates® and/or risk-adjusted
prices bear any correlation with race, they will be perceived as engaging in mortgage-lending
discrimination.” This perception could hurt their reputations and give rise to enforcement
actions and costly lawsuits.™

Predatory lenders are less concerned about their reputations because they are simply
conduits, not community ingtitutions.**> And, to the extent predatory lenders do care when their
reputations are tarnished, they can readily dissolve and re-emerge in the same communities under
different names. Another feature of predatory lenders that distinguishes them from banks and
thriftsisthat high interest rates and foreclosure, which may be abhorrent to banks, are not
repugnant to predatory lenders. To the contrary, they are defining features of their lending
practices. Lastly, the threat of lawsuits alleging fair housing violations may be inconsequential
for predatory lenders because these lenders typically are undercapitalized and therefore

judgment-proof.

147

Cf. John Hechinger & Patrick Barta, Banker Beware: As Economy Sows,” Subprime” Lending Looks
Even Riskier, WALL St. J., August 16. 2001, at A1 (noting that banks' reputations may be damaged if they have to
“crack[ ] down on financially shaky borrowers who [ar€] late on their mortgage payments”).

148 Being perceived as ahawkish lender could have particularly serious repercussions for banks and thriftsthat
want to expand their financial services and are, therefore, subject to close CRA scrutiny in the community. See
McCoy, supra note ___, 8 8.03[1][b][ii].

149

McGarthy & Quercia, supra note , a 28.

150 LITAN et al., BASELINE REPORT, supra note , a 76.

1 Duca & Rosenthal, supranote , at 99 (discussing how the fear of liability under fair lending laws may
make lenders wary of using risk-adjusted pricesif they are correlated with race).
152 Predatory lenders sweep through communities until their tactics are disclosed and community pressure

forces them to relocate or resurface under anew name.
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b. Regulatory Concerns
Banking regulations that mandate loan loss reserves and require adequate capitalization
may create further obstacles to banks that want to expand into subprime and/or predatory
lending.”** If banks and thrifts engage in subprime lending, bank examiners may view the loans
as arisk to the safety and soundness of the banks and require that the banks increase their loan
lossreserves. In addition, federal banking regulators have tightened capital requirements for
subprime loans and they are expected to tighten those requirements even further. *>* In contrast

nonbank lenders are not subject to federal loan loss reserve or capitalization requirements.**

153 WEICHER, supranote ___, a 30. Of course, banks may be able to avoid some of these regulatory concerns

by selling the higher risk loans on the secondary market. See Baron, supranote |, at 83.

At worst, theregulatory concernsinclude closure. In July 2001, FDIC regulators closed down Superior
Bank, FSB when the bank “ran aground lending money to people with bad credit.” David Barboza, Regulators
Close Savings and Loan after Partnership Digintegrates, N. Y. TIMES, July 31, 2001.

154 In January 2001, federal banking regulatorsincreased the capital requirements for dl institutions with
subprime lending programs that equaled or exceeded twenty-five percent of their tier oneregulatory capital. Board
of Governors of the Federal Reserve System et al., Expanded Interagency Guidance on Subprime Lending (Jan. 31,
2001); Seth Lubove, Bust and Boomin the Subprime Market: Wall Sreet Overhyped it a Few Years Ago and
Underratesit Now: the Business of Lending to Iffy Consumers, FORBES, Dec. 27, 1999, at 71 (citing statement by
then FDIC Chairman Donna Tanoue that the banks she oversaw that were involved with subprime lending would be
“getting extra attention from her examiners’); Susan M. Phillips, The Place of Securitization in the Financial
System: Implications for Banking and Monetary Policy in Kendall & Fishman, supranote__, at 137 (stating that
the Federal Reserveis concerned “whether thereis an appropriate level of protection for unsophisticated parties,”
and has questions about “banks' responsibilities in assessing whether a transaction is appropriate for a particular
customer™); cf. Jeffrey W. Gunther, Between a Rock and a Hard Place: The CRA-Safety and Soundness Pitch,
ECON. AND FINANCIAL Rev. 32 (2™ Quar. 1999) (discussing safety and soundness concerns in the context of CRA
lending).

Banks and thrifts al so have heavier reporting requirements for subprime loans than nonbank subprime
lenders. In May 2000, federa banking regulators proposed amending call reports by banks to include information
on subprime loans, securitizations and asset sale activities. See Federal Reserve System et al., Notice and request
for comment, Proposed Agency Information Collection Activities; Comment Request, 65 Fed. Reg. 34801 (May 31,
2000); see also Office of Thrift Supervision, Notice and request for comment, Proposed Agency Information
Collection Activities, 65 Fed. Reg. 48049 (Aug. 4, 2000); Kenneth Talley, Proposal for More Data on Subprime
Loans Could Burden Banks, Limit Credit, CBA Says, BNA BANKING ReP., Aug. 28, 2000, at 272. Later that year,
the Federal Reserve Board sought to address reporting disparitiesin part by proposing expanded reporting
responsibilities under the Home Mortgage Disclosure Act (HMDA) for nonbank subprime lenders. See Federa
Reserve System, Proposed Rule, Home Mortgage Disclosure, 65 Fed. Reg. 78656 (Dec. 15, 2000); supranote .

Regulators are a so concerned about the risks that arise when banks purchase securities backed by subprime

mortgages that could be predatory. In responseto thisconcern, in December 1999, the Office of the Comptroller of
the Currency, the Federal Deposit Insurance Corporation, the Board of Governors of the Federal Reserve System
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C. Difficulties Assessing Creditworthiness
Borrower creditworthiness and collateral are core concerns of regulated lenders*®
regardless whether they are engaged in prime, subprime or predatory lending. Thisis because
bank examiners require banks to document the ability of borrowersto repay their loans and the
adequacy of the equity in the property securing the loans. These concerns, which unregulated
lenders do not have, are made more burdensome by the fact that banks and thrifts are ill-
equipped to evaluate the creditworthiness of many LMI borrowers or to assess property valuesin

LMI neighborhoods.

and the Office of Thrift Supervision announced that, in light of securitization, they would review ingtitutions that
purchased mortgage-backed securities on the secondary market and might “require, in appropriate circumstances,
that [these] institutions hold additional capital commensurate with their risk exposure.” Office of the Comptroller of
the Currency et al., Interagency Guidance on Asset Securitization Activities 11 (Dec. 13, 1999). Federal banking
regulators also have proposed joint interagency regulations that would require insured banks and thrifts to hold
higher capital againgt residual interests retained from asset securitizations. Federal Reserve System et al., Notice of
Proposed Rulemaking, Capital; Leverage and Risk-Based Capital Guidelines; Capital Adequacy Guidelines;
Capital Maintenance; Residual Interest in Asset Securitization or Other Transfers of Financial Assets, 65 Fed. Reg.
57993 (Sept. 27, 2000).

155

HUD-Treasury Report, supranote __, at 18.

There are someregulations and laws that predatory lenders may be more sensitive to than legitimate
lenders. For example, one subprime lender stated that it would “shy away from states like lllinoiswith . . . stringent
licensing requirements.” Scott Kersnar, JBI Funding Stresses Service asit Starts High LTV Lending, NATIONAL
MORTGAGE NEWS (Sept. 22, 1997). Similarly, predatory lenders may avoid states where the costs of foreclosure are
high and instead opt to focus their lending activity in states where they more economically can strip equity and
foreclose. See Clauretie & Herzog, supranote  , at 221 (outlining the various forecl osure provisions across
states and observing that foreclosure rates are higher in states where the laws facilitate the forecl osure process);
Terrence M. Clauretie, Sate Foreclosure Laws, Risk Shifting, and the Private Mortgage I nsurance Industry, 56 J. oF
RisK AND INSURANCE 544, 547 (1989) (citing a 1975 Federal Home L oan Bank Board study that found that “the
magnitude of the financial impact of foreclosure isa function of state foreclosure law”); Austin J. Jaffe & Jeffrey M.
Sharp, Contract Theory and Mortgage Foreclosure Moratoria, 12 J. REAL ESTATE FINANCE & ECON. 77, 80-82, and
88 (1996) (discussing the impact of forecl osure moratorialegisation on loan prices).

156 This may be less true when banks can sdll loansimmediately on the second market; however, regulators
would still review the loans and the banks would not be able to evade secondary market controls, like recourse
provisions, by dissolving or declaring bankruptcy in the event of multiple defaults.
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LMI borrowers are less likely than more affluent borrowersto have credit histories that

fit neatly into banks’ underwriting standards.™’

For example, it is not uncommon for LMI
borrowersto receive some or al of their income in cash. Because of problems verifying cash
income, banks underwriting standards may exclude income received in cash when calculating
an applicant’s income. Lenders who want to make loansto LMI borrowers need to develop
special tools to assess LM borrowers' creditworthiness. Banks and thrifts are poorly suited™*® to
developing this expertise because their function isto provide diverse services -- from deposit-
taking to commercial and personal lending. The cost of developing new risk-assessment

methods"™® might well exceed any potential gains they would generate from making loans in

LMI communities.'®

17 LITAN et al., BASELINE REPORT, supranote __, at 87-88. For example, LMI borrowers are more likely to

have weak or non-existent credit histories. Similarly, some LMI borrowers do not have documentation of their
financesin aform that is easy for lendersto assess, e.g., people who are self-employed or who function solely in the
cash economy. See Passmore & Sparks, supranote  , at 3.

158 See Avery et al., Information Dynamics supra note (noting that it is expensive to gather information
on loan applicants and neighborhoods).

159 WEICHER, supranote___, at 36 (explaining that “[€]ach mortgage application and each closed loan isan
individual situation and each must be evaluated individually;” automated underwriting systems “cannot be applied
accurately to subprime loans’); see also Hylton, supranote , at 211-14 (discussing the difficulties in assessing
the credit risk of LMI borrowers).

The increased availability of historical data on subprime loans and more sophisticated underwriting models
should lead to more cost-effective and accurate risk assessment throughout the home mortgage market. Robert B.
Avery et al., Credit Risk, Credit Scoring, and the Performance of Home Mortgages, FED. ReS. BuLL. 621, 627 (July
1996); see also Raphad W. Bostic & Brian J. Surette, Have the Doors Opened Wider? Trends in Home Ownership
Rates by Race and Income 9 (Working Paper April 2000) (discussing the efficiency gains from credit scoring and
automated underwriting in the subprime market).
160 Klausner, supranote ___, at 1567-68; see also Robert B. Avery et al., Neighborhood | nformation and
Home Mortgage Lending, 45 J. URBAN ECON. 287 (1999) (empirically finding that there are economies of scale to
collecting information on neighborhood characteristics, but that insufficient market demand may prevent banks from
exploiting these economies).

In addition to the costs associated with assessing risk, bankswould incur additional costs servicing loans.

Thisis because the servicing of higher risk loans entails special expertise and more personnel than prime loans
require Lax et al., supranote  , at 18.
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Similarly, the lack of available data on home values in LMI neighborhoods can impede
banks' ability to accurately assess the value of property securing loans. Inlow and moderate
income communities, where there are fewer home sales, there is little comparative data on home
values. Without reliable comparative data,'®* banks may not be able to provide the
documentation on home values that examiners require. Given that traditional methods for
validating home appraisals in the prime market are not available, lenders need to develop
alternative tools for determining the value of homes. Again, this would require a level of
specialization and an expenditure of funds that banks and thrifts may be unwilling to assume.

Relative to banks and thrifts, predatory lenders are much less concerned about borrower
risk because they can engage in an array of possible deceptions and then unload their loans on
the secondary market. Even if secondary market institutions attempt to shift the loss back to
lenders when borrowers default, lenders can avoid liability by dissolving or declaring
bankruptcy. In addition, predatory lenders do not have regulators and examiners looking over
their shoulders to ensure that borrowers are creditworthy and that their loans are adequately
collateralized. Lastly, predatory lenders are willing to pursue foreclosure aggressively, which
makes it more likely that they will recover their investments before property values decline.

When predatory lenders do engage in some evaluation of borrowers' risk, they can do so
more cost effectively than banks. This is because predatory lending is a niche market. Lenders
serving this market focus on one class of borrowers and provide only one service -- home loans.

This enables them to concentrate on particular geographic areas, and, either directly or through

161 Avery et al., Information Dynamics, supra note (noting that it is expensive to gather information on

loan applicants and neighborhoods); see also William W. Lang & Leonard |. Nakamura, A Modd of Redlining, 33 J.
OF URBAN ECON. 223 (1993) (modeling the effect of limited sal es transactions on banks' willingnessto lend in poor
and minority areas); David C. Ling & Susan M. Wachter, | nformation Externalities and Home Mortgage
Underwriting, 44 J. oF URBAN ECON. 317 (1998) (empirically establishing the Lang and Nakamura hypothesis).
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brokers, gather information about the relevant economic conditions and residents.'®> They then
use this information to determine home values and borrowers' creditworthiness.
d. Discrimination

The racial composition of the neighborhoods that predatory lenderstarget is
disproportionately people of color. To the extent that banks have an aversion to lending to
people of color that outweighs any market incentives to expand into subprime and/or predatory
lending, they will refuseto lend in these areas.’®® Similarly, lenders may use race as a proxy if
they find that it is correlated with creditworthiness. If race is easy to determine and
creditworthiness is not, then making loans based on race can be more efficient for lenders than
investing significant resources into determining applicants’ ability to pay.** Of course, either
type of discrimination, whether based on animus or efficiency, isillegal. In contrast to banks,

some of which may discriminate against people of color, predatory lenders target people of color

162 For adiscussion of the few banks that successfully have specialized in non-predatory, LMI, neighborhood-
based lending, see Klausner, supranote _, at 1578-79.

163 The existence and scope of mortgage lending discrimination is hotly debated. See generally Hylton &
Rougeau, supranote __, at 250-51, 268-75 (discussing the economic theory of discrimination and the various
studies aimed at determining whether thereis lending discrimination); see also Lawrence J. White, The Community
Reinvestment Act: Good Intentions Headed in the Wrong Direction, 20 FORDHAM URB. L.J. 281, 283 (1993) (citing
studies of mortgage lending discrimination); James Berkovec et al., Mortgage Discrimination and FHA Loan
Discrimination, 2 CITISCAPE: A JOURNAL OF PoLICY DEVELOPMENT AND RESEARCH 9 (1996) (using FHA data,
finding no evidence of mortgage lending discrimination); Robin Smith & Michelle Delair, New Evidence from
Lender Testing: Discrimination at the Pre-Application Sage, in MORTGAGE LENDING DISCRIMINATION: A REVIEW
OF THE EXISTING EVIDENCE (Margery Austin Turner & Felicity Skidmore, eds., 1999) (finding evidence of race
discrimination by some lenders).

Lawrence Lindsey, aformer Federal Reserve Bank Governor, posited that to the extent banks discriminate,
itisagainst margina borrowers. He contendsthat if a borrower presents a very good risk, abank will enter into the
loan without regard to the applicant’ srace. Similarly, if an applicant isan unequivocally bad risk, a bank will reject
the applicant regardless of her race. Banks will engage in discrimination when faced with borrowers who fall
between these two groups -- the margina applicants -- because thisis where lenders can exercise the greatest
discretion. See Hylton & Rougeau, supranote , at 260.

164 CharlesW. Calomiris et al., Housing Finance Intervention and Private I ncentives: Helping Minorities and
the Poor, 26 J. OF MONEY, CREDIT & BANKING 634, 650 (1994).

52



precisely because discrimination, as well as credit rationing, has prevented these borrowers from
having access to capital.
e Geographic Constraints

Banks and thrifts, for the most part, do not have a significant presence in LMI
neighborhoods.’®® As aresult, they have limited opportunities to develop relationships with LM
borrowers a retail sites' or to obtain valuable information on social capital in LMI
communities.®®” To compound this problem, LMI borrowers may be reluctant to approach banks
and thrifts outside their own neighborhoods.’® Thus, banks' most effective means of soliciting
customers whom they could target for predatory loans would be to establish or, in some cases,

re-establish branch banks in LMI neighborhoods, operate out of storefronts'® or solicit borrowers

165 Several studies have found that banks and thrifts are less likely to have branchesin LMI neighborhoods
than in more affluent areas. John P. Caskey, Bank Representation in Low-Income and Minority Urban
Communities, 29 URBAN AFFAIRS Q. 617 (1994). Thereissome evidence that the reductionsin the number of
branch bank officesin LMI neighborhoods reflects declining customer bases in these neighborhoods. Robert B.
Avery et al., Changesin the Digribution of Banking Offices, FED. Res. BuLL. 707, 719 (1997).

166 Cf. Michael S. Padhi et al., Credit Scoring and Small Business Lending in Low and Moderate | ncome
Communities, in BUSINESS ACCESSTO CAPITAL AND CREDIT 587, 604-605 (1999) (empirically finding that the
presence of branch banksin LMI communitiesis “a significant factor” in the number of small business |oans that
lenders originate).

167 Hylton, supranote |, at 218.

A number of major cities have small, minority-owned banks that one might expect to fill some of the gap in
lending that was created when larger banks left LMI neighborhoods However, anecdotal and statistical evidence
suggests that these banks have not filled the gap and that their lending practices parallel those of their large,
commercial counterparts. This may be because the banks do not have sufficient capitalization. See Hylton &
Rougeau, supranote |, at 254-255.

168 LITAN et al., BASELINE REPORT, supranote ___, at 18.

169 Banks decide where to locate their offices based on the demand for both consumer and business services.

In contrast, finance companies and other lendersthat focus on consumer lending can locate their offices wherethe
demand for mortgages is greatest without having to consider other factors such as business demand. Dwight R. Lee
& James A. Verbrugge, The Subprime Home Equity Lending Market: An Economic Perspective 20 (Working Paper
July 1998).
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door-to-door. Banks may perceive that the cost of establishing new offices would outweigh any
profits'™ they could realize from predatory lending. Less expensive options like, storefront
operations and door-to-door solicitations, often run counter to bank culture.

f. The Role Of Holding Company Subsidiaries And Affiliates Of
Banks And Thrifts

Although there are compelling reasons why banks and thrifts may be reluctant to enter
LMI communities and compete with predatory lenders, banks and thrifts can be involved in and
benefit from predatory lending in a veiled capacity. Some banks and thrifts, whose direct
lending is legitimate, have subsidiaries and affiliates that employ predatory lending practices.*™
For example, in July 2001, employees of CitiFinancial Mortgage, a subprime mortgage lending
unit of Citigroup, Inc., signed affidavits alleging that Citifinancial “had a policy of not giving
borrowers legally required disclosures in atimely manner, that employees there regularly forged

borrowers signatures on legal documents, and that loan officers were instructed to avoid telling

Some banks have established branches in supermarkets or partnered with check-cashing outlets. See, e.g.,
Laura Mandaro, Union Bank, Check Casher Team Up, AM. BANKER, Sept. 25, 2000 at 1. These lenders have the
vantage point and customer base that could makeit profitable for them to engage in LMI lending.
1o Even if banks opened new branches in LMI neighborhoods, borrowers, who have experienced mortgage
lending discrimination by banksin the past or who for other reasons are wary of banks might not consider applying
for bank loans. This could further reduce the potential profitability to banks of setting up branchesin LMI
neighborhoods. See Hylton & Rougeau, supranote , at 250 (discussing the demoralizing effect of
discrimination); see also Anthony Pennington-Cross et al., Credit Risk and Mortgage Lending: Who Uses Subprime
and Why? 14, 16 (Research Ingtitute for Housing AmericaWorking Paper No. 00-03, Oct. 2000) (discussing the
role that fear of discrimination may play in the decision of whom people of color approach for loans); Barbara A.
Good, The “ Unbanked” Population: Who are They and Why Do They Shun Banks?, COMMUNITY REINVESTMENT
ForRuM 2 (1998) (citing John P. Caskey, FRINGE BANKING: CHECK-CASHING OUTLETS, PAWNSHOPS, AND THE POOR
(1994) (citing findings that unbanked consumers “harbor a deep-seeded distrust of financia institutions and prefer to
handletheir financial affairsthrough aternative financia service providers’)).
o During a period of declining profits on prime loans, banks may have a strong incentive to increase their
bottom-line profitability by having subsidiaries enter the subprime/predatory lending market. For agenera
discussion of banks purchasing subprime lenders, some of which could engage in predatory lending, see Lubove,
supranote__, at 71; Gilreath, supranote ___ at 149.
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potential borrowers about points and fees on loans.”*® These alleged practices fall within our
definition of predatory lending.

Bank subsidiaries and affiliates can shield their relationships with their parent or sister
banks by functioning under different names.*” The lack of atransparent association allows the
subsidiaries and affiliates to offer predatory loans without many of the regulatory and
reputational concerns that the banks would have to take into account if they adopted predatory
lending tactics.'™ Banks and thrifts can also play arole in predatory lending by purchasing
securities that are backed by mortgages obtained through predatory lending.

5. I mpediments To Legitimate Subprime Lenders Making Loans To
Borrowers Who Are Disconnected From The Credit Market

Although banks and thrifts may be reluctant to lend directly in LMI neighborhoods, one
would expect that legitimate subprime lenders, who are not subject to safety and soundness
regulation and have the capacity to specialize in higher risk lending, would market their lower-
priced productsto LMI borrowers. Arguably, they should be underbidding predatory lenders and
spurring a competitive market. The reality, however, isthat even though subprime lenders have
increased their lending to LMI borrowers, they have neither driven down the price of loans nor
driven out predatory lenders.

The most likely explanation for this market failure has to do with differences in the ways

that legitimate subprime and predatory lenders market their products and generate applicants.

172

Rob Garver, Citi Corroborates Two Allegations, AM. BANKER, July 30, 2001.
173 LITAN et al., BASELINE REPORT, supranote ___, at 76 (discussing how banks can use subsidiaries to engage
in subprime lending without having to contend with the same reputational concerns banks face).

1ra Because subsidiaries |osses have an impact on their parent banks’ profits, banks with subsidiaries that
engage in predatory lending may be more concerned about risk than other predatory lenders and may be subject to
regulatory interventionsif their subsidiaries are not profitable.
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Legitimate subprime lenders, like banks and thrifts, rely on widespread, impersonal marketing to
attract customers. For example, they advertise their products through mass mailings, in
newspapers and on-line. This business model is based on the premise that their potential
customers are people who are looking for loans and are comfortable contacting an anonymous
lender and/or using a computer to apply for aloan. Given that the people who fall prey to
predatory lenders tend not to be actively looking for loans, are disconnected from the credit
market, and do not know how to shop for loans, they are unlikely to respond to the marketing
effortsthat legitimate subprime lenders have adopted.'”™ As aresult of these differencesin
marketing strategies, legitimate subprime and predatory lenders serve separate and distinct
groups of borrowers. The legitimate subprime lenders attract and cater to borrowers who have
blemished credit histories, but are knowledgeable enough about credit markets to shop for loans
among legitimate subprime lenders. In contrast, predatory lenders solicit and cater to borrowers
who need credit (and may or may not be high risk) and are disconnected from the credit market.
For legitimate subprime lenders to attract the borrowers that predatory lenders serve, they would
have to transform their business models and engage in unsavory practices that they may find
untenable.
6. Lack Of Price Competition Among Predatory Lenders

One also would expect that competition among predatory lenders would drive down the

price of loans. Again, information asymmetries prevent this from occurring.'® The typical

borrowers who commit to predatory loans often believe that they are ineligible for any credit.

s One representative of a subprime lender has stated that her company is “desperate’ for LM borrowers for

prime and/or subprimeloans. Page Wittkamp, Pandist at Consumer Bankers Association Community Reinvestment
Act Conference (May 21, 2001).

176 Economists are beginning to find empirical evidence that supports our position that the market for high-cost
loansisinefficient. SeelLax, et a., supranote ,at 11,
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Frequently, they are not actively looking for loans even though they have pressing financial
needs. These borrowers have little or no experience with lenders and loan terms,*”” and do not
know how to shop for credit. The arrival of alender on their doorstep just when they are facing
adaunting financial obligation isa“dream cometrue.” They leap at the chance to obtain the
money and look no further, fearful that the opportunity to borrow is fleeting.'® Asaresult, they
do not look beyond the lenders whom approach them first. Although the predatory lenders who
reach borrowers first do run therisk that other lenders will be on their heels and will offer less
expensive loans, the lenders minimize thisrisk by creating a false sense of urgency*” so that

borrowers will move quickly to commitment and closing. The combination of market power'®

i It is noteworthy that Freddie Mac istrying to reach these same borrowers by putting persona computers

that have access to information on homeownership and credit at selected McDonald' srestaurants. Amilda Dymi,
Financial Literacy on McDonald’'s Menu, THE BANKING CHANNEL, August 6, 2001 (available at
<http://www.thebankingchannd.com>).

178 HUD-Treasury Report, supranote  ,at . Thisisparticularly true for borrowers who are facing a
serious personal crisis, e.g., the need to generate cash to cover afamily member’s medical care or prosecution for
housing code violations.

179 Predatory lenders often accel erate the loan process by telling borrowers that the time period in which they
can secure theloan islimited. HUD-Treasury Report, supranote__, at 79.

Victims of predatory lending in Chicago reported that on the day that they were scheduled to sign their loan
papers, their broker sent alimousine to take them to the closing. When they arrived, they were presented with aloan
with termsthat differed from those to which they had previously agreed. “Fearing that they would not be driven
home from the unfamiliar areg, they signed the mortgage.” Anthony B. Boylan, “ Predatory” Practices. Chain
Reaction: Neighborhoods Face Aftershocks of Foreclosure Wave,” CRAIN'S CHICAGO BUSINESS, May 21, 2001, at
13.
180 As Richard Hynes and Eric A. Posner have noted, “[€]ven if there are numerous lendersin a market, each
lender may have market power because of the inability of consumersto costlessly compare prices and terms.
Depending on the source of the information failure, thismay result in either an abnormally high price or abnormally
harsh [loan] terms. Some creditors will lend only to those customers who are unable to compare the (price or
nonprice) terms of the loan offered with the terms available e sewhere in the market.” Richard Hynes & Eric A.
Posner, The Law and Economics of Consumer Finance 6 (Working Paper February 20, 2001).
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and savvy thus enables predatory lenders to write loans with onerous terms that borrowers cannot
decipher.®®
V. REMEDIES

Generally, neither the states nor the federal government have comprehensive laws
designed to redress predatory lending. Rather, victims of predatory lending currently must rely
on aloose assortment of statutes and common law that were not designed to addressthe
devastating harm inflicted by predatory lenders. These remedies are rooted in traditional liberal
notions of informed consent and free will.*® Consistent with that liberal ideology, under current
remedies, predatory lending contracts are generally enforceable except where fraud or
nondisclosure has operated in some way that isinimical to free will. Barring culpable
misrepresentation, however, the law normally does not question the substance of predatory loan
terms.

A. Market Discipline

From the standpoint of neoclassical economics, market solutions are the preferred answer
to predatory lending. Theoretically, if predatory lending results in profits that equal or exceed
the profits generated by legitimate prime and subprime lending, competitors should enter the
predatory loan market and restore equilibrium. Similarly, if predatory lenders are exploiting
information asymmetries to the detriment of secondary market purchasers, we would expect
secondary market purchasers to step in to protect themselves, thereby forcing predatory lenders

out of business.

181 As one set of economists has written: “the economic burden of any pricing inefficiency will rest on the

shoulders of borrowers with subprimeloans.” Lax et al., supra note , a 19.
182 See, e.g., E. ALLAN FARNSWORTH, CONTRACTS § 4.29 (2d ed. 1990) (“legidatures have favored . . .

disclosure of terms, rather than control of terms. . . asmore consistent with a market economy”) (hereinafter
“Farnsworth (1990)").
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Degpite these predictions, the market will not correct. Aswe have already discussed,
regulatory and reputational concerns impede legitimate lenders from entering the subprime
market. In addition, the marketing strategies that they would have to employ to reach the typical
victims of predatory lending run counter to their business plans and firm culture. Likewise,
secondary market purchasers will not drive out predatory lenders. Thisis because the
protections that secondary market purchasers implement to insulate themselves from the harms
arising from predatory lending do not trickle down to benefit the consumer victims of predatory
lending.'®

B. Remedies Under Contract Law And The Uniform Commercial Code

By definition, predatory loans are grounded in the law of contract and the Uniform
Commercial Code, which govern promissory notes and security agreements. Most contract
defenses go to defects in formation of assent, rather than to disparities in bargaining power or
fairnessin contracts' substantive provisions.'®

Three doctrines in the law of contracts and the U.C.C. permit challenges to the
underlying substance of contract provisions: unconscionability, impracticability and frustration.
Of these, the latter two generally do not apply to predatory lending cases.'® The doctrine of
unconscionability holds out some promise for victims of predatory lending, although its utility in

practice has been limited.

183 See Section supra.
184 Traditional contract defenses include fraud, mental incompetency, incapacity, infancy, duress, undue
influence and mistake. In general (apart from infancy and fraud), these defenses are construed narrowly so asto
precluderdlief in the vast majority of cases. See generally E. ALLAN FARNSWORTH, FARNSWORTH ON CONTRACTS
chs. 4-5, 9 (2d ed. 1998).

185 Impracticability only applies when a party to a contract cannot perform for reasons outside that party’s
control, such asa changein the controlling law. Frustration is limited to situationsin which the contract rdies on
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The equitable principle of unconscionability is found in Section 2-302 of the Uniform
Commercial Code, which states:
If the court as amatter of law finds the contract or any clause of the contract to have been
unconscionable at the time it was made the court may refuse to enforce the contract, or it
may enforce the remainder of the contract without the unconscionable clause, or it may
so limit the application of any unconscionable clause so asto avoid any unconscionable
result.
Although Section 2-302 only applies by itsterms to “transactions in goods’ and not to credit,
numerous courts have extended the unconscionability doctrine to contracts generally.*®
Unconscionability has been defined to include “an absence of meaningful choice on the
part of one of the parties together with contract terms which are unreasonably favorable to the

other party.”*® For a number of reasons, many courts have been reluctant to condemn excessive

prices as unconscionable, “without more.”*¥®  As E. Allan Farnsworth has explained, “the price

the occurrence of an event that later failsto materialize. See generally James J. White & Robert S. Summers,
UNIFORM COMMERCIAL CoDE § 3-10 (2000).

186 See Farnsworth (1990), supranote __, § 4.28. The doctrine of unconscionability can be used as a defense
to enforcement of a contract. Seeid. Recent cases have also allowed borrowersto sue affirmatively for
unconscionability in order to obtain damages, rescission or injunctiverelief. See, e.g., Associates Home Equity
Services, Inc. v. Troup, No. A-3410-00T 1F, 2001 N.J. Super. LEXIS 318, at *29-*33 (N.J. App. July 25, 2001);
Williamsv. Firg Gov't Mortgage & Investors Corp., 225 F.3d 738, 747-752 (D.C. Cir. 2000); Dienesev. McKenzie
Check Advance of Wisconsin, LLC, Case No. 99-C-50, dlip op. at *10-*13 (E.D. Wis. Dec. 11, 2000); Mitchem v.
American Loan Co., 2000 U.S. Dist. LEXIS 5785, at 9-11 (N.D. III. Mar. 13, 2000); Sharp v. Chartwell Financial
Services, 2000 U.S. Dist. LEXIS 3143, a *10-*12 (N.D. Ill. Feb. 28, 2000); Evav. Midwest Nat'| Banc, Inc. 143
F.Supp.2d 862, 894-96 (N.D. Ohio 2001); Cobb v. Monarch Finance Corp., 913 F. Supp. 1164, 1179 (N.D. IIl.
1995).

187 Williamsv. Walker-Thomas Furniture Co., 350 F. 2d 445, 449 (D.C. Cir. 1965).
188 Farnsworth (1990), supranote ___, 84.28. For therare cases to the contrary, see White & Summers, supra
note__ , 84-5 (“thereported litigation based on excessive price has dwindled to atrickl€”). See also Carpenter v.
Suffolk Franklin Sav. Bank, 346 N.E.2d 892, 900 (Mass. 1976) (suit to enforce a mortgage); Steven W. Bender,
Rate Regulation at the Crossroads of Usury and Unconscionability: The Case for Regulating Abusive Commercial
and Consumer Interest Rates Under the Unconscionability Standard, 31 Hous. L. Rev. 721, 762 (1994) (“[p]rice
litigation has dowed under section 2-302"; noting that unfair pricing claims generally proceed under newer statutes
with more detailed standards); Farnsworth (1990), supra, § 4.28. The fact that the plaintiff signed anon-negotiable
boilerplate |oan agreement that was drafted by the lender is usually not enough, standing alone, to demonstrate
unconscionability. Seeid.
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term is somewhat peculiar, for rarely can a party claim surprise as to price.”*® Of equal
importance, courts have legitimate reservations about their competence to judge fairness asto
price. Accordingly, to the extent that borrowers have prevailed in asserting unconscionability,
they have largely prevailed only with respect to non-price terms in loan contracts.*

The ability to raise unconscionability as a defense, like many other contract defenses, is
subject to further restrictions when parties who purchased loans on the secondary market sue
delinquent borrowers. In those cases, the borrowers' ability to raise defenses is severely limited
by the holder in due course doctrine. Under that doctrine, a secondary market purchaser can
defeat “personal” defenses if it meets the following requirements as a holder in due course: (1)
the purchaser is the holder; (2) of a negotiable note; (3) who took the note for value; (4) in good
faith; and (5) without notice of the defenses.”* Once a purchaser qualifies as a holder in due
course, it can cut off the defense of unconscionability, aswell as all other personal defensesto

the loan agreement.'*

189 Farnsworth (1990), supranote  , §4.28. Seealso White & Summers, supranote  , §4-5.

190 See, e.g., Williams v. Walker-Thomas Furniture Co., 350 F. 2d 445 (D.C. Cir.1965) (striking down a
security provision that gave the seller theright to repossess all consumer purchases by a borrower if shemissed a
payment before her debt on all of her retail installment accounts had been paid; retailer sold borrower a $514 stereo
on credit knowing that she had seven children and only received $218 a month in welfare).

101 See generally White & Summers, supranote __, §§ 14-1 through 14-7.
102 Seeid. 8 14-10. Personal defensesinclude failure or lack of consideration, breach of warranty,
unconscionability and fraud in the inducement. Borrowers who are sued by secondary market purchasers may till
raise the“real” defenses of infancy, duress, lack of legal capacity, illegality of the transaction, fraud in the factum
(i.e., fraud in which the plaintiff signed the wrong document and was not at fault) and discharge of the debtor
through insolvency. Furthermore, duress, lack of legal capacity, illegality and fraud in the factum only congtitute
real defenses for void contracts, which are extremely rare. Wherea contract is smply voidable, not void, the latter
four defenses are personal defenses and cannot be raised against holdersin due course.

The Federal Trade Commission’s (FTC) rule abrogating the holder in due course rule only appliesto
HOEPA loans and the financing of sales of goods or services secured by home mortgages. Seeid. 8 4-9(b)
(discussing FTC holder in due course regulations, 16 C.F.R. § 433.2); THE CosT OF CREDIT, supranote __, at 426;
12 C.F.R. § 226.32(e) (HOEPA); Federal Reserve, Truthin Lending, supranote  , at 81438. See also Associates
Home Equity Services, Inc. v. Troup, No. A-3410-00T1F, 2001 N.J. Super. LEXIS 318, at *21-*29 (N.J. App. July
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Finally, unconscionability claims and defenses are extremely expensive to litigate,
dampening incentives to bring those claims.*** Proof that the price is dictated by commercial
reality may be sufficient to defeat the claim or defense and such proof may be easy to come by,
depending on the nature of the price term in question. In the case of a predatory loan, for
example, alender may be able to prove that the high price of the loan is justified by risk-based
pricing, i.e., in which pricesrise in response to the added risk presented by the borrower.

The sum effect of these limitations is to make it exceedingly difficult for borrowersto
challenge their loan agreements as void under traditional contract law or the Uniform
Commercial Code. Secondary market purchasers can evade responsibility for most misconduct
by loan originators, thereby depriving borrowers of relief and relieving loan purchasers of
important incentives to police loan originators.

C. Antifraud Laws

Fraud laws are some of the oldest measures designed to redress information asymmetries
in the formation of contracts. Common-law fraud requires proof of affirmative
misrepresentation, but does not encompass misleading omissions or manipulation. 1n addition,
common-law fraud requires proof of detrimental reliance by the borrower.”* Perpetrators can be

subject to criminal sanctions and/or compensatory damages in civil actions brought by victims.

25, 2001) (holding that a fact issue existed whether lenders who granted mortgage to finance home repairs could cut
off claims under the holder in due courserule).

198 See, e.g., Creola Johnson, Welfare Reform and Asset Accumulation: First We Need a Bed and a Car, 2000
Wis. L. Rev. 1221, 1256 (2000); WALTER K. OLSON, THE LITIGATION EXPLOSION 211 (1991); Arthur A. Leff,
Unconscionability and the Crowd--Consumers and the Common Law Tradition, 31 U. PITT. L. Rev. 349, 354-57
(1969) (criticizing case-by-case litigation of unconscionability claims asinefficient in consumer transactions); SINAI
DeuTCH, UNFAIR CONTRACTS 243 (1977) (unconscionability challenges are rare dueto the cost and risk of
litigation).

104 See, e.9., RESTATEMENT OF THE LAW, SECOND, TORTS §§ 525, 537-45.
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The limited scope of common-law fraud, coupled with pragmatic concerns, has
constrained the number of criminal fraud prosecutions against predatory lenders and brokers.
Effective criminal fraud prosecution depends on the willingness of district attorneysto prosecute
predatory lending fraud. With isolated exceptions such as the model program in the County of
Los Angeles,'* state criminal law systems have been slow to mount fraud prosecutions against
predatory lenders. In part, thisis due to the technical nature of predatory lending cases,
combined with the lack of systematic reporting systems to bring predatory abuses to prosecutors
attention. Even absent these impediments, the fact that state criminal enforcement is highly
dispersed at the local level means that individual local prosecutors make the decision whether to
make predatory lending a priority. All too often, limited local expertise, constrained resources
and other pressing prosecutorial demands, such as violent crime and drug trafficking, combine to
militate against prosecution.

Criminal fraud actions generally afford little or no relief to the victims of predatory
lending. Rather, private causes of action for common-law fraud are the vehicles for such redress.
As mentioned earlier, however, “fraud” is narrowly defined at common law. In addition,
common-law fraud actions may not afford victims full relief in the form of loan forgiveness.
Similarly, the private bar lacks adequate incentives to file suits for loan fraud. Under the
“American Rule,” in which each party bears its own attorneys fees and costs, suits for injunctive
relief such as rescission or loan forgiveness generally do not generate sufficient funds to

compensate plaintiffs' counsel. The need to prove individual reliance, moreover, in fraud cases

195 See Joan Potter, Fighting Home Equity Fraud and Predatory Lending: One Community’ s Solution,
COMMUNITY REINVESTMENT REPORT (Federal Reserve Bank of Cleveland Summer 2000). See also Mike Tobin &
Bob Paynter, Fedsraid real estate, mortgage operations, PLAIN DEALER, Aug. 22, 2001, at Al.
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often makes it difficult to bring class actions. Compounding matters, mandatory arbitration
clauses in many predatory loan agreements preclude resort to court altogether.

In response to the limitations inherent in common-law fraud, in the twentieth century,
Congress, all of the states and the District of Columbia passed unfair and deceptive acts and

practices (UDAP) statutes."*® The federal statute, which the states followed, prohibits unfair or

1% See generally NATIONAL CONSUMER LAW CENTER, UNFAIR AND DECEPTIVE ACTSAND PRACTICES § 1.1

(4™ ed. 1997 & Supp.) (hereinafter cited as“Unfair and Deceptive Acts and Practices’).

The Racketeer Influenced and Corrupt Organization Act (RICO), 18 U.S.C. 88 1961 et seq., may afford
another source of civil redress and onethat offerstreble damages. Cf. Emery v. American General Finance, 71 F.3d
1343, 1395 (7th Cir. 1996) (ruling that complaint stated a claim under sate civil Racketeering Influenced and
Corrupt Organization statute for predatory lending). Under RICO, “any person injured in his business or property
by reason of aviolation of section 1962" may sue for civil redress. 18 U.S.C. 8§ 1964. Section 1962 forbids “any
person” from (@) using income received from a pattern of racketeering activity or from the collection of an unlawful
debt to acquire an interest in an enterprise affecting interstate commerce; (b) acquiring or maintaining through a
pattern of racketeering activity or through collection of an unlawful debt an interest in an enterprise affecting
interstate commerce; (¢) conducting or participating in the conduct of the affairs of an enterprise affecting interstate
commerce through a pattern of racketeering activity or through collection of an unlawful debt; and (d) conspiring to
participate in any of these activities. Richard L. Bourgeois, J. et al., Racketeer Influenced and Corrupt
Organizations, 37 AM. CRIM. L. Rev. 879 (2000); 18 U.S.C. § 1962. A “pattern of racketeering activity” requires
proof of commission of two or more predicate acts, anong which are mail fraud and wire fraud. 18 U.S.C. §
1961(1); H.J., Inc. v. Northwestern Bell Telephone Co., 492 U.S. 229 (1989); Sedima, SP.R.L. v. Imrex Co., 473
U.S. 479 (1985). For a comprehensive description of the elements of RICO, see Bourgeois et al., supra (the
elementsof aRICO claim include: “(A) two or more predicate acts of racketeering activity; (B) pattern; (C)
enterprise; (D) effect on interstate commerce; (E) prohibited acts; and (F) scope of outsider liability.”).

RICO claims are not a panacea, however. Because the typical RICO claim in the predatory lending context
would rest on predicate acts of fraud, RICO claimsfor predatory lending have some of the same drawbacks as fraud
claims generally. See, e.g., Vandenbroeck v. Commonpoint Mortgage Company, 210 F.3d 696, 701-02 (6™ Cir.
2000) (holding that plaintiffs failed to allege mail fraud or wire fraud with specificity). Furthermore, satisfying the
complex elements of a RICO claim can be difficult. For RICO violations under Section 1962(c), the defendant must
be distinct from the enterprise. See Cedric Kushner Promations, Ltd. v. King,  U.S. 121 S.Ct. 2087, 2090-
91 (2001). Proof of that distinction can be difficult in predatory lending cases. See Vandenbroeck v.
Commonpoint Mortgage Company, 210 F.3d 696, 699-701 (6™ Cir. 2000) (holding that plaintiffs failed to alege
that subprime lender and the secondary purchasers to whom it sold formed an enterprise). In addition, the circuits
disagree on what level and duration of activity risesto a pattern of racketeering. See Bourgeois, supra, at 885-92,
900. Indeed, under analogous provisions in HOEPA providing a cause of action for a pattern and practice of asset-
based lending, 15 U.S.C. 8 1639(h), 12 C.F.R. 8 226.32(e)(1), plaintiffs have had difficulty proving that lenders
engaged in a pattern and practice of making subprime mortgages without regard to repayment ability. See Newton
v. United Companies Financia Corp., 24 F. Supp. 2d 444, 456 (E.D. Pa. 1998). See generally Donna S. Harkness,
Predatory Lending Prevention Project: Prescribing a Cure for the Home Equity Loss Ailing the Elderly, 10 B.U.
PuB. INT. L.J. 1, 14-15, 24-26 (2000). Proving a pattern of racketeering is also costly, involving extensive discovery
and expert witnesses. Finally, some predatory lending victims have had difficulty satisfying the statute of
limitations under RICO. See Hargravesv. Capita City Mortgage Corp., 140 F. Supp. 2d 7 (D.D.C. 2000) (granting
summary judgment for lenders on certain RICO claims dueto limitations bar).
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deceptive acts or practices in or affecting trade or commerce.”” The federal act grants
enforcement to the Federal Trade Commission (FTC), but does not provide a private right of
action (either express or implied).’® In contrast, state UDAP statutes usually allow for private
damages actions as well as enforcement by the state.'*

The FTC has filed a number of recent enforcement actions challenging actions by
predatory lenders as unfair and deceptive under Section 5 of the Federal Trade Commission Act.
Some of those actions have resulted in monetary relief to borrowers?® Nevertheless, the absence
of aprivate cause of action and constraints on the FTC’ s enforcement resources make private
relief under the Federal Trade Commission Act highly unlikely for the vast majority of
victimized borrowers.

Although state UDAP statutes allow private rights of action, they are sometimes

restricted in their scope. Some state statutes exclude credit and insurance transactions, often

197 Section 5(a)(1) of the Federal Trade Commission Act, 15 U.S.C. § 45(a)(1).

198 See UNFAIR AND DECEPTIVE ACTS AND PRACTICES, supranote _, 89.1 & n.2 (citing cases).

199 Seeid. ch. 8.

200 See FTC v. Fleet Finance, Inc., No. C3899 (FTC Oct. 5, 1999) (settlement resulting in $1.3 million in
consumer redress and injunctive relief, based on charges that failure to provide accurate, timely disclosure of the
costs and terms of home equity loansto consumers and cancellation rights violated Section 5 of the Federal Trade
Commission Act); Consent Judgment and Order, FTC v. Barry Cooper Properties, No. 99-07782 WDK (Ex) (C.D.
Cal. July 30, 1999) (asset-based lending violated Section 5); Complaint, FTC v. Capital City Mortgage Corp., No.
1:98-CV-00237 (D.D.C. filed Jan. 29, 1998) (alleging that asset-based lending violated the Federal Trade
Commission Act); Prepared Statement of the Federal Trade Commission before the California State Assembly
Committee on Banking and Finance on Predatory Lending Practices in the Home-Equity Lending Market 5-7 (Feb.
21, 2001) (available at <http://www.ftc.gov/os/2001/02/prediendstate.ntm>); FTC, Sub-prime Lender Agreed to Pay
$350,000 Civil Penalty to Settle Charges of Violating Federal Lending Laws, Press Release (Aug. 24, 2000) (Iender
violated Section 5 by misrepresenting that consumers were purchasing only credit life insurance when, in fact, they
were also purchasing accident and health insurance); FTC, Home Equity Lenders Settle Charges That They Engaged
in Abusive Lending Practices;, Over Half Million Dollars To Be Returned to Consumers, Press Release (July 18,
2000). See also Paul Beckett, FTC Charges Citigroup Unit In Lending Case, WALL St. J., Mar. 7, 2001, at B15;
Richard A. Oppd, J., U.S Suit Cites Citigroup Unit on Loan Deceit, N.Y. TIMES, Mar. 7, 2001, at A1l. The FTC
has predicated other enforcement actions and counts involving allegations of predatory lending on violations of the
HOEPA, TILA, RESPA, ECOA, and the Fair Debt Collection Practices Act. See Prepared Statement of the Federal
Trade Commission, supra, at 5-7.
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because financial institutions are exempted or because credit and insurance are deemed not to be
“goods and services.”** In states where state UDAP statutes do cover credit, enforcement
heavily depends on the priorities of individual state attorneys general and available resources.
Only afew attorneys general, such as in North Carolinaand New Y ork, have actively pursued
enforcement of any sort under state UDAP statutes.®® Similarly, weak attorneys fee provisions
in some state UDAP statutes discourage the private bar from bringing state UDAP claims.*®

D. Disclosure

Disclosure is yet another paradigm for remedying abusive lending practices. In consumer
lending, several federal statutes mandate the disclosure of standardized price information on
loans. For example, TILA requires lenders to disclose finance charges and annual percentage
rates to applicants for home mortgages.® Similarly, RESPA entitles home mortgage borrowers
to good faith estimates of settlement costs (GFES) and statements of their actual closing costsin
HUD-1 settlement statements.”

For high-cost, closed-end home mortgages (other than purchase money mortgages),

HOEPA requires additional disclosures three days before closing.?® Under HOEPA' s advance

201 See UNFAIR AND DECEPTIVE ACTS AND PRACTICES, supranote_ , §8§2.2.1-2.2.1.4,2.3.1.

202 See, e.g., National Association of Attorneys General, Need Cash? Carefully Examine Your Options First
(available at <http://www.naag.org/consumer/needcash.cfm>); Richard A. Oppd J. & Patrick McGeehan, Along
with a Lender, Is Citigroup Buying Trouble?, N.Y. TIMES, Oct. 22, 2000, at § 3, p. 1; Rob Christensen, Eadey,
NEwWS AND OBSERVER (RALEIGH, N.C.), Oct. 6, 2000, at A1; Office of New York State Attorney Genera Eliot
Spitzer, Court Freezes Assets of Mortgage Bank, Press Release (Feb. 22, 2001) (Anvil Mortgage Bank, Ltd.); Office
of New York State Attorney General Eliot Spitzer, Spitzer Announces Landmark, $6 Million Settlement With Long
Idand Mortgage Company, Press Release (June 23, 1999) (settlement with Delta Funding).

203 See UNFAIR AND DECEPTIVE ACTS AND PRACTICES, supranote___, §§ 8.8.2.1-8.8.6.2.

204 Seenotes - supraand accompanying text.

205 Seenotes - supraand accompanying text.
206 15 U.S.C. §8 1601 et seq. HOEPA isasubsection of TILA.
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disclosure provisions, the lender must inform the borrower of the APR and the dollar amount of
the periodic payments. HOEPA lenders must also advise borrowersin writing that they could
lose their homes and are not obligated to proceed to closing simply because they signed aloan
application or received disclosures. Finally, for adjustable rate mortgages that fall within
HOEPA, lenders must disclose that the interest rate and monthly payment could increase, plus
the amount of the single maximum monthly payment.*’

Violations of all three statutes are subject to agency enforcement.*® Violations of TILA
and HOEPA are also subject to criminal penalties.®® In addition, TILA, RESPA and HOEPA
authorize private rights of action, but differ significantly in the types of relief they afford
borrowers. Under TILA, injured borrowers may seek actual damages, statutory damages and
attorneys’ fees, either individually or in class actions.® In addition, homeowners can stave off
foreclosure for up to three years after closing under TILA’s provisions granting the right to

rescind covered home mortgages, where specified disclosures were not correctly made at

207 12 C.F.R. § 226.32(c). See generally NATIONAL CONSUMER LAW CENTER, TRUTH IN LENDING ch. 10 (4"
ed. 1999) (hereinafter cited as“TRUTH IN LENDING”).

In December 2000, the Federal Reserve Board proposed amending HOEPA'' s regul ations to provide that
HOEPA borrowers must be informed in advance of the loan closing that the total amount borrowed may be
substantially higher than the amount requested due to the financing of insurance, points and fees. See Federd
Reserve, Truth in Lending, supranote , at 81438.
208 15 U.S.C. § 1607. The Federal Reserve Board of Governors has exclusive authority for promulgating
regulationsimplementing TILA and HOEPA. 15 U.S.C. § 1604(a). Responsihility for enforcing TILA and
HOEPA, however, is divided among ninefederal agencies. 15 U.S.C. 88 1607(a), (c). See Rohner & Miller, supra
note  , 116.09[5], 13.02 (2000). State attorneys general are also empowered to enforce HOEPA. 15U.S.C. §
1640(e). See TRUTH IN LENDING, supranote __, 810.6.3.

Agency enforcement authority for RESPA isvested in HUD. 12 U.S.C. 88 2602(6), 2617.

209 Lenders who willfully and knowingly violate any requirement of TILA or HOEPA, for example, face a

maximum fine of $5000 and imprisonment for up to oneyear. 15U.S.C. § 1611; seealso 15 U.S.C. § 1644
(punishing certain types of credit card fraud).

210 See generally TRUTH IN LENDING, supranote___, ch. 8.
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closing.?** HOEPA's private remedies include all of the remedies available under TILA, plus
special enhanced damages consisting of all finance charges and fees paid by the borrower®? and
expanded rights of rescission.”®

Under RESPA, private damages for erroneous disclosures generally cannot be awarded
unless borrowers can prove that lenders: (1) failed to inform them that their loans could be
transferred;?* (2) received kickbacks;** or (3) steered them to title companies.®® Specifically,
lenders have no liability under RESPA for errorsin GFEs or HUD-1 settlement statements,
thereby weakening their incentives for accuracy.

TILA, RESPA and HOEPA all have major weaknesses in what activities they prohibit
and the relief that they provide®” TILA has not lived up to its goal of standardizing disclosures

on the total cost of credit because along list of closing costs are currently excluded when

2l Seegenerally id. ch. 6. Julia Patterson Forrester has aptly pointed out, however, that often borrowers

inadvertently waive thisright in fast-moving forecl osure actions because naive borrowers fail to assert affirmatively
their TILA and HOEPA remedies. See Julia Patterson Forrester, Constructing a New Theoretical Framework for
Home Improvement Financing, 75 ORE. L. Rev. 1095, 1111-26, 1129-31 (1996); see also Associates Home Equity
Services, Inc. v. Troup, No. A-3410-00T 1F, 2001 N.J. Super. LEXIS 318, at *33-*37 (N.J. App. July 25, 2001)
(affirming dismissal of rescission claim under TILA because notice of the right to cancel within three daysin the
case complied with TILA).

22 15 U.S.C. § 1640(a)(4). See generally TRUTH IN LENDING, supranote___, § 10.6.

213 15 U.S.C. §1635; 12 C.F.R. § 226.23(a)(3). See generally TRUTH IN LENDING, supranote ___, §§ 10.3.3,
10.6.2.

214 15 U.S.C. § 2605(f) (authorizing actual damages, statutory damages, costs and attorneys’ fees).
25 15 U.S.C. § 2607 (authorizing treble damages and attorneys fees).

216 15 U.S.C. §2608. The defendant isliable for up to three times the amount that was charged for thetitle
insurance. 1d. § 2608(b).

2 HUD and the Federal Reserve Board raised concerns about the efficacy of these statutes in ajoint report
to Congress. HUD-Fed Joint Report, supranote , Executive Summary I1. For a good description of additional
evidentiary and limitations problems impeding relief under TILA and HOEPA, see Donna S. Harkness, Predatory
Lending Prevention Project: Prescribing a Cure for the Home Equity Loss Ailing the Elderly, 10 B.U. Pus.
INTEREST L.J. 1, 11-24 (2000).
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computing finance charges and annual percentage rates.**® These omissions are exacerbated
when lenders pad closing fees and engage in insurance packing.

As previously discussed, in addition to deficient private enforcement, RESPA suffers
from poorly thought-out timing provisions.*® The result is lengthy and confusing GFEs and
HUD-1 settlement statements that are too late and too unreliable to be meaningful to the
consumers they are meant to serve.

This state of affairs puts unsophisticated loan applicants at risk of high-pressure tactics at
closing. At closing, borrowers may learn for the first time that they will be paying higher
interest, points and/or fees. Confronted by surprise disclosures, they need financial or legal
advice at the exact moment that they have to commit. Without that advice, fearful that they will
lose their loans and desperate for funds, most borrowers sign the closing documents. These and
other related problems caused Congress to enact the advance disclosure requirements in HOEPA.

Although HOEPA is an improvement over TILA and RESPA, HOEPA is easy to evade
because of its narrow coverage. To begin with, HOEPA does not apply to purchase money
mortgages, reverse mortgages or open-end credit lines of any kind.?® Furthermore, for home
mortgages within its coverage, HOEPA only appliesif at least one of the following triggersis
satisfied:

» theannual percentage rate at consummation exceeds the yield on Treasury securities
of comparable maturity plus ten percent; or

218 See HUD-Fed Joint Report, supranote __, Executive Summary at VII-XI; notes_ - supraand

accompanying text.

29 Seenotes - supraand accompanying text.

20 15 U.S.C. §8 1602(i), (W), (bb); 12 C.F.R. § 226.32(a)(2).
21 15 U.S.C. §8 1602(aa)(1)-(aa)(4); 12 C.F.R. §8§ 226.32(a)(1), (b)(1). In addition, thereisacomplex system
of exclusions from “total points and fees.” The exclusions encompass certain application fees, late charges,

premiums for credit insurance, closing costs, security interest charges and filing and recording fees. See TRUTH IN
LENDING, supranote _ , 83.9.
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» thetota points and fees exceed eight percent of the total loan amount or $400
(subject to annual indexing), whichever is greater.

Accordingly, to evade HOEPA, a lender can either style aloan as an open-end extension
of credit or keep the interest or total points and fees below the respective ten and eight percent
triggers.”> HOEPA's triggers are so high that most lenders, including predatory lenders, are able
to price their loans below the triggers.??® Subprime lenders have compensated for the lower
resulting interest rates by raising the charges for items excluded from total points and fees.?*

A handful of states have responded to the problem of evading HOEPA by adopting
measures, patterned after HOEPA to alarge degree, that lower the triggers for lenders in those

states. The first such measure was North Carolina s predatory lending statute, enacted in 1999.

22 To avoid HOEPA's disclosure requirements, lenders create lines of credit secured by borrowers homes and

advance the credit linesin their full amounts to the borrowers at closing. Effectively, these spurious “ open-ended”
mortgages are closed-end mortgagesin all but name. See Sturdevant & Brennan, supranote  , at 39. The Federd
Reserve Board proposed rules in December 2000 that would prohibit creditors from including “payment on demand”
or “call provisions’ in HOEPA loansin order to classify home loans as open-end. See Federal Reserve, Truthin
Lending, supra note  at 81438.

223 See, e.g., HUD-Treasury Report, supranote __, at 81, 85; TRUTH IN LENDING, supranote __, §10.1.1;
Woodstock Ingtitute Testimony Before the Illinois House of Representatives' Hearing on Predatory Mortgage
Lending by Danid Immergluck, Chicago, Illinois (Oct. 13, 1999) (available at
<http://nonprofit.net/woodstock/predtest.ntml>); Sturdevant & Brennan, supranote |, at 36, 39.

John Weicher’ s data on the average interest rates on subprime loans confirm that lenders can easily make
subprime loansthat fall below HOEPA'striggers. According to Weicher, subprimerates closely track theinterest
rates on primeloans. On average, Weicher found that interest rates on B 1oans were 300 basis points higher than
those on prime loans, 450 points higher on C loans and 600 points higher on D loans (D loans being the lowest
quality subprime loans). (100 basis points equal one percentage point). See WEICHER, supranote  , at 56-57 &
table4.1. Accordingly, even averagerates for D loans fall below HOEPA'’ s ten percent trigger.

In December 2000, the Federal Reserve Board proposed a regulation that would lower the APR trigger
from ten to eight percent and expand the trigger for points and fees to include premiums paid at closing for optional
credit protection products. In addition, the Board requested comments on whether to include all closing costsin the
trigger for pointsand fees. The Board estimates that lowering the APR trigger by two percentage points would
expand HOEPA' s coverage from oneto five percent of subprime mortgages. See Federal Reserve, Truthin
Lending, supranote  at 81438.

224 Cf. JamesR. Ostas, Effects of Usury Ceilings in the Mortgage Market, 31 J. FINANCE 821, 829 (1976) (in
response to price controls, “lenders will attempt to maximize profits by charging higher than normal loan closing
fees’).
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In the statute, North Carolina retained the federal trigger for APRS of ten percent. Thetrigger for
total points and fees was lowered, however, to five percent for total loan amounts greater than or
equal to $20,000 or the lesser of $1,000 or eight percent of principal for smaller loans. North
Carolina's statute is also broader than HOEPA because it covers home mortgages with
prepayment penalties that either exceed two percent of the amount prepaid or are payable more
than thirty months after closing.?* The New Y ork Banking Board followed suit in 2000 by
amending Part 41 of itsregulations to lower the APR trigger from ten to eight percent and the
trigger for total points and fees from eight to five percent.”®

For their part, HUD and the Federal Reserve Board urged Congress in 1998 to enact
amendments fine-tuning federal disclosure requirements.??” Those amendments are long
overdue. Nevertheless, increased disclosure is not enough. Lenderswill always find ways to
evade disclosure requirements. Furthermore, most victims of predatory lending already find the
current set of disclosures incomprehensible. For naive borrowers, piling on more disclosures
will not help. The high-pressure nature of closings only exacerbates confusion, by discouraging
borrowers from reading loan documents at closing or asking questions when they do. Because
most borrowers are not represented at closing, moreover, questions are likely to result in self-
serving answers by title company officials or lenders. More disclosure would simply compound

the confusion that currently exists.

225 N.C.G.S. 88 24-1.1E(a)(4), (a)(6). North Cardlina excludes bona fide discount points, some prepayment

penalties and certain other legitimate fees from the definition of total pointsand fees. Bonafide discount pointsare
specifically defined as “1oan discount points knowingly paid by the borrower for the purpose of reducing, and which
in fact result in a bona fide reduction of, theinterest rate or time-price differential applicable to the loan, provided
the amount of the interest rate reduction purchased by the discount pointsisreasonably consistent with established
industry norms and practices for secondary mortgage market transactions.” N.C.G.S. § 24-1.E(a)(3).

226 General Regulations of the New Y ork Banking Board §§ 41.1(d)-(e).
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E. Consumer Education And Counseling

Consumer education and/or counseling are other possible responses to the problem of
exploitative loan terms. Currently, however, government-sponsored credit counseling, whether
mandatory or optional in nature, is virtually non-existent and consumer education programs are
only in their infancy.

Under federal law, credit counseling is mandatory only for reverse mortgages for older
homeowners under the Home Equity Conversion Mortgage program administered by HUD.?®
Two states have provisions on subprime credit counseling. New Y ork requires high-cost lenders
to advise applicants that credit counseling is available and to provide them with a list of
counselors. Counseling is not mandatory.?® North Carolina goes further and requires counseling
by state-approved counselors for all high-cost loans.?* Otherwise, counseling proposals have
been rejected in the past, due to industry opposition and also due to concerns about cost.

Consumer credit education and counseling unquestionably should be available for those
who seek it. Education, however, is not a cure-all for predatory lending. Reaching the potential
victims of predatory lending is the biggest challenge for any educational campaign. Oftentimes,
these individuals are not actively in the market for loans to begin with. The best way to reach
likely victims is labor-intensive and costly, for example, by imitating predatory lenders and

going door-to-door. Even then, there is no guarantee that the individuals will understand the

2 See HUD-Fed Joint Report, supranote . Inthereport, HUD and the Federa Reserve were not able to
reach compl ete agreement and thus issued some recommendations jointly and othersindividually.

228 See HUD-Treasury Report, supranote __, a 92. For adescription of this program, see generally

Harkness, supranote  , at 39-41.
29 General Regulations of the New Y ork Banking Board § 41.3(a).

20 N.C.G.S. § 24-1.E(c)().
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information or be able to apply it when predatory lenders come to call.*" Until this country
comes to grips with low literacy rates, financial literacy efforts are not likely to succeed.
Counseling also has serious limitations. For those who lack the time, the funds or even
the confidence to visit a credit counselor, optional counseling is nothing more than a fig leaf. In
contrast, mandatory counseling would require consumers to go to a counselor as a condition of
getting aloan. The efficacy of that counseling, however, is questionable.”* How much use is
counseling before closing, when customers do not have loan agreements and final HUD-1
settlement satementsin front of them? Who would pay for an edifice of certified, independent
credit counselors nationwide who were sufficiently trained in loan analysis and predatory
practices to provide customers with adequate advice?*® How much specific guidance could
counselors give customers about comparison shopping? Could counselors disapprove loan

agreements as overreaching or could customers unconditionally reject their advice? And would

21 Cf. Abdighani Hirad & Peter M. Zorn, A Little Knowledge Isa Good Thing: Empirical Evidence of the
Effectiveness of Pre-Purchase Homeownership Counseling 18 (May 22, 2001) (available at
<http://www.freddiemac.com/corporate/reports>) (“te ephone counseling [had] no demongtrabl e effectivenessin
reducing delinquency rates’ in Freddie Mac's Affordable Gold mortgage program).

22 In an examination of mandatory pre-purchase homeownership counseling under Freddie Mac’s Affordable
Gold program, Abdighani Hirad and Peter M. Zorn recently concluded that individual, classroom and home study
counseling were effective in reducing 90-day delinquency rates. These programs were different from credit
counseling for potential victims of predatory loans, however, in two important respects. Fird, the Affordable Gold
program provided counsealing to individuals who were actively seeking financing for theinitial purchase of ahome
(i.e., purchase money mortgages). Many predatory lenders, in contrast, seek to convince individuals who are not in
the market for aloan to refinance their mortgages. Accordingly, self selection may have influenced the outcome of
the study. Seeid. a 2 (“we are unablerdiably to confirm that this reduction comes from the counseling itself rather
than the assignment/sel ection of borrowers into these programs’). Second, the counseling programs that Hirad and
Zorn examined covered a much broader set of topics than pure credit counseling and involved “ explaining the home
buying and financing process, encouraging financial planning and money management, and going over home
maintenance and repair issues and concerns” |Id. at 5.

233 Cf. Federal Reserve, Truthin Lending, supranote  at 81438 (“Both consumer and creditor
commentators acknowledged the benefits of pre-loan counsding as a meansto counteract predatory lending. There
was uniform concern, however, about requiring areferral to counseling for HOEPA |oans because the actual
availability of local counselors may be uncertain.”); Harkness, supranote ___, at 43 (“many housing counseling
agencies. . . expressed concern about having enough funding to provide basic housing counseling services [such as
counseling on landlord/tenant law, foreclosures and fair housing laws], let alone to add to others’).
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one counseling session be enough to help people who are under severe financial strain to cope
with inadeguate finances?

Wholly apart from these issues, there is a more basic problem with relying on education
and/or counseling. Without more, a solution founded on education or counseling puts the onus on
potential victims to avoid predatory loan terms, rather than on the perpetrators.”* Such reliance
is nothing more than caveat emptor served up with an informational brochure or loan counseling.
Likewise, education and counseling do little to redress the basic inequities in bargaining power
that underlie many predatory loans.

F. Price Regulation

Price controls in the form of usury laws have been a venerable and ancient Sate response
to problems of abuse in lending. For centuries, usury laws have been at the crux of debates over
the need for personal responsibility and free choice versus protecting those without bargaining
power from exploitation.

The recent history of usury limits for residential mortgages in the United States has been
one of deregulation, accompanied by the re-imposition of limits on non-interest price termsin
high-cost loans. Following high inflation in the 1960s and 1970s, usury limits for home
mortgages were largely abolished in the United States. Aswe discussed supra, deregulation in
residential mortgages resulted from two federal statutes, DIDMCA#* and AMTPA,** that were

enacted in the early 1980s. DIDMCA pre-empted state usury limits on first mortgages and

234 In the context of cyberspace, Lawrence Lessig has criticized similar education programs for “confusfing]

responsibility and hence confugfing] politics.” See LAWRENCE LESSIG, CODE AND OTHER LAWS OF CYBERSPACE 96
(1999); see generally, id. a 95-98.
%5 Pub. L. No. 96-221, 94 Stat. 164 (1980).

236 Pub. L. No. 97-320, 96 Stat. 1469 (1982).
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AMTPA permitted lenders to make adjustable rate mortgages, mortgages with balloon payments
and non-amortizing mortgages.?’

In 1994, early concerns about predatory lending led Congressto amend TILA to add
HOEPA, which imposed price controls on the non-interest terms of high-cost, closed-end home
mortgages other than purchase money mortgages. HOEPA does not limit nominal interest rates
per se. However, for the small group of subprime loans that activate its triggers,>®* HOEPA
prohibits certain other price terms,** including balloon payments in loans other than bridge
loans, maturing in less than five years, negative amortization, advance payments,*°® higher
interest rates on default and numerous prepayment penalties. !

HOEPA has been so easy to evade that its practical effect has been negligible.?”? In recent
years, dissatisfied with HOEPA' s narrow coverage, a handful of states adopted further
restrictions on non-interest price terms in home mortgage loans. Texas took the lead with an

amendment to the Texas Constitution, which took effect on January 1, 1998, prohibiting

1 Seesupranotes___and accompanying text.

238 Seesupranote__and accompanying text.

239 15 U.S.C. § 1639(c)-(i); 12 C.F.R. § 226.32(d).
240 In other words, payment schedules that consolidate three or more periodic payments and pay them in
advance from the proceeds.

241 Under HOEPA, however, prepayment penalties are permissible where they may only be imposed in the
first five years following consummation of the loan, where the source of the prepayment fundsis not arefinancing
by the creditor or an affiliate of the creditor and where the consumer’ s total monthly debts at closing (including the
HOEPA loan) do not exceed fifty percent of the consumer’s monthly verified grossincome. 12 C.F.R. 8§
226.32(d)(7).

242 Seenotes__ supra and accompanying text.
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prepayment penalties and balloon payments on all home equity loans and imposing athree
percent cap on points for those loans, regardless of the interest rate.**

In 1999, North Carolina enacted a sweeping predatory lending law that covers a broader
group of high-cost home loans than HOEPA.?* For high-cost mortgages within its coverage, the
North Carolina law bans all of the pricing practices banned by HOEPA, plus balloon payments
of any type (not just balloon payments under five years) and all fees to modify or defer payments
on high-cost loans.* Other provisions of the North Carolina law ban prepayment penalties for
all consumer home loans under $150,000 whether high-cost or not, except where preempted by
federal law.>*® Under that law, it is also unlawful to finance any single premium credit life,
disability, unemployment, life or health insurance for “consumer home loans’ of any size.*"
Finally, for most home loans under $300,000, points may only be paid to reduce the interest rate
or time-price differential of money.*®

In 2000, the New Y ork Banking Board took a similar tack by lowering HOEPA's
coverage triggers for high-cost home loans.** For loans within those lower triggers, the Board

prohibited balloon payments except where due and payable no earlier than seven years following

243 Tex. Const. Art. 16, § 50(a).

244 Seetext accompanying note _ supra for a description of North Carolina’ s lower triggers. See generally

Richard R. Daugherty, Note & Comment, Will North Carolina’s Predatory Home Lending Act Protect Borrowers
From the Vulnerability Caused by the Inadequacy of Federal Law?, 4 N.C. BANKING INST. 569 (2000).

245 N.C.G.S. § 24-1.E(b).

246 N.C.G.S. § 24-1.1E(b).

247 N.C.G.S. §8 24-10.2(b), (€).

248 N.C.G.S. § 24-1.1A(c)(1)(f). Home loans under $10,000 by unapproved lenders may not assess paints at
al. N.C.G.S. §24-1.1A(cl).

249 See text accompanying note ___ supra.
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origination, negative amortization, increased interest rates upon default, advance payment
provisions and modification and deferral fees.”®

Continued abuses by predatory lenders have fueled calls to extend HOEPA’s price
controls and those of its state law analogues to subprime loans generally. Some proponents go
farther and argue for the re-imposition of usury limits on interest rates and points and fees.**
Studies on past interest rate redtrictions in the United States indicate, however, that price controls
have a direct adverse effect on the availability of credit to LMI borrowers and exacerbate the
natural incentives toward credit rationing.>> Most research to date has concluded, for example,
that usury laws reduce the quantity of credit that flowsto the residential mortgage market.
Differences in usury rates have caused loan funds to flow out of states with stricter interest caps
to more permissive states. Similarly, usury limits disproportionately hurt the poor. Studies on
the distributive effect of usury laws on prime versus subprime borrowers, for example, have
concluded that interest ceilings impede weaker loan applicants from obtaining credit because
lenders cannot charge sufficient interest to recoup the higher costs of underwriting, collection
and possible default. Where usury limits become binding, lenders ration credit by requiring
higher down payments, increasing loan fees, shortening loan maturities and restricting the size of

loans. The sum effect isto handicap LMI borrowers in competing for loans.**

%0 General Regulations of the New Y ork Banking Board § 41.2.

1 See, eg., THE CosT OF CREDIT, supranote ___, a 60-64; Mansfield, supranote , at 573-75; PREYING
ON NEIGHBORHOODS, supranote ___, at 36 (advocating limiting points and fees on all mortgages to three percent of

principal when the interest rate on the loan exceeds eight percent).

For thoughtful treatments of this debate, compare Drysdale & Keest, supra note , a 589 (2000) with
James J. White, The Usury Trompe I’ Oeil, 51 S.C. L. Rev. 445 (2000).

%2 Seenotes__ supra and accompanying text.
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These effects are not limited to interest ceilings, but also extend to price controls on
points and fees. New Y ork, for example, had a highly restrictive usury law from 1969 to 1976
that capped all loan fees, charges and points for residential mortgage loans. The law, one of the
strictest in the country, resulted in higher down payment requirements and reductions in new
mortgages. Moreover, the resulting decline in mortgage activity in New Y ork was the most
severe in census tracts with lower average income, lower average housing values and higher
ratios of rental housing.?* Other research examining usury limits for federally chartered credit
unions found that imposition of a twelve percent cap on all credit charges, including service
charges and loan origination fees, resulted in substantial declinesin lending by federal credit
unions after that ceiling became binding.**

Ultimately, price controls are counterproductive. They restrict the flow of credit, thereby
hurting the very individuals they are designed to serve. That is true whether price controls take
the form of interest rate ceilings or restrictions on non-interest price terms. Furthermore, there is
no reason to believe that legislators or regulators will have more success than the market at
setting prices that deter predatory lending and do not unduly restrict the availability of capital to

borrowers.?®

23 See, e.g., Norman N. Bowsher, Usury Laws: Harmful When Effective, 56 Rev. - FED. RES. BANK OF ST.
Louis 16, 17-23 (1974); Jaffee & Russdll, supranote __; James McNulty, A Reexamination of the Problem of Sate
Usury Ceilings: The Impact in the Mortgage Market 21-24 (Fed. Home Loan Bank Bd. 1979); Harold C. Nathan,
Economic Analysis of Usury Laws, 10 J. BANK RESEARCH 200, 202-10 (1980); Ostas, supranote ___; Michael M.
Tansey & PatriciaH. Tansey, An Analysis of the Impact of Usury Ceilings on Conventional Mortgage Loans, 9 J.
AM. REAL ESTATE & URBAN ECON. AsSS'N 265 (1981); Bruce Yandle & Jim Proctor, Effect of Sate Usury Laws on
Housing Starts, 13 J FINANCIAL & QUANTITATIVE ANALY SIS 549, 554-55 (1978).

254 See Dwight Phaup & John Hinton, The Distributional Effects[of] Usury Laws: Some Empirical Evidence,
9 ATLANTIC ECONOMIC J. 91, 92-95 (1981).

%5 See John D. Wolken & Frank J. Navratil, The Economic Impact of the Federal Credit Union Usury Ceiling,
36 J. FINANCE 1157, 1165 (1981).

78



In warning against the dangers of usury laws, we need to make a caveat. Certain price
terms, such as points or certain fees, may warrant intervention for other reasons. Unregulated use
of certain price terms may impede transparency. Other price terms may be problematic because
they assess an excessive lump sum charge for services such as insurance that are normally
provided and charged on a monthly basis. Single-premium credit life insurance is one example
that comesto mind.

G. Anti-discrimination Remedies

The evidence suggests that predatory lenders target members of protected groups and that
their practices often have a disparate impact on protected groups. Thus, some victims of
predatory lending may have disparate treatment,’ disparate impact®® or “pattern and practice’ **°
claims under the Equal Credit Opportunity Act of 1974 (ECOA) or the Fair Housing Act
(FHA).?® ECOA prohibits lenders from discriminating in credit transactions, including

mortgages, according to race, color, religion, national origin, sex, marital status, age or receipt of

26 Nor arefloating price controls the answer. In an unregulated market, price terms vary widdly from lender

tolender. Accordingly, market forces will usually cause some lenders to exceed floating ceilings, no matter how
high the floating ceilingsrise. See McNulty, supranote__, at 23. Floating price ceilings thuslack sufficient
flexibility to avoid restricting credit.

=7 Ronald K. Schuster, Lending Discrimination: |s the Secondary Market Hel ping to Make the * American
Dream’ a Reality? 36 GONzAGA L. Rev. 153, 163-66 (2000-2001). See also Associates Home Equity Services, Inc.
v. Troup, No. A-3410-00T 1F, 2001 N.J. Super. LEXIS 318, at *7-*20 (N.J. App. July 25, 2001) (permitting African
American homeowners to proceed to discovery on reverse redlining claim under the theory of equitable recoupment
as an affirmative defense to forecl osure).

8 Schuster, supranote __, at 166-68.
29 Peter P. Swire, The Persistent Problem of Lending Discrimination: A Law and Economics Analysis, 73
Tex. L. Rev. 787, 832 (1995). See also Associates Home Equity Services, Inc., 2001 N.J. Super. LEXIS 318, at *15-
*16 (granting borrowers discovery on their claim of “a pattern of discriminatory lending practice in New Jersey’s
inner cities”).

20 Cf. Lambert, supra note at 2181 (discussing the possibility of bringing marketing discrimination
claims under FHA and ECOA).
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public assistance.®* ECOA only gives standing to actual loan applicants.®? Thus, customers
who are the victims of credit discrimination prior to the application process fall outside of
ECOA’s protections. The Fair Housing Act prohibits discrimination in the financing of
residential real estate on the grounds of race, color, religion, national origin, gender, handicap
and familial status.*®®

Although both statutes authorize private damages actions,® few victims of lending
discrimination have brought claims under these statutes.®® There are several explanations for
this paucity of claims. Many loan applicants cannot discern lending discrimination because they
do not have inside information about the factorsthat went into lenders’ decision-making.”®® Even
when borrowers do have an inkling that they may have been victims of discrimination, they may
not know that the lenders’ actions were illegal under the FHA or ECOA. The few consumers

who realize that lenders discriminated against them in violation of fair lending laws encounter

21 15 U.S.C. 88 1601 et seq.
22 15U.S.C. §1691e

23 42 U.S.C. 88 3601-3619 (Title VIII of the Civil Rights Act of 1968); see generally Frank Lopez, Note,
Using the Fair Housing Act to Combat Predatory Lending, 6 GEo. J. POVERTY LAW & PoL’y 73 (1999).

24 15 U.S.C. § 1691€, 42 U.S.C. § 3613.

%5 See, e.g., tephen M. Dane, Eliminating the Labyrinth: A Proposal to Simplify Federal Mortgage Lending
Discrimination Laws, 26 U. MicH. J.L. REFOrRM 527, 549 (1993); Hylton & Rougeau, supranote __, at 262 (“if
discriminating in the allocation of credit isbased on [disparate impact], it would be hard to attack through the
application of a civil rights statute”); A. Brooke Overby, The Community Reinvestment Act Reconsidered, 143 U.
PA.L. Rev. 1431, 1505 (1995); Peter P. Swire, Safe Harbors and a Proposal to Improve the Community
Reinvestment Act, 79 VA. L. Rev. 349, 368-69 & n.62 (1993); Anthony D. Taibi, Banking, Finance, and Community
Economic Empowerment: Sructural Economic Theory, Procedural Civil Rights, and Substantive Racial Justice, 107
HARv. L. REv. 1463, 1473, 1478 (1994).

26 Michele L. Johnson. Your Loan is Denied, but What about Your Lending Discrimination Suit? Latimore v.
Citibank Federal Savings Bank, 151 F.3d 712 (7" Cir. 1998), 68 U. CINN. L. Rev. 185, 214-15 (1999).
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significant obstacles in proving their discrimination claims.?®” In most cases, lenders can point to
neutral underwriting criteria and reasons why applicants failed to meet their criteria®® In
addition, loan information pertaining to other applicants, that would assist plaintiffsin
establishing discriminatory treatment, is difficult and costly to obtain.*®

Testers, who have proven valuable in establishing landlords’ and sellers discriminatory
intent in garden variety housing discrimination claims, are rarely used in the fair lending context.
This is because testers could be subject to state and federal prosecution if they were to sign false
loan applications. Absent use of testers or other proof of intentional discrimination, plaintiffs
would have to comb through lenders' individual loan filesto locate evidence that the lenders
practices had a disparate impact on members of the plaintiffs’ protected class, or to document
statistical discrimination,®” i.e., disparate treatment of similarly situated individuals. Datafrom
individual loan files is not publicly available, however, and aggrieved applicants do not have
access to lenders' loan files before they file complaints. Furthermore, even when the information
is available, the cost of extensive discovery and expert statistical analysis can be prohibitively

expensive.?*

%7 For ageneral discussion of the impediments to victims of discrimination pursuing and prevailing in claims

under the FHA, see Kathleen C. Engel, Moving up the Residential Hierarchy: A New Remedy for an Old Injury
Arising from Housing Discrimination, 77 WAsH. U. L.Q. 1153, 1188-91(1999).

%8 Thereis some debate whether the McDonnell Douglas burden-shifting scheme used in employment
discrimination cases appliesto lending discrimination claims. In jurisdictions where the courts have rejected the
McDonnell Douglas approach in fair lending cases, the hurdle for plaintiffsis even higher. M. Johnson, supra note
_ at185(1999); see also G. Carol Brani, Civil Rights and Mortgage Lending Discrimination: Establishing a
Prima Facie Case under the Disparate Treatment Theory, 5 RACE & ETHNIC ANCESTRY L.J. 42 (1999) (discussing
the Latimore case).

269 Dane, supra note ,a 544,

210 In statistical discrimination claims, the intent to discriminate is inferred from statistical evidence showing a
pattern or practice of discriminatory treatment.
2 See, eg., Dane, supranote _, at 543-44. Professors Keith N. Hylton and Vincent D. Rougeau have

furthermore pointed out that disparate treatment for reasons that are economically rational creates an evidentiary
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Low and uncertain damages awards further reduce the number of fair lending cases that
arefiled. Plaintiffs often do not incur significant damages and have difficulty quantifying their
damages.”* Asaresult, they may be reluctant to file suit and may not be able to find attorneys to
represent them.?*

Punitive damages awards, which should provide incentives for victims of discrimination,
fail to perform their intended function. Thisis, in part, because the FHA limits punitive awards
to $11,000.2 In addition, the reference points that courts use to determine the reasonableness of
punitive awards serve to limit punitive damages in fair lending cases. For example, one
guidepost is that punitive awards should bear areasonable relationship to civil penalties. Under
ECOA and the FHA, however, civil penalties are capped, placing a further limitation on punitive
damages awards. The relationship between compensatory awards and punitive damages is
another criterion that courts consider in determining the amount of punitive awards. To the
extent that fair lending plaintiffs recover only small damages awards or non-monetary damages
such as rescission, their punitive awards will be limited correspondingly.?”® A final factor that

reduces the incentive power of punitive awards is the reluctance of courts to impose punitive

paradox. Where lenders use prohibited factors such as race as cheap proxies for individual determinations of
creditworthiness, and those proxies have some predictive value, there may be no evidence of disparate treatment at
all because similarly situated applicants will appear to be treated similarly. See Hylton & Rougeau, supranote
at 252.

212 See Dane, supranote __, at 549.

273

See, Engdl, supra note , a 1185-90 (discussing therole that low damages awards play in deterring
victims of discrimination from filing suit).

24 42 U.S.C. §3612(g)(3).

s Enge, supranote , at 1195-97.
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damages in the absence of actual damages. Many states and at least two circuit courts have
refused to uphold punitive damages awards unless plaintiffs have incurred actual damages.”®

In 1992, the Department of Justice (DOJ) took action to fill the breach by bringing its
first “pattern or practice” lawsuit under ECOA alleging racial discrimination by alender. The
suit, against Decatur Federal Savings and Loan in the Atlanta metropolitan area, culminated in a
consent decree in which Decatur agreed to extend one million dollars in loans to previously
rejected black applicants.?”” Since then, the Justice Department has prosecuted a series of cases
alleging lending discrimination, most of which have been in response to press exposés of lending
discrimination and all of which have settled.?”® DOJ s ability to mount cases, however, is,
“hampered by staff shortages, the costly, time-consuming nature of compiling proof of
discrimination and inevitable shifts in political winds.”*”

Putting these enforcement problems aside, a more basic problem exists with relying on
the anti-discrimination laws to halt predatory lending. The fair lending laws necessarily are
tangential in their focus, because they address differential treatment of customers on prohibited
grounds such as race, age or gender, rather than abusive loan terms per se. Of course, such

targeting isamajor tactic of predatory lenders, which iswhy ECOA and Title VIII will always

216 Johanna M. Lundgren, As Weakened Enforcement Power: The Fifth Circuit Limits Punitive Damages under

the Fair Housing Act in Louisiana Acorn Fair Housing v. LeBlanc, 46 LoyoLA L. Rev. 1325, 1329-32 (2001).
2 SeeTaibi, supranote  , at 1477 & n.53; see also Robert G. Schwemm, Introduction to Mortgage
Lending Discrimination Law, 28 JOHN MARSHALL L. Rev. 317, 322 (1995).

218 See, e.g., Willy E. Rice, Race, Gender, “ Redlining,” and the Discriminatory Access to Loans, Credit, and
Insurance: An Historical and Empirical Analysis of Consumers Who Sued Lenders and Insurersin Federal and
Sate Courts, 1950-1995, 33 San DIEGO L. Rev. 583, 640-42 (1996); Ali Sartipzadeh, Problems Persigt in Sub-
Prime Loan Area, Minority Denials Still High, DOJ's Lee Says, BNA BANKING REP., Sept. 21, 1998, at 436; Jaret
Seiberg, U.S Imposes Record Fine of $9 Million In Bias Case, AM. BANKER, Aug. 11, 1997, at 1-2; Taibi, supra
note_ , at 1477 & n.53.

219 Schwemm, supranote __, at 322-23; see generally Rice, supranote___, at 638-39.
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be useful adjunctsin combating predatory lending. Nevertheless, a direct approach that goes to
the heart of predatory lending, i.e., abusive loan terms and practices themselves, offersthe
greatest potential for ssemming predatory loans.

V. SUITABILITY

As we have shown, the law does not afford adequate redress for predatory lending.
Contract law, disclosure and consumer counseling fail because they place the onus on highly
vulnerable victims to refrain from signing loans, rather than on the lenders and brokers who
perpetrate these loans. Fraud laws and anti-discrimination laws are more formidable, but their
scope is too narrow and enforcement is sub-optimal.”®® The other traditional response, price
regulation, has adverse effects on the availability of credit.

Given these shortfalls, an effective remedy must accomplish several things. It must force
predatory lenders and brokers to internalize the harm that they cause and cregte effective
disincentives to refrain from making predatory loans. It must compensate victims for their losses
and grant reformation of predatory loan terms. It must outlaw predatory practices in such away
that the law is understandable, violations can be easily proven and lenders and brokers cannot
evade the law. At the sametime, it must avoid price regulation and other constraints on
legitimate subprime loans. It must furnish the private bar and victims with adequate incentivesto
bring predatory lending claims, while avoiding incentives toward spurious claims. And it must

promote the adoption of “best practices’ by the mortgage industry.

280 Thisis not due, moreover, to profitable litigation opportunities that the private bar has somehow

overlooked. Rather, the reasons that enforcement is suboptimal are structurd in nature. In the case of fraud,
prevailing plaintiffs are not entitled to attorneys’ fees, which makesit difficult for victims of predatory lending to
secure attorneys. Likewise, low damage awardsin discrimination claims do not provide sufficient incentives for
plaintiffsto pursue or for lawyers to take on discrimination daims. Lastly, oppressive mandatory arbitration clauses
often forecl ose effective recourse.
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In devising such aremedy, we take a leaf from federal securities law. Inthe late 1930s,
the National Association of Securities Dealers (NASD) first adopted the concept of
“suitability.”*®* The idea of suitability isthis: a salesperson “should recommend only securities
that are suitable to the needs of the particular customer.”?®?  Under this duty, salespeople must
take clients' preferences and individual risk thresholds into account when recommending
securities.”® Beginning in the 1940s, the Securities and Exchange Commission (the SEC)
fashioned parallel suitability requirements under the antifraud provisions of the securities laws to
deal with situations including ones that were closely akin to predatory lending, i.e., high-pressure
telephone sales of securities to vulnerable victims by boiler room operations. Suitability
protections are so well-settled in securities for ordinary investors that recent debate has centered
on whether to extend the same protections to institutional investorsin derivatives.?

Nor isthe duty of suitability confined to the securities industry. A somewhat narrower

version of suitability is found in the commodities industry.”® A duty of suitability is also

21 Seenotes_ - infraand accompanying text.

282 Louls Loss & JOEL SELIGMAN, FUNDAMENTAL S OF SECURITIES REGULATION 1010 (4™ ed. 2001); see
generallyid. at 1010-19.

283 See Robert H. Mundheim, Professional Responsibilities of Broker-Dealers: The Suitability Doctrine, 1965
DUKE L.J. 445, 449-50 (1965).

284 See eg., Hu, supra note___, at 2319; Allen D. Madison, Derivatives Regulation in the Context of the
Shingle Theory, 2 CoLuM. Bus. L. Rev. 272 (1999); Jarry W. Markham, Protecting the Institutional Investor —
Jungle Predator or Shorn Lamb?, 12 YALE J. ON REG. 345 (1995); Jason M. Rosenthal, Inc. May Not Mean
Sophidtication: Should There Be a Suitability Requirement for Banks Selling Derivativesto Corporations?, 71 CHI.-
KENT L. REV. 1249 (1996).

285 Suitability obligations of a somewhat more relaxed nature apply to commaodities, see generally Hu, supra
note  , at 2331, and to over-the-counter derivatives sales. See, e.g., OCC Banking Circular No. 277. See
generally Hu, supra, at 2339-45; Markham, supranote ___, at 364-70; George J. Sotos & Kevin F. Bowen, The
Proposed Suitability Sandards for the Commodity Industry: * Right Church, Wrong Pew,” 53 CHI.-KENT L. Rev.
289 (1976).
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emerging in the insurance field, partly in response to legislation enacted by Congress in 1999.%¢
Furthermore, in insurance as well as in securities, regulators and the courts have been
particularly rigorous when the allegations of violations of suitability relate to lending abuses in
the financing of securities and insurance purchases.

If the duty of suitability is appropriate for financial instruments that have been the
traditional province of the affluent, certainly it is appropriate for financial instruments that are
peddled to the poorest rung of society. Suitability is the best response to the problem of
predatory lending because it places an affirmative duty on those in the best position to sop
predatory lending, i.e., lenders and brokers. In addition, suitability is tailored to the specific
problem that needs to be addressed. It prohibits the precise practices that result in harm, without
re-imposing usury limits, which, as we have shown, disadvantage LMI borrowers. Furthermore,
redressing suitability violations with remedies such as loan reformation, disgorgement and
damages would counteract the incentives that lenders and brokers have to exploit information
asymmetries to the detriment of borrowers and the secondary market.

I mporting suitability into the law of predatory lending isnot anew idea. Several states
and the federal government have adopted variations on suitability in provisions governing high-
cost loans.®  For example, HOEPA prohibits lenders from making high-cost home loans to

consumers based on their collateral if the consumers cannot afford the scheduled payments.®

286 See Section ___infra.

281 See generally Daniel S. Ehrenberg, If the Loan Doesn'’t Fit, Don’t Take It: Applying the Suitability
Doctrine to Eliminate Predatory Lending, 10 J. AFFORDABLE HOUSING & COMMUNITY DEVELOPMENT LAw 117
(2001); John R. Reed, The Ethical Sandard of Suitability in Real Estate (available at
<www.johnreed.com/suitability.html>). Cf. James M. Carson & Mark D. Forster, Suitability and Life Insurance
Policy Replacement, 18 J. INS. REG. 427 (2000).

288 HOEPA requires that lenders take consumers’ current and expected income, current obligations and
employment status into account when assessing their ability to make schedule loan payments. 12 C.F.R. §
226.32(e). HOEPA also prohibits certain loan terms, abrogates the holder in due course doctrine for 1oans within its
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North Carolina’s predatory lending law contains a comparable provision. In asimilar vein, the
New Y ork Banking Board authorizes license revocation of mortgage lenders and brokers for
“unfair, deceptive or unconscionable practices in making high cost home loans.”*® The FTC has
ruled that when subprime lenders make loans to borrowers who cannot afford the monthly
payments, they violate the unfair and deceptive acts and practices provisions of Section 5 of the
Federal Trade Commission Act.”*

Although the concept of suitability has the potential to form the basis of an effective
remedy to redress predatory lending, existing suitability provisions fall short because they are
either too narrow or too broad. Some suitability statutes sanction only a subset of predatory
practices. For example, neither HOEPA nor North Carolina' s law addresses the problem of
steering. At the same time, all of the current suitability provisions are too broad because they do

not give lenders adequate guidance about how to comply. Asaresult, thereisarisk that lenders

coverage and bans direct payments of 1oan proceeds to home improvement contractorsfor such loans. 12 C.F.R. 88
226.32(d)-(e).

In December 2000, the Federal Reserve Board proposed arule that incorporates a version of suitability.
Under the proposed rule, if lenders make HOEPA loans without documenting and verifying borrowers ability to
repay the loans, thereis a rebuttable presumption that the lenders engaged in a pattern or practice of making HOEPA
loans without regard to the borrowers' ability to repay the loans, thereby violating HOEPA. See Federa Reserve,
Truth in Lending, supranote__, at 81438. The Office of Thrift Supervision isalso considering whether to impose
aduty of suitability that would ban asset-based lending by thrift ingtitutions. See Office of Thrift Supervision,
Advance notice of proposed rulemaking, Responsible Alternative Mortgage Lending, 65 Fed. Reg. 17811, 17817
(Apr. 5, 2000).

289 N.C.G.S. § 24-1.E(c)(2). Thisstandard is presumed to be met where the borrower’ s total monthly debts,
including the high-cost home loan, do not exceed fifty percent of the borrowers’ verified monthly grossincome. 1d.
North Carolina also restricts: (1) refinancing charges that are designed to strip equity; (2) direct payments of loan
proceeds to home improvement contractors; and (3) and a variety of predatory loan terms. N.C.G.S. §8 24-1.E(b)-
(o).
290 General Regulations of the New Y ork Banking Board § 41.5. The Board also prohibits a broad panoply of
predatory loan terms and practices. Seeid. 88 41.2-41.3.

21 See Prepared Statement of the Federal Trade Commission before the California State Assembly Committee

on Banking and Finance on Predatory Lending Practices in the Home-Equity Lending Market 5-7 (Feb. 21, 2001)
(discussing enforcement actions) (available at <http://www.ftc.gov/os/2001/02/predlendstate.htm>).
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will decline to engage in any subprime lending for fear that they will unintentionally run afoul of
the suitability standard.

Accordingly, in this section, we examine the idea of suitability more closely and propose
asuitability standard that is better tailored to the realities of the subprime mortgage market. We
start by discussing how suitability works in the securities industry and the theoretical bases for
the doctrine. We then propose how suitability can be adapted to the subprime mortgage industry
to afford adequate relief and guidance without impinging unduly on legitimate credit. Finally,
we survey and respond to potential criticisms of our proposal.

A. A Brief Overview Of Quitability In Securities And Insurance

1 Suitability In The Securities Industry
a The Duty And Its Source

The suitability doctrine originated in the securities industry and dates back to the
late1930s. Far from being monolithic in nature, suitability has numerous strands, consisting of
different rules adopted by different bodies for different purposes. Inthe securities industry,
where the doctrine is most developed, suitability requirements appear in the disciplinary rules of
industry self-regulatory organizations (SROs), i.e., the stock exchanges and the NASD. They
also appear in the regulations and holdings of the SEC, aswell as in court decisions in private
securities fraud claims under Section 10(b) of the Securities Exchange Act of 1934 (the

Exchange Act)*? and Rule 10b-5.%?

292 15 U.S.C. § 78j(b).
293 17 C.F.R. § 240.10b-5. Suitability isnot restricted to corporate securities. Suitability duties in one form or

another also exist in the area of municipal securities. MSRB Rule g-19, MSRB MANUAL, Exchange Act Rel. No.
33,869, 56 SEC Docket (CCH) 1062, 1064 (Apr. 7, 1994).
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I. The NASD And The Sock Exchanges

The first suitability rules appeared in the disciplinary rules of the NASD and the
securities exchanges, which are subject by law to review, revision and approval by the SEC.?*
The best-known suitability rule, the NASD’ s suitability requirement, was adopted in response to
the Maloney Act of 1938.%° Inthe Maloney Act, Congress authorized the SEC to register
national securities associations, subject to the condition that such associations adopt rules
designed, among other things, “to prevent fraudulent and manipulative acts and practices [and] to
promote just and equitable principles of trade.” >

NASD, the only national securities association that registered with the SEC, adopted a
suitability requirement as part of its original 1939 Rules of Fair Practice.*” Today’s version
appears in Rule 2310 of the NASD’ s Rules of Fair Practice and provides:

[i]n recommending to a customer the purchase, sale or exchange of any security, a

member shall have reasonable grounds for believing that the recommendation is

suitable for such customer upon the basis of the facts, if any, disclosed by such

customer as to his other security holdings and as to his financial situations and
needs.”*®

204 See, e.g., Manuel F. Cohen & Joel J. Rabin, Broker-Dealer Slling Practice Sandards: The Importance of
Administrative Adjudication in Their Development, 29 L. & CONTEMP. ProBsS. 691, 707 (1964); Exchange Act 88
15A(k)(1), (k)(2), 19(b), former 15 U.S.C. 88 780-3(k)(1), (K)(2), current 15 U.S.C. § 783(b).

2% Act of June 25, 1938, ch. 677, § 1, 52 Stat. 1070 (1938).

29 15 U.S.C. § 780-3(0)(6).

27 NASD, Certificate of Incorporation and By-Laws, Rules of Fair Practice, and Code of Procedure for
Handling Trade Practice Complaints 39 (1939) (cited in Arvid E. Roach 11, The Suitability Obligations of Brokers:
Present Law and the Proposed Federal Securities Code, 29 HASTINGS L.J. 1069, 1074 n.22 (1978)). See also SEC,
The Work of the Securities and Exchange Commission 8 (1974) (the only national securities association that
registered isthe NASD); Mundheim, supranote |, at 450-51.

298 NASD Rules of Fair Practice, NASD MANUAL (CCH) T 2310(a), IM 2310-2; see also id. 3110 (books
and recordsrule). See generally Roach supranote _, at 1073-78. The NASD and the New Y ork Stock Exchange
have special suitability rules for options. See NASD MANUAL, supra at {1 2860(b)(16)(B); New Y ork Stock
Exchange Rule 723.
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Rule 2310 further statesthat prior to executing a recommended transaction for a non-
institutional customer, all NASD member broker-dealers must make “reasonable efforts
to obtain information concerning”:

(1)  thecustomer'sfinancial status,

2 the customer’ stax status,

(©)) the customer’ s investment objectives; and

(4)  such other information used or considered to be reasonable by such

[broker-dealer] in making recommendations to the customer.?*

The New Y ork Stock Exchange has a Know-Y our-Customer rule, Rule 405°® that courts

routinely have interpreted® to impose a suitability requirement.** The American Stock

Exchange and the regional stock exchanges have similar Know-Y our-Customer rules.®*

29 NASD Rules of Fair Practice, NASD MANUAL (CCH) T 2310(b), IM 2310-2.

300 Rule 405 provides:

Every member organizationisrequired . . . to . . .[u]se due diligence to learn the essential factsrelative to
every customer, every order, every cash or margin account accepted or carried by such organization and
every person holding power of attorney over any account accepted or carried by such organization.

2 NY Stock Exch. Guide (CCH) 1] 2405.

so1 Rule 405 does not mention suitability per se, but courts derive a suitability requirement from the

conjunction of Rules 405 and 401. Rule 401 states:

Every member, applied member and member organization shall at al times adhere to the principles of good
business practice in the conduct of his or its business affairs.

2 NY Stock Exch. Guide (CCH) 1 2401.

302 See, e.g., Janet E. Kerr, Suitability Sandards: A New Look at Economic Theory and Current SEC
Disclosure Policy, 16 Pac. L.J. 805, 810-11 (1985); Mundheim, supra note , a 463 n.54; Roach, supra note
__,a1082-85.

303 See Roach, supranote __, at 1086-87.
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ii. The Securities And Exchange Commission

The SEC has not adopted an across-the-board suitability regulation. Rather, beginning in
the 1940s, the SEC has interpreted the antifraud provisions of the federal securities lawsto
impose a suitability requirement and has applied this duty of suitability principally through
decisions by the agency and courts in enforcement and private remedy actions.®** Asthen-SEC
Commissioner Manuel Cohen explained, “[b]ecause of the unlimited variety of opportunities for
unethical practices presented in sales transactions, the Commission has relied heavily upon
adjudication in the development of standards for selling practices,” including suitability rules.3®

A. Adjudicatory Decisions

In its adjudicated suitability cases, the SEC’sinitial task has been to articulate how the
duty of suitability arises from the antifraud provisions of the federal securities laws. Under
established SEC precedents, securities fraud extends beyond common-law fraud to include “acts
that violate the obligation of fair dealing” by “professional broker-dealers and their salesmen.”3®
Based on that principle, the SEC has held that recommending unsuitable securities to customers
“violate[s] the obligation of fair dealing.”*”’

The Commission variously has relied on two different theories, the “shingle theory” and
the “trust and confidence” theory to find that breaches of the duty of suitability constitute

securities fraud. Under the shingle theory, the SEC has argued that by hanging out shingles and

304 Despite the SEC' s preference for devel oping suitability through adjudicated decisions, in certain narrow

areas the Commission has promulgated formal suitability regulations. See discussion infra at .
305 Cohen & Rabin, supranote___, at 714.

306 Cohen & Rabin, supranote__, at 702. Seealso, e.g., Louis Loss, The SEC and the Broker-Dealer, 1
VANDERBILT L. Rev. 516, 517 (1948).

sor See Mundheim, supranote __, at 470-71.
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making their services available to the public, broker-dealers implicitly represent that they “will
deal fairly with . . . customers in accordance with the standards of the profession,”** and that
violations of the implied representation of fair dealing constitute fraud.*® Under the SEC's
aternative theory, the “trust and confidence” theory, broker-dealers who cultivate the trust and
confidence of their customers thereby become fiduciaries and owe a duty to act in the customers’
best interests.*®  Under both theories, securities fraud is actionable both for affirmative
misrepresentations and where broker-dealers who enlist trust violate that trust by not revealing
that securities they recommend are unsuitable.®*

Under either or both of these theories, the SEC has condemned securities sales as
unsuitable in avariety of circumstances.®*> Above all, a broker-dealer cannot “recommend a
security unless there is an adequate and reasonable basis for such recommendation.”* In order

for areasonable basisto exist, broker-dealers must do areasonable investigation and base their

308 Cohen & Rabin, supranote __, at 702-03.

309 Id. See eg., Mac Robhins & Co., SEC Securities Exchange Act Release No. 6846, a 3 (July 11, 1962);
Carl J. Bliedung, 38 SE.C. 518, 521 (1958); E.H. Rollins & Sons, Inc., 18 SE.C. 347, 362 (1945). See also Roach,
supranote _ , at 1091-95.

310 See, e.g., Cohen & Rabin, supranote __, at 703; Looper & Co., 38 SE.C. 294, 300 (1958); Arleen W.
Hughes, 27 S.E.C. 629, 638 (1948). AsLouis Loss recognized:

Even more typically, of course, the customer does not come in off the street but is actively solicited by a
salesman, who will almost inevitably render some advice as an incident to his selling activities, and who
may go further to the point where he ingtillsin the customer such a degree of confidence in himself and
reliance upon his advice that the customer clearly feels — and the salesman knows the customer feels — that
the salesman is acting in the customer’ sinterest. When you have gotten to that point, you having nothing
resembling an arm’ s-length principal transaction regardless of the form of the confirmation. Y ou have
what isin effect and in law afiduciary relationship.

Loss, supranote ___, at 529.
31 See Mundheim, supranote___, at 470-71.

12 For a comprehensive overview, see, e.g., Roach, supranote  , at 1123-58; Mundheim, supranote  , a
453.

a3 Hanly v. SEC, 415 F.2d 589, 597 (2d Cir. 1969).
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recommendations on the results of the investigations.*** They must also take the risk thresholds
of their customers into account when recommending securities.®® That said, suitability is not a
guarantee of future performance and broker-dealers are not liable for securities that were suitable
when purchased but that later suffered disappointing results for reasons beyond the salesperson’s
control.**°

One issue that has arisen in securities suitability cases is the role of customer consent to
unsuitable stock purchases. The SEC has found brokers liable under the suitability doctrine for
buying speculative securities for customers whom the broker knew could not afford the risks
presented or that were counter to the customer’s stated needs™’ even when the customer
consented to the purchase.®® In the controversial case of Philips & Co.,* for example, the SEC
held that a “broker is obliged to observe [the suitability requirement] regardless of a customer’s
wishes.”*® In Philips, the agency affirmed a NASD finding that a broker violated the NASD’s

suitability rule by advising people of limited means to buy oil stock that he knew was too

314 | d

315 See Mundheim, supranote___, at 449.

316 See, eg., Arnold S. Jacobs, 5C LITIGATION AND PRACTICE UNDER RULE 10B-5 8§ 211.01[b], at 9-63 and 9-
64 (1994).

s See, e.g., Century Sec. Co., 43 SE.C. 371, 377 (1967), aff’d on other grounds sub nom. Neesv. SEC, 414
F.2d 211 (9" Cir. 1969); Irving Friedman, 43 SEE.C. 314, 316 (1967); J. Logan & Co., 41 SE.C. 88, 99 (1962), aff'd
sub nom Hersh v. SEC, 325 F.2d 147 (9" Cir. 1963), cert. denied, 377 U.S. 937 (1964); Ramey Kelly Corp., 39
S.E.C. 756, 759 (1960); Hammill & Co., 28 SE.C. 634, 637 (1948); Herbert R. May, 27 SE.C. 814, 824 (1948).
But see Hammiill & Co., [1966-1977 Transfer Binder] FeD. Sec. L. Rep. (CCH) 195,799, at 90,887-90 (S.D.N.Y.
1976) (risk level of investorsirrelevant to afinding of suitability).

318 37 SE.C. 66 (1956).

319 Id

320 Roach, supranote ___, at 1126.
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speculative for their financial circumstances, even though the customers voluntarily consented to
the purchases.®*

Similarly, over time, the SEC rejected the view that disclosure can cure suitability
violations. For example, in Powell & McGowan, Inc.,*” the SEC found violations of suitability
where a salesperson sold speculative securities to a senile customer through a “persistent and
aggressive sales campaign.”®* The Commission went further to hold that disclosures would not
have exempted the broker from liability because no amount of disclosure would have enabled the
customer to evaluate the merits of the securities on a reasoned basis.** Subsequently, the
Commission suggested that even when customers are fully competent, disclosures might not be
sufficient to cure suitability violations.**® Thus, the Commission’s stance has evolved to embrace
asuitability requirement that cannot be waived by disclosures or cussomer consent.

In afurther extension of the doctrine with particular relevance to predatory lending, the
SEC has applied the suitability requirement to boiler room sales of penny stocks where brokers
recommend stocks without obtaining information on their customer’s financial circumstances or
risk preferences. Boiler room operations refer to high-pressure sales of low-cost, speculative

securities through cold calls over the telephone to unfamiliar and naive customers. In boiler

321 Philips& Co., 37 SE.C. a 67-70. Accord In the Matter of the Application of Stephen Thorlief Rangen for
Review of Disciplinary Action Take by the New Y ork Stock Exchange, Inc., SEC Rel. No. 38486, Admin. Proc.
File No. 3-8994 (Apr. 8, 1997) (upholding New Y ork Stock Exchange' sliability findings and sanctions); Inre
Application of Eugene J. Erdos, 47 SE.C. 985, 989 (1983), aff'd, 742 F.2d 507 (9" Cir. 1984). But see Phillipsv.
Reynolds & Co., 294 F. Supp. 1249 (E.D. Pa. 1969) (rejecting claims by affluent and experienced investors, even
though they alleged that the broker had actual knowledge of unsuitability).

322 41 SE.C. 933 (1964).
323 Id. at 934-935.
324

Id.; see also Roach, supranote __, at 1127-29.

325 See Whitman & Stirling Co., 43 SE.C. 181, 182-83 (1966); see also Harold R. Fenocchio, SEC Securities
Exchange Act Release No. 12194, 9 SEC DOCKET 146, 148 (1976).
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room cases such as Mac Robbins & Co.,** the Commission has repeatedly held that it is fraud for
a broker-dealer “to induce a hasty decision by the customer” where “no effort [was] made by the
salesman . . . to determine whether the security recommended [was] suitable for the customer.” 7

As one commentator has noted, “[b]oiler rooms are special precisely because, unlessthe
high-pressure salesperson assumes an affirmative duty to inquire and assure suitability,
unsuitable transactions are inevitable, and this truth should be obvious to the salesperson.”**
The same can be said of subprime mortgage lending. By definition, subprime mortgages impose
higher financial burdens and are targeted at individuals of modest means who are least able to
afford them and least able to understand the terms. Aswith boiler room sales of securities, it
should be incumbent on subprime lenders and brokers to determine that borrowers who assume
those obligations have the capacity to repay them.

B. SEC Suitability Regulations

In addition to fashioning the suitability doctrine through adjudication, the SEC has
promulgated formal suitability regulations with respect to the sales of certain highly speculative
securities. The most important SEC rule in that regard, Rule 15g-9, requires brokersto restrict
their sales of speculative low-priced securities to individuals who have (or whose investment

advisers have) “sufficient knowledge and experience in financial matters’ to be “reasonably . . .

326 SEC Securities Exchange Act Release No. 6846 (July 11, 1962); Best Securities Inc., 39 S.E.C. 931 (1960);
Gerald M. Greenberg, 40 S.E.C. 133 (1960).

sz Cohen & Rahin, supranote , at 707. Outside of the boiler room context, some courts have disagreed
with the SEC’ s position that suitability imposes an affirmative duty to investigate the customer’ s finances. Compare
Roalf v. Blyth Eastman Dillon & Co., 424 F. Supp. 1021 (S.D.N.Y. 1977), aff'd, 570 F.2d 38 (2d Cir. 1978)
(sophisticated investor with speculative investment goal s allowed to recover for breach of suitability) with Parsons
v. Hornblower & Weeks-Hemphill Noyes, [1976-1977 Transfer Binder] FeD. Sec. L. Rep. (CCH) 1 95,885
(N.D.N.C. 1977) (denying recovery).

328 Roach, supranote ___, at 1140.
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capable of evaluating the transactions in penny stocks.”** For al other investors, penny stocks
are per se unsuitable.

Similarly, in Exchange Act Rule 15¢2-5, adopted in 1962, the SEC adopted a suitability
requirement for “equity funding programs’ involving lending abuses. In the equity funding
programs at issue, broker-dealers convinced “persons of modest means and little financial
experience” to purchase mutual fund shares and to pledge those shares to secure personal loans,
the proceeds of which were used to pay for insurance policy premiums.** In essence, equity
funding programs were schemes to sell insurance policies on financing terms that many
customers could not afford. The SEC “discovered that in many cases [the programs] were being
offered to persons for whom they were wholly inappropriate.”** In response, in Rule 15¢2-5, the
Commission announced that henceforth it would be a*fraudulent, deceptive, or manipulative act
or practice” under Section 15(c)(2) of the Exchange Act®? for a broker or adedler to assist in
arranging credit to a purchaser of securities (other than routine margin borrowing) without first
ascertaining suitability.**®* Specifically, the Rule requires broker-dealers who wish to arrange
such loans to:

obtain from such person such information concerning his financial situation and needs,
reasonably determine that the entire transaction, including the loan arrangement is

329 17 C.F.R. §15g-9(b)(2). The NASD’s parallel penny stock suitability rule appears at NASD Rules of Fair
Practice, NASD MANUAL (CCH) 1 2310-1, IM 2310-1.

330 Mundhem, supranote __, at 454.

331 | d

3% 15 U.S.C. § 780()(2).

333 Rule 15¢2-5 applies to al securities purchases that are financed through means other than routine margin

borrowing, not just equity funding programs.
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suitable for such person, and retain in his files awritten statement setting forth the basis
upon which the broker . . . made such determination.®*

It isworth noting that Rule 15¢2-5 has special relevance to predatory lending, insofar as it was
the first SEC rule that imposed a duty of suitability in response to loan abuses.

A third SEC rule was Exchange Act Rule 15b10-3, promulgated in 1967, which imposed
a suitability duty on brokers who fell outside of NASD regulation. Inthat rule, the SEC required
every broker who was not amember of the NASD and who recommended “the purchase, sale or
exchange of any security” to have:

reasonable grounds to believe that the recommendation [was| not unsuitable for such

customer on the basis of information furnished by such customer after reasonable inquiry

concerning the customer’ s investment objectives, financial situation and needs, and any
other information known by such broker.3*

The SEC adopted this rule, known as the SECO (SEC-registered Only) suitability rule,
pursuant to the Securities Acts Amendments of 1964,%** which authorized direct SEC regulation
of registered brokers who were not members of the NASD.

Finally, the SEC's “accredited investor” rules form a variation on the suitability doctrine.
Under Regulation D, limited offerings and other securities offerings that qualify for an

exemption from Securities Act registration are exempt from full disclosure so long as broker-

dealers only market exempt offerings to sophisticated investors (or, in SEC jargon, “accredited

334 17 C.F.R. § 240.15c2-5. See Cohen & Rabin, supranote ___, at 700; Mundheim, supranote___, at 454-
55; Roach, supranote___, at 1087-91, 1152-53; Anderson v. Knox, 297 F.2d 702 (9" Cir. 1961), cert. denied, 370
U.S. 915 (1962).

35 Former 17 C.F.R. § 240.15b10-3. See also SEC Securities Exchange Act Release No. 8136, [1966-67
Transfer Binder] Fep. Sec. L. Rev. (CCH) 77,459 at 82,890 (1967) (interpreting Rule 15b10-3); Kerr, supra note
___,a 809-11; Roach, supranote ___, at 1078-81.

336 Pub. L. No. 88-467, § 1, 78 Stat. 565 (1964). In 1983, Congress amended the Exchange Act to require that
all registered brokers in the over-the-counter securities business join the NASD, thereby subjecting them to the
NASD’s suitability requirements. Pub. L. No. 98-38, § 3(a)(8), 97 Stat. 205 (1983). As aconsequence, the SEC
rescinded the SECO suitability rule. 48 Fed. Reg. 53688 (Nov. 29, 1983). See also Kerr, supranote  , at 809
n.22.
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investors’).*” Under Rule 501(a), accredited investors are limited to institutional investors and
individuals with net worths in excess of $1 million or annual incomes for the past two yearsin
excess of $200,000 individually or $300,000 when combined with the income of a spouse.®*®
These net worth and income screens serve as filters that prohibit the marketing of more
speculative securities to unsophisticated investors.
b. Enforcement

In the securities industry, there are several avenues for enforcing suitability. SROs can
initiate disciplinary proceedings against their members or associates for violating SRO suitability
rules or those of the SEC. In SRO proceedings, the SROs can either expel respondents who are
found in violation or impose lesser sections, such as suspensions or fines. In addition, the SEC
can adjudicate suitability through two separate avenues. Thefirst is through appeals of SRO
disciplinary proceedingsto the SEC. The second isin direct SEC disciplinary proceedings
against broker-dealers™ for aleged Exchange Act antifraud violations.*® Similarly, injured
investors can bring suit for suitability violations. Violations involving fraud are actionable under
the implied private right of action for securities fraud in Section 10(b) (either in court or in

arbitration proceedings).** In addition, securities arbitration proceedings initiated by

37 See 17 C.F.R. 88 230.501(e), 230.505(b)(2)(ii), 230.506(b)(2)(i). Seealso 17 C.F.R. 88§ 230.144, 230.144A
(limiting the sale of restricted securities to qualified ingitutional investors).

338 See 17 C.F.R. § 230.501(a).

339 The SEC has jurisdiction to charge broker-dealers either in their capacities as NASD members or SEC
registrants. See generally Cohen & Rabin, supranote _, at 707-08; Roach, supra note ,at 1119, 1121,

340 See generally Cohen & Rabin, supranote , a 702, 707-08; Roach, supra note____, at 1119-22, 1135,
1140-44.

341 See, eg., Ralf v. Blyth Eastman Dillon & Co., 424 F. Supp. 1021, 1036-37 (S.D.N.Y. 1977), aff'd, 570
F.2d 38 (2d Cir. 1978). See also Roach, supranote  , at 1143-55.
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disappointed investors sometimes result in relief for violations of SRO suitability rules even in
the absence of fraud.
Cc.  Industry Implementation

Suitability determinations are now routine in the securities industry. Legitimate broker-
dealers insure compliance with industry and SEC suitability requirements by surveying their
customers to insure that they have an accurate assessment of customers' risk thresholds and by
implementing internal controls. Typically, customers opening new accounts fill out a new
account form. As part of these forms, customers must complete a“ suitability” questionnaire that
requires them to disclose their: (1) financial status, (2) investment objectives; (3) risk tolerance;
and (4) prior investment experience.*? Upper-level management then reviews the customers
answers before any trades are executed. In addition, many firms use computersto compare
customers answersto the suitability questions with the securities that they are considering. The
computer can generate “red flags® if comparisons suggest that there are suitability concerns. If a
client iswarned that an investment is unsuitable and nevertheless insists on going forward with
the transaction, the transaction will require upper-level management review, explicit warnings
and special client releases at aminimum.®* In many cases, due to liability concerns, legitimate

firms will refuse to execute unsuitable transactions because of unsettled case law on the role of

Paintiffs also have urged the courts to recognize an implied cause of action under the NASD’ s suitability
rule and the New Y ork Stock Exchange Rule 405. They have met with limited success because of judicial
reluctance to recognize new implied private rights of action under the securitieslaws. See, e.g., F. Harris Nichols,
The Broker’s Duty to His Customer Under Evolving Federal Fiduciary and Suitability Standards, 26 BUFF. L. Rev.
435, 438-445 (1977) (“private enforcement of the NASD suitability and stock exchange ‘ Know Y our Customer’ rule
has not fared well in some circuits’); Roach, supranote _, at 1122-23, 1145-46, 1148-49, 1185-95.
a2 See, e.g., <www.quick-reilly.com/ipo/ipo_suit.html> (requiring PO customers to complete a questionnaire
asto ther suitahility); John R. Reed, The Ethical Sandard of SQuitability in Real Estate (available at
<www.johnreed.com/suitability.html>); Suitability (available at <www.factmaster.com/About/suit.html>).

343 See, e.g., Investor Suitability (available at <www.sbonet.com/siteinfo/sutability.html>) (describing one
firm’sreview process).
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consent.** In other circumstances, SEC rules flatly prohibit waiver of suitability claims,
particularly with respect to sales of penny stocks.
2. Suitability In The Insurance Industry

A duty of suitability has taken root in insurance sales aswell. As insurance products
began incorporating investment features, particularly variable annuity policies and variable life
insurance, the suitability standard that applied to securities was extended to apply to these new
insurance products.®*®

Before the 1970s, investments in securities were largely the preserve of the wealthy. For
middle- and lower-income people, simpler and safer financial products such as life insurance and
bank accounts, certificates of deposit and government bonds were the savings vehicles of choice.
Due to the resulting market segmentation, insurance companies enjoyed a captive market and did
not face serious competition from the securities industry.

With the popularization of mutual funds, however, the insurance industry faced new
competition from securities firms. Individuals of modest means began shifting their savings out
of life insurance policies and bank accounts into mutual funds that offered the risks and rewards
of equities. Inorder to stave off competition from securities, insurers developed variable
annuities that featured investment risks, including possible loss of principal. In a development
that paralleled the emergence of complex subprime loans for LMI borrowers, these new and
“more complex” insurance products were “marketed to consumers that include[d] the same

segment of customersthat previously limited their purchasesto the traditional, uncomplicated

a4 Seenote _ supra and accompanying text.

345 For descriptions of variable policies, see Robert H. Jerry, |1, UNDERSTANDING INSURANCE LAW 88

13A[b][1], [b][3] (2d ed. 1996); NationsBank of North Carolina, N.A. v. VALIC, 513 U.S. 251 (1995).
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life insurance products.”** Due to concerns that “[cJomplex hybrid products [were being]
offered to customersin all walks of life and of all financial means,” the * expansion of the market
. .. created suitability issues that did not exist in the past.”*’

The seminal decision that expanded the securities suitability doctrine to insurance
products was SEC v. VALIC, *® where Supreme Court ruled that variable annuities were subject
to federal securitiesregulation. In VALIC, the Court noted that while variable annuities are
“issued by insurance companies [that] are subject to state insurance regulation,” they “also
contain investment risks.”** Since VALIC, the SEC has regulated variable insurance products as
securities® and the NASD has imposed a duty of suitability in the sale of these products.®* Ina
series of recent enforcement actions and Notices to Members, the NASD has specifically
emphasized that NASD Rule 2310 on suitability appliesto the sale of variable life insurance and
annuities.®?

In aparallel development, the doctrine of good faith and fair dealing that applies to

insurance settlements and insurance purchases has been an important force in the evolution of a

346 NAIC, SUITABILITY OF SALES OF LIFE INSURANCE AND ANNUITIES 17 (Pub. No. SOS-LI 2000); seealso id.
at 23.

347 Id. at 17; seealsoid. at 23.
348 359 U.S. 65 (1959).

349 NAIC, SUITABILITY OF SALES OF LIFE INSURANCE AND ANNUITIES 2 (Pub. No. SOS-LI 2000).

350 Id

31 Seeid. at 22.

32 See NASD Notices to Members 00-44 (July 2000), 99-35 (May 1999) and 96-86 (Dec. 1996) (advising that
NASD members have been fined and disciplined by NASD for selling unsuitable variable life insurance products to
customers); Pruco Sec. Corp. Letter of Acceptance Waiver and Consent, NASD No. CAF990010 (July 8, 1999)
(finding that NASD member violated the duty of suitability in the sale of variable life insurance); In the Matter of
Digtrict Business Conduct Committee for District No. 8 v. Miguel Angel Cruz, NASD No. C8A930048 (Oct. 31,
1997) (same). See generally Jeffrey S. Puretz, Insurance Products as Securities, in UNDERSTANDING SECURITIES
PRODUCTS OF INSURANCE COMPANIES 2001 (Practising Law Ingtitute PL1 Order No. AO-007T Jan. 2001).
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suitability requirement in insurance. Under contract and/or tort law, insurers have to act in good
faith and deal fairly when they respond to settlement offers.** Beginning in the early 1970s, this
duty of good faith and fair dealing was expanded from third-party claims®* to first-party claims
as well,** including claims by owners of variable annuities and life insurance policies with
investment features.

One of the earliest cases in which the courts imposed suitability in insurance was
Anderson v. Knox.*** In Anderson, the Ninth Circuit imposed a duty of suitability in the
financing of life insurance that saddled the insured with a $125,000 loan.*” The insured, Roger
Knox, bought the insurance after an insurance salesman advised him that bank-financed
insurance “was a suitable program for plaintiff and his family and fitted their needs.” Affirming
judgment for Knox, the Ninth Circuit held that Knox had justifiably relied on the salesman’s
assurances that financed insurance was suitable because the salesman held himself out as an
expert and knew that Knox did not understand the program.®® Furthermore, the appeals court

agreed that the insurance program was unsuitable for Knox, both because it eliminated insurance

33 See, eg., Jary, supranote |, 88 25G, 112 [b][1] and cases cited therein. In most states the duty arises
from contract law, while a handful of states also recognize the duty in tort. Seeid. 88 25G, 112[c]; Crisci v. Security
Ins. Co., 426 P.2d 173 (Cal. 1967).

354 See Jerry, supranote__, § 25G[b]; Comunalev. Traders & General Ins. Co., 328 P.2d 198, 200 (Cal.
1958); Brown v. Guarantee Ins. Co., 319 P.2d 69 (Cal. App. 1957). Third-party claimsinvolve liability insurance
that protects the interests of third partiesinjured by the insured’s conduct. See Jerry, supra 8 13A[€].

35 See Jarry, supranote , 8 25G[¢] (“today courtsin about half the sates adhere to the rule that the insurer
who breaches the duty of good faith and fair dealing, either in the third-party setting or in the first-party setting, is
liabletothe insured in tort for the damages sustained as aresult of the breach”); Gruenberg v. AetnaIns. Co., 510
P.2d 1032 (Cal. 1973). First-party insurance policies “indemnif[y] theinsured for aloss suffered directly by the
insured.” Jerry, supra, 8 13A[€]. Property insurance and variable annuities are examples of first-party insurance.

36 297 F.2d 702 (9" Cir. 1961), cert. denied, 370 U.S. 915 (1962).

37 Seeid. at 705; see generally id. at 703-05, 713.

358 Id. at 707-11.
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protections Knox already had and because Knox could not afford it. The program was similarly
unsuitable because it was inappropriate for individuals in plaintiff’ s tax bracket, did not provide
the investment savings or retirement benefits that Knox needed and was not worth what it cost.**®

In Knox, the court noted expert testimony to the effect that “the usually accepted practice
among good life insurance underwriters was not to permit a policy holder to contract for more
insurance than he could comfortably afford.”**® Nevertheless, with three dependents to support
on asalary of $8100 per year and no more than $1600 in investment income annually, Knox’s
net interest payments on the insurance policy for 1960 “would have been . . . $4106.40, 40% of
his gross annual income.”** Under the circumstances, the Ninth Circuit held, the lower court
“could properly hold that [the program]| was not suitable for a man of [Knox’s] earning
capacity.” %2

In more recent years, about one-fifth of the states have adopted express suitability
requirements in insurance by statute or rule. Currently, six states have statutes or regulations that
prohibit the sales of specified insurance products (normally including life insurance and
annuities) absent reasonable grounds to believe that the sales would be suitable for the

customers.®®* These provisions differ in how much guidance they afford insurers as they evaluate

359 Id. at 711-20.
360 Id. at 714.

31 Id. at 715.

362 Id.

363 See lowa ADMIN. CODE r. 191-15.8, 191.15.11 (applying to producers of life insurance policies and

annuities); KAN. ADMIN. REGS. § 40-2-14(c)(5) (applying to purchase or replacement of life insurance and
annuities); MINN. STAT. ANN. 88 60K.14, 72A.20 (applying to sales by agents of life, endowment, individual
accident and sickness, long-term care, annuity, life-endowment and Medicare supplement insurance); S.D. ADMIN.
R. 88 20:06:14:03(7) (applying to agent sales of individual life and al health insurance palicies), 20:06:13:43 et seq.
(applying to all hedlth insurance sales to senior citizens); S.D. CoDIFIED LAwS 88 58-17-87 (applying to suitability
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the suitability of a particular product for an individual customer. Some provisions provide no
guidance whatsoever®* or require only a general duty of inquiry.** Others mandate that insurers
consider customers' insurance objectives, financial situations, needs and age when
recommending products*® At least three other states have statutes, rules or rulings that impose
suitability obligations of a more limited nature on some segment of insurance sales.*” Other state
insurance commissioners have called for suitability standards in insurance, especially with

respect to seniors.*® In the meantime, one industry trade association, the Insurance Marketplace

of individual health benefit plans), 58-18B-35 (suitability for stop loss, multiple employer trusts and MEWAS); VT.
STAT. ANN. tit. 8, § 4724 (applying to all insurance products; expanding the Vermont UDAP statute to make
unsuitable sales an unfair or deceptive trade practice); Wis. ADMIN. CODE INS. 8§ 2.16(6) (applying to insurers or
intermediaries who market the purchase or replacement of individual life insurance or annuities).

Incorporation of a suitability standard into state UDAP provisions that apply to insurance, asin Vermont,
tracks expansion in the definition of unfair and deceptive acts and practices in insurance over the past few decades.

364 See VT. STAT. ANN. tit. 8, § 4724; see generally James A. McGuire & Kristin Dodge McMahon, Bad Faith,
Excess Liability and Extracontractual Damages: Counsel for the Excess Carrier Looks at the Issues, 72 U. DET.
MERCY L. Rev. 49, 60 (1994); Willy E. Rice, Judicial Bias, the Insurance Industry and Consumer Protection: An
Empirical Analysisof Sate Supreme Courts Bad Faith, Covenant-of-Good-Faith and Excess-Judgment Decisions,
1990-1991, 41 CATH. U. L. Rev. 325, 379-382 (1992).

365 See Wis. ADMIN. CODE INS. § 2.16(6) (insurers and their intermediaries “ shall make all necessary inquiries
under the circumstances to determine that the purchase of the insurance is not unsuitable for the prospective buyer™).
366 See lowa ADMIN. CODE r. 191-15.8 (also directing producers to consider “other relevant information”
known to them). Sece also KAN. ADMIN. REGS. § 40-2-14(c)(5) (requiring regulated entities to make suitability
recommendations “on the basis of information furnished by [the customer], or otherwise obtained”); MINN. STAT.
ANN. 88 60K.14 (agents must consider “thetotality of the particular customer’s circumstances, including, but not
limited to, the customer’ sincome, the customer’sneed for insurance, and the values, benefits and costs of the
customer’ s existing insurance program, if any, when compared to the values, benefits and costs of the recommended
policy or policies’); SD. ADMIN. R. 20:06:14:03(7) (“agents must examine the totality of the consumer’s
circumstances including their financial condition and need for insurance at the time”).

37 See N.M. ADMIN. CoDE tit. 13 § 10.8.50 (requiring agents to “make reasonable efforts to determine the
appropriateness of arecommended purchase or replacement” of a Medicare supplement policy or certificate); OHIO
BuLL. 92-1, Memorandum from Harold T. Duryee, Director of Ohio Dep't of Insurance (Mar. 1, 1992) (construing
the Ohio UDAP gtatute, Ohio Rev. Code Ann. 8§ 3901.20, to require insurance agentsto “ determine the status and
suitability of any and all products he or she markets’); UTaAH CoDE ANN. § 31A-23-303 (authorizing the state
insurance commissioner to find certain products “inherently unsuitable’).

368 See NAIC, SUITABILITY OF SALES OF LIFE INSURANCE AND ANNUITIES 1 (Pub. No. SOS-LI 2000) (in a

1997 survey by the NAIC, twenty-two states recommended devel opment of amodel act creating suitability
requirements for annuity sales).
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Standards Association (IMSA), has imposed a suitability requirement on its members for life
insurance and annuity sales.®*®

The passage of the Gramm-Leach-Bliley Act in November 1999 provided added federal
impetus for an industry-wide suitability rule in insurance. In Gramm-Leach-Bliley, Congress
specified that unless twenty-nine states agree on reciprocity in insurance agent licensing or adopt
uniform licensing laws and regulations by November 11, 2002, insurance sales by banks will
face a national registration system for insurance agents and brokers under the auspices of the
National Association of Registered Agents and Brokers (NARAB).* If states opt for uniform
licensing laws in lieu of reciprocity, Gramm-Leach-Bliley requires states to adopt suitability
standards for insurance sales in order to “ensure that an insurance product, including any annuity
contract, sold to a consumer is suitable and appropriate for the consumer based on financial
information disclosed by the consumer.” ¥* With this provision, Congress expressly required any
uniform national licensing scheme in insurance to include a suitability standard.

In the most significant development to date, in 2000, the National Association of
Insurance Commissioners (NAIC) formally recommended that all states adopt a suitability
requirement for the sale of life insurance and annuity products.®? The recommendation grew out
of awhite paper earlier that year by the Suitability Working Group of the Life Insurance and

Annuities Committee of the NAIC that explored standards for the suitability of sales of life

369 See IMSA, Principles and Code of Ethical Market Conduct with Commentary, Principle 1 (available at
<www.imsaethi cs.org/pages/opt2.htm>).

370 Gramm-Leach-Bliley Act of 1999, Pub. L. No. 106-102, 106th Cong., 1st Sess,, Title!l, Subtitle C, §
321(a).

37 Id. Titlelll, Subtitle C, 88 321(a), (b)(4).
372 See NAIC, SUITABILITY OF SALES OF LIFE INSURANCE AND ANNUITIES 23-24 (Pub. No. SOS-LI 2000). See

also James M. Carson & Mark D. Forger, Suitability and Life Insurance Policy Replacement, 18 J. INS. REG. 427
(2000).

105



insurance and annuities. In its white paper, the Working Group recommended adoption of a duty
of suitability, after concluding that the current complexity of life insurance and annuities made
disclosure and industry self-regulation inadequate:
[d]isclosure requirements are no longer sufficient consumer protection in such an
environment. . .. [Similarly, w]hile the working group applauds the initiatives embodied
in. . . voluntary measures many companies and firms have taken, the working group does
not feel that these initiatives are an adequate or sufficient substitute for suitability rules.
The IMSA program, certainly a step in the right direction, is voluntary and not
enforceable by regulators. Likewise, other voluntary measures cannot substitute for
requirements.*®
The NAIC formally adopted the white paper in June 2000 and NAIC is now drafting model
legislation.®™
B. Theoretical Bases For Suitability In The Subprime Market
The duty of suitability, by shifting responsibility for safeguarding customers’ interests
from the customers to insurers, and securities dealers and brokers, rejects the prevailing
paradigm of caveat emptor and forces these providers to internalize the harm that they cause
when they exploit information asymmetries to the detriment of customers. Suitability can serve

the same purpose in the context of home mortgages. The theoretical justifications for the

adoption of suitability in the insurance and securities markets apply equally to the home

83 Id. at 23.

sra See Summary: Life Insurance and Annuities Suitability Model Regulation (Draft 3/6/01) (available at
<www.nai c.org/1papers'model §/0301docs/lifei ns-annsuitabilsummary.htm>); NAIC, SUITABILITY OF SALESOF LIFE
INSURANCE AND ANNUITIES (Pub. No. SOS-LI 2000).

The current draft model language would provide:

Prior to making arecommendation for the purchase, sale or exchange of afixed life insurance or annuity
product, an insurer or an insurance producer shall obtain relevant information from a consumer and shall
make reasonabl e efforts to determine the insurable needs or financial objectives of the consumer and
recommend insurance transactions which are suitable in assisting the consumer to meet those needs or
objectives.
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mortgage market where disclosure and industry self-regulation do not provide sufficient
protection for consumers, and financial services providers use marketing strategies that
deliberately inculcate consumer confidence and trust.®”

One rationale for the suitability doctrine is that disclosure does not provide adequate
protection to investors. Inthe seminal case of Phillips & Co.,*” the SEC imposed a suitability
reguirement because “disclosure requirements and practices alone [had] not been wholly
effective in protecting the investor.”*” Virtually all commentators now agree that current
securities disclosures — most notably offering prospectuses under the Securities Act of 1933 and
annual and quarterly reports under the Exchange Act — are too arcane, complex and laden with
disclaimers to provide meaningful guidance to individual investors®*® As Professor Henry Hu
has pointed out with respect to mutual funds, mandatory disclosures do not necessarily provide
the precise information that is most essential to investment decisions, especially information
necessary for evaluating probabilistic future outcomes.®” Ininsurance, the NAIC has reached the
same conclusion, i.e., that disclosure is inadequate.®®

A second justification for suitability in securities rests on findings that “the public has

been encouraged to — and has — relied on the superior skill of the broker-dealer community in its

NAIC, LIFE INSURANCE AND ANNUITIES SUITABILITY MODEL AcT, § 2(A) (May 11, 2001 draft).

375 See, e.g., Langevoort, supra note , at 627; Mundheim, supranote ___, at 450; NAIC, SUITABILITY OF

SALES OF LIFE INSURANCE AND ANNUITIES 23 (Pub. No. SOS-L1 2000).
376 37 SE.C. 66 (1956).

s Id. at 68.

378 See, e.g., Kerr, supranote ___, at 831.
379 See Hu, supranote_, at 2325.

380 See NAIC, SUITABILITY OF SALES OF LIFE INSURANCE AND ANNUITIES 23 (Pub. No. SOS-LI 2000).
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securities transactions.”*®! Asistrue in the insurance industry, broker-dealers and their firms
consciously employ marketing strategies that are designed to elicit consumer trust. Not only is
reliance encouraged, often it is necessary because disclosure documents are incomprehensible.
As aresult, ordinary consumers are forced to look to their brokers and dealers for advice.**

A third, equally compelling, justification for the imposition of securities suitability rests
upon the work of Coase, who posited that the party who is in the best position to avoid the harm
at the least cost should bear the cost of avoiding the harm.®® In securities, broker-dealers can
avoid the harm of unsuitable recommendations more cheaply than their customers. Broker-
dealers and their firms specialize in acquiring information about individual issuers, market trends
and portfolio decisions that are appropriate for specific customers. In contrast, requiring every
individual investor to acquire that same level of expertise about securities would not be cost-
effective. Furthermore, given the aggressive marketing practices by securities firms, it is not
clear that requiring consumers to acquire the same level of knowledge that their brokers-dealers
possess would lead to areduction in harm.®*  To the contrary, imposing liability on broker-
dealers who sell unsuitable products has a much greater likelihood of avoiding harm.

The same economic rationales for suitability apply to the subprime mortgage market.
Disclosure has proven useless, and financial literacy is hopelessly costly and highly unlikely to

succeed. Inaddition, just as with boiler room securities operations, the extreme sales tactics of

381 Mundhem, supranote __, at 450.

382 SeeKerr, supranote___, at 830.

363 Ronald Coase, The Problem of Social Cost, 3J. L. & ECoN. 1 (1960).

384 SeeHu, supranote , at 2326 (“And even assuming universal literacy is attainable . . . adisproportionate
share of societal resources being devoted to investment decisionmaking could occur s multaneously with socially

unacceptable levels and distributions of decisionmaking error”).
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predatory lenders specifically are designed to overcome borrowers better judgment. Finally,
turning to the third rationale for suitability -- Coase' stheory -- lenders often are in a better
position than borrowers to predict the amount of debt that borrowers can manage.® Lenders
can draw on extensive proprietary databases with past repayment histories of borrowersto
predict borrowers' risk thresholds and ability to repay. For decades, lenders have relied on
underwriting guidelines that are based on similar predictions in deciding whether to make loans.
Certainly, they can use those same guidelines to determine whether borrowers can afford their
repayment obligations.

In addition, lenders are better able to understand the financial consequences of the credit
they extend. Asdiscussed before, subprime loans tend to feature the most complex terms, ones
that borrowers are ill-equipped to analyze. Lenders are in a superior position to understand the
possible financial consequences of complex loan terms such as prepayment penalties and ARMs
because they can assemble and analyze aggregate historical data on key issues such as past
default rates and interest rate movements. In contrast, LMI borrowers have neither the access to
proprietary borrower data nor the expertise to perform the analyses themselves. The
informational advantage that lenders enjoy is compounded by the fact that the lenders design the
loan terms and draft the underlying loan agreements and disclosures.

Confronted with these odds, placing the onus on LMI borrowersto protect themselves is

not cost-effective. Lenders can avoid the harm from predatory lending in a cost-effective

385 Arguably, borrowers arein the best position to know whether they have the subjective intent to repay their

loans. Default and forecl osure studies suggest that LM borrowers who default do so because of unforeseen events,
not because they lacked the intent to repay the loans at the time that they consummated theloans. Seee.g., Brent W.
Ambrose & Charles A. Capone, Modeling the Conditional Probability of Foreclosurein the Context of Single-
Family Mortgage Default Resolutions, 26 R.E. Econ. 391 (1998). Furthermore, borrowers with good intentions may
often be unable to assess their own ability to repay, especialy if their loan documentslack transparency or their
loansinvolve probabilistic price terms with uncertain future effect.
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manner by using traditional underwriting processes and guidelines to assess the suitability of
customers' loans.

C. Adapting Suitability To Subprime Mortgage Lending

1 Structure And Enforcement Channels

In the securities industry, private individuals, government, and industry all enforce the
duty of suitability.®*® This multiple gatekeeper approach has numerous benefits,*’ the most
important being vigorous enforcement and establishment of a formal forum for industry input
and rules. If amultiple gatekeeper system isto be achieved in subprime mortgage lending, a
cause of action for breach of suitability that is enforceable by private individuals and government
is necessary but not sufficient.®® A vehicle for mandatory self-regulation by industry is also
required.

To date, voluntary self-regulation has been virtually non-existent in subprime mortgage

lending.*® The subprime industry has little incentive to institute compliance mechanisms

386 As discussed above, disappointed investors may seek private relief for securities fraud under Section 10(b)
of the Exchange Act. Sometimes private individuals may obtain relief in arbitration proceedings for violations of
SRO disciplinary rulesaswell. In addition, in SEC enforcement proceedings, broker-deal ers face revocation or
suspension of their SEC licenses or other SEC sanctions for suitability violations. Finally, industry self-regulation
subjects broker-deal ers to expulsion or suspension from the NASD or stock exchange, fines and/or other sanctions
for breach of the suitability rules.

37 See generally Reinier H. Kraakman, Gatekeepers: An Anatomy of a Third Party Liability Srategy, 2 J.L.
EcoN. & ORG. 53 (1986).

38 See Sections - infra for our proposal recommending such a cause of action.

389 The Mortgage Bankers Association of America isthe one industry association that has recommended best
practices guidelines for subprime mortgage lending. See Mortgage Bankers Association of America, The Non-
Conforming Credit Lending Committee Working Group Report/Subprime Lending and High Cost Mortgages:
Recommended “ Best Practices’” & “ Legidative Guidelines’ (available at

<http://www.mbaa.org/resi dent/lib2000/0525b.html>). Those guiddines are strictly voluntary, however, and are not
binding on individual lenders or brokers. Cf. NAIC, SUITABILITY OF SALESOF LIFE INSURANCE AND ANNUITIES 23
(Pub. No. SOS-LI 2000) (recommending suitability laws in insurance because industry measures are “voluntary and
not enforceable by regulators’).

One subprime lender, Ameriquest Mortgage Company, has gained attention for adopting “best practices’
designed to avoid predatory lending practices. Examples of their guidelines include a requirement that the company
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because subprime lenders and mortgage brokers are either unregulated or under-regulated.®*
Furthermore, subprime lenders have reduced incentives to eliminate exploitative practices
individually because they stand to lose business or funding sourcesif they do. For example,
subprime lenders who eliminate yield spread premiums will reduce the income of their brokers
and face losing their brokersto other lenders. Subprime lenders who drop prepayment penalties
may have difficulty selling their loans on the secondary market, losing crucial financing sources.
Their competitors, who retain prepayment penalties, can then capture more of the secondary
market. Even if some lenders were inclined to self-regulate, the subprime market has thousands
of lenders, making it impossible to mobilize market participants for self-regulation.

Given these obstacles to voluntary self-regulation, the only way for a multiple gatekeeper
system to work in subprime mortgage lending is to advance self-regulation by law. We propose
that Congress pass legislation requiring subprime mortgage lenders and brokersto form and join
self-regulatory organizations that have adopted approved rules of fair dealing and practices,
including suitability rules on the pain of direct regulation.

2. An SRO Requirement
In the securities industry, Congress achieved industry self-regulation by enacting federal

laws requiring every broker-dealer to join afederally registered exchange or a national self-

assess whether borrowers can afford to repay their loans, prohibitions on mandatory arbitration clauses, and bans on
the financing of single credit life insurance. Ameriquest, Ameriquest Mortgage Company Retail Best Practices
(November 1, 2001); see also Lew Sichelman, Mortgage firm has good model for subprime lending, CHICAGO
TRIBUNE, July 29, 2001, at 7F. In addition, in lettersto potential borrowers, Ameriquest advises the borrowersto
“[c]onsult with other lenders, including banks and savings and loans, to confirm the terms we offer are acceptable to
you. ... Donot let anyone pressure you into obtaining aloan”). See Lew Sichelman, A Lender Advises Clientsto
Shop Around Before Signing — Imagine That, L.A.TIMES, July 29, 2001, at K7.

390 While subprime lenders that are affiliates of insured banks are regulated by the Federal Reserve Board, in-

depth examinations of those affiliates are quite rare and are motivated primarily by safety and soundness concerns,
not consumer protection. Mortgage brokers and lenders are subject to licensing and/or regulation in some states, but
the state regulation that exists has not been enough to counteract the spread of predatory lending.
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regulatory organization in order to conduct business. Under those laws, each exchange and SRO
has to adopt disciplinary rules for members that are subject to SEC review, revision, public
comment and approval. Members must comply with the rules on pain of expulsion or other
sanctions.**

A similar model in subprime mortgage lending would have several advantages. First, it
would eliminate the opportunity for competitors to gain a competitive advantage if a subset of
subprime lenders and brokers adopted best practices standards. Second, it would generate best
practices standards based on the subprime mortgage industry’ s insights and experience, rather
than by government fiat. Finally, it would compel industry compliance with those standards
through the SRO disciplinary process, thereby enlisting industry oversight as athird enforcement
arm, in addition to private lawsuits and government enforcement.

We propose afederal law that would require subprime mortgage lenders and brokers to
form a self-regulatory organization and to join that organization in order to conduct business on
pain of direct federal regulation.** The government would have to approve the SRO, at which
point the SRO would be empowered to supervise the conduct of its members pursuant to
government oversight. In order to win government approval, the new SRO would have to satisfy
several requirements. It would have to have the purpose and capacity to enforce compliance
with its own rules and standards as well as laws governing the conduct of the subprime mortgage
industry. Membership would have to be open to al subprime lenders and mortgage brokers or,

at aminimum, to licensed lenders and brokers in states that require licensing.

301 Exchange Act §§ 5, 6(b), 15A, 19(b)-(c). See generally VI LouisLoss& JOEL SELIGMAN, SECURITIES
REGULATION 2653-57, 2670-69, 2787-2830 (3d ed. 1990).

392 Providing an alternative choice of direct regulation would assuage potential constitutional concerns

regarding freedom of association.

112



Additionally, the SRO would be required to adopt rules requiring its members to refrain
from deceptive or exploitative lending practices and to promote, in the words of the Exchange
Act, “just and equitable principles of trade.”**® As part of that requirement, Congress could
specifically require that the rules contain a suitability requirement. In order to assure
enforcement, the SRO also would have to adopt disciplinary rules and proceduresto enable it to
discipline members for violations of the rules or companion laws. All SRO rules would be
subject to government review, amendment, public comment and approval. Finally, federal
legislation should prohibit the SRO from imposing any burden on competition that is not
necessary or appropriate to accomplish borrower protection.®*

Although the SRO proposal could be enacted by individual states, it would have the most
powerful effect at the federal level. Enactment of a SRO requirement at the national level would
make it impossible for lenders and mortgage brokers to evade regulation by migrating to
unregulated states. A national SRO also would be cost-effective in two respects. First, the cost
of developing rules and instituting a disciplinary apparatus would be spread across market
participants in all fifty states. Secondly, uniform national SRO standards would significantly
reduce compliance costs for lenders and brokers with operations in multiple states.

3. A New Cause Of Action For Breach Of The Duty Of Suitability
While industry self-regulation is essential, it does not force predatory lenders and brokers

to internalize the cost of the harm that they cause because it does not necessarily result in

393 Exchange Act § 15A(0)(6).

304 Two additional sets of rules would be advisable: (1) rules ensuring fair disciplinary procedures and fair

internal governance by members; and (2) minimum capital, bonding or insurance requirements for lenders and
brokersto help insure that they internalize the costs of any harm they cause.
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recompense to victims.** Consequently, we recommend legislation creating a new cause of
action against subprime mortgage lenders and brokers for breach of a duty of suitability in the
making of loans secured by borrowers homes. We further propose that Congress empower both
injured borrowers and the government to bring suitability claims.

a Dual Federal/State Jurisdiction

Ideally, a new cause of action for breach of suitability would be federal in nature. A
federal cause of action is essential for several reasons. First, afederal suitability rule would
promote certainty and efficiency for interstate lenders by adopting a single suitability standard
with nationwide applicability. Second, afederal suitability rule would remove the incentives that
now exist to transfer predatory lending operations out of strict states such as North Carolina and
New York into unregulated states. Finally, afederal right of action would facilitate enforcement
againgt large interstate lenders with operations in many states.

At the federal level, anew private right of action could take one of two routes. First,
Congress could enact a new, freestanding cause of action conferring a duty of suitability.
Alternatively, Congress could amend an existing statute to provide a new cause of action for
breach of suitability. For example, Congress could amend Section 5 of the Federal Trade
Commission Act to add a private right of action for suitability. Or Congress could amend
HOEPA to add a new suitability claim, keeping in mind that new remedies would have to be
authorized in order to afford appropriate relief.

States also can play acritical role in combating predatory lending. They can pass state

analogues to the federal suitability legislation that we propose. Similarly, where state UDAP

395 Typically, SRO disciplinary sanctions are limited to expulsion, suspension, censure, injunctive-style relief

and fines.

114



statutes are sufficiently broad, state attorneys general and private individuals can rely on those
statutes to bring suitability-type claims. Any federal suitability legislation should not limit the
states' ability to enact stronger predatory lending laws.®*

For a number of reasons, federal preemption in predatory lending would be highly
undesirable. First, it would destroy the ability of the statesto serve as laboratories for
developing regulatory techniques. Regulation of predatory lending has been largely ineffective
to date and it is not yet always clear where to draw the regulatory line to deter predatory lending
without restricting legitimate subprime credit. As the states implement various approaches to
redressing predatory lending, their efforts could yield new innovations and valuable insights.
Indeed, the North Carolinaand New Y ork experiences are expected to yield information on the
effect of their particular anti-predatory lending efforts on predatory lenders and the availability
of mortgage capital. Inasimilar vein, state legislation would strengthen the multiple gatekeeper
system by empowering state attorneys general and state agencies to enforce predatory lending
laws. For these reasons, we strongly oppose federal preemption in the area of predatory

lending.®’

39 Federal legidlation, however, would need to provide afloor. Lenders and brokers would have to comply

with federal sandardsat a minimum and federa standards would preempt any weaker date laws.
so7 We recognize that stronger state laws might counteract national uniformity to some extent. However, we
believe that the extent to which that could occur would be minimal. In al likelihood, relatively few states would be
able to pass stronger predatory lending laws, duein part to the formidable lobbying force of the financial services
industry. Indeed, that has been the experience in the area of financial privacy under Title Vo of the Gramm-Leach-
Bliley Act of 1999. TitleV imposed federal regulation but alowed statesto pass stricter financial privacy laws. 15
U.S.C. 88 6801-6809. Notwithstanding Congress decision not to impose federal preemption, few, if any, states
have enacted dricter financia privacy lawsto date. See, e.g., LeBoeuf, Lamb, Greene & MacRae, L.L.P., Sate
Regulations/Legidation on Gramm-Leach-Bliley Privacy Provisions (available at
<www.insurelegal.com/20001116PrivacyStateRegChart.html>); Adam Wasch, Session’s Bill Preempts States from
Tougher Position Than Current Law, BNA BANKING ReP., Aug. 13, 2001 (noting state attempts to pass stricter
privacy laws but no enactments).
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b. Agency Enforcement

We propose athird gate-keeping mechanism: agency enforcement. Consistent with a
multiple gatekeeper approach, agency enforcement would provide a powerful additional
deterrent to predatory practices. In addition, the enabling legislation could require the appointed
agency to exercise its rulemaking and guideline powers to give content to the general duty of
suitability. The agency would thus have the mandate to enumerate specific practices that are
regulated as unsuitable. The rulemaking process would provide market actors with opportunities
for input into the development of the rules. They could rely on agency interpretations for
guidance, which would help them in determining whether practices were unlawful. Lastly,
rulemaking would give agencies the flexibility they need to add new practicesto thelist as
needed.

At the federal level, agency oversight authority should be located in one agency.®*
Agency jurisdiction could be vested either in the Board of Governors of the Federal Reserve
System or the FTC. Each choice has its advantages and disadvantages. The FTC has specific
experience in applying suitability to predatory lending cases.®* In addition, unlike the Federal
Reserve, the FTC is not distracted by competing agency goals such as systemic safety and
soundness. On the other hand, the Federal Reserve Board has greater independence from
political shiftsin administrations than the FTC. Similarly, the Federal Reserve brings experience
with predatory lending concerns to the table through its administration of HOEPA, although, in

contrast to the FTC, the Federal Reserve has not yet embraced suitability as a concept.

398 Thiswould contrast with the approach taken in many federal consumer protection statutes in financial

services to date, which have divided enforcement authority among multiple agencies. See, e.g., McCoy, supra note
__,888.02[1][C][iii] (ECOA); 8.02[2][b][ii] (Fair Housing Act).

399 Seenote_ supra.
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Vesting rulemaking authority in a government agency can raise enforcement concerns
where the agency declines to exercise its authority, whether for political reasons or otherwise.
The Federal Reserve engaged in this type of foot-dragging when it delayed using its authority
under HOEPA for several years, until December 2000, to strengthen rules against predatory
lending. Congress could reduce the risk of potential inaction in anumber of ways. In the statute,
it could enumerate problematic loan terms and practices and require the agency to promulgate
regulations on those subjects by specified deadlines. Congress could also require the agency to
report back annually or biannually to explain any statutory item that it had declined to regulate.
Lastly, Congress could require the implementing agency to issue advance notices of proposed
rulemaking by dates certain in order to solicit public comment on the need for additional
changes.

C. Defining Suitability
I. Rules Versus Sandards

In federal securities regulation, suitability is a remarkably vague standard and has best
been described as the duty to have “a reasonable basis for recommending a security or
investment strategy.”“® While debate has centered around predicating suitability on modern
portfolio theory or older views singling out individual securities as unsuitable,** there has been
relatively little call to reduce the duty of suitability in securities to a set of more particularized
conduct rules.*”® Using a general reasonableness standard rather than specific rules has had

benefits in securities. On the one hand, courts have interpreted the reasonableness standard

400 Mark J. Astarita, Brokers Have to be Their Own Judge (available at <www.seclaw.com/docs/397.htm>).
401 See eg., Kar, supranote , at 805.

402 See, e.g., Cass R. Sunstein, Problems With Rules, 83 CALIF. L. Rev. 953 (1995).
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broadly to give deference to recommendations by brokers-dealers that are controversial, but
arguably suitable. On the other hand, the broad and flexible nature of a reasonableness standard
has served to deter new suitability abuses.

In contrast, in addressing predatory lending, Congress, state legislatures and agencies
have largely refused to consider a broad reasonableness standard and instead have favored
particularized rules.”® Thisraises two critical questions: why have policymakers favored rules
over standards in addressing predatory lending and does it make sense to continue to do so?

The answers turn on differences between the problems that suitability standards in
securities and in lending are designed to address. In securities, suitability addresses only the risk
characteristics of the investment that an investor has already purchased. Normally, the investor’s
ability to pay or the purchase terms are not in question. In subprime mortgage lending, however,
suitability addresses an array of loan terms and the borrower’s ability to meet those terms, rather
than the reasonableness of assessments about the future performance of an investment.
Fundamentally, thisis atrickier analysis than suitability analysis in securities because it
implicates price terms and practices.

Without more, a broad reasonableness standard of suitability in subprime lending would
pose the danger of deteriorating into general price regulation. Legitimate lenders would err on
the side of caution, rather than risk running afoul of an imprecise suitability standard. The effect
of which would be aretraction in the availability of legitimate subprime credit.

One way to avoid general price regulation in subprime mortgage lending is to reduce the

duty of suitability to specific rules. Avoiding general price regulation does not mean that pricing

403 See, eg.,HOEPA, 15 U.S.C. §8 1601 et seq.; General Regulations of the New Y ork Banking Board, Part 4;
N.C.G.S. §8 24-1.1E et seq.
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practices and terms invariably should be free from regulation. To the contrary, it may be

appropriate to regulate pricing terms or practices where those terms or practices send inaccurate

price signals,** hinder market efficiency or inflict large, unnecessary negative externalities such

as asset-based lending that result in foreclosure.  Accordingly, in the following suitability

standards, we attempt an initial definition of the boundary line between across-the-board price

regulation and inefficient pricing practices.

(1)

(2

©)

(4)

Subprime mortgage lenders and brokers would be prohibited from selling
subprime loans that borrowers could not repay out of current income, based on
reasonable investigation and consideration of all material facts known to the
broker or lender at the loan’s inception. Under this standard, lenders would have
to lend according to underwriting guidelines and refrain from asset-based lending
on owner-occupied properties.

All loan fees and charges would have to be transparent and conform to legitimate
pricing functions, as defined by the implementing agency. Yield spread
premiums, for example, are contrary to legitimate pricing practices because they
impose fees on borrowers for higher interest rates than lenders are willing to
accept, thereby sending incorrect price signals. Similarly, consistent with the
function of points, lenders and brokers should be required to document that points
assessed represent atradeoff for interest, asistruein the prime market. Similarly,
charges for periodic services, such as insurance premiums, should be assessed per
unit of time over the life of the loan, instead of in alump sum at closing.
Fraudulent pricing practices, of course, would be unlawful.

Refinancings would have to have an economic rationale for borrowers. This
standard would specifically address abuses such as flipping and refinancing at
higher interest rates with no discernable benefit to the borrower.

Subprime mortgage lenders and brokers would be prohibited from selling loans to
borrowers who qualify for prime rates.

The role of these standards would be to assist the appointed regulatory agency in identifying

practices that might be predatory per se or, a a minimum, could be predatory in some situations.

404

By inaccurate price signals, we mean setting the price of loans at what appears to be market rates when, in

fact, the prices aretheresult of harmful rent-seeking.

119



ii. Problematic Lending Practices And Per Se Rules

Many attempts to regulate predatory lending, while well-intended, have banned loan
practices that are abusive in some situations but not in all. The list of subprime mortgage
practices that are truly unsuitable per seisrelatively short. We believe that subprime mortgage
practices are unsuitable per se only when those practices result in fraud or lack of transparency,
send inaccurate price signals, lack any economic justification to the borrower or result in asset-
based lending, i.e., mortgages that borrowers cannot afford to repay at the inception of the loan.
Final responsibility for determining what is per se unsuitable should rest with the designated
federal oversight agency.

Some problematic practices and terms are not unsuitable per se. Lenders may include
certain terms because the secondary market demands those terms as a condition of financing
loans. For instance, the secondary market may be unwilling to finance subprime loans without
prepayment penalties. In other instances, problematic practices and terms may be harmful or
helpful to borrowers, depending on the circumstances. Examples may include balloon payments
and refinancings at higher interest rates. Nevertheless, in the aggregate, the harm inflicted by
such terms may outweigh their benefits, in which case intervention may be justified.

In the case of problematic terms or practices that are not unsuitable per se, an outright
prohibition could have the undesirable effect of restricting the flow of legitimate credit.
Accordingly, the challenge isto identify regulatory tools that can pinpoint when those loans
result in harm. Legal presumptions are one way of doing that, i.e., certain terms might be
presumptively unsuitable unless the lender is able to provide additional documentation that
would rebut the presumption. Safe harbors might provide another way of accomplishing the

same god. It isalso possible to permit loan terms that could be predatory, but that are not
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unsuitable per se, if the loans are made to people who have high incomes and/or significant
assets. Akin to the accredited investor rules in securities, the assumption is that these borrowers
have the resources to protect themselves against predatory lenders.

iii. Avoiding Regulatory Arbitrage

While a rule-based system provides needed certainty to lenders, it is substantially more
prone to evasion than an open-ended suitability standard. Lenders will have economic incentives
to evade specific rules through new, unforeseen practices or loan terms. Indeed, one of
HOEPA'’s major failings isthat it does not give the Federal Reserve discretion to address new,
abusive practices that fall outside of the practices that are enumerated in the act.

At the same time, an unadorned clause prohibiting unsuitable loans outright would be
inadvisable without additional safeguards. Such a clause would raise the specter of common-law
courts expanding the suitability doctrine to penalize new practices or loan terms, without input
from the regulatory agency, consumers or lenders. The certainty that lenders need would
furthermore be undermined. For that reason, we recommend that Congress provide the oversight
agency with authority to regulate additional loan terms or practices without limitation, subject to
notice and public comment, where the agency finds those terms or practices to be unsuitable.

iv. Who Decides? Proceeding By Agency Rulemaking

The question of who decides what suitability means is foundational and is critical to the
success of the new duty. In securities, suitability derives from multiple, overlapping definitions
by multiple decision-makers in multiple fora. The SEC defines suitability in agency adjudication

and rulemakings, courts do so in Rule 10b-5 cases, and the NASD and exchanges make their
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own definitions in disciplinary cases. Asaresult, there has been some degree of uncertainty and
inconsistency in the application of suitability to securities sales.*®

There is reason to believe that in subprime mortgage lending, however, a decentralized
definitional framework like the one that has evolved in securities would be cause for concern.
Unless the power to define suitability is carefully cabined, there is a danger that courts making
suitability determinations would cross over the line into government price regulation. Moreover,
courts lack the expertise to engage in economic analysis or solicit public input, both of which are
needed to craft rules that work.

For these reasons, the power to define which terms or practices are “unsuitable’ in
subprime mortgage lending should be limited to the federal oversight agency, at least for
purposes of private relief and government enforcement. Courts specifically would be prohibited
from condemning loan terms or practices as unsuitable unless those terms or practices were
already prohibited by statute or by rule.*®

Within the agency, furthermore, definitions should be issued through the formal
rulemaking process, not through agency adjudication. Formal rulemaking would have four
advantages over agency adjudication. It would make more effective use of agency expertise. It
would enlist invaluable input from the general public. It would provide greater consistency than

case holdings. Finally, it would afford prior notice to lenders.*”’

405 The extent of such uncertainty and inconsistency has been subject to debate. Compare, e.g., Kerr, supra

note  at 811-12 (“[tjhe NASD and NY SE suitability standards are very vague and adjudicated case-by-case’)
with Madison, supranote ___, at 286 (“it would be difficult . . . to argue that a suitability requirement isa
burdensome imposition™). Whatever the conseguences, they have not proven fatal. Suitability determinations are
made all the timein securities and have become routine.

406 For similar reasons, jury findings on suitability should be limited to answers to special interrogatories.

ao7 Although the SRO for the subprime mortgage industry might adopt a different definition of suitability for
purposes of disciplining members, that definition would probably not diverge sharply from the agency’ s own

definition because the SRO’ s definition would be subject to agency review and approval.
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d. Wai ver

In requiring suitability, a question arises whether borrowers should be allowed to waive
suitability protections. In other words, if lenders were to determine that mortgages were
unsuitable for particular loan applicants and advise the applicants to that effect, should the
applicants be allowed to waive their right to claim breach of suitability?*®

Waiver is athorny question because it goes to one of the core rhetorical debatesin
predatory lending, pitting “free choice” against paternalism. If waiver were prohibited, lenders
would be forced to deny certain loans that they otherwise would make. On the other hand, if
waiver were allowed, desperate borrowers might agree to loans that were likely to result in
bankruptcy or foreclosure.

The downside of prohibiting waiver bears closer examination. We preface that
examination by noting that framing the issue in terms of choice and free will obfuscates the issue
because it assumes that free will can be formed in the first place. To the contrary, the market for
predatory loans is a market that relies on deception, naiveté and information asymmetries,
circumstances that are inimical to the formation of free will. The exercise of free will requires
adequate information on which to make informed decisions. However, the very aim of
predatory lending is to assure that free choice is negated by exploiting information asymmetries
and disparities in power on the part of vulnerable borrowers. Under the circumstances, to frame

the issue as one of consumer choice sorely misses the point.

408 In securities, commentators have questioned whether suitability determinations should be subjective or

objective. See, e,g., Roach, supranote  , at 1174-79, 1181-85. The subjective/objective dichotomy may be more
appropriate to suitability in securities, which employs ardatively vague standard, than in subprime mortgage
lending, which is better suited to bright-linerules.
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The more fruitful approach isto weigh the costs and benefits of waiver. In analyzing the
effect of ano-waiver rule, it is helpful to think about the application of such arule to different
groups of borrowers:. (1) borrowers who obtain subprime loans but actually qualify for prime
loans; (2) borrowers who cannot repay their loans under any circumstances on the terms
proffered; (3) borrowers who obtain loans that they can afford to repay but that contain terms
that are unsuitable; and (4) borrowers who could repay their loans but who are denied credit
nevertheless due to an overly restrictive reading of suitability. With respect to the first group,
prime-eligible borrowers, there is little harm if subprime lenders deny them credit because of a
no-waiver rule. These borrowers could qualify for cheaper credit in the prime market. Infact, a
no-waiver rule for prime-eligible borrowers would have the salutary effect of creating an
incentive for subprime lenders to refer prime applicants to their prime affiliates, if they have
them. Inthat setting, the small cost of a no-waiver rule — some inconvenience to the loan
applicant —would far outweigh the potential harm to borrowers in the form of needlessly costly
credit.

For the second group, borrowers who cannot repay their loans, a no-waiver rule would
decrease the likelihood that subprime lenders would make loans to them in the first place. Some
loans should not be made and mortgages to borrowers who cannot afford the repayments are
among them. These loans injure the borrowers by draining money required for other necessities
and often leading to impaired credit, bankruptcy and foreclosure. They also impose heavy
external costs on society because they can lead to homelessness, dependence on the state and
neighborhood decline due to abandoned properties. While such arule may be paternalistic,
borrowers and lenders are not the only ones with interests at stake. So does society.

Furthermore, in some cases the borrowers may qualify for credit elsewhere on more affordable
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terms. If ano-waiver rule restricts these borrowers access to lenders who make loans that the
borrowers cannot afford, the borrowers might look elsewhere for credit, which ultimately could
help create a more efficient market.

For the third group of borrowers -- people who can afford to repay their subprime loans,
but whose loans contain predatory terms -- the no-waiver rule may also be beneficial. For these
borrowers, ano-waiver rule would discourage subprime lenders from inserting predatory terms
into loans. To the extent that this leads to denials of credit, the borrowers can seek credit
elsewhere from lenders who engage in legitimate lending practices and for whom the fear of
lawsuits is diminished.

The hardest case to evaluate involves borrowers who could repay the loans but who are
denied credit due to over-regulation. This could happen if government regulations imposed
bright-line rules that were broader than they needed to be to achieve suitability. Alternatively,
lenders might give an overly strict reading to agovernment rule that contains some play, in
which case the no-waiver rule could discourage lenders from making legitimate loans to €ligible
borrowers for fear of running afoul of the suitability standards. For example, under a
government rule that prohibits subprime lenders from making loans that borrowers cannot repay
out of current income, lenders would have to institute loan underwriting guidelines. A lender
with particularly conservative guidelines might deny borrowers credit because of suitability
concerns and the inability to contract for waiver. Of course, if a borrower in this situation did
not qualify under one lender’ s guidelines, the borrower could still apply to other lenders whose
guidelines would allow the loan. Even in the case of bright-line government rules that are overly

harsh, the borrower might be able to qualify for a different loan with different loan terms such as
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lower principal. Nevertheless, in some situations, a no-waiver rule likely would mean that
creditworthy borrowers could not qualify for mortgages at all.

The question, then, iswhether waiver should ever be allowed. The problem with waiver
isthat it opens a back door through which lenders and brokers can engage in the same abuses
that militated in favor of regulation in the first place. Waiver would give a green light to lenders
to tempt borrowers who were susceptible to abuse into waiving their rights. Thiswould be true
even if waiver provisions were accompanied by disclosures because, as we have discussed,
disclosures fail to perform their intended purpose. More importantly, waiver would interfere
with the evolution of atruly efficient subprime market. To encourage an efficient market,
borrowers need incentives to shop and lenders need incentives to make loan terms more
transparent. 1f no-waiver rules help discourage subprime lenders from making unsuitable loans,
e.g., to prime-eligible borrowers who can qualify for better rates and to borrowers who cannot
repay on the terms that they are offered, borrowers will shop elsewhere for credit on more
appropriate terms and from lenders who make loan terms transparent.

The argument against waivers is harder to justify in the presence of over-regulation.
However, identifying over-regulation is not always easy. Furthermore, if waivers are allowed
because of the risk of over-regulation, lenders will insist on waivers for all their customers,
regardless whether they are over-regulated. In effect, waivers could undermine the suitability
requirement altogether.

The harmful effects of unwise waivers redound to the harm of society, not just borrowers.
Given that external harm, lenders and borrowers should not be permitted to exercise waiversin

ways that would foist external injury on third parties. When balancing the risk of loss of credit
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to the over-regulated against the tremendous social and individual costs of predatory lending, the
balance tips in favor of a no-waiver rule.
e Defining “ Subprime:” Re-examining HOEPA' s Triggers

The suitability proposal that we advance in this article would be limited to the market for
open-end or closed-end subprime loans secured by senior or junior liens on borrowers homes.
Given that we recommend restricting suitability requirements to the subprime market, it is
necessary to define the subprime market. There are a number of different waysto describe the
market, each of which we discuss and critique below.

To date, HOEPA and most other legislation and administrative rules governing subprime
loans (usually called “high-cost loans’) rely on “trigger” systems, whereby only loans that
exceed certain floors on interest rates or points and fees are regulated. There are two different
triggers that have been used to identify high-cost loans subject to regulation: (1) loans with APRs
that exceed the yield on Treasury securities of comparable maturity by a set percentage; or (2)
loans whose total points and fees exceed some percentage of the total loan amount or some fixed
sum, whichever is greater.*®

HOEPA, which uses both interest, and points and fees triggers, creates perverse
incentives for lenders to restyle interest as non-interest charges in order to fall beneath HOEPA's
triggers. HOEPA is so easily evaded that an estimated 98 percent of subprime mortgage loans
fall below itstriggers.*® HOEPA's points and fees triggers have another unfortunate,

unintended result that has not been appreciated. As already discussed, HOEPA'’ s definition of

409 See, e.g., HOEPA, 15 U.S.C. 88 1602(aa)(1)-(aa)(4); 12 C.F.R. 226.32 88(a)(1), (b)(1); N.C.G.S. 88 24-
1.1E(a)(4), (8)(6); General Regulations of the New Y ork Banking Board 8§ 41.1(d)-(e).

410

John Weicher’s data suggests, for example, that HOEPA triggers for interest rates might have to be lowered
to three percent. Seenote___ supra.
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total points and fees omits certain major price terms. Asaresult, subprime lenders, who want to
evade HOEPA, write loans that contain price terms that do not fall within HOEPA' s total points
and fees calculation. These price terms tend to be more complex than the terms contained in
traditional prime products. In thisrespect, the trigger system works against transparency in
pricing in the subprime market.

If Congress were to adopt triggers, we propose that they be set at a substantially lower
level that approximates the average historical price spread between A and A- mortgages.** We
further propose that Congress empower the oversight agency with authority to determine and
adjust the proper trigger levels following an economic analysis of historic and current spreads.
In addition, to avoid the loophole in HOEPA' s triggers, we advise that the term “total points and
fees’ be defined to include all points and fees (including points and fees that are financed)
assessed to borrowers without exception.

Even with these measures, triggers may not be the best solution.  There is always the risk
that lenders will cease or retract their subprime lending if the number of loans subject to
regulation increases.” Lenders who stay in the market despite the increased regulation will
always have incentives to find new ways to evade the triggers and avoid regulation. For
example, they might abandon predatory loan terms and instead opt for tying high-cost products

such as homeowner’ s insurance to loans with legitimate terms that would fall outside any

4L Seenote __ supra.

a2 See Michadl E. Staten & Gregory Elliehausen, The Impact of the Federal Reserve Board' s Proposed
Revisions to HOEPA on the Number and Characteristics of HOEPA Loans 13-14 (working paper July 24, 2001)
(studying the effect of North Carolina’s predatory lending legidation and finding that there was areduction in the
supply of mortgage credit in the state around the same time that the legidation was enacted); but see Data on
Predator Law Impact Cause a Sir, AM. BANKER, August 22, 2001, at 13 (citing criticisms regarding the
methodology and conclusions in the Staten and Elliehausen study).
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suitability regulations. Or, lenders could attempt to evade the triggers by purchasing individuals’
homes and leasing them back at exorbitant rents.

An alternative method for determining whether loans are subject to suitability
requirements would be to focus on borrower characteristics. 1nthe home mortgage market,
lenders categorize borrowers as prime or subprime based on their individual credit characteristics
and the amount of equity that they have in their property (the loan-to-value ratio). Arguably, a
lender’ s characterization of a borrower under its own guidelines would determine whether the
borrower’ s loan was subprime and, therefore, regulated. The problem with relying on lenders
classifications of borrowers isthat there is no dominant, much less uniform, underwriting tool.
Some lenders use their own proprietary credit scoring models. Others rely primarily on FICO
scores.*™® These various tools do not generate consistent results, e.g., borrowers may be
classified as subprime using FICO scores, but prime using credit scoring models.** And, even
when lenders use these tools they do not necessarily adhere to the categorizations that their
models or the FICO scores generate.

One yardstick that could be employed to identify borrowers as prime or subprime is
Fannie Mae's and Freddie Mac’ s underwriting criteria for their purchase of home loans. Both
Fannie Mae and Freddie Mac use automated underwriting systems, respectively called Desktop

Underwriting and Loan Prospector.** The clear advantage of using Desktop Underwriting

43 FICO scores are statidtically generated credit scores that lenders use to evaluate borrowers

creditworthiness. Fair, Isaac and Co. devel oped the FICO scoring model and makes it available to lenders through
credit bureaus. See <www.fair.isaac.com.>.

a4 See Keith D. Harvey, et al., Disparitiesin Mortgage Lending, Bank Performance, Economic I nfluence and
Regulatory Oversight (Working Paper May 2000) (documenting that borrowers' risk classifications vary depending
on therisk assessment model employed).

45 See, e.g., Product Profiles (available at <http://www.newamer.com/profiles. htm#FANNIE MAE

PRODUCTS>); Fannie Mag, Announcement 00-03, Attachment 1 (available at
<http://www.efanniemae.com/singlefamily/forms_guidelines/guide_announcements/db_guide_announcements.jhtml
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and/or Loan Prospector would be greater consistency in borrowers' classifications as prime or
subprime.**® In addition, lenders who sell their loans to Fannie Mae and Freddie Mac already
have access to the GSES' underwriting systems.*"’

Defining the prime market according to borrower characteristics and loan-to-value ratios
would have at least two benefits. First, because credit-risk models are dynamic in nature,
underwriters could adjust their definitions of prime in response to changing economic conditions
and new credit risk data. Second, defining the subprime market based on market classifications
of borrowers as subprime or prime would eliminate the incentive for lenders to pile on complex
terms and fees to evade HOEPA triggers, which might lead to the development of subprime
products with simpler, more transparent terms.

The key question is this: would a market-based definition be less vulnerable to evasion
than a system of triggers? Under a market-based approach, lenders would have incentives to
manipulate the line between prime and subprime by treating the best subprime borrowers as

prime customers in order to escape regulation. To some extent, of course, the market would act

role=#00-03>); Freddie Mac, AUTOMATED UNDERWRITING, supranote __, ch. 4. Fannie Mae and Freddie Mac
also do some manual underwriting based on FICO scores. See, e.g., Kim R. Anderson, GSEs See Automation as
Sourring Low-Mod Housing, NATIONAL MORTGAGE NEwWS, June 12, 2000, at 22; Brian Angell, A Score to Settle;
Consumer demand is high for credit scores. What isthe holdup?, USBANKER, Aug. 2000, at 34.

416 Determining the application of suitability based on the classification of borrowers as prime or subprime
using DU and/or LP isnot free of problems. For example, lenders could make subprime loans to people whom the
underwriting systems categorized as prime borrowers and these lenders would not be subject to the suitability
requirements. Thisis because the reference point for determining the applicability of suitability would be
borrowers characteristics, not loan terms. One way around this dilemmawould be to have a special coverage
provision that would extend suitability to borrowers whom the underwriting systems categorized as prime, but who
could prove that their lenders failed to offer them their prime products.

a7 Fannie Mae, Raines Calls For Open System With Lender Access to Multiple Automated Underwriting
Systems; Pledgesto Waive DU Fees on Market Expang on Products; Announces Partnership with MBA on
Technology, Lender Profitability Issues, News Release (April 19, 1999) (available at
<www.fanniemae.com/news/pressrd eases/0264.html>); see also Franklin D. Raines, Remarks Prepared for the
Mortgage Bankers Association National Secondary Mortgage Conference (April 19, 1999) (available at
<http://www.fanniemae.com/news/speeches/speech_38.html>) (citing that at the time of Raines' remarks, 850
lenders were using Desktop Underwriting and processing about 31,000 loan submissions per day).
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as a brake on such evasion, because the marginal cost of making prime loans to subprime
borrowers likely would exceed the marginal profit. On the other hand, a market-based definition
of subprime might have negative consequences for the prime market that we cannot anticipate.

There are political, philosophical, and regulatory issues that arise in any effort to define
the loans to which suitability should apply. Triggers are close cousins to price controls and can
be evaded. Relying on the GSEs underwriting systemsto classify borrowers has certain
advantages over triggers; however, if Congress were to adopt Desktop Underwriting and Loan
Prospector asthe tools for classifying borrowers, it effectively would be legislatively authorizing
the GSEsto define the subprime market. Another potential problem could arise, if as some
commentators predict, “® risk-based pricing becomes the norm, in which case neither borrowers
nor their loans will be classified as prime or subprime and the underwriting tools would be of no
help in determining which loans would be subject to suitability.*** 1n sum, both approaches are
imperfect, but each is adequate to the regulatory task if properly tailored.

f. Relief

One major justification for anew cause of action for breach of suitability is that it could
provide remedies that are tailored to the specific harm that borrowers suffer. Victims of
predatory lending can suffer two types of harm: retroactive harm and prospective harm.

Borrowers may have paid illegal charges in the past, for example or, in the worst case, may have

18 Bogdon & Bell, supranote _, at 23-27.

419 Itisalso possible that an industry standard would have the effect of limiting LMI borrowers access to

capital because they would not fall neatly within the operative parameters. See supra, pages__ (discussing the
virtues of relationship-based banking for LMI borrowers); Tommy Fernandez, Is Personal Touch Vanishing with
Credit Agencies?” AM. BANKER, JuLY 18, 2001, AT 12 (“[s]ome lenders warn that the demise of manual
underwriting has bred a growing class of credit-impaired borrowers who are being shunned by small [lending]
firms’).
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lost their homes to foreclosure. Prospectively, borrowers who are still in their homes may be
facing foreclosure or an obligation under their loan agreements to pay future charges that the law
deemsillegal. Accordingly, remedies for breach of suitability need to address both past and
future harm. In addition, the scheme for relief should redress any additional unjust enrichment
that accruesto predatory lenders and brokers when the benefits of engaging in predatory lending
practices exceed the harm to the plaintiffs. “°

For illegal charges already paid, the statute should authorize relief in the form of damages
or disgorgement with interest. For past foreclosures, the statute should create aright of
redemption if lenders still own the property. With respect to prospective relief, breach of
suitability should be an absolute defense to foreclosure. 1n addition, Congress should give courts
equitable power to reform loans to conform to the law and to strike down illegal terms.** In
some situations, it may be appropriate to permit borrowersto rescind their loans.”? In steering
cases, courts should be empowered to order refinancing at then prevailing prime rates or
reformation of loans. Injunctions should be available to reschedule loan payments, to enjoin
illegal lending practices, to require reporting of timely mortgage payments,**® to reschedule

missed payments to the end of the loan and to correct erroneous credit records.

420 SeeL.L. Fuller & William R. Perdue, The Reliance Interest in Contract Damages: 1, 46 YALE L.J. 52, 53-
54 (1936); see generally L.L. Fuller & William R. Perdue, The Reliance Interest in Contract Damages 2, 46 Y ALE
L.J. 373 (1937). For example, if alender received a kickback to make a predatory |oan, the kickback should be
subject to disgorgement.

421 For example, equitable relief in the form of loan reformation would be justified where alender convinces a
homeowner to refinance a zero interest mortgage (such as a Habitat for Humanity loan) at higher interest. In all but
the most unusual circumstances, the interest term should be reformed to arate of zero.

422 For ingance, in schemesresembling equity funding programs where lenders convince borrowersto
refinance the equity in their homes and invest the loan proceeds in retirement accounts with unfavorable returns, the
loans should be forgiven and the borrowers should be made whole for their 1osses.

423 Some predatory lenders refuse to report timely mortgage payments to credit bureaus because they fear that
borrowers will refinance with other companies as their payment historiesimprove. See, e.g., New assault on your
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Finally, the new right of action should include a substantial statutory penalty that would
serve to deter predatory lending, to encourage victims to vindicate their legal rights and to attract
representation by the private bar.** At this point, we oppose open-ended punitive damages due
to the risk of excess deterrence.”” Instead, we propose that all victims of suitability violations
receive treble damages or satutory damages, whichever is higher, regardless of the lenders’ or
brokers intent or the egregiousness of their conduct. In computing treble damages, actual
damages plus any amounts subject to disgorgement should be included. Statutory damages are
necessary as a deterrent because, in many cases, the borrowers’ relief will be injunctive only, in
which case there will not be any actual damages to treble. The amount of the statutory damages
should depend on the number of times defendants have been found liable for suitability
violations in general, i.e., for each violation the statutory damages should rise. In addition, to
avoid obsolescence over time, statutory damages should be indexed to inflation. Finally, the
statute should authorize reasonable attorneys fees and costsin order to attract able
representation. These fees and costs should be available regardless whether the cases are
resolved through settlement, arbitration or final judgment.*?

In all likelihood, the most satisfactory resolution of predatory lending cases will come
about through private settlements, particularly where lenders are worried about reputational

concerns. Settlements offer the flexibility to forge creative solutions that aretailored to the loans

credit rating, CONSUMER REPORTS, Jan. 2001, at 20; Geoffrey M. Connor, Banking Law -- How to Be a Predatory
Lender and how banks can put an end to the practice, N.J. L.J., Sept. 4, 2000.

424 In order to be sufficiently substantial to meet the goals of deterring predatory lending and attracting
representation, any penalty must be far above the $11,000 authorized in Fair Housing Act claims. 24 C.F.R. §
180.671.

425 Cf. Engdl, supra note at 1192 (discussing therisk of excess deterrencein discrimination cases).

426 Seeid. at 1189-90 (discussing the effect that limitations on attorneys ability to recover feesin housing
discrimination cases that settle has had on attorneys willingness to bring fair housing claims).
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and the borrowersin question. To encourage settlements and avoid undue litigation costs,
Congress might wish to require court-ordered mediation as a prerequisite to litigation.
g. Defendants

The utility of a suitability requirement depends critically on the ability to enforce it
against predatory lenders and brokers, some of who have fly-by-night operations with little
capitalization. They can dissolve and reincorporate, sometimes in other states, practically
overnight. Their lack of capitalization coupled with the ease with which they can dissolve
enables predatory lenders and brokersto evade liability for the harm that they cause borrowers.

Accordingly, we propose disregarding the corporate form under highly limited
circumstances in order to impose personal liability for predatory lending against shareholders,
officersor directors. Personal liability would only attach where the corporate lender or broker:
(1) was judgment-proof due to undercapitalization; or (2) dissolved in order to evade liability.**’
If either one of those threshold requirements was met, then any shareholder, officer or director of
the lender would be personally liable for monetary, injunctive and equitable relief.*®

There has been some debate whether secondary market purchasers should be held liable
for purchasing predatory loans. On the one hand, secondary market actors, by purchasing
predatory loans, create a market for predatory lenders and brokers. On the other hand, suitability
violations take place at the time of the loan application and closing, before secondary market
purchasers are involved. On apractical level, it would be difficult, if not impossible, to impose

the same suitability requirements on secondary market purchasers that we propose applying to

a2t Among other things, evidence of later re-incorporation or resumption of business through a non-corporate

entity could provide evidence of intent.

428 Cf. Holley v. Crank, No. 99-56611, 2001 U.S. App. LEX1S 17031 (9" Cir. July 31, 2001) (holding owners
and officers of corporation vicariously liable for an employee’' sviolation of the Fair Housing Act).
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lenders and brokers. Thisis because loan purchasers do not have access to original loan
documentation and other information that would enable them to determine whether loans meet
all the requirements for suitability.

Just the same, there are two circumstances in which injured borrowers should be able to
raise suitability violations by lenders or brokers against secondary purchasers. First, breach of
suitability should be an absolute defense to foreclosure actions by secondary market owners of
notes. HOEPA already incorporates this notion by abrogating the holder-in-due-course rule for
HOEPA loans. At aminimum, the holder-in-due rule course likewise should be abrogated when
subprime borrowersraise lack of suitability as a defense to foreclosure. Second, borrowers
should be allowed to bring affirmative suitability claims against secondary market participants
who do not have basic internal controls™ and written policies against buying loans with illegal
predatory features.

h. Arbitration

For the reasons that we have already discussed,** oppressive mandatory arbitration
clauses have been a magjor obstacle to predatory lending relief. However, we are reluctant to
condemn arbitration outright. Potentially, a cause of action for breach of suitability could create
hundreds of thousands of relatively small claims, which would be well-suited for aternative
dispute resolution. Arbitration normally costs less than litigation and results in swifter outcomes,

both of which could be valuable to cash-strapped plaintiffs.** Finally, political realities must be

429 For evaluating such internal controls, In Re Caremark Int’l Inc. Derivative Litigation, 698 A.2d 959 (Del.

Ch. 1996, would provide an appropriate standard.
430 See Section ___ supra.

431 See, e.g., Marc |. Steinberg, Securities Arbitration: Better for Investors Than The Courts?, 62 BROOK. L.
Rev. 1503, 1505-06, 1512-14 (1996).
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taken into account. Congressis unlikely to ban arbitration clauses altogether in subprime loan
agreements, in part due to federal policy favoring arbitration under the Federal Arbitration Act.**
Accordingly, our task is not to reject arbitration, but to craft an arbitration scheme that is
effective. Inour view, the key to making arbitration work in subprime lending is threefold.
First, arbitration should be strictly optional and not mandatory. Currently, there is no proof that
arbitration in subprime lending is fairer or more efficient than litigation in courts and victims
should not be denied judicial redress, at least until such proof exists.*** Second, any arbitration
should be conducted under the SRO’ s auspices or those of the American Arbitration Association
(AAA). Finally, the code of arbitration developed by the SRO should be subject to review,

revision and approval by the federal oversight agency.** For claims arbitrated through the SRO,

432 See, e.g., Moses H. Cone Memoria Hospital v. Mercury Constr. Co., 460 U.S. 1, 24-25 (1983).

433 Cf. Richard E. Speidel, Contract Theory and Securities Arbitration: Whither Consent?, 62 BROOK. L. Rev.
1335, 1360-61 (1996) (arguing the same with respect to securities).

In that regard, it is essentia to provide subprime borrowers with a meaningful option to exercise their opt-
out rights. Because of the high-pressure nature of closings and the vulnerability of many LMI borrowers, lenders
should not be allowed to include form arbitration clausesin loan agreementsat closing. Instead, Congress should
require lenders to wait for some period after closing, e.g., thirty days, before presenting arbitration agreementsto
borrowers so that borrowers can focus adequately on the consequences of agreeing to arbitration. In addition, any
arbitration agreements signed by borrowers should be reviewed and signed by an attorney or a HUD-certified
counsdlor. Cf. G. Richard Shell, Fair Play, Consent and Securities Arbitration: A Comment on Speidel, 62 BROOK.
L. Rev. 1365, 1376 (1996) (the Commodities Futures Trading Commission forbids commodities professionals from
refusing to serve customers who decline to sign an arbitration agreement and requires standard commodities
brokerage agreements to state: “Y ou need not sign this [arbitration] agreement to open an account” with the broker
in question.).

434 Cf. Shdll, supranote ___, at 1366 (“the only redlistic way for the securities arbitration system to reform
itself is via governmental regulatory action in cooperation with self-regulatory organizations’).

In securities, the SEC oversees SRO arbitration rules and must approve any changesin light of the
requirements of the Exchange Act. 15 U.S.C. 88 78s(b)(2), (¢).
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arbitrators could award relief based not only on suitability as defined by the federal regulations,
but also based on the SRO’ s disciplinary rules governing suitability.***

We again turn to the securities industry to craft safeguards for the arbitration of suitability
claims. In cases brought by public customers, mandatory NASD arbitration uses panels of
professionally trained arbitrators, a mgjority of whom must be “public arbitrators” who lack
recent ties to the securities industry.**® NASD arbitral awards are now published online®” and the
NASD will suspend member firms for failing to pay arbitral awards pending appeal in federal
appeals courts.*® We advocate a similar scheme of supervised arbitration for mortgage lending
in the subprime market. In particular, we recommend that the SRO be required to institute the
minimum, non-waivable on safeguards listed below.**

» Customers should have aright to arbitrate either before the SRO or the AAA.

435 Cf. Steinberg, supranote ___, at 1514-15 (securities arbitrators “may render awards premised on applicable

self-regulatory organization (' SRO’) standards, industry custom, or even concepts of equity and fairness’).

436 Seeid., supranote  , at 1505n.10, 1514; Securities Industry Conference on Arbitration, Uniform Code
of Arbitration 8§ 8(a)(2); NASD Code of Arbitration Procedures Rules 19(c)-(d).

a3t Obtain NASD Arbitration Awards Online (available at <www.nasdadr.com/arb_awards.asp>). See also
NASD To Make Arb Results Available Via Web, FINANCIAL NET NEwsS, May 21, 2001, at 2; NASD Setto List
Arbitration Cases on the Internet, L.A. TIMES, May 17, 2001, § 3, at 4.

438 See NASD Code of Arbitration Procedures § 10330(h); NASD Notice to Members 00-55 (Sept. 18, 2000)
("if arbitration awards are not complied with in atimely manner, NASD Dispute Resolution currently ingtitutes
suspension proceedings'). See also Don Bauder, Investors score rare win in battle with brokerage, San DIEGO
UNION-TRIBUNE, May 12, 2001, at C-2 (April 26, 2001 ruling by NASD hearing officer suspended member firm for
refusing to pay award to investors after it lost an apped in federa district court); Gretchen Morgenson, Putting Some
Weight Behind Arbitration, N.Y. TIMES, June 10, 2001, § 3, at 10.

439 The NASD Code of Arbitration Procedure, the arbitration rules of the New Y ork Stock Exchange, therules
of the AAA and the Statement of Principles of the National Consumer Dispute Advisory Council provide good
initial reference works for crafting appropriate guidelines. The Statement of Principlesis available at
<http://www.adr.org/education/educati on/consumer_protocol .htm>. See also Martin H. Malin, Privatizing Justice
but by How Much? Questions Gilmer Did Not Answer, 16 OHIO STATE JOURNAL ON DISPUTE RESOLUTION 589
(2001) (arguing for various protectionsin employment arbitration proceedings); Shelly Smith, supra note  , at
1222-35 (discussing the need for safeguards in arbitration proceedings involving consumer contracts).
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» All arbitration clauses in subprime mortgage loan agreements would have to specify
that arbitration would be conducted arbitrators certified by the SRO or the AAA
operating under the auspices of that certifying body.

» The public should be given an opportunity for notice and comment on the oversight
agency’ s review of SRO arbitration rules and amendments to those rules.

* Aggrieved borrowers should have a meaningful role in selecting the panel’ s
arbitrators, under a system such asthe AAA’s “list method” of selecting arbitrators.

» Every arbitrator on an arbitration panel must be a public arbitrator without significant
ties to the mortgage industry.*?

* Every arbitrator should have alaw degree in order to ensure adequate analysis of the
legal claims.

» Arbitration panels should be required to apply all statutory and common law that is
applicable to the claims presented.**

» Arbitration panels must issue short written opinions, signed by the arbitrators who
concur, that summarize the material issues in controversy, how those issues were
resolved, the reasons for the decision and the relief sought and awarded.*? In
addition, the panel should certify that it resolved all claims presented by the claimant.

» All arbitration awards should be published.**

» Arbitration panels must have authority to award all remedies authorized by law,
including statutory damages, as well as reasonable attorneys’ fees and costs.

» Arbitration agreements may not include any condition that limits the ability of a party
to file any claim in arbitration or the ability of arbitratorsto make any award.

440 Under the NASD rules, an arbitrator is considered a “ public arbitrator” if he or she has not worked in the

securitiesindustry within the past three years. NASD, CODE OF ARBITRATION PROCEDURES 88 10308(a)(4)-(a)(5).
Thus, alawyer who retired three years ago, but who had spent his or her entire career representing securities firms,
would qualify as apublic arbitrator. See NASD, SECURITIES ARBITRATION REFORM: REPORT OF THE ARBITRATION
PoLicy TAsk FORCE 96-97 (1996). We would not recommend adopting this standard for the mortgage lending
industry and would opt instead for requiring “public arbitrators’ to have more attenuated rel ationships with the
industry.

a4l See Edward Brunet, Toward Changing Models of Securities Arbitration, 62 BROOK. L. REv. 1459, 1490-92
(1996); Therese Maynard, McMahon: The Next Ten Years, 62 BROOK. L. REv. 1533, 1555-56 (1996).

a4z See Brunet, supranote __, at 1488-90.

443 Similarly, we would oppose confidential settlementsin suitability cases filed in court.
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* Mandatory arbitration clauses must not forbid participation in class action lawsuits.

» Arbitral awards must be promptly paid to plaintiffs pending appeals.

» Federal courts should be authorized to review arbitral awards for errors in applicable

law,**in addition to the more circumscribed scope of review that is authorized in the
Federal Arbitration Act.**

D. Critiques Of Suitability In Subprime Mortgage Lending And Responses

The principal thrust of this Article is to settle the question whether additional relief is
necessary to combat predatory lending. Aswe have shown, information asymmetries allow
predatory lenders to thrive and the current patchwork of remedies has been wholly ineffective in
combating predatory lending.*® 1n the absence of a new remedy, borrowers and society continue
to suffer and this harm will only worsen in a weakening economy.*’

We do recognize, however, that there are numerous arguments against intervening to curb
predatory lending at al, aswell as criticisms of our particular proposal. “® In this section of the
paper, we identify and respond to these criticisms.

1. Normative Objections

Some oppose a suitability standard in subprime lending on moral grounds, akin to the

debate over bankruptcy reform. They contend that borrowers should take personal responsibility

for the loans they decide to accept. After all, the argument goes, no one is forcing them to take

out loans.

a4 See Speidd, supranote _, at 1362 (recommending addition of the same standard in securities).

5 9 U.S.C. §8 10(a)(1)-(a)(5).
446 See Section __ supra.

447

See, e.g., Analysts say mortgage fraud rises as economy slows, SUNDAY STAR-NEwWS (Wilmington, N.C.),
Apr. 1, 2001, at 2B (' Thereason is, the lenders have to keep feeding the monster to pay the overhead, so they might
push aloan through, even though it doesn’t fit or they might just phony up some documents'”).
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Arguments of this sort are about free choice and the responsibility to accept the
consequences of one' sdecisions. However, predatory lending is not about free choice, it is about
the suppression of free choice. When predatory lenders target vulnerable homeowners who do
not understand what they are signing, and then deny these borrowers access to vital information
about their loans and hurry them into signing, free choice is nowhere to be seen.

Compounding matters, the financial straits of LMI borrowers frequently put themin a
classic double bind. The building code inspector, the debt collector, the bondsman, or the IRS
may be knocking at the door. The roof may be leaking or the car they need for transportation to
work may have broken down. Their child may need costly medical care, but they have no
medical insurance. In cases such as these, the choice is between two evils, one of which is
certain and the other of which isill understood. Thusit is not surprising, as behavioral
economists have found, that people who are facing crises are more likely to take risks.*?

Critics counter that many victims of predatory lending refinance their mortgages to buy
luxury items such as TV's, stereos and cars, not to pay for emergencies or home repairs. Intheir
view, the law should not reward profligate conduct by providing borrowers redress for predatory
loans, the proceeds of which they used inappropriately to purchase luxury goods.

Concerns about profligate use of loan proceeds are present regardless whether borrowers

are low income, middle class or affluent;**® however, the social consequences of LMI borrowers

448 See, e.g., David Wessdl, An Inner-City Predator Needs a New Leash, WALL St. J., Apr. 19, 2001, at Al.
449 See, eg., Amos Tversky & Danied Kahneman, Advancesin Prospect Theory: Cumulative Representation
of Uncertainty, 5 J. Risk & UNCERTAINTY 297 (1992); Amos Tversky & Daniel Kahneman, Rational Choice and the
Framing of Decisions, 59 J. Bus. S251 (1986). See also Roger G. Noll & James E. Krier, Some Implications of
Cognitive Psychology for Risk Regulation, 19 J. LEGAL Stub. 747 (1990); Langevoort, supranote ___ at 637.

450 See, e.g., Understanding Cash Out Refinancing, Bankrate, Aug. 24, 2001 (available at
<www.thebankingchannel.com/comm/story.jsp?story=TBCK5J50Y OC>); Freddie Mac, Press Release, Loan
Refinancings That Took Equity Out of Houses Rose in Second Quarter of 2001 (Aug. 21, 2001) (available at
<www.freddiemac.com/news/archives2001/2qupb01.htm>). More affluent borrowers refinance loans or take out
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entering into predatory loans and engaging in profligate spending®* are more severe. The
borrowers can go bankrupt, and become homeless.*> When they go bankrupt, their other
creditors are hurt. When they become indigent, taxpayers are called on to support them. The
severe external effects of default and foreclosure on society justify predatory lending protections,
even when home equity is used to finance luxury purchases.

Another, related argument that critics make it response to anti-predatory lending
proposalsisthat any protections are paternalistic and interfere with borrowers exercise of free
choice. The argument isthat predatory lending legislation will prevent borrowers from obtaining
loans that contain terms that are acceptable to both lenders and borrowers, but that the law deems
predatory or, with our proposal, unsuitable. We recognize that there is a paternalistic element to
the suitability requirement. But we contend that the burden of limited restrictions on free choice
is outweighed by the severe negative effects of predatory loans on borrowers and on society. In
addition, as we discuss, suitability may make it possible for many of these borrowersto obtain
loans from other lenders on better terms.

2. Market Arguments

There are anumber of market-based arguments that critics have advanced in support of
their position that predatory lending legislation is unnecessary and/or counterproductive. One
argument isthat predatory lending protections create incentives for borrowersto “game the

system,” by taking out loans that they know they cannot repay and then seeking loan forgiveness,

second mortgages to finance needed or desired expenditures with their untapped equity, including renovations or
home repairs, college education, medica bills, taxes, credit card debts or vacations. See, e.g., Teresa A. Sullivan et
al., THE FRAGILE MIDDLE CLASS. AMERICANSIN DEBT 225 (2000).

a5t There are no sound data indicating the extent to which borrowers use loan proceeds to engage in profligate
spending.

452 See supra notes and accompanying text (discussing why borrowers put their homes at risk).
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claiming that their loans were unsuitable. This argument might have credence for unsecured
loans when borrowers are judgment-proof, but would not apply here where borrowers' homes are
at stake. Very few homeowners can afford to engage in that type of brinksmanship, particularly
not LMI borrowers, because if they are wrong, they will lose their homes to foreclosure.**

The most oft-heard criticism isthat a suitability rule would result in credit constraints.***
To the extent that this criticism refers to loan denials because the borrowers cannot repay their
loans out of current and expected income, we endorse this outcome because these loans should
not be made in the first place. Furthermore, it is possible that these borrowers will not be shut
out of the credit market altogether. Rather, many of these borrowers may qualify for legitimate
subprime or even prime loans elsewhere with better, more affordable terms.®>  As for other
problematic terms and practices, the operative question is not whether narrowly targeted
regulations would have some constraint on credit. Instead, the question is whether the potential
harm from carefully crafted, targeted regulations outweighs the harm of maintaining the status
qguo. Thus, what is called for is a cost-benefit analysis to determine what suitability rules would
best address the harm that occurs from predatory lending without inordinately limiting the
availability of credit. We believe that our proposal for an SRO that can develop best practices
rules, afederal rulemaking process with full public input and a feedback loop for revision of

rules is best-suited to perform that cost-benefit analysis.

453 Of coursg, if borrowers materially midead lenders asto their ahility to repay their loans, lenders would

have a defense to any suitability claims,

454 See, e.g., Charles W. Calomiris& Robert E. Litan, Homeownership That’s Too Important to Risk, N.Y.
TIMES, Aug. 20, 2001, at A21 (“[n]ew laws on the pattern of some already passed at the state and local level could
do great harm by discouraging lenders from making any subprimeloans at al”).

45 Seenotes - supraand accompanying text.
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Some critics of suitability and other effortsto combat predatory lending take the position
that recent losses in the subprime market™® indicate that predatory lending is not profitable and
that the market will “correct” itself and predatory lending will cease. We disagree with this
conclusion on several grounds. First, no one has established a correlation between reduced
profitability in the subprime market and predatory lending. The losses in the subprime market
could be attributable to the overall economic slowdown,”” inadequacies in the risk assessment
models used by subprime lenders, or a host of other economic or institutional factors.

As we discussed previously, the market, asit is currently structured, will not curb
predatory lending. In short, secondary market actors can protect themselves against the risk of
default by inserting recourse provisions when they purchase packages of loans. Predatory
lenders insulate themselves from losses when they originate loans by making loans at high
interest ratesto borrowers with significant equity in their property. In addition, they finance
huge fees, often repeatedly. At foreclosure, these lenders, even those who end up holding loans
pursuant to recourse provisions, can recoup the unpaid interest and fees.

It is possible that, in the absence of interventions to curb predatory lending, legitimate
subprime lending will decrease. If predatory brokers are deceiving legitimate subprime lenders,
causing the lenders to suffer losses, predatory lenders will gain alarger market share.*®

Legitimate subprime lenders, many of which are major institutional lenders who have to answer

456 See, e.g., Paul Beckett & John Hechinger, Subprime Loans Could Be Bad News for Banks, WALL ST. J.,
Aug. 9, 2001, at C1 (“[t]hat subprime has been deterioratingis clear. In May [2001], . . . the percentage of subprime
mortgages nationwide that were serioudy delinquent rose to 6.37% from 5.55% at the end of the last year”).

457 | d

458 See, e.g., LauraMandaro, Wamu Primed For More Subprime, AM. BANKER, Aug. 20, 2001, at 1
(discussing Bank of America’ s decision to exit subprime mortgage lending); RivaD. Atlas, Bank to Drop 2
Businesses To Tighten Up Its Operations, N.Y. TIMES, Aug. 16, 2001, at C1 (same).
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to shareholders and often regulators, cannot sustain losses for long. The substantial goodwill and
long-term reputational interests of these firms, moreover, mean that they cannot smply dissolve
and reincorporate under different names. In contrast, fly-by-night predatory lenders do not have
these constraints. If they suffer losses that they cannot absorb, they can file for bankruptcy or
simply dissolve. The principals can then go underground for awhile, form a new corporation and
resume predatory lending anew.

It isalso possible that publicity about unchecked predatory lending may make legitimate
subprime lenders wary of making high-risk loans and thereby reduce the options for high risk
borrowers who are seeking credit.”® If shareholders and regulators put pressure on legitimate
subprime lenders to avoid even the appearance of predatory lending, these lenders will adopt
more conservative lending practices, which would have the effect of enlarging the market for
predatory lenders.*®

3. Concerns About Frivolous Litigation

Some concede that additional remedies are needed, but oppose the creation of a private
cause of action.** We strongly believe that private relief is necessary for three reasons. First and
foremost, a private cause of action is economically efficient because it places liability on the

parties who are able to avoid the harm of predatory lending with the least cot, i.e., predatory

459

Cf. John Hechinger & Patrick Barta, supra note at Al (citing examples of banks that have dropped
their subprime units because of fear of charges of predatory lending).

460 See, eg., Michele Heller, FTC Veteran: Keep the Heat On Predators, AM. BANKER, Aug. 17, 2001
(quoting former FTC official David Medineto the effect that if “legitimate lendersleav[€] that market, it’s going to
leave it wide open for predatory lenders to continue to dominateiit.”).

461 Litan, Prudent Approach, supra note  , at 2 (“[t]he more prudent courseisfor policy makersat all
levelsto wait for more data to be collected and reported by the Federal Reserve so that enforcement officials can
better target practices that may be unlawful under existing statutes. In the meantime, Congress should provide the
federal agencies charged with enforcing existing statutes with sufficient resources to carry out their mandates, as
well asto support ongoing counseling efforts’) (emphasis omitted).
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lenders and brokers. Second, the compensatory aspect of the private right of action is important
because it requires lenders and brokersto internalize the cost of the harm that they cause, thereby
undercutting their incentives to engage in predatory lending. Third, we strongly advocate private
relief because the government often lacks the resources and the will to pursue civil claims when
it has enforcement authority.*? If the government were given the sole power to enforce
suitability and the designated agency, for financial, bureaucratic or political reasons, failed to
fully exercise its power, tens of thousands of predatory lending victims nationwide would have
no or only limited recourse.

One argument in opposition to establishing a private cause of action is that it might
spawn frivolous lawsuits. The concern is that dishonest borrowers will enter into legitimate,
suitable loans and then challenge the loans because they regret having taken them out in the first
place. Our response isthat bright-line suitability rules or presumptionsin lieu of fuzzy
standards, plus adequate documentation by lenders of compliance, should keep frivolous lawsuits
to aminimum.

Some critics focus on class actions and contend that attorneys will bring frivolous strike
suits in order to extract settlements and/or will settle meritorious claims on terms that benefit
themselves at plaintiffs’ expense. We believe that these concerns about class action abuses are
overstated. To begin with, class actions are not necessarily easy to certify in predatory lending
cases. For instance, in damages class actions under Fed. R. Civ. P. 23(b)(3), plaintiffs must

show that the common issues predominate over the individual ones in order to win certification.

462 Michael Selmi, Public vs. Private Enforcement of Civil Rights: The Case of Housing and Employment, 45

U.C.L.A.Rev. 1401, 1438 (1998) (in referring to enforcing the fair housing and employment discrimination laws,
stating that “the government’ s enforcement efforts have largely failed”).
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Loan underwriting decisions often turn on facts that are unique to the borrowers, making
commonality difficult to prove.*®®

To the extent that class actions can be certified in predatory lending suitability cases, the
goal should be on limiting the possibilities for abuse, and not on denying class actions claims
wholesale. With respect to the risk that attorneys will bring frivolous suits, we note that counsel
must already certify under Rule 11** that the claims they are pursuing are non-frivolous, have
evidentiary support and are not being presented for harassment or delay. Making Rule 11
sanctions for frivolous filings mandatory for class counsel in predatory lending cases would give
that provision real force, although we strongly advise against mandatory sanctions for plaintiffs.

With respect that class counsel will enter into exploitative settlements of meritorious
claims, some of the safeguards in the Private Securities Litigation Reform Act of 1995 (PSLRA)
should be extended to suitability claims for predatory lending. Named class plaintiffs could be

required to swear that they reviewed the complaint and authorized its filing, and that they will

463 See United Cos. Lending Corp. v. Sargeant, 20 F. Supp. 2d 192, 210 (D. Mass. 1998) (declining to certify a
classin a predatory lending case because “individua factual questions predominate over those common to the
class’); Petersv. Cars To Go, Inc., 184 F.R.D. 270, 277-80 (W.D. Mich. 1998) (court certified one class, but denied
certification for another dueto lack of commonality). Cf. Hoffman v. Grossinger Motor Corp., 218 F.3d 680, 683
(7" Cir. 2000) (refusing to construe TILA in a subprime auto loan casein away that “would make the class action a
truly fearsome instrument of consumer-finance litigation™).

In part for these reasons, securities class actions rarely assert breach of suitability. For instance, a study of
securities class actions filed in 1999 found that the most prevalent claims were for improper revenue recognition and
overstated assets. According to the study, “[o]ther prevalent areas induded purchase accounting, liabilities and
accounting estimates.” Suitability was not mentioned. See PRICEWATERHOUSECOOPERS, 1999 SECURITIES
LITIGATION STuDY 2-3 (1999) (available at
<http://securities.stanford.edu/research/reports/19990801pwc103000.pdf>); see also Mukesh Bajgj et al., Securities
Class Action Settlements: An Empirical Analyss 3-4, 15 (2000) (“the vast majority of cases involved allegations
concerning corporate disclosures”) (available at
<http://securities.stanford.edu/research/studies/20001116_SSRN_Bajgj.pdf>). The prevalence of mandatory
arbitration clauses governing suitability claimsin securities a so explains the paucity of securities class actions.

464 Fed. R. Civ. P. 11(b).
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not accept added payments for serving as named plaintiffs without court approval.”® In addition,
total attorneys fees should be limited by statute to a reasonable percentage of the actual recovery
to the class (including statutory damages) and settlements under seal should be barred.**®

D. Other Needed Areas Of Regulatory Attention

Our proposal relies on governmental, SRO and private enforcement of suitability.
Designing a cause of action and an array of enforcement mechanisms was our top priority
because our purpose was to address the core incentive structures that fuel predatory lending. We
do not wish to downplay the fact, however, that other aspects of subprime mortgage lending
contribute to predatory lending and require attention. We have not discussed those problem areas
in detail because they fall outside the scope of the Article. Nevertheless, a comprehensive
approach to predatory lending will need to come to grips with these problems.

1. Regulation Of Mortgage Brokers
In the abstract, one might think of mortgage brokers as professionals who help borrowers

find loans on the best terms. In practice, mortgage brokers serve a very different function
because of the incentive structure in the industry. Brokerswork for and are paid by loan
originators, not borrowers. Brokers can facilitate predatory lending by scouting out

unsophisticated borrowers and convincing them to pay the highest possible prices. While these

465 See 15U.S.C. § 78u-4(a)(2)(A).

We note that formerly it was easy to manufacture securities fraud class actions by having a staff member in
class counsd’ s firm buy stock of every company in the S& P 500 or another broad index of stocks. The PSLRA
contains anumber of provisions that are designed to curb those abuses and ensure the independence of named class
plaintiffs. See generally 15 U.S.C. § 78u-4. In contrast, the danger of manufactured suitability claimsin the home
mortgage area of thistype is quite low. Manufacturing a claim would require class counsd to take the absurd and
unethical step of convincing an employee or another unsuspecting individual to go out and obtain a predatory loan
secured by his or her home.

466 See 15 U.S.C. §§ 78u-4(a)(5)-(a)(6).
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mortgage brokers have financial incentives to deceive lenders as well as borrowers, “’ in the final
analysis they have no incentive to protect borrowers, but do care about their relationships with
lenders, who provide them with repeat business. Our proposal seeks to realign those incentives
by requiring brokers to take suitability into account. In addition, mortgage broker licensing,
capital or bonding requirements and sanctions could be useful in remedying these problems.**®
2. Regulation Of Appraisers
Inflated appraisals often lie behind predatory loans.®® Like mortgage brokers, real estate
appraisers have perverse incentives to inflate property values. Lenders, who sell loans on the
secondary market, want appraisals that will satisfy secondary market purchasers. Appraisers
who can produce such appraisals will be the most valued and utilized by lenders. 1n 1989,
Congress required federal banking regulators to tighten federal regulation of appraisers used by
federally insured banks and thrifts.*”® At aminimum, those provisions should be extended to
appraisers of subprime mortgage properties generally. In addition, appraisers who are guilty of
inflated appraisals should be subject to suit under state UDAP statutes.
3. Due Diligence By The Secondary Mar ket
Due diligence by the secondary market, particularly by the private secondary market, has
been lax to date and has failed to deter capital flows to predatory lenders. It is unreasonable to
expect secondary market purchasers to unbundle mortgage-backed securities and examine every

single mortgage. However, we recommend the adoption of minimum standards for secondary

a67 Seenotes - supraand accompanying text.

468 Seeeg., N.C.G.S. §§ 53-243.01- 243.15 (North Carolina s Mortgage Lending Act).
469

Seenote _ supra.

470 See 12 U.S.C. 88 3331, 3339, 3341; 12 C.F.R. 88 34.41-34.47, 225.61-225.67, 323.1-323.7, 564.1-564.8;
McCoy, supranote __, § 6.04[4].
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market purchasers, which could have the effect of filtering out predatory loans, for example, by
prohibiting secondary market purchasers from purchasing loans that include the financing of
single premium credit life insurance.**  In addition, it is reasonable to require that secondary
market purchasers require periodic audits of loans purchased from originators with high loss
ratios in an effort to uncover predatory lending.
4. CRA Credit For Predatory Loans

In asimilar vein, banking organizations should be barred from receiving CRA credit for
predatory loans.*”? Banking entities that originate subprime mortgages should not get CRA credit
unless their subprime loans meet the best practices standards of the SRO and the enforcement
agency’ s suitability guidelines. Banking organizations that purchase subprime mortgages, either
individually or in bundles, should not receive CRA credit unless they have instituted due
diligence provisions along the lines suggested above.

5. Federal Agencies Need To Responsibly Exercise Their Preemption
Privilege

In the American dual banking system,*” federal preemption is along-held and jealously
guarded prerogative. Aswe discussed supra, in the area of mortgage lending federal preemption
could have the unfortunate effect of hampering state predatory lending reforms that are stronger
than their federal counterparts. The most prominent example is challenges to state laws on

grounds that state prohibitions against subprime terms and practices such as loan flipping,

471

Cf. Office of Thrift Supervision, Advance notice of proposed rulemaking, Responsible Alternative
Mortgage Lending, 65 Fed. Reg. 17811, 17818 (Apr. 5, 2000) (seeking comment on whether OTS should
“encourage thrifts to inquire whether securitizers from whom they purchase interests in loan pools have conducted
their own due diligence efforts with regard to the underlying loans’). *

472

See HUD-Treasury Report, supranote __, at 106.
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negative amortization, financing of points and fees and balloon payments are federally
preempted under AMTPA.** Recently, for instance, the Fourth Circuit held that AMTPA
preempted a Virginia statute limiting the size of prepayment penalties in home loans.*”
Similarly, OCC expansion of national bank powersto issue credit life insurance under expansive
readings of the National Bank Act*® may have inadvertently set the stage for certain credit life
insurance abuses.

Federal banking regulatorsthat enjoy the privileges of federal preemption need to
exercise those privileges responsibly. The Office of Thrift Supervision, for instances,
administers AMTPA and has authority to modify its implementing regulations to permit state
regulation of non-price terms. In April 2000, OTS issued an advanced notice of proposed
rulemaking seeking comment on whether, due to predatory lending concerns, AMTPA’s
regulations should be modified.*”” OTS should complete that task and modify AMTPA’s rules,

to the extent possible, to permit regulation of non-price terms in subprime mortgages by the

473

For ageneral description of the dual banking system, see McCoy, supranote __ , 8 3.02.
ara See, e.g., Michael Bologna, Mortgage Brokers Suit Says U.S Law Preempts llinois Predatory Lending
Rules, BNA BANKING Rep., July 30, 2001, at 201 (describing Illinois Ass'n of Mortgage Brokersv. Office of Banks
and Real Estate, No. 01-C5151 (N.D. Ill. filed July 13, 2001)); Predatory Lending Regulations, Laws Spread Across
the Nation, BNA BANKING Rep., Apr. 30, 2001, at 776. For adescription of AMTPA, seenotes - supraand
accompanying text.

an See National Home Equity Mortgage Ass'n v. Face, 239 F. 3d 633 (4™ Cir. 2001).

Similar preemption challenges might be possible under the DIDMCA. For a description of the DIDMCA,
seenotes - supraand accompanying text. In addition, special usury provisionsin the Nationa Bank Act and
the Federal Deposit Insurance Act preempt state usury laws for national and state banks and permit these banks to
export high interest rates from states where they are located to other states. See 12 U.S.C. 88 85, 1831d(a); Smiley
v. Citibank (South Dakota), 517 U.S. 735 (1996); Marquette Nat'| Bank v. First of Omaha Serv. Corp., 439 U.S.
299, 301 (1978). Cf. Paul Beckett, Why Patricia Heaton Could Cause Problems For a GE-Owned Bank, WALL Sr.
J.,, Mar. 30, 2001, at A1 (discussing lawsuit contending that a credit card bank formed by GE was a“ state bank” that
took deposits and therefore was eligible to export high interest rates to more protective states).

476 12 U.S.C. § 24 (Seventh); see generally McCoy, supranote ___, § 5.02[5][b][i][A].

477

Office of Thrift Supervision, Advance notice of proposed rulemaking, Responsible Alter native Mortgage
Lending, 65 Fed. Reg. 17811, 17815-17 (Apr. 5, 2000).
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states. Similarly, the Office of the Comptroller of the Currency should regulate exploitative
termsin credit life insurance and similar products.
6. Marketing Abuses

Predatory lenders locate their prey through aggressive telemarketing and door-to-door
solicitation. Aggressive regulation of both types of marketing, within the bounds of the First
Amendment, could help shut off this vital pipeline for new customersto predatory lenders.

7. SEC Material Litigation Disclosures

If shareholders and people contemplating stock purchases learn that a stock issuer has
significant suitability claims pending, they may divest or elect not to purchase stock. Thisrisk
creates an incentive for firms to develop mechanisms to detect predatory lending. Under SEC
regulations implementing the Securities Act of 1933, issuers of securities must disclose all
material pending legal proceedingsto which they are party.*”® Litigation is not “material” unless
similar claims, taken together, seek damages exceeding ten percent of the issuer’s current
assets.*” In suitability claims, where injunctions may form the primary relief or the damages
sought are small, the ten percent trigger may not be satisfied. Amending the SEC ruleto add a
trigger for alarge number of small claims would address that problem. In addition, amending
the definition of “material pending legal proceedings’ to include arbitrations and agency
proceedings, at least for subprime mortgage claims, would be advisable.
VI. CONCLUSION

Predatory lending is more than a fleeting problem. As foreclosures and bankruptcies

mount, and neighborhoods decay, predatory lenders and brokers continue their practices

478 Regulation S-K, Item 103.
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unabated and, more importantly, virtually free of sanctions. Our study of the forcesthat have
contributed to the emergence of predatory lending and of the extant remedies available to victims
of predatory lending has led us to conclude that without government intervention to impose a

suitability standard, predatory lending will persist with devastating social consequences.

479 Id. Instr. 2.
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